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1. Infrastructure Monitoring: Objectives and
Methodology
1.1. Background and objectives

Infrastructure modernisation and development is of crucial importance for sustainable
economic growth in Belarus. However, the progress in this sector has been consider-
ably limited. Due to the lack of internal and foreign investments in the infrastructure
as well as a political will to privatize the main infrastructure enterprises the process
of technical renewal in the infrastructure sector is restrained. The tradition of public
ownership and operation of the infrastructure coupled with theoretical justifications for
government intervention has placed this sector of the economy among the slowest to
show reform. It is a sector overburdened with government mismanagement.

Restructuring of the sector along with an efficient supply of infrastructure services and
the introduction of private incentives with the creation of an environment conducive to
private investment should be goals of government policy. These are worthy pursuits
as reforms in an infrastructure sector conducive to the general progress in market re-
forms in transition economies.

Belarusian Infrastructure Monitoring (BIM) was designed by the IPM Research Center,
which is an independent research body, together with the German Economic Team in
Belarus (GET). BIM is a tool used to survey the progress in key infrastructure indus-
tries and has as its goal the monitoring of annual changes in the infrastructure sec-
tor. Indicators developed within the BIM are intended both for monitoring the govern-
ment’s infrastructure policy and for research purposes.

The methodology used in BIM follows the concept of the Infrastructure Monitoring for
Ukraine (IMU) of the Institute of Economic Research and Policy Consulting (IER) in
Kiev, Ukraine.! This concept is based on the approach developed by the EBRD, which
estimates infrastructure indices for all 26 transition countries. Since 1998, these in-
dices have been published annually in the EBRD Transition Report. Both IMU and BIM
follow the EBRD approach for reasons of compatibility. However, BIM disaggregates
the indices, thereby extending the methodology of infrastructure monitoring. The
need for this extension arises because disaggregation leads to a more differentied
view of country’s infrastructure and, hence, more in depth analysis and richer policy
conclusions. Existing indices do not attach values to factors of infrastructure reform
such as poor implementation of legislation or to key performance indicators like pay-
ment arrears and mutual settlements.

1.2. Criteria of evaluation

The theoretical justification of the infrastructure evaluation criteria is presented in de-
tail in the EBRD Transition Report 1996.2 The main idea behind the BIM is to trace
ownership, market structures, and regulatory changes for the purpose of future re-
search and to relate them to changes in sector efficiency.

The BIM indices, patterned after the EBRD approach, focus on three broad areas
of reform: commercialisation and privatisation, tariff reform, and regulatory and in-
stitutional development.? The indicator of each of the monitored infrastructure sec-
tors (railways, roads, gas and power) that describes the country’s success in transi-
tion is calculated as the mean of three narrower aspects. These in turn are based on
the means of the specific indicators which refer to the peculiarities of the infrastruc-
ture industry in question. In total there are 21 infrastructure indicators common to
all infrastructure sectors.* Their descriptions and scoring methods are presented in

t www.ier.kiev.ua.

2 EBRD (1996) Transition report 1996: Infrastructure and Savings, p. 34-76.
3 EBRD (2000) Transition report 2000: Energy in Transition, p. 41.

4 In case of power and gas sectors only 20 indicators are used.
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Appendix 1 and Appendix 2. The BIM indicators use the same scale as the EBRD indi-
cators, i.e. from 1 (minimum) to 4 (maximum) including plus and minus scoring. For
example, 1+ is equal to 1.3 and 2- is equal to 1.7.

In comparing the EBRD and IER approaches, it is important to mention that the BIM
applies the same criteria to all sectors, while the EBRD uses different criteria for each
sector.®> Additionally, the peculiarity of BIM is that it estimates the progress in the gas
sector which is crucially important for Belarus. Finally, the EBRD monitors the chang-
es in telecommunication and water supply sectors while BIM does not.

Commercialisation and privatisation are divided into the following three aspects:

e Ownership transformation of the natural monopoly, potentially competitive
businesses and ancillary businesses;

e Operation (management) of the natural monopoly, potentially competitive
businesses and ancillary businesses;

e Progress in organisational separation of potentially competitive and ancillary
businesses from the infrastructure and the level of decentralisation.

Tariff reform is evaluated under such conditions as:

e Structure of tariffs including a tariff setting procedure, cost covering pric-
ing of the natural monopoly and free market prices in potentially competitive
businesses;

e Payment arrears between/within infrastructure and potentially competitive
businesses, consumer payment collection, budget compensation for indebt-
edness;

e Level and procedure of budgetary payments.
Regulatory and institutional developments are evaluated using the criteria of:

e Design of effective regulatory institutions including management selection
in potentially competitive businesses, independence of the natural monopo-
ly regulator and the transparency of the regulation procedures;

e Network access regulation concerning the regulation method and level of ac-
cess pricing.

The EBRD indices take into consideration developments over a full year. In this first
issue, the BIM is reporting information for 2002 and 2003.

5 This is explained in EBRD (1996) Transition report 1996: Infrastructure and Savings, p. 50.
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2. Summary

Infrastructure reforms are among the first reforms to be implemented after the ba-
sic market reforms — liberalization, macroeconomic stabilization, privatization and
the creation of the institutional environment. The goal of infrastructure reform is the
implementation of elements of competition in the branches of the so-called “natural
monopoly”. As a result of the reforms, supply of infrastructure services should be of-
fered by mainly efficient, privatised companies with tariffs close to hypothetical mar-
ket level (i.e. long-run marginal costs) and subject to objective, transparent regu-
latory process. However, due to the lack of base market reforms, progress in the
reforming the infrastructure in Belarus has been insignificant at best.

In 2003, slight positive changes in the infrastructure sector, mainly in power and gas
sectors, could be seen. This was caused by the first steps towards privatization of
Beltransgaz. An increase in the price for gas and Russia requiring that all debts for
previous consumption be paid have led to a stiffer payment discipline and a reduc-
tion in the share of barter. In spite of the obvious progress of reforms in energy sec-
tor, the changes in transport sector regulation were inconsistent. Some reforms were
positive and others were not. On the one hand, a shift in the policy towards reducing
cross subsidizing between different kinds of rail transport was continued. Procedures
of holding tenders have become more open. Additionally, some government meas-
ures have led to a decrease in the private sector share. As well there were no chang-
es in ownership. The improvements of infrastructural policy in 2003 were rather mi-
nor and cannot be considered as serious reforms.

For the railway sector the index has not changed. It was 1.4 for 2002 as well as
for 2003. The monopolist railway operator Belarusian Railways preserved its status.
There were no changes in ownership, operation, budget financing or tariff setting pro-
cedure. The main positive changes in this sector in 2003 was the continued elimina-
tion of cross-subsidization and more disclosed tendering procedures, now posted on
the web site. These changes were minor and have not led to a change in the over-
all index.

The road sector’s index was the only one which decreased from 1.9 to 1.8. In gen-
eral, reforms in this sector previously have moved at a greater rate than in other in-
frastructure sectors. In 2003, this started to reverse. For example, operation of pri-
vate passenger transportation companies became more difficult due to more strict
permission requirements in many towns. This resulted in their market share to be re-
duced from 13% in 2002 to 10% in 2003. Also, duties for leased trucks used in inter-
national transportation were introduced, leading to reallocation of carrier companies
to Russia. At the same time, the licensing procedure was simplified.

The gas index increased from 1.6 to 1.7. In 2003, the state enterprise Beltransgaz
was corporatized. However, there were no changes in ownership (privatization) of
this enterprise. Beltransgaz and the majority of enterprises belonging to the con-
cern “Beltopgaz” are mainly state owned. Despite the necessity to make all pur-
chases on a tender base, possibilities of the private sector in providing ancillary
services are limited. In 2003, the majority of consumers paid 100% of relevant con-
sumption. The government has achieved considerable success in stiffening the pay-
ment discipline and reducing the share of barter in energy payments. Nevertheless,
the state has failed to significantly reduce the arrears of the previous years, main-
ly to Russia.

In 2003, reforms in the power sector were a slightly accelerated. This index has in-
creased from 1.5 to 1.6. The government has achieved considerable success in the
liquidation of cross-subsiding households by industry as well as stiffening the pay-
ment discipline and reducing the share of barter. However, the enterprises of the con-
cern “Belenergo” are mainly state owned.
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The majority of BIM indices (except roads) produced by the IPM turned out to be
higher than the EBRD indices and are significantly higher for power and railways. This
can be attributed to the difference in methodology of estimation and to the incorpo-
ration of key performance and legislation implementation indicators. Specifically, the
high level of aggregation in the EBRD indices does not allow for a detailed enough
perspective to capture the relatively low pace of reforms. As a result the indices re-
mained apparently unchanged.

The following figure summarises the infrastructure reform indices for Belarus during
2002 and 2003.

Figure 1
Infrastructure reform indices for Belarus
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Sources: EBRD (2002) Transition report 2002: Agriculture and Rural Transition, EBRD (2003) Transition
report 2003: Integration and Regional Cooperation, 1IPM Reseach Center estimations.
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3. Belarus Infrastructure Policies in 2000-2003

The effective functioning of the infrastructure sector has significant importance for
the Belarusian economy. On one hand this is possibly related to the geographical lo-
cation of Belarus and the possibility to guarantee safe and convenient transit through
its territory. There is a natural trunk gas pipeline by which Russia exports gas to con-
sumers in Western Europe. The Belarusian energy system imported electric power
and provided transit for Russian electrical power. A developed network of roads and
railways is important for transit as well as for internal purposes. On the other hand,
a successfully working infrastructure potentially has a key significance for the long-
term economic and social development of the country.

However, infrastructure maintenance and development requires considerable invest-
ments and efficient management. This plainly shows the necessity for reforms in the
area of infrastructure. In spite of the adoption of the Law “On Natural Monopolies” in
2002, one can unequivocally state that the progress in market reform implementa-
tion in Belarus is even slower than the pace of its implementation in the neighbour
countries - Ukraine and Russia.

The performance of the transport sector reflects the actual pace and directions of eco-
nomic reform in Belarus. No attempts were undertaken to reform Belarusian Railways,
a large state holding, that is the monopolist railway operator and provider of trans-
portation services. On the contrary, auto transportation markets were quite open to
competition. Many private companies developed, though state-owned ones have not
been privatised (60 of them were corporatized but government kept the shares). In
2003, reforms had been reversed leading to the decrease of the index. Attempts to
continue the old structure of transport sector management and operation, with re-
stricted entry and protection from foreign and domestic competition, would perpetu-
ate the constraints of growth within the transport sector. In turn, this would influence
the output level and performance of the Belarusian economy in general. By contrast,
a freer transport sector would nurture and encourage entrepreneurial activity in oth-
er sectors.

The Belarusian fuel and energy sector consists of the following: the Belarusian
state energy concern “Belenergo”, the Belarusian state concern for fuel and gasi-
fication “Beltopgaz”, the Belarusian enterprise for transportation and gas delivery
“Belatransgaz”, and the Belarusian state concern for oil and chemistry “Belneftehim”.
Until 2002, corporatization, privatization and restructuring the biggest “natural mo-
nopolies” — Beltrangaz, enterprises of the concerns “Beltopgaz” and “Belenergo” —
was not even topical. This can be explained by the slow pace of privatization and gen-
eral restructuring in Belarus. However, the intergovernmental agreement “On Single
Price Policy” between Russia and Belarus signed in April 2002, as part of the creation
of a single union state obligated the Belarusian government to privatize Beltransgaz
and to create a joint venture with Gazprom within one year.® It is the conditions of
the privatization of Beltransgaz that determined the further relationship between the
two sides. This was a specific ‘incentive’ for some reforms in the gas and power sec-
tors in general — stiffening payment discipline, reducing barter, liquidating the cross-
subsidizing of households by industry.

Attempts by the government for a stiffer payment discipline have led to signifi-
cant progress. For example, on January 1, 2004, external debts for gas and power
amounted to USD 199.2 m (USD 170.1 m — for gas and 29.1 m — for power). This,
compared to January 1, 2003, when the energy debts decreased by 12% (UDS 226.1
m: 172.1 m for gas and 54.0 m for power). The total gas and power debts constitut-

6 It should be noted that the first mention of the necessity of privatization Beltransgaz and creation joint
venture with Russian Gazprom was in Agreement on creation of the single state between Russia and
Belarus signed in 1999.
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ed of 349% for all debts of suppliers for goods and services in the Belarusian econ-
omy. Compared to January 1, 2003 all energy debts decreased by 4.4% while con-
sumer prices increased by 25.4% for this period (which means reducing of real debts
by 30.9%). In 2003, 88.7% of all gas and power debt were debts of the final con-
sumers.

Despite a profitability of 12%, the functioning of the majority of enterprises in the
energy sector was influenced by a lack of independent regulatory bodies as well as
market mechanisms as a motivation for reducing costs. The conclusion being that,
the government, in 2004, should initiate comprehensive reforms within power and
gas sector. The government should also determine natural monopoly enterprises and
potentially competitive businesses and divide them by procedures of corporatization,
privatization and restructuring. Additionally, it should separate the regulatory func-
tion from the operational function and create truly independent bodies. Steps should
also be taken to raise transparency in tariff politics and financial flows, as well as
work out special legislation and national strategies to reform this sector.

3.1. Railways
3.1.1. Situation before 2003

At the beginning of 2003, the basic railway network was 100% owned by the state.
The major part of rails that link enterprises and the basic network are owned by en-
terprises.

The railway infrastructure, freight and passenger transportation are integrated into
one monopolist state-owned enterprise — Belarusian Railways. BR also incorporates
ancillary services and social infrastructure. The enterprise actively participates in non-
core activities. BR owns several agricultural enterprises, production plants, hospitals
etc. The share of non-core activities measured as the share of staff employed in non-
core businesses in the total number employed at BR was approximately 25% in 2002.
Altogether, Belarusian Railways consists of 99 legal entities that employ more than
100,000 people.

Belarusian Railways are operated in a similar manner to a government department.
The CEO is appointed directly by the president, although Belarusian law prohibits
straight political interference in the decision-making process. The BR consists of 6 re-
gional companies.

According to the national legislation, tariffs on transportation should cover the full
cost for the services. In practice, transportation services within the country, both
freight and passenger are not profitable. This forces BR to cross-subsidize them at
the expense of profitable transit transportation. In the first half of 2003, revenues
from internal transportation were 65% of the cost of the service (for internal passen-
ger transportation — 30%). Suburban transportation exhibited the most substantial
losses. At the same time, the profits of the BR earned from transit transportation ac-
counted for 90%. As a result of these proceeds, subsidization of loss-making internal
transportation is financed and overall profits are still realized (Table 1).

Table 1

Profitability of railway transportation services, 1999 - 2003

Year 1999 2000 2001 2002 2003
Profitability, % 19.4 20.5 11.4 16.9 9.5

Note: Profitability is defined as ratio of profits to total costs.
Source: Ministry of Statistics and Analysis.

A distorted structure of tariffs exists due to the fact that the tariff-setting procedure is
highly politically determined. Tariffs for transportation services, and freight and pas-
senger services, are set by the Ministry of Economy. Tariffs, especially on suburban
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trains, are considered to be socially important. These tariffs have been considerably
lower (not cost-covering) in comparison to tariffs on international and transit trans-
portation, whose rates are set according to international agreements.

According to national legislation, 59 different categories of the population were sub-
ject to preferential tariffs. The government is supposed to compensate losses from
serving privileged users. The sum of supposed compensations in 2002 amounted to
BYR 26 bn, but only BYR 55 m were paid off in fact (USD 15 m and 31,000 corre-
spondingly).

3.1.2. Progress in 2003

Cross-subsidization of internal transportation services at the expense of transit trans-
portation remained one of the main issues for Belarusian Railways. The share of in-
ternal transportation services in the total amount of services provided by BR was
30%. Internal transportation brought BYR 140 bn in losses to this enterprise in the
first half of 2003. To cover losses, Belarusian Railways had to add 45 cents to each
dollar of revenue. In case of internal passenger transportation, the amount of subsi-
dy equaled 70 cents to each dollar.

The tariff setting policy in 2003 continued to shift towards elimination of cross-sub-
sidization between internal and transit transportation. Moreover, tariffs on passen-
ger transportation in 2003 grew faster than on freight transportation leading to a de-
creasing scale of cross-subsidization between these two kinds of transport.”

In 2003, tariffs on all forms of rail transportation increased by 19.6%.8 This coincid-
ed with tariffs on international passenger transportation which increased by 26.3%,
on intercity transportation — by 31.4% and on suburban transportation (which is the
most heavily subsidized) — by 70% (Figure 2).

Figure 2
Growth rates of tariffs on railway international,
intercity, suburban, freight transportation and CPI
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Source: Ministry of Statistics and Analysis.

7 Both internal freight and internal passenger transportation operate at a loss. The rate of return, howev-
er, for freight transportation is not as low as in the case of passenger transportation. This means pro-
ducers pay relatively more for transportation services than individuals. Increasing tariffs on passenger
transportation reduces the burden on other types of railway transportation.

8 Or less then the CPI (25.4% yoy in 2003).
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No progress was detected in the sphere of budget financing of Belarusian Railways.
The amount of the subsidy received equalled BYR 95 m, which is comparable to 2002
figure of BYR 55 m and is many times less than losses from provision privileged con-
sumers with the service.

In 2003, BR began announcing tenders at its recently launched website allowing po-
tential contractors to have better access to information about new tenders. Generally,
the delivery of machinery and materials is auctioned by tenders, and quite rarely are
they applied to construction contracts and the like.

3.1.3. Reform agenda

It is vital for the development of the national railway network that all categories of
consumers pay the full cost for the service. The complete elimination of cross-subsidi-
zation between freight and passenger transportation and between internal and transit
transportation must be realized. This would be possible if the number of privileged
consumers decreases and income compensations replace price compensations.

For a better functioning railway transportation system it is necessary to split the
railway network operation and provision of transportation services. The separation
and privatization of non-core businesses will be the main challenge for Belarusian
Railways to institute. The enterprise should be freed from a social support burden and
have profit-making as its primary goal.

Initially, BR should rid itself of social infrastructure holdings such as housing stocks,
hospitals, and kindergartens. Additionally, production plants, farms and service com-
panies should be separated from the company as well.

The second step should be the state forming a clear regulatory framework by sepa-
rating regulation from economic activities of the railways. Tariff setting policy should
not be influenced in any way by the BR and become fully transparent.

Finally, the economic activities in this sector should be divided into separate compa-
nies. At the beginning these companies should form a holding. Then, when every-
thing is organized and corporatized, privatization would be possible.

3.2. Roads
3.2.1. Situation before 2003

Roads are 100% in state ownership. Belavtodor, the Department of the Ministry of
Transport and Communication, is the natural monopoly operator. Roads are managed
by 6 regional companies that are subordinate directly to Belavtodor. In addition, arte-
rial highways are managed by a separate company, Magistralavtodor. All these com-
panies are formally separated from both potentially competitive businesses and an-
cillary service providers. Road construction, maintenance and repair can be done by
any firm: state-owned, private and even foreign. In order to be awarded a contract
from Belavtodor a firm has to win a tender. These bids are widely announced and
have clear criteria for giving a contract.

Most ancillary businesses are state-owned. Seven (19% of the total number) of them
have been corporatized, but there are almost no private shares in company stocks.

Belavtodor is financed from a special Road Fund (central and local ones), which is in-
cluded in the state budget.

Road Fund consists of the following contributions:
e Tax on road use (paid by legal entities),
e Tax on the sale of motor fuel,
e Tax on the purchase of vehicles,
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e Fees for road use collected directly from truck companies,

e Fees for using toll roads. Currently the only one toll road in Belarus is M1/E30
(Brest - Minsk - Russian Federation border).

Road users did not bear the full cost of the service. Belavtodor management argues
that financing covers 40-45% of amount needed to maintain roads in satisfacto-
ry condition. For instance, officials state that non-residents completed 380,000 ‘free
rides’ trough Belarus in 2002. If non-residents had to pay for transit, it could bring
additional USD 53 m into the Road Fund. Annual expenditures of the Road Fund
amounted to USD 260 m in 2000 and 2001 and USD 326 m in 2002.

The M1/E30 road became a toll road after renovation which took place in 1994-1998.
The length of the road is 610 km and toll rates differ from USD 6 to 50, depending
on the type of vehicle. The road was free for Belarusian firms and individuals but the
tolls for heavy truck of Belarusian firms were introduced in 2002. Renovation of the
road was partly financed by EBRD USD 50 m credit and currently 75% of revenues
are directed to loan repayment. The annual revenue of the road varied from USD 14
m to 16 min 1997 - 2002. In some years revenues were not sufficient to cover main-
tenance costs (even if debt were not repaid).?

Transportation services are provided by competing state-owned and private enter-
prises. Until 2003, licenses on freight and passenger transportation (excluding local)
were issued by Ministry of Transport. Licenses for urban passenger transportation
were issued by local authorities.

Private carrier companies appeared on the market in early 90s and became very suc-
cessful even including a breakthrough into Western European markets. At the same
time, state-owned truck companies were not privatized and showed losses. In fact,
60 companies were corporatized, but government retained the shares in the compa-
nies. State-owned companies are free to set tariffs. In reality, the procedure is influ-
enced by the Ministry of Economy.

Private firms began entering the urban passenger transportation market in mass by
1999-2000. Private firms and individual entrepreneurs developed quickly due to the
absence of administrative impediments, especially in the towns were public compa-
nies failed to satisfy population demand. In 2002, private firms provided services for
20% of the total number of routes. Private firms and individual entrepreneurs pos-
sessed as many buses (approximately 8000) as the state-owned companies. Private
owners primarily operate minibuses with the number of seats ranging from 7 to 20.
They use them more actively than public companies use their large regular buses.
In this regard, the official figure on the private sector share in the total amount of
passenger transportation services (measured as number of passenger carried) that
equals only 13% seems to be underestimated.

State owned transportation companies perform as independent legal entities. These
companies are obliged to provide free service or charge lower prices to privileged cus-
tomers. The law on the state budget ensures subsidization 25% of revenues of local
transportation companies (50% in case of Minsk). In practice, however, the “cost plus”
approach is used to calculate amount of subsidy for a given enterprise. This subsidy
only covers production costs and generally is too small to allow for the enterprise’ de-
velopment. In 2001, revenues of urban public transport covered only 54.3% of the to-
tal costs, for suburban public transport — 53.8% (on average, both excluding Minsk).
In 2002, the ratio increased to 75.7% for urban public transport and to 61.4% for sub-
urban transport. The number of privileged consumers is extremely large. For example,
in the city of Minsk whose population is 1.7 m people, approximately 800,000 people
are privileged passengers of which 200,000 are transported free of charge.

° Costs of the reconstruction were not included in these calculations.
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3.2.2. Progress in 2003

During 2003, revenues of the Road Fund continued to be significantly lower than the
needed financing estimated by Belavtodor. The ratio of the amount of actual funding
to the one required was 46% in 2003 (40% in 2001, 38% in 2002).

The single Belarusian toll-road was not profitable in 2003 as well. According to
Belavtodor, revenue for the road in 2003 amounted to USD 21 m while USD 35 m
was spent on the maintenance. In previous years, the amount of tolls collected cov-
ered maintenance costs, though they were twice lower — USD 17 m. Increase in
costs occur due to the improving quality of the road. Additionally, maintenance costs
are planed to be USD 35 m in 2004. The question whether Belarusian users should
pay for the toll-road usage was widely discussed during 2003. Currently only heavy
trucks of Belarusian companies should pay tolls. Light trucks, buses and private cars
are exempt though there is certain intention of the government to introduce fees for
transit of all Belarusian vehicles.

The market of freight transportation came under pressure by the Resolutions of the
Council of Ministers N2406 and N°677 regarding import of heavy trucks. Nearly 40%
of trucks used by Belarusian transportation companies are leased. Previous laws al-
lowed for no duties on imported trucks and semi-trailers if they are used for inter-
national transportation.'® Since May 2003, companies have to pay VAT and duties,
which are prohibitively high, especially for used vehicles. The duty rates are 5-10%
for trucks not older than 3 years, but 50% if the vehicle is older. Moreover, the sum
of the duty cannot be lower than EUR 3 per cm? of the engine. The average volume of
the engine is 12,000 cm? so the average duty is EUR 36,000, which is higher then the
price of a used truck. Almost no heavy trucks were imported into the country after
this regulation came into effect regardless of the fact that the duty can be paid in par-
tial payments of 3% a month. The same resolution made it impossible for the oper-
ation of trucks registered in other countries. This forced many companies to move to
Russia where the regulation framework was more favorable for transportation com-
panies that use used imported trucks.

At the same time, the licensing procedure for transportation companies and individu-
al entrepreneurs became less complicated. Now a transportation company can receive
only one license from the Ministry of Transport instead of getting numerous licenses
for each kind of transportation (internal freight, foreign freight, urban passenger etc.)
Local authorities previously issued licenses for local transportation services.

The dynamics of tariffs on auto freight transportation proves that the market has be-
come quite competitive in recent years. Unlike the case of railway freight transporta-
tion, tariffs which grew considerably faster than producer prices, growth rate of tar-
iffs on auto freight transportation were below PPI (Figure 3). Moreover, the volume
of auto freight transportation services export has been growing rapidly and in 2003
even surpassed the volume of railway services export. The resolutions previously
mentioned will lead to a reduction in competition between roads and railways in fa-
vor of the latter.

The institutional framework for private passenger transportation companies was still
very obscure. On one hand, the licenses began to be issued by Ministry of Transport
instead of local authorities. On the other hand private transportation companies still
have to acquire a permission to work on a specific route from the local authorities.
The procedure of sharing routes, either it tender or something else, is not well reg-
ulated by national law. This leads to ad-hoc decisions by local authorities. In towns
where local authorities made the procedure of getting the permission to work on a
route complicated and expensive, local passenger transportation markets are not

10 Applies only to leased vehicles.
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Figure 3
Dynamics of the tariffs on auto freight transportation and PPI
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competitive. In such towns private companies are underdeveloped and the serv-
ice is more expensive than in towns were authorities were more market-oriented. In
2003, the most widely referred cases of inadequate regulatory procedures happened
in Gomel and Mozyr. Grodno is another example where in this city private transpor-
tation firms were asked by local officials to make contributions to the local budget in
order to get permissions for working on specific routes. Some contributions amount-
ed to as much as 10,000 USD.

3.2.3. Reform agenda

To ensure sustainable development of the national road network it is necessary to
contribute more money into road funds. To do so transit freight traffic should be in-
creased through the creation of favorable conditions of transit via Belarus. Then all
categories of users, including residents, would pay tolls at the M1/E30 road.

The competitiveness of the national transportation market will depend on the abili-
ty of the government to create a favorable regulatory framework. To stop the emi-
gration of national freight transportation companies it is necessary to make duties on
imported trucks lower than in Russia. An ideal way would be to rescind duties on im-
ported vehicles.!t At the same time it is equally important to start the restructuring
and privatization of state-owned truck companies.

To better develop urban passenger transportation markets the government has to
clearly define the role of local authorities in regulating these markets. Currently, local
authorities have too many tools that can be used to restrict competition on the mar-
ket. This may result in corruption and underdevelopment of the service. Therefore
national legislation should defend local transportation companies from local authori-
ties’ intervention. Local authorities should not limit the number of buses on a route
and let private service providers compete. It must be ensured that transportation
companies pay their ‘fair share’ to local road funds at the same time. State-owned
and private companies should be treated equally, including the same requirements
for the technical characteristics of vehicles.

Since all public transportation companies are operated at a loss, the government
needs a strategy of their restructuring. The first step might be getting rid of the

1 Applies only to leased vehicles.
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freight transporting vehicles and redundant assets, since the major part in the over-
all volume of the service is provided by private farms. Then the subsidization policy
must be shifted towards compensating the income of privileged consumers instead
of giving price compensations.

3.3. Gas
3.3.1. Situation before 2003

The gas sector in Belarus was dominated by state owned concern, managed and con-
trolled by the Ministry of Energy of Belarus, “Beltopgaz”, and the Belarusian enter-
prise for transportation and gas delivery “Belatransgaz”. While Beltransgaz is respon-
sible for gas transportation to Belarus and for managing gas transit, Beltopgaz deals
with gas distribution and retail sales inside Belarus to the final consumers.!?

The gas sector in Belarus is organized as follows: At the first stage Russian company
Gazprom or other Russian suppliers sell gas to Beltransgaz. Beltransgaz then resells
it to Beltopgaz. Finally, regional distribution companies of Beltopgaz sell gas to final
consumers (enterprises and households). Therefore, the result is the existence of a
division between the transportation and the distribution of gas. However, Beltopgaz
and its regional branches (so-called Oblgaz) still unite gas distribution and sales to
the final consumer. The tariff on distribution services is not explicitly set and is con-
cealed in the final gas price. The same applies to the transportation tariff which is
concealed in the price Beltransgaz sells gas to Beltopgaz. Therefore, competition in
the potentially competitive segment of transportation and distribution market is lim-
ited as there is no clear rule for third party access to transportation and distribution
networks and access is negotiated on case-by-case basis.

Price formation on all stages relies on the “cost plus” approach. Beltransgaz adds
20-25% to the initial import price of gas. Costs, profit end taxes of Beltopgaz then
add another 20-25%. The Ministry of Economy must approve initial prices (declara-
tions) in the form of a special document. The final price could be less than demand-
ed. Gas prices vary not only based on the category of consumers (population, indus-
try etc.) but also inside categories of final consumers due to granted privileges and
exceptions (for example, different industrial enterprises charge different prices).

Inspite of the fact that in most cases revenues cover total costs, some groups of con-
sumers are cross-subsidized. For instance, Calor (condensed) gas for the population
is subsidized. Agricultural and some industrial enterprises also buy gas at a lower
price based on the principle of political expediency of such state support. Losses from
gas sales at preferential rates are covered primarily by industry.

Prices and tariffs for domestic consumers were set by the Ministry of Economy and
not by Ministry of Energy. Thus the procedure of price setting is separated from
economic activity. However, the price includes transportation and distribution costs
which are not explicitly set. The Ministry of Economy plays the part of a regulator by
setting prices using a “cost plus” approach. However, in the absence of a truly inde-
pendent regulator in this sector, it is unlikely that companies have enough incentives
to lower costs under the existing regulatory framework.

Gas is a critical input for the Belarusian economy. The household share in gas con-
sumption is only 8% whereas 87% is used by the energy system: 58% is used for
power and heat generation and industry uses 29%. In attempts to decrease the cost
of national producers by using cheap Russian gas, the share of gas in the energy bal-
ance of Belarus has been increased from 43% in 1990 to 79% in 2003. 95-97% of
Belenergo the power generators run on gas, making it a critically important compo-

2 The length of the trunk pipelines are 5,899.8 km. The overall length of all gas pipelines belonging to
“Beltransgaz” is 18,933 km. The gas distribution system consists of over 190 gas distribution stations
and gas distribution houses. In 2002, Belarus consumed 17.4 bcm, and in 2003 - 18.1 bcm.
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nent of domestic power production. Gas is also a critical component for the industri-
al sector in Belarus. The biggest industrial gas consumers are chemical and oil en-
terprises — GrodnoAzot, Himvolokno, Naftan. These plants are among the biggest
taxpayers and exporters in Belarus. A shortage of gas would mean shutting down the
closed production circle and bearing significant losses to recover the production for
most of them. Additionally, the economic consequences for the lack of gas is a threat

to the political stability of the country — 90 cities out of 104, and 57 towns out of 110
are heated using gas.

Gas consumption in Belarus is increasingly exposed to the price risk as Belarus exclu-
sively relies on Russian gas. Until 2002, Belarus bought gas from Russia at commer-
cial prices, which were the equivalent to USD 40-50 per tcm.'3 In April 2002, Belarus
and Russia signed the intergovernmental agreement “On Single Price Policy”, which
led to decrease of gas prices for Belarus. The price for Russian gas at the Russian-
Belarusian border was set at USD 22 per tcm, which was the price of the fifth gas
price zone of the Russian Federation. At the same time Russia lowered gas prices only
by a volume of 10 bcm per year, which was to be delivered by Gazprom. This price
reduction did not cover the remaining gas delivered by other companies.

In November 2002, Belarus faced its first decrease in the delivery of the cheaper gas.
Gazprom reduced gas delivery to Belarus by 30% due to the fact that Belarus con-
sumed 30% more gas than agreed on at the cheaper price. The result at the end of
2002 was that Belarus bought gas at USD 38 per tcm (instead of USD 22 per tcm)
from Russian company “Itera”. The gas price increase was an incentive for the gov-
ernment to improve the payment discipline throughout the sector (Figure 4).

As a result, gas prices for all categories of consumers were raised considerably. The
government demanded more cash payments without delays.

Figure 4

Collection rate for gas as % of the total value of gas supplied and
share of cash payment
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Source: Ministry of Energy.

3 The effective price was somewhat lower due to multiple exchange rates at that time - the official rate

was 2-3 times lower than the market rate; more than 80% of payments were done with barter goods
and services.
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3.3.2. Reforms in 2003

Russia’s position in terms of cheap gas delivery, servicing debts and setting up the
joint venture as a result of the privatization of Beltransgaz became an incentive for
reforms in the gas sector. In 2003, out of 18.5 bcm of the gas consumed by Belarus,
Russia sold only 10.2 bcm at the price of its fifth gas price zone (USD 29). The re-
maining volume of gas was sold by other commercial suppliers at the price of USD
40 per tcm and higher.

On May 2, 2003, the Presidium of the Council of Ministers approved conditions for
the establishment of a joint venture based on Beltransgaz. The Belarusian side esti-
mated the market value of Beltransgaz to be BYR 7 trn (USD 3.5 bn), which was five
times more than the cost of the rented capital of the company. The Belarusian side
also demanded keeping the control stock of the proposed joint venture and in con-
junction with several additional conditions (for example investment into gas pipelines
and network in the amount of USD 1 bn). Regardless of the fact that a final agree-
ment on creation of a joint venture was not reached, in June 2003, the state enter-
prise “Beltransgaz” was corporatized.

On September 6, 2003, the Chairman of Gazprom stated that due to the high price
of the joint stock company and the additional conditions, Russia was no longer inter-
ested in setting up a joint venture company and selling gas to Belarus at preferen-
tial prices. The Federal Energy Commission of Russia, relying on the decision of the
Russian government,* freed Gazprom from the obligation to deliver gas to Belarus
at the fifth gas price zone starting from January 1, 2004. The Belarusian govern-
ment, however, insisted that Belarus had fulfilled all its obligations in regards to the
intergovernmental agreement from April 12, 2002, on broadening cooperation in the
gas sector. The main parameters of further negotiations included: market price of
Beltransgaz, volume of Russian gas transit through Belarus, ownership rights for the
control stock of the joint venture that was supposed to be created and also contri-
bution to the authorized capital of the joint venture of the Belarusian part of the gas
pipeline “Yamal - Europe”.

In October - December 2003, intense negotiations between Gazprom and Beltransgaz
continued, but the parties failed to reach any agreement by the end of the year. The
parties had failed to set up a joint venture based on Beltransgaz and for the first time
in five years the countries did not sign the single energy balance. Neither the pric-
es, nor the volumes of gas delivery had been agreed upon. In the beginning of 2004,
Belarus bought gas from so-called commercial suppliers: TransNafta and Itera.

All of the above mentioned events urged the government to increase the level of gas
payments inside the country. This was manifested mainly in the requirement to make
100% payment for current gas consumption as well as in cash rather than through
barter schemes. Since February 1, 2003, new norms of using barter in payments for
energy resources were set. Almost all gas and electricity consumers must pay 95%
of the energy resources consumed in cash. For the first time the government decided
to cut off gas supply for the non-payers. Several directors of state enterprises were
laid off for failing to meet this new requirement. However, taking into account diffi-
cult financial status of many enterprises in various sectors and of different forms of
property many exemptions from this requirement were made. As a result, the share
of non-cash forms of payment in the structure of the revenue in 2003 shrank from
53% to 25.9% (Table 2).

The necessity to pay for 100% of current gas supply made enterprises and Beltransgaz
take loans. At the same time the turnover of commercial bills has substantially in-
creased. The overall turnover of Beltransgaz bills in the secondary market amount-

4 The Clause 2 of the Order of the government of the Russian Federation N2927p as of 09.07.2002 was
declared void.
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Table 2
Structure of payment for gas supplies
2001 2002 2003
Total value of gas supplied, USD m 505.3 426.7 619.7
0
of a5 supplied (including previous debts) 867 119.4 1022
Payments in cash, % 19.9 47.0 74.1
Including
¢ Construction services 7.2 3.0 1.6
e Transportation services 9.4 9.5 14.1
e Cash payment 3.3 34.5 56.1
e Commercial bills — — 2,4
Non-cash component, % 80.1 53.0 25.9
Including
e Payment in kind 50.0 37.1 2.4
e Payment by debt transfer and clear- 30.1 15.9 23.5

ance scheme

Note: Construction services are rendered to Russia in construction of Yamal - Europe gas pipeline;
Transportation services are services of Russian gas transit; commercial bills are accounted for as “cash
payments». All three components represent quasi-monetary transactions or mutual settlements but are
out of the boundaries of barter schemes.

Source: Ministry of Energy.

ed to USD 126.5 m and the number of issued bills increased by 83.7%. Trying to
strengthen its positions in the coming negotiations with Gazprom, Beltransgaz and
the government did its best to reduce its debts to Gazprom, but with minor success.
The debts for Russian gas amounted to USD 172.1 m and at the end of 2003 were at
the level of USD 170 m. Current consumption was covered, however, debt from pre-
vious years was hardly contracting during the 2003. And according to the data of the
Ministry of Statistics and Analysis the debts of domestic consumers for gas in 2003
which dropped from USD 774.6 to 594.4 m. In 2003, 39.1% of all energy resource
debts were gas debts.

Taking into account that the cheap Russian gas amounted to just the half of all gas
consumed by Belarus, the government raised gas prices for domestic consumers sev-
eral times, including households. In general, in 2000 - 2003, gas prices for house-
holds were growing much faster than consumers’ prices. The government began the
process of reducing cross-subsidization of the households by industry in 2000 when
gas prices for consumers began to soar. The increase was particularly considerable in
2000 and 2002 (in 2001 — the year of presidential election the increase was much
less. For example, in 2000 prices were increased in 10.9 times, whereas in 2001 —
only in 1.7 times). In general, gas prices for households were raised 83 times be-
tween 2000 and 2003. Consumer prices for the same period increased ‘only’ 5 times.
For the price trend and gap in it’s increasing during four previous years (Figure 5).

Eventually, in 2002-2003, gas prices of households were no longer cross-subsidized
by industries. Rather, in December 2003, the gas price for the population covered up
to 150% of its cost (around USD 50-55 per tcm).
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Figure 5
Dynamics of gas price for the households and consumer prices (CPI)
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3.3.3. Reform agenda

It must be acknowledged that considerable progress has been made in covering the
cost of the gas supply. However, this is certainly insufficient for the guaranteeing of the
sustainable functioning in the gas sector. Rather, important tasks such as the need for
new investments and further price adjustments in the future, call for an implementa-
tion of a more flexible organization for the gas sector in order to reduce adjustment
costs in the future. For this goal to be attained, the first crucial step is the improvement
of tariff setting by a separation between transportation and distribution of gas within
the system of Beltopgaz.

Once the separation of tariff setting is realized, the potential for an abuse of market
power should be reduced in order to prevent high gas prices for consumers. Therefore,
the second step should be the introduction of an independent regulator for gas tariffs.
This introduces a primary check and balance system for the price level of which the
gas companies say they are ‘cost covering’.

However, to also stimulate incentives for efficiency improvements, the regulator should
switch from current “cost plus” regulation to a “price cap” regulation. This third step
means that rather than setting normative levels for costs and profits, the regulator
should simply give a maximum price level while distributor and transporting compa-
nies have an incentive to reduce their costs in order to raise profits.

Finally, Beltopgaz should be separated into a distribution and trading company in order
to generate the necessary conditions for the introduction of more competition in the
gas sector, e.g. by allowing potential competitors access to gas pipelines in Belarus.

3.4. Power sector
3.4.1. Situation before 2003

The Belarusian power system consists of six independent regional companies (one for
each region (oblast) — oblenergos). The system has high voltage connections among
the companies and is connected with the power systems of neighbouring countries -
Poland, Lithuania, Russia, and Ukraine. Belenergo is the central holding which admin-
istrates the system of six oblenergoses. In turn, the concern reports to the Ministry of
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Energy.'> The Belarusian power system is fully vertically integrated. There is no sepa-
ration of different stages of power production, transportation and distribution.

Belenergo uses gas (95%) and oil slurry as its sources of primary energy. In 2001-
2003 approximately 70% of Belarus’ demand for electric energy was met by domes-
tic producers.'® Imported power, primarily from Lithuania and Russia, supplied the re-
maining 30% of the internal demand.’

The natural monopoly of Belenergo for the production and distribution of power is in-
tegrated into the whole energy sector of the country. This is why the government has
the right and opportunity to regulate tariffs. Price formation is done according to the
“cost plus” principle. Electric energy is sold to all consumers of the country at single
regulated tariff. At the same time tariffs are different for 11 different groups of con-
sumers (for four groups of industry, for households, for budget organizations, etc.).

Regional power-distributing companies (oblenergos) calculate tariffs for industrial
consumers (declarations), which are reported to Ministry of Economy. After the intro-
duction of a new declaration on the level of electric energy tariffs (referring to elec-
tric energy sold by Belenergo enterprises) the previous tariff is nullified. Consumers
pay for electricity at levels that are indexed by the exchange rate change of the BYR
to USD on the day of payment.

Before November 2003, tariffs for the population were set by Ministry of Economy.
Starting from the third quarter of 1999, tariff indexation is done on quarterly basis.
During 2001-2002, tariffs for the population were increased considerably. According to
the Ministry of Energy data, tariffs for all groups of consumers have covered the costs
of production during the past five years and households only since 2002. Nevertheless
consumption of thermal energy by households is still subsidized (Table 3).

Table 3
Electric energy production cost and pricesfor
different groups of consumers, USD cents per 1 kWth

Power tariffs for on on On On On
1.01.2000 1.01.2001 1.01.2002 1.01.2003 1.01.2004

Production cost 2.60 2.53 2.02 2.32 3.21
Budgetary organization 3.50 3.39 3.39 3.00 4.02
Industry 4.30 4.15 4.15 4.41 5.90
Households 1.20 1.26 1.19 2.39 3.32
Utility sector 3.58 3.53 3.39 2.44 2.66
Other 4.30 3.39 4.15 4.41 5.90

Source: Ministry of Energy.

3.4.2. Reforms in 2003
In 2003, electric energy tariffs for the population increased 1.5 times (Figure 6).18

> The Belarusian power sector includes 28 thermal electric energy power stations with capacity of 7810
thousand KWt in addition to nine industrial thermal electric power stations are connected with the sys-
tem. Their capacity is 88 thousand kWt. There are 9 small hydro electric power stations with overall gen-
erating capacity of 6.8 thousand kWt. The length of electric lines is 22,000 km, including thermal elec-
tric power stations lines - more than 4,800 km. 2,000 km are main thermal lines.

6 Since 2004 Belarus does not import electricity.

7In 2002, Belarus consumed 33 bn kWt of electric energy and 26.5 bn kWt of them was produced in
Belarus. In 2003, Belarus produced 26.6 bn kWth and 7.6 bn kWth was imported (3.5 bn kWth from
Russia and 4.1 bn kWth - from Lithuania).

8 According to Presidential decree No 487 signed on 5.11.2003 the functions of the Ministry of Economy
on utilities tariffs regulations (including gas and electric power) replaced to the Council of Ministries. In
addition, the norm of 1996 on 50% households subsidizing has been canceled.
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Figure 6
Price change for electric energy for
households and change of consumer prices (CPI)
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The government began reducing cross subsidization of households in 2000. Since that
time the prices for power use for households is increasing considerably higher than
inflation. In 2002, the beneficial price for rural households was increased. During the
last four years, electric energy prices for the population rose 21 times. Cross subsi-
dization for households by industry was completely liquidated in 2003.*° According
to information provided by the Ministry of Economy, tariffs covered 107% of its costs
by the end of 2003.

Meanwhile, increased gas prices and Russia’s demand to eliminate debt arrears for
energy resources have led to the tightening financial discipline in the electric energy
sector. The structure of payment for imported power has changed. The overall vol-
ume of payment in 2003 was 117.3%. The cash component in the payment amount-
ed to 32.6% or USD 55 m (Figure 7).

Figure 7
Amount (USD m) and structure of payment for imported power
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Source: Ministry of Energy.

9 In 2004, due to an increase of gas price, households subsidizing was introduced again.
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The structure of payment for internal consumption also has changed. The govern-
ment has set limits for non-cash payments for electric energy (5-10%).2° Most enter-
prises had to pay a higher price (coefficient 1.23) if the actual amount for non-cash
payments for electric energy was higher then the set limits. This coefficient was ap-
plied to the difference between factual level of non-cash payment and the set limit.
As a result, enterprises have been forced to reduce the rate of non-cash payments
considerably (Figure 8). Nevertheless, according to the Belenergo statistics, some

consumers, mainly enterprises of the Ministry of Agriculture, have still failed to keep
these limits.

Figure 8
Collection rate for electric energy as % of the total value of power
supplied by final consumers and share of cash payment
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Due to the progress in an improved payment discipline, the total stock of debts of
power consumers was considerably reduced. This resulted in the decrease of debts
for domestic power consumers in 2003 from USD 758.6 m to 692.2 m while foreign

debt dropped from USD 54.0 to 29.1 m. In 2003, 45.6% of all energy debts were
electric energy debts.

3.4.3. Reform agenda

Belarus is one of few post-socialist countries that still have failed to start reconstruc-
tion and reform in the power sector, in particular the separation of production, distri-
bution and the sale of electricity.

Despite the fact that the Belarusian system is one of the most effective in the CIS
countries, a substantial share of depreciated equipment and machinery needs to be re-
placed by new assets and major modernization for some of the production processes.
However, there is lack of the necessary investment funds for such an undertaking.

The main problems in the power sector that need to be addressed by reform are:

e Lack of transparency and proper use of financial flows and tariff setting within
production, distribution and sales of electricity. As a consequence, “cost-cover-
ing” tariff levels are difficult to quantify and the production stages that require
substantial investments do not necessary raise sufficient revenues;

20 Ruling of the Council of Ministers N2234 as of 24.02.2003 “On Minimal Norms of Cash Payment and
Maximum Limits for Non-Cash Payment for Gas, Electric and Thermal Energy in 2003".
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e Absence of a competitive environment and market mechanisms that create the
necessary incentives to increase efficiency at all stages of production, transpor-
tation and distribution of electric energy is as a consequence - unattractive for
investment.

In 2002-2003, the Ministry of Energy and Belenergo drafted 4 variants of sector re-
structuring. All are similar in that they foresee change to the current structure by the
integration and separation of production, distribution and sales. The major difference
is whether Belenergo as the current central holding should remain or should be liqui-
dated. The attitude toward the privatization of electric energy enterprises is also dif-
ferent. However, all variants of restructuring presume excessive state regulation and
a very limited share of private enterprises in the system. The final draft is expected
to be approved by Council of Ministries in 2004.

However, it remains to be seen how far this concept will indeed lead to an effective
separation and corporatization of production, distribution and sales units that allows
for more transparency in tariff setting and increased incentives for necessary invest-
ments.
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4. Appendices

Appendix 1

General description of the infrastructure indicators
This appendix presents a brief description of the criteria for the scoring each indicator.

1
1.1
1.1.1

1.1.2

1.1.3

1.2
1.2.1

1.2.2

1.2.3

1.3
1.3.1
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Commercialisation and Privatisation
Ownership

Natural monopoly: A natural monopoly is a network operator. A score 1.0
means that the whole network is state owned; the score increases with an in-
creased share of corporatized, privatised and newly constructed private fixed
networks in the total length of networks. The maximum score 4.0 is reached
with private ownership of all networks.

Potentially competitive business: A potentially competitive business is an
operator using networks to provide its services; it is a market related to a nat-
ural monopoly. A score 1.0 implies that the businesses are part of the state
owned natural monopoly. The score increases with separation, corporatization
and privatisation of existing operators, or with in creased market penetration
by newly established private agents. The maximum 4.0 is reached when all
the businesses are in private ownership.

Ancillary business: Ancillary businesses are concerned with network con-
struction, maintenance, input of supplies, and social infrastructure. A score
1.0 means that these businesses are state owned. The score increases with
the degree of separation, corporatization and privatisation, or the increase in
new private establishments.

Operation

Natural monopoly: A score 1.0 is given when the natural monopoly is op-
erated as a government department. The score increases with reorganisation
into an independent state agency or a company and the establishing of an in-
dependent regulator. The maximum score 4.0 is assigned if a private compa-
ny manages the natural monopoly, and only an independent regulator, estab-
lished by law, can intervene.

Natural monopoly planning and investment decisions: A score 1.0 im-
plies political interference in making business and investment decisions. The
score increases as commercial objectives such as profitability and operational
efficiency grow in importance. The highest score 4.0 applies if network exten-
sions and new investment projects are realised solely on the basis of profita-
bility considerations and reflect marginal social costs.

Private sector participation in service contracts: A score 1.0 means that
the private sector does not participate in construction, maintenance or reha-
bilitation, etc. The score increases with increasing participation in these activ-
ities by the private sector.

Organisational structure

Separation of natural monopoly and potentially competitive business-
es: A score 1.0 means there is no separation between the infrastructure and
the service providers’ managements, as well as separation between the man-
agements of different service providers. The score increases with unbundling
of the industry. The highest score 4.0 applies when different services are pro-
vided by separate private companies.
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1.3.2

1.3.3

2.1
2.1.1

2.1.2

2.1.3

2.2
2.2.1

2.2.2

2.2.3

2.3
2.3.1

2.3.2

Separation of ancillary businesses: A score 1.0 means no separation of
ancillary businesses from the natural monopoly or potentially competitive busi-
nesses. The score increases with increasing degrees of separation. The max-
imum score 4.0 is assigned when ancillary services for the natural monopoly
and for potentially competitive businesses are supplied by the market.

Decentralisation: A score 1.0 implies no or minimal decentralisation and in-
creases with increasing decentralisation. Decentralization is both regional and
functional and implies autonomy of decision making at the regional level con-
cerning tariffs and investments. The highest score 4.0 is assigned when the in-
dustry is divided into competing regional operators.

Tariff reform
Structure of tariffs

Political vs. regulated operators: A score 1.0 implies strong political inter-
ference in tariff setting. The score increases with declining political interfer-
ence and its transfer from the central government to the corresponding gov-
ernment agency and finally to the regulatory body. The maximum score 4.0 is
reached for full cost reflective tariff setting by an infrastructure operator reg-
ulated by an independent regulator.

Natural monopoly pricing: A score 1.0 corresponds to pricing below cost
accompanied by a substantial amount of cross-subsidisation. The score in-
creases as the tariff approaches the long-run marginal cost reflecting cost cov-
ering levels, with cross-subsidisation declining.

Potentially competitive businesses pricing: A score 1.0 means a lack of
cost reflective pricing. The score increases when markets becoming increas-
ingly competitive and prices approach a market equilibrium level.

Payments

Intra-industry payment ratios: A score 1.0 implies that arrears are con-
stantly accumulating and transactions between companies within an industry
are basically non-monetary. The score increases as monetary settlements are
carried out and arrears are approaching zero.

Final consumer collection rates: A score 1.0 means low revenue collection
from final consumers (households, companies, budgetary organizations) and
constantly accumulating arrears. The score increases as progress with reve-
nue collection is made and services are fully paid for.

State indebtedness: A score 1.0 corresponds to growing arrears for state
compensations to privileged consumers. The score improves as this indebted-
ness is reduced zero.

State funding

Subsidies level: A score 1.0 means that some groups of consumers are heav-
ily subsidised by the government in an explicit or implicit form. Both the depth
of the subsidisation and the distribution of subsidies are important. The gov-
ernment may pursue a constant practice of debt forgiving and restructuring.
Abstention from implicit and explicit subsidies leads to improved scores.

Subsidies procedure: A score 1.0 is assighed when the subsidies are direct-
ed to service suppliers and are provided in non-transparent ways. The score
improves as the process becomes more transparent and income compensa-
tions replace price compensations.
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3.1.1

3.1.2

3.1.3

3.2
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Regulatory and institutional development
Effective regulatory institutions

Management selection of competitive businesses: A score 1.0 means
that the management is appointed by state officials. The score increases when
the management is elected by the shareholders and reaches its maximum 4.0
when the shareholders are private companies or individuals.

Independence of regulator, insulation from political influence: A score
1.0 is assigned when a government department provides the service. The
score increases as a state commission is introduced and an independent reg-
ulator is established. The highest score 4.0 applies when an independent reg-
ulator acts according to law.

Transparency of regulation: A score 1.0 implies an absence of legislation
defining clear rules for businesses, and obligations for governing bodies. The
score increases with the development of legislation and its enforcement, in-
cluding when the decision-making becomes public. The maximum score 4.0 is
reached when the performance of natural monopolies in an industry is regulat-
ed only by an independent regulator in accordance with law and all decisions
are disclosed.

Access regulation: A score 1.0 means that the access right is arbitrarily de-
termined by the state or the state-owned operator. The score increases as ac-
cess is regulated by an independent regulator, later negotiated, finally deter-
mined by market mechanisms.
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Appendix 2

Explanations for the infrastructure indicators evaluation

RAILWAYS

1 Commercialisation and privatisation

1.1 Ownership

1.1.1 The basic rail network is 100% state owned. Rails linking enterprises and ba-
sic network are owned by enterprises. 2002 and 2003: 1.3.

1.1.2 Passenger and freight transportation is 100% state owned. Though companies
of Belarusian Railways are separated and are independent legal entities. One
of the forwarding companies is the joint venture between BR and a Swiss com-
pany. 2002 and 2003: 1.3.

1.1.3 All ancillary businesses are state owned and constitute the part of Belarusian
Railways, though they are divided into separated legal entities. 2002 and
2003: 1.3.

1.2 Operation

1.2.1 According to the law, Belarusian Railways is a state holding not directly reg-
ulated by the government. Law prohibits governmental interference into the
decision-making process within the corporation. However, this often is not the
case. 2002 and 2003: 1.7.

1.2.2 According to the statute of Belarusian Railways the primary objective is
satisfaction of needs of producers and population in transportation servic-
es. Achieving profitability is second to the primary objective. There is also a
certain amount of state interference into business and investment decisions.
2002 and 2003: 2.0.

1.2.3 There is private sector participation in service contracts. Tendering proce-
dure is quite transparent including posting of announcements at the website.
Notwithstanding the scale of outsourcing has not reached satisfactory amount.
2002 and 2003: 1.7.

1.3 Organisational structure

1.3.1 No separation of potentially competitive businesses from natural monopoly
operators has taken place so far. 2002 and 2003: 1.0.

1.3.2 Ancillary businesses are independent legal entities within the structure of
Belarusian Railways. The share of non-core businesses in the structure of
Belarusian Railways is very high (about 25% if measured as the share of em-
ployed). 2002 and 2003: 1.3.

1.3.3 The Belarusian Railways consist of 6 regional companies. Altogether the com-
pany unites 99 legal entities. 2002 and 2003: 2.0.

2 Tariff reform

2.1  Structure of tariffs

2.1.1 Tariffs on internal transportation services are set independently from the rail-
ways by the Ministry of Economy, on international transportation - according
to international agreements. However, there is strong political influence on the
tariff setting process, as they are believed to be affecting living standard in the
country. 2002 and 2003: 1.7.

2.1.2 According to the law, tariffs should cover cost of the service provided and al-

low development of railway network. There is a considerable amount of cross-
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subsidization especially towards suburban transportation (diesel and electric
trains). During 2003, tariffs for suburban transportation grew faster than on
other kind of passenger and also freight transportation (70% compared to
19-31%). This fact shows the willingness to decrease the amount of cross
subsidization. The indicator was increased from 1.3 in 2002 to 1.7 in 2003.

2.1.3 Belarusian Railways constantly makes profit. Due to distorted structure of
tariffs, however, the amount of cross-subsidisation is still inexcusably high.
2002 and 2003: 1.7.

2.2 Payments

2.2.1 A certain amount of indebtedness between different enterprises within
Belarusian Railways exists. 2002 and 2003: 2.0.

2.2.2 Revenue collection for passenger transportation is 100%. A large percentage
of consumers have privileges, especially on suburban transport. Free rider
practices on suburban transport are common. Concerning freight transporta-
tion there is permanent indebtedness of firms that use transportation services
to Belarusian Railways. 2002 and 2003: 2.0.

2.2.3 Government indebtedness to the Belarusian Railways equalled BYR 86 bn in
2002 with no significant changes in 2003. 2002 and 2003: 1.0.

2.3 State funding

2.3.1 Same groups of consumers, especially users of suburban and intercity trains,
are subsidized at the expense of the enterprises that deliver their goods via
railway. Budget coverage of losses resulted from provision privileged con-
sumers with the service is low (about 1% in 2002). No progress was made in
this regard in 2003 as the amount of subsidy equalled BYR 95 m. 2002 and
2003: 1.0.

2.3.2 The law enforces government to cover expenses carried by railways, which re-
sult from providing privileges to certain categories of consumers. In practice
the procedure of price compensation is not disclosed. 2002 and 2003: 1.0.

3 Regulatory and institutional development

3.1 Effective regulatory institutions

3.1.1 The CEO of Belarusian Railways is appointed directly by the President. The
appointees’ deputies are appointed by the Council of Ministers. 2002 and
2003: 1.3.

3.1.2 Belarusian Railways is operated as an independent state owned holding. State
administration has no right to intervene in particular activities of the company.
This often turns out not to be the case in practise. 2002 and 2003: 1.3.

3.1.3 Rules of Belarusian Railways’ operation are clearly defined in a number of leg-
islation documents. Yet the decision-making procedures have not been made
open to the public. 2002 and 2003: 1.7.

3.2 Access regulation. The access of outside firms to the market is not possible.
2002 and 2003: 1.0.

ROADS

1 Commercialisation and privatisation

1.1 Ownership

1.1.1 Roads are 100% in state and communal ownership. 2002 and 2003: 1.0.

1.1.2 State transportation enterprises are separated into independent legal enti-
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1.3
1.3.1

1.3.2

1.3.3

2.1
2.1.1

2.1.2

2.1.3

ties, each of which operates in a certain region. Private urban transportation
is highly developed in some towns, reaching 50% of the share of market in
some of them. The market share of private passenger transportation firms
was about 13% at the country scale in 2002 and dropped to 10% in 2003.
Private freight transportation enterprises and individual entrepreneurs provide
about 80% of total amount of services. The index was decreased from 2.3 in
2002 to 2.0 in 2003.

Ancillary businesses are state owned. All of them are independent legal enti-
ties separated from the road management and approximately 1/5 are corpo-
ratized. 2002 and 2003: 1.7.

Operation

Natural monopoly operator Belavtodor operates as a government agency — a
part of Ministry of Transport and Communications. 2002 and 2003: 1.3.

There is political interference into business and investment decisions of state owned
firms from state administration including local offices. 2002 and 2003: 1.3.

Road construction and maintenance is provided by state owned firms, 19%
of which are corporatized. There is private sector participation in service con-
tracts through tenders. Yet the scale of outsourcing has not reached satisfac-
tory amount. 2002 and 2003: 1.7.

Organizational structure

Road management is completely separated from freight and passenger trans-
portation services. 2002 and 2003: 3.0.

Road construction and maintenance are separated from natural monopoly op-
erators. Cooperation between them is based on tendering procedures. 2002
and 2003: 2.0.

Natural monopoly operators are divided into regional monopolies, although
these monopolies are heavily regulated by the central and local administration.
2002 and 2003: 1.7.

Tariff reform
Structure of tariffs

Although tariffs are politically determined state owned firms have some free-
dom in setting their own tariff. It happens that in the towns where competi-
tion with private contractors is stronger, tariffs of state owned firms are low-
er. Investment decisions are highly influenced by the state administration.
2002 and 2003: 2.0.

According to the state legislation, road funding should derive from the contri-
butions, which are applied to the price of all products and paid by producers,
and other payments such as tax on fuel. Also, user fees are levied on truck
companies depending on distance of travel and parameters of a truck. Tariff
rate for Belarusian firms is just 25% of general tariff rate. There is one state
owned toll road (M1/E30 Brest — Minsk — Russian Federation border), which
revenues do not cover its operational costs yet. According to Belavtodor state
financing equalled 46% of the needed amount. 2002 and 2003: 2.0.

The trucking and bus transportation markets are competitive, though competi-
tion in the urban transportation market is limited by strict permission require-
ments. Tariffs on passenger transportation services of state owned enterpris-
es are set by the Ministry of Economy though the former have some freedom
to change them. Private freight and passenger transportion companies and
individual entrepreneurs are free to set their own tariffs. 2002 and 2003: 2.0.
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Payments

A certain, but not large amount (about 5% of the Road Fund expenditures) of
indebtedness between ancillary cervices providers exists. 2002 and 2003: 2.3.

Revenue collection for passenger transportation is close to 100%, though price
compensations for serving privileged passengers remains an issue. Free rider
practices in urban transport are also common. The ratio of revenues (exclud-
ing subsidies) of public transport enterprises to their total costs in 2003 were
similar to the pervious year — -25.7% for urban public transport and -39.1%
for suburban transport. 2002 and 2003: 2.0.

Budget financing for road construction often comes late so the taking cred-
it is @a common practice at Balavtodor. USD 40 m credit was obtained in 2003.
Public transportation companies receive budget funding with permanent de-
lays as well. 2002 and 2003: 2.0.

State funding

Government uses “cost-plus” approach to cover loses of public transport firms
instead of compensating them the cost of providing services to privileged con-
sumers, which would be in accordance with the law. Private firms are not
obliged to provide privileges. In many cases prices of private firms resemble
prices of their public competitors (price discrimination). 2002 and 2003: 1.3.

Subsidies are directed straight to the service providers in a non-transparent
way. 2002 and 2003: 1.3.

Regulatory and institutional development
Effective regulatory institutions

Management of all state owned companies is appointed by the state adminis-
tration, either central or local. 2002 and 2003: 2.0.

Belavtodor, the monopoly road operator is a department of the Ministry of
Transport. Road maintenance companies and transportation companies are
separate legal entities. 2002 and 2003: 1.7.

There are clear rules of operation of the natural monopoly described in legis-
lative acts. However, the decision making process is not disclosed to the pub-
lic. Decisions are highly politically determined. 2002 and 2003: 1.3.

Access regulation. Access is regulated by licensing. At the local level route
tendering procedures are not transparent. The rules of route sharing out among
various contractors are not clearly stated and the public control is absent.
Regulatory framework became more obscure for truck companies (regarding
import of vehicles) and in some cities for urban transportation firms during
2003, which resulted in elimination part of them from the market. The market
share of private providers of passenger transportation cervices dropped from
13% in 2002 to 10% in 2003. Therefore the inicator was decreased from 2.3
in 2002 to 2.0 in 2003.

Commercialisation and privatisation
Ownership

Main gas and distribution gas pipelines are 100% state property. In summer
2003 Beltransgaz was turned into a joint stock holding company (the state
owns 100% of shares). The indicator for 2003 was increased from 1.0 to 1.3.

Transportation and distribution of gas are unbundled. Enterprises that form
the concern “Beltopgaz” are mostly state enterprises. 2002 and 2003: 1.3.
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Construction, infrastructure maintenance and other ancillary enterprises are
mostly state owned and/or are controlled by the state concerns. 2002 and
2003: 1.3.

Operation

Ministry of Energy regulates activities of Beltransgaz and regional organiza-
tions (Oblgaz), but the enterprises function as independent financial units.
2002 and 2003: 1.3.

Commercial goals are weak. Political influence on management and invest-
ment decisions prevail. 2002 and 2003: 1.7.

Private sector takes a minor part in providing service for the gas sector 2002
and 2003: 1.7.

Organizational structure

Gas transportation is separated from distribution and sales. The concern
“Beltopgaz” deals with transportation and sales of gas to consumers. 2002 and
2003: 1.7.

The enterprise that provide supporting services (delivery, installation) are sep-
arated economically and organizationally but they are parts of the concern.
2002 and 2003: 1.7.

Tariff reform
Structure of tariffs

Setting prices and tariffs are still under strong political influence. They are de-
termined by state priorities in economic development. Economic activities are
separated from regulatory functions. All important prices and tariffs are set by
the Ministry of Economy. This ministry performs some functions of the regula-
tory body. 2002: 1.7, in 2003 the indicator was increased to 2.0.

Beltransgaz prices cover costs, but prices and costs depend much on the price
of imported gas, which is lower than market prices. 2002-2003: 2.3.

Overall revenues of enterprises that make up Beltopgaz cover costs. In gener-
al the system of price formation is based on the method “cost plus”. Gas prices
for domestic consumers do not depend on the distance of gas delivery. Prices
for some consumers are below costs. In 2003 the gas prices were consider-
ably increased (primarily for the population) 2002: 2.0, in 2003 the indicator
was increased to 2.3.

Payments

In 2003, debts inside the sector were reduced and the share of cash payments
among enterprises of the sector increased. 2002: 2.3, the indicator for 2003
was increased to 2.7.

Enterprises, especially in industrial sector, increased their gas payments. In
2003, they paid fully for current gas consumption, though they resorted to loans
to do it. Besides, bill circulation increased. Nevertheless debts of various con-
sumers still remain. 2002: 2.7, for 2003 the indicator was increased to 3.0.

Budget and budgetary debts are low and they do not exceed the level of pay-
ment for monthly gas consumption. 2002 and 2003: 3.3.

State funding

Some categories of consumers buy gas at preferential prices. Their debts are
restructured and they are given payment deferment. However, in 2003 writ-
ing off debts has not been practiced. 2002: 1.7, for 2003 the indicator was in-
creased to 2.0.
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The procedure of granting subsidies lacks transparency and it does not tar-
get individual consumers. Certain categories of consumers get subsidies on
the permanent basis. One-time subsidies are given; there are cases of implic-
it state aid (for example, budget loans). 2002 and 2003: 1.7.

Regulatory and institutional development
Effective regulatory institutions

Top management of Beltransgaz and enterprises of the concern Beltopgaz are
appointed by the Ministry of Energy after the approval from the President.
2002 and 2003: 1.0.

Ministry of Economy performs some regulatory functions in the sector. 2002
and 2003: 1.3.

Administrative regulation is strong not only in management and decision mak-
ing, but also in contract performance both of suppliers and consumers. There
is no specific legislation that regulates the sector. 2002 and 2003: 1.0.

Access regulation. The exception (about 2% of all volume of services) is the
tariff for gas delivery to the final consumers for foreign companies (not for
Gazprom). It is negotiated with Beltransgaz and oblgas. The gas distribution
network of Beltopgaz can be accessed after reaching an agreement with
Beltopgaz. 2002 and 2003: 1.0.

ELECTRICITY

1
1.1
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1.1.2

1.1.3
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1.2.1

1.2.2

1.2.3

1.3
1.3.1

1.3.2

2.1
2.1.1
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Commercialisation and privatisation
Ownership
The enterprises of Belenergo are mainly 100% state property. 2002 and 2003: 1.3.

Generation, transportation and distribution of electric power are not unbun-
dled. They are mostly state enterprises. 2002 and 2003: 1.0.

Construction, infrastructure maintenance and other ancillary enterprises are
mostly state owned and/or are controlled by the state concerns. 2002 and
2003: 1.3.

Operation

Ministry of Energy regulates activities of the Belenergo enterprises, but the
enterprises function as independent financial units. 2002 and 2003: 1.3.

Commercial goals are weak. Political influence on management and invest-
ment decisions is prevalent. 2002 and 2003: 1.7.

Construction and infrastructure maintenance are provided by the enterprises
of Belenergo, part of which are privatized. 2002 and 2003: 2.0.

Organizational Structure

There is no separation between production, distribution and sales. 2002 and
2003: 1.0.

The enterprise that provide supporting services (delivery, installation) are sep-
arated economically and organizationally, but they are parts of the concern.
2002 and 2003: 1.7.

Tariff reform
Structure of tariffs

Setting prices and tariffs are still strongly politically influenced. The Ministry
of Economy sets all important prices and tariffs. This ministry also performs
some functions of the regulatory body. In 2003 cross subsidization was re-
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duced — tariffs for households were increased, tariffs for industry were re-
duced. 2002: 1.7, in 2003 the indicator was increased to 2.0.

Prices cover costs nevertheless cross subsiding still takes place. 2002 and
2003: 2.3.

Overall revenues of enterprises cover Belenergo costs. In general the sys-
tem of price formation is based on the method “cost plus”. Electricity prices
for domestic consumers do not depend on the distance of electricity delivery.
In 2002, prices for some consumers were below costs. In 2003 the electric-
ity prices were considerably increased (primarily for the population, budget
and agriculture organizations). 2002: 2.0, in 2003 the indicator was increased
to 2.3.

Payments

In 2003, debts inside the sector were reduced and the share of cash payments
among enterprises of the sector increased. 2002: 2.3, the indicator for 2003
was increased to 2.7.

Enterprises, especially in industrial sector, increased their electricity payments.
In 2003, they paid fully for current electricity consumption, though they re-
sorted to loans to do it. Additionally, bill circulation increased. Nevertheless
debts of various consumers still remain. 2002: 2.7, for 2003 the indicator was
increased to 3.0.

Budget and budgetary debts are low and they do not exceed the level of pay-
ment for monthly electricity consumption. 2002 and 2003: 3.3.

State funding

Some categories of consumers buy electricity at preferential prices. Their
debts are restructured and they are given payment deferment. However, in
2003, writing off debts has not been practiced. 2002: 1.7, for 2003 the indica-
tor was increased to 2.0.

The procedure of granting subsidies lacks transparency and it does not tar-
get individual consumers. Certain categories of consumers get subsidies on
the permanent basis. One-time subsidies are given; there are cases of implic-
it state aid (for example, budget loans). 2002 and 2003: 1.7.

Regulatory and institutional development
Effective regulatory institutions

Top management of the enterprises of Belenergo are appointed by the Ministry
of Energy after approval from the President. 2002 and 2003: 1.0.

Only household tariffs are set externally from Belenergo. Belenergo declares
tariffs to the Ministry of Economy. Belenergo is managed by the Ministry of
Energy. 2002 and 2003: 1.0.

Administrative regulation is strong not just in management and decision mak-
ing, but also in contract performance both of suppliers and consumers. There
is no specific legislation that regulates the sector. 2002 and 2003: 1.0.

Access regulation. Access to the power lines network is provided by
Belenergo, nevertheless it is not closed. 2002 and 2003: 1.0.
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About the project

The joint project of the German Economic Team and the IPM Research Center was
launched in May 2003 with support of the Ministry of Economy and Labor (Germany)
under TRANSFORM program. The main objective of the project is to support the
Belarusian government in the field of economic policy. To achieve this, the team of
experts regularly prepares analytical papers on different topical issues and presents
recommendations to the officials from the Council of Ministers, the National Bank, the
Ministry of Finance, the Ministry of Economy and other institutions involved in the
process of formation and implementation of economic policy.

Activities
e Analysis of the economy of Belarus;
e Monitoring of main sectors of the economy;

e Promotion of professional dialogue between Belarusian and German experts
on important issues for the economic development of Belarus.

Team
German Economic Team

Prof. Dr. Stephan von Cramon-Taubadel, Team Co-Leader
Dr. Ricardo Giucci, Team Co-Leader

IPM Research Center

Dr. Igor Pelipas, Director of the Research Center, monetary economics and applied
econometrics

Dr. Irina Tochitskaya, Deputy Director of the Research Center, international economics
Svetlana Savitskaya, Project Manager

Dr. Elena Rakova, energy sector, structural and competition policy, enterprise reform
Dr. Yury Valevich, institutional economics and public finance

Dzmitry Babicki, transport sector and agriculture

Alexander Chubrik, economic growth and monetary policy

Dzmitry Kruk, banking sector

Vera Volchok, M.A., financial and real sector
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Products

Current research products and publications of the project are available through
Internet (http://ipm.by/get).

Belarusian Monthly Economic Review (BMER)

A monthly bulletin has been published since October 2002. It provides readers with re-
cent news on politics and economics, covering such sectors of economy as real sector,
structural trends, external sector, public finance, monetary policy and banking sector.

Policy Papers

Analytical materials on specific economic issues providing policy recommendations
for the government and other organizations involved in the process of formation and
implementation of economic policy.

PP/01/03 Belarus’ Accession to the WTO: The Banking Services Dimension.

PP/02/03 Proposals for Further Development of Deposit Insurance System in
Belarus.

PP/03/03 Should the Voucher Privatization Scheme Be Extended?

PP/04/03 Subsidizing Agriculture in Belarus: Declared Objective and Actual
Outcomes.

PP/05/03 Transforming “Factory Towns”: Lessons Learned and Best Practices from
East Germany.

PP/06/03 Belarus and the Kyoto Protocol: Opportunities and Challenges.

PP/07/03 Recommendations for Improving the Effectiveness of Mortgage Banking
in Belarus: The Refinance Side.

PP/08/03 First-Time Sovereign Bond Issues: A Conceptual Framework.
PP/09/03 Personal Income Tax Reform in Belarus.

PP/10/03 Shifting Belarus’ Agricultural Policy Towards Measures Envisaged by the
Green Box.

PP/01/04 Should Branches of Foreign Banks Be Allowed to Operate in Belarus?
PP/02/04 Eurobonds Conference: Key Findings.

PP/03/04 Belarus as a Gas Transit Country.

PP/04/04 Seminar on Gas Transit: Key Findings.

PP/05/04 The Main Problems and Directions of City-Company Restructuring in
Belarus.

PP/06/04 Reform of the Simplified System of Taxation for Small Business in
Belarus.

PP/07/04 The Insurance Sector in Belarus: Analysis and Recommendations.

Belarus Infrastructure Monitoring

Monitoring of present situation and perspectives for the development of energy and
transport sectors in Belarus. The following sectors are monitored: power, gas, rail-
ways and roads.

36



