Small and Medium Business in Belarus

QUARTERLY REVIEW

In this issue:

Estimating the consequences of Belarus’ withdrawal from
the EU’s Generalized System of Preferences; tracking
changes in the legislation regulating entrepreneurial activ-
ity in Belarus; and assessing the quality of business envi-
ronment in Belarus (done by entrepreneurs themselves).

Dear Readers!

Eightissue of our quarterly review ‘Small and Medium-Sized
Business in Belarus’ starts with the analysis of possible
economic repercussions of Belarus’ withdrawal from the
EU’s Generalized System of Preferences (GSP) (first sec-
tion). It appears that the losses would not exceed USD 70
m per year. This figure is much less than the estimates
provided in the vast majority of the media.

The second section deals with the characteristics of the
institutional environment and state policies for SME devel-
opment. It has to be noted that no substantial changes have
been observed in the regulatory environment during the
27 quarter of 2007. However, some legislative acts could
imply cost reduction for some SMEs (especially compa-
nies operating in construction). At the same time, state pro-
grams adopted to induce enterprise development and im-
prove administrative procedures surrounding it remain de-
claratory by character.

In the 2™ quarter of 2007, the government has announced
its plans to improve economic performance of the largest
enterprises by conducting initial public offerings (IPO). The
third section of the review contains the analysis of pros
and cons of a partial privatization of Belarusian companies
via IPO. In this regard, the Polish experience is invoked
and a range of policy recommendations for the government
of Belarus on IPO-based privatization is provided.

The final section offers assessment of alternative costs
caused by excessive regulation of business environment.
Specifically, average costs of fulfillment of the requirements
of price-regulating legislation and resulting losses for a typ-
ical SME and the Belarusian economy as a whole are esti-
mated. It appears that Belarusian SMEs collectively spend
annually about USD 1 bn in order to make reports, com-
municate with numerous administrative agencies, and fol-
low the requirements of price-regulating legislation.
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1. REPERCUSSION OF BELARUS’
WITHDRAWAL FROM THE EU’S
GENERALIZED SYSTEM OF
PREFERENCES'

The EU has decided to withdraw Bela-
rus from its Generalized System of Pref-
erences (GSP) since June 21, 2007.
For independent trade unions whose
rights have been systematically violat-
ed (and resulted in such a decision of
the EU) this step is perceived as an
important step to make the policies of
the Belarusian government ‘more
friendly’ to independent trade unions.
This expectation is backed up by avail-
able estimate of the possible repercus-
sions of Belarus’ withdrawal. According
to various media, they seem to be sub-
stantial. Below the consequences are
estimated with a certain degree of pre-
cision to check whether one could in-
deed expect them to be sizeable
enough to impact the policies of the
government.

1.1. The Generalized System of
Preferences

The Generalized System of Preferenc-
es (GSP) is designed to foster economic
development of those transition and
developing economies that did not con-
clude separate trade agreements with
the EU. The GSP covers only ‘dutiable’
products. Within the framework of the
general arrangements (available to all
beneficiary countries), 3,300 products
are allowed to enter the EU market duty-
free, while 3,700 are classified as ‘sen-
sitive’ so a tariff preference is provided.
Tariff preference is determined as a flat
rate reduction of the MFN duty rate. On
average, such reduction is about 25%
(while for textiles it is 20% and for some
other goods amounts to 30%). In case
a country is granted additional prefer-
ences within the framework of the so-
called ‘special incentive arrangements’
(for the protection of labor rights and of
the environment), tariff reduction could
be doubled.

1.2. Estimating possible
repercussions of Belarus’
withdrawal

In case Belarus is withdrawn from the
GSP, tariff preferences are abolished.

" This section is prepared on the basis of the study
made by the Belarusian Institute for Strategic Stud-
ies (BISS), see http://www.belinstitute.eu/images/
stories/documents/biss_gsp_rus.pdf for details.
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Table 1: Belarus’ exports to the EU: 2006 data

Product Product category

Volume of exports, USD m

Share in total exports

code to the EU, per cent
27 Mineral fuels and oils 3185.5 59.8
44 Wood and articles of wood 405.1 7.6
72 Iron and steel 315.6 5.9
31 Fertilizers 214.8 4.0
73 Articles of iron and steel 189.5 3.6
87 Vehicles 147.8 2.8
62 Apparel and clothing 131.2 25
84 Boilers, machir_1ery and appli- 89.4 17

ances mechanical

Other 849.7 16.0

Source: estimated on the basis of the data taken from Eurostat and the Ministry of Statistics and

Analysis of Belarus.

Accordingly, companies would face
MFN duty rates. Currently a simple av-
erage MFN tariff is about 4%. However,
exact rates vary depending on the prod-
uct category and the degree of ‘sensi-
tivity’ of either product. The sensitivity
of products is determined by the situa-
tion of the sector manufacturing the
same products of the EU. At first sight,
it appears that the Belarusian exports
could become dearer by 4% on aver-
age. Accordingly, the volume of losses
could amount to minimum USD 214 m
(given the volume of Belarus’ exports to
the EU in 2006). Earlier, more dramatic
figure of EUR 300 m has been provided
in the media. These losses would be
distributed across the Belarusian export-
ers thus inflicting lower profits and/or
slower output and real wage growth.

However, it seems that the above-men-
tioned estimates are seriously exagger-
ated. They do not account for the real
structure of the Belarus exports to the
EU. This structure determines how far
tariffs would be augmented in reality. In
fact, for a number of product groups,
MFN duty rates are zero so no tariff pref-
erences are provided. In order to esti-
mate possible repercussions of Bela-
rus’ withdrawal from the GSP, one has
to look at the structure of the country’s
exports to the EU (see Table 1).

As it can be seen from the table 1, Be-
larus’ exports to the EU are concentrat-
ed in the sectors producing goods with
a relatively low value-added. Despite
the vastness of the product range, five
export groups account for 80% of ex-
ports, namely mineral fuels and oils,
wood, iron and steel and articles there-
of, and fertilizers. The tariff preferenc-
es for these goods are not very sub-
stantial. In addition, zero MFN rates are
rather common.

Nevertheless, in case Belarus loses its
beneficiary status, tariffs applied to cer-
tain export items would go up from zero
rates to 3.5-4.7%. For certain apparel
and textile items, tariffs would increase
from 9.6% to 12%. However, the most
‘pessimistic’ estimate of overall harm
could vary between USD 52.2 m and
USD 66.6 m (per annum). In contrast,
a more ‘optimistic’ view provides us with
a figure of losses varying between USD
23 m to USD 36 m. As for the major
product categories, tariff increase would
be rather minor. On average, exporters
of oil and oil products could face tariff
increased by 0.34%, of fertilizers — by
0.6% and of articles of iron and steel —
by 0.04%. As for other product groups,
tariff increase could be negligible.

1.3. Selected quantitative estimates

An often-mentioned quantitative esti-
mate of possible losses of EUR 300 m
is a very rough and incorrect one. Most
likely, it has been obtained by multiply-
ing the volume of Belarus’ exports to the
EU in 2005 (about EUR 3.3 bn) by 10%
(an expert estimate of possible losses)
so the final figure of EUR 300 million has
been obtained. In 2006, Belarus exports
to the EU grew up by 27.5% so the fig-
ure has to be adjusted accordingly.

It could be claimed that such an esti-
mate does not account for the ‘real-
world’ structure of Belarus’ exports. A
more realistic estimate could be provid-
ed by breaking the Belarusian exports
down to the 8™ digit of the trade code.
However, this is only the first step. A
much more thorough analysis requires
taking into consideration price elastici-
ties existing at the EU markets for the
Belarusian goods. At the same time, it
might well be the case that importers
from the EU would not reduce their de-
mand for Belarusian goods despite tar-



Table 2: Possible losses of Belarus from the GSP withdrawal: quantitative estimate (in the

annual terms)

Product Product category

Possible losses, USD thsd

Per cent of export of given

code product group
27 Mineral fuels and oils 17231.2 0.5
44 Wood and articles of wood 2951.2 0.7
72 Iron and steel 0.0 0.0
31 Fertilizers 1681.5 0.8
73 Articles of iron and steel 108.8 0.1
87 Vehicles 3619.1 2.4
62 Apparel and clothing 6760.3 5.2
84 Boilers, machinery and me- 292.8 0.3

chanical appliances

Source: own estimate.

iff-induced price increase. This particu-
larly concerns raw materials and inter-
mediary goods exports that could not
easily be substituted, given, for in-
stance, higher transport costs and oth-
er related factors. It has to be noted that
less rigorous analytical endeavor (i.e.
without accounting for price elasticities)
could not be discounted because of its
formal incompleteness. This is because
Belarus is a small open economy, which
is a ‘price-taker’ at the EU markets. So
it could be expected that Belarusian
companies might indeed suffer from
lower profits and pay smaller wages
(see below).

This estimate includes only the first
step, i.e. breaking down the Belarusian
exports to the 8" digit and then apply-
ing MFN duty rates. Our estimate cov-
ers only eight product groups that oc-
cupy about 84% of Belarus’ exports to
the EU (see Table 2). As for other prod-
uct groups, losses could hardly exceed
USD 35 m. This is the ‘worst-case’ sce-
nario. In contrast, a more realistic as-
sessment is much more modest, name-
ly USD 10 m or so per year. Also, it has
to be taken into consideration that ex-
ports of some products are regulated
by separate agreements. This is the
case of trading with textiles and appar-
el. Specifically, a range of products is
allowed free circulation (subject to the
presentation of an import authorization),
while some goods arrive to the EU duty-
free within the framework of the ar-
rangements for outward processing of
textile products. Still, textiles sector
could loose up to USD 6.7 m (in the
annual terms) due to the tariff increase
from 9.6% to12%. This relative high tariff
rate is applied because of the ‘sensitiv-
ity’ of textiles sector in the EU.

How these losses could manifest their
influence in the future? It appears that
reduced exports, if materialize, would

lead to lower profits and wages, espe-
cially given energy price hike and the
strong reluctance to devaluation of the
Belarusian ruble. If the ‘worst-case’ sce-
nario is to materialize (i.e. with a losses
ranging between USD 52.6 m to USD
66.6 m), then profitability in the econo-
my might decrease by 1.84% and USD-
denominated real wages fall by 0.6%.
A more optimistic assessment of esti-
mates (as varying between USD 23 and
36 m) give us 0.9% and 0.3% on these
indicators, respectively.

As for individual sectors of the econo-
my, chemical and petrochemical indus-
try might face some troubles. Specifi-
cally, in the least favorable cases wag-
es could decrease by 5.9% (in the US
dollar terms), while in the light industry
they could go down by 2.6%. In metal-
lurgy and wood processing, withdrawal
from the GSP might ‘eat’ up to 0.1 and
1.6% of the total wage fund, respective-
ly. Again, this is the most pessimistic
assessment of the possible repercus-
sions. In reality, however, we expect
these losses to be rather negligible.

2. INSTITUTIONAL ENVIRONMENT
AND PUBLIC POLICY FOR SME
DEVELOPMENT

2.1. Changes in government
regulation of SME development in
Belarus

In the 2" quarter of 2007, no substantial
changes in the parameters of economic
policies and the functioning of legal in-
stitutions regulating activity of small and
medium-sized enterprises (SMEs) have
been recorded. The institutional environ-
ment for doing business remains com-
plicated, unstable, and incoherent.

Despite some success in the field of
development and small and medium
business, SMEs continue to play a mi-
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nor role in the social and economic
progress of the Belarusian society. In
fact, this has been admitted by the Chief
of Department for Entrepreneurship of
the Ministry of Economy, Mr. A. Lih-
achevsky, at the sitting of the General
Committee on Economic Affairs of the
Central European Initiative held by the
Chamber of Representatives of the
Belarusian Parliament. In 2006, SMEs
produced 9% of the country’s GDP,
while in 2005 their share was 8%. The
total number of SMEs in 2006 reached
the figure of 38,000 (increased by 14%
as against 2005). The number of indi-
vidual entrepreneurs (IEs) was 192,000
(increased by 8% over a year). At the
same time, IEs paid more taxes in 2006
than in 2005 by USD 55 m (growth by
23%). At the same time, the share of
foreign small-sized companies in the
total number of SMEs accounted for
4%. This is much lower than in the de-
veloped market economies, and also in
many of the transition economies, in-
cluding the CIS countries.

With higher energy prices and slower
economic growth in Belarus, the gov-
ernment has reasserted the role of
SME. Specifically, some claims have
been made on public to foster SME de-
velopment in Belarus and liberalize the
environment for their functioning. Also,
the representatives of administrative
bodies continue to insist that ‘the exist-
ing territorial and sectoral structure of
small business is inadequate to the pri-
orities of social and economic develop-
ment of the country?. At the same time,
the government critically perceives the
fact that 40% of small-sized companies
and up to 80% of IEs are operating in
wholesale and retail trade (mainly deal-
ing with the imported goods). Accord-
ing to the opinions expressed by the
officials, developed manufacturing sec-
tor is one of the factors behind strength-
ening of export potential and import-
substitution in Belarus.

The Belarusian government is still in-
clined to manage nearly all economic
processes in the country, including the
field and site of entrepreneurial activity.

2 This opinion has been expressed by the Chair-
man of the Council for Enterprise Development
in Belarus, Mr. V. Zinovsky, at a joint sitting of the
Council for Enterprise Development and the Busi-
ness Union of Entrepreneurs and Employers
named after Prof. Kunyavski (BSPN) held in Mogi-
lev; at this sitting, the issues of small industrial
enterprises were discussed.
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However, almost nothing has been done
so far to make manufacturing more at-
tractive for entrepreneurs. The need to
obtain numerous permits and certifi-
cates is a very serious problem for many
entrepreneurs both in terms of time and
financial costs. The complicated access
and expensiveness of bank loans, high
rental fees and tax rates, and many oth-
er problems all make many production
projects and ideas unprofitable since the
very outset. SMEs specializing in pro-
duction and exports face some addition-
al problems. For instance, in case of
trade with Russia there are clearing
problems (related to the application of
the zero VAT tax rate to goods supplied
to the Russian Federation).

The sharp increase in the merchandize
trade deficit has forced the government
to stabilize foreign exchange market.
However, instead of liberalization of
economic activity leading to capital in-
flow from abroad, the government opt-
ed for ‘optimization of imports’ and im-
port-substitution policies in general. In
particular, enterprises producing import-
substituting commaodities could be pro-
vided with tax preferences in the future.
The draft version of the President’s
Edict ‘On the Measures to Stimulate
Production and Sales of Some Com-
modities’ has been prepared and sub-
mitted to the adoption by the President.
This regulation suggests exemption
from profit and turnover taxes manufac-
turers of nearly 300 import substitutes
(but the condition is that the sale pro-
ceeds obtained from domestic manu-
facture should be no less than 90%)3.

In order to induce enterprise develop-
ment in small urban and rural localities
and countryside, the draft version of the
President’s Edict ‘On the Regulation of
Entrepreneurship at the Countryside’
has been prepared. This regulation pro-
vides tax holidays for a period of four
years for manufacturing enterprises. As
for the simplified tax system used by
small business in Belarus, the represent-
atives of the Ministry of Economy said —
referring to the calculations made by en-
trepreneurs and experts — that the rates
of revenue tax at 10% (in case VAT is
not paid) and 8% (in case VAT is paid)
are still high and burdensome for many
producers. Currently, the Ministry is con-
sidering the possibility of cutting these
rates to 8 and 6%, respectively.

3 Ekonomicheskaya Gazeta, No. 16, 2007.
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In addition, the government has ap-
proved a list of urban-type communities
where reduced tax rates for SMEs and
IEs could be applied in case the simpli-
fied tax system is used. Specifically, the
government selected 138 urban-type
communities with a population up to
50,000 people*.

The government also expects that the
President’s Edict No. 296 adopted on
June 1, 2006 would foster business
development in Belarus. This regulation
offers the ways of granting financial
assistance to small enterprises in Be-
larus. It is to be implemented within the
framework of special state programs or
via the support for the activity of guar-
antee funds (already operating in the
Grodno and Brest regions).

In general, the Comprehensive Pro-
gram for Development of Regions,
Small and Medium Urban Localities
over 2007-2010 envisages fostering of
enterprise development in small urban
and rural localities of Belarus®. Specifi-
cally, the Program provides reduction
of profit tax by 50% and exemptions
from a road use tax and a due to the
National Agricultural Support Fund for
economic units residing and function-
ing in small and medium urban locali-
ties. Besides that, deputies at regional
and local levels are granted the rights
to provide preferences for real-estate
tax, land tax, and environment tax (a
fraction collected as payment for the use
of natural resources). The budget of the
program is set at BYR 2 trn (including
BYR 500 bn provided by the state budg-
et). In addition, the President’s Edict
empowers regional executive commit-
tees to grant preferences of various
stripe, including loan guarantees at the
expense of local budgets®.

2.2. Administrative reform

In his recent annual Address to the Par-
liament and the people of Belarus, Pres-
ident Lukashenko has stressed the need
to lessen administrative burden on small
and medium-sized enterprises, reduce
and de-bureaucratize market entry to
economic units. A special group on sim-
plification of administrative procedures

4 Regulation of the Council of Ministers No. 703
adopted on May 30, 2007.

5 President’s Edict No. 265 adopted on June 7,
2007.

5 President’s Edict No. 266 adopted on June 8,
2007.

for setups has been created in Novem-
ber 2006 (following the order of the
Prime Minister) and chaired by the Dep-
uty Prime Minister, Mr. A. Kobyakov.

The group held several sitting. Accord-
ing to the experts’ opinion, the most
important achievement of this group so
far is the determination of [the number
and scope of administrative procedures.

As for the goals of this working group,
they are as follows: to reduce the
number of administrative procedures,
establish optimal (the least required)
time for passing them, decrease the
amount of documents for submission
and define their exhaustive list, and
make fees proportional to costs. It is
also suggested to make information
about administrative procedures acces-
sible, clear, and transparent and define
a complete list of reasons to refuse reg-
istration. Finally, unified requirements
for passing administrative procedures
should be adopted. It is expected that
the propositions made by the working
group would be used as a background
for preparation of amendments and
changes in existing legislative acts.

According to the proceeding of the
working group’s sitting, administrative
bodies should revise all of the existing
administrative procedures applied to
legal entities and individual entrepre-
neurs and then present the results to
the broader public.

The information about the simplification
of administrative procedures is to be
provided to economic units via the web-
pages of administrative bodies and
business unions and the Belarusian
media. These entities would also col-
lect propositions of entrepreneurs on
improving administrative procedures. In
addition, the International Finance Cor-
poration (IFC) and business unions
should play a substantial role in this
process. Administrative bodies are in-
structed to discuss the details and spe-
cificity of administrative procedures and
make propositions towards simplifica-
tion or preservation of existing ones with
the IFC and business unions.

But a rather tough schedule of submis-
sion of the list of revised administrative
procedures, propositions towards their
improvement and examination of relat-
ed materials (that have to be done by
38 administrative bodies between May
and September 2007) causes some



concerns about the successful reform
of the administrative procedures. In any
way, success depends on how imple-
mentation work is organized and com-
prehensiveness of propositions to be
made by entrepreneurs, business un-
ions, and experts.

2.3. Changes in legislation

The compulsory certification of a range
of construction work (including painting,
papering, plastering, facing, glazing,
and flooring) is introduced since July 1,
2007. As aresult, entry barriers for small
business and ‘first-timers’ would be
higher. Also, occupancy of door open-
ings and window opening should be
certified since September 1, 20077. In
order to pass the certification proce-
dures, economic units (both individual
entrepreneurs and legal entities) should
employ qualified personnel, acquire
necessary equipment, including control
ones, technological documentation on
works to be completed, and, finally, es-
tablish quality controls, and so on.

Currently certification costs as much as
BYR 820,000 per any single type of
work; in case several of them have to
be certified the costs increased by 30%
per each additional type of work. It could
be calculated that the certification of
seven types of work costs as much as
BYR 2.5 m. In addition, in case lab tests
are required, costs increased by BYR
1 m in addition. In its turn, certification
requires purchase of control equipment,
provision of training, etc. In addition,
rental costs (of office space and ware-
house), formation of the statutory fund,
purchase of equipment, search for em-
ployees, and wage payments. All these
costs have to be borne by a small com-
pany prior to any profit is collected.

Growing prices in construction and high-
er tariffs for public utilities caused by
energy price hike have forced the gov-
ernment to adopt a range of measures
to moderate price increase. In particu-
lar, Regulation No. 138 ‘On Some Is-
sues of VAT collection’ stipulates that
VAT is not to be paid by companies ren-
dering all services related to (but not the
services per se) construction and ren-
ovation of housing stock and a broad
range of housing and communal serv-
ices. This measure is aimed at contain-

7 See Regulation issued by the State Committee
for Standardization No. 58 on November 29, 2006.

ing price and tariff increase that Bela-
rusian consumers might face.

Since March 1, a new version of the
Administrative Code has been adopt-
ed. One of the changes has been the
modification of responsibility of econom-
ic units for violation of pricing rules. In
accordance with the Article 12.4, the
violation of the rules of price- or tariff-
making by administrative agents and
individual persons could result in pen-
alties varying from 10 to 40 base-units
(one base unit is equal to BYR 31,000).
In case of second violation in the course
of the calendar year, penalty range var-
ies between 10 and 80 base-units. Also,
penalties for other types of transgres-
sions related to price-making have been
revised.

On March 19, 2007, Regulation No. 129
‘On Some Measures to Develop Inter-
national Traffic’ has been adopted. This
regulation is aimed at fostering the de-
velopment of exports (on CIF terms, or
‘cost, insurance, freight’ and on CFR
(‘costs and freight’) and, consequently,
improving the quality of export opera-
tions and services of Belarusian carri-
ers at the international freight market.
According to this Regulation, transport
companies are exempted from VAT in
case they provide transport services
outside Belarus. It is also established
that since July 1, 2007 to June 30, 2010,
new vehicles of foreign manufacturing
could be temporary imported (up to 34
months) to Belarus (without paying cus-
toms duties and VAT) in case of their
use for rendering international transport
services. However, in order to be liable
to this preference, companies should
purchase the same number of vehicles
of domestic manufacture. Accordingly,
it appears that the use of the preference
is somewhat limited.

It follows that the above-mentioned reg-
ulation is beneficial for mainly large
transport companies, including state-
owned ones. This is because small and
medium-sized enterprises are hardly
able to purchase a relatively big number
of new vehicles. Moreover, many of
them do not need to buy vehicles man-
ufactured in Belarus.

Legislation regulating the activity of in-
dividual entrepreneurs (IEs) has be-
come more rigid. It could result in crowd-
ing of IEs out of individual markets. Until
April 1, 2007 IEs were allowed to im-
port and trade with non-food, alcohol-

Small and Medium Business in Belarus

containing products packaged in ves-
sels in sizes up to 1 liter (or less than 1
kilogram in weight) (i.e. mainly per-
fumes and cosmetics, liquid detergents
and cleaning fluids, antifreezes, sol-
vents, and so on). For that purpose, no
other license was required other than a
license for retail trade and catering. In
other words, prior to April 1, 2007, no
license was needed to import these
products. However, since April 1, 2007,
new license has been introduced8.

On May 10, 2007, a new ‘Law on Ad-
vertising’ has been adopted. The major
innovation of this law is the regulation
of advertising of alcoholic beverages
(including beer) and tobacco products,
including the establishment of the ‘crit-
ical time’ for advertising. The Law
comes into force since November 2007.
This Law contains new provisions reg-
ulating the placement and distribution
of advertising by using telephonic, tel-
ex, facsimile, cellular, and electronic
means. These advertising channels are
to be used only following the consent
of consumers.

Also, the new Law imposes some limi-
tations on advertising of beer and low-
alcohol beverages. Outside advertising
of beer and conducting of promo-ac-
tions aimed at stimulating sales of beer
and low-alcohol beverages will be fully
prohibited in Belarus. According to the
new rules, no advertising of tobacco
products and alcoholic beverages is
allowed at airports, train and bus sta-
tions, public transport and underground
stops. Images of people and animals
shall not be used in advertising of alco-
holic beverages and tobacco products.
This advertising shall not be placed at
the media focusing on environment,
education, and healthcare and shown
at posters, stands, illuminated indica-
tor boards, and other means of outside
advertising. Less strict rules are applied
to tobacco products until January 1,
2008, but since that any public adver-
tising of tobacco products is prohibited
in full.

It could be expected that the above-
mentioned measures related to regu-
lating advertising could weaken the
competitive positions of Belarusian beer
producers facing intense competition
with Russian and Ukrainian companies.
These companies conduct large-scale
advertising campaigns to promote their
products at the Belarusian market.
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3. PRIVATIZATION OF LARGE
COMPANIES BY USING IPO:
PROS AND CONS

Recently, claims have been made on
public about the use of IPO (initial pub-
lic offering) by Belarusian officials. In
particular, the Deputy Prime Minister,
Mr. Vladimir Semashko and the Depu-
ty Minister for Economy, Mr. Nikolai
Zaichenko both mentioned IPO as a
way to improve the financial position of
Belarusian enterprises (oil refineries in
the first instance), and at the same time
find out the approximate market value
of shares of these enterprises. Mr. Zai-
chenko said that Belarusian oil process-
ing and petrochemical enterprises
would conduct IPO internationally by the
end of the current year.

3.1. The advantages and limitations
of IPO

In Western market economies, IPO is a
standard procedure for many compa-
nies. It is particularly widespread in the
United Kingdom.

IPO has the following advantages:

— Disclosure of a substantial amount
of information about enterprises; as
a way of privatization, it is transpar-
ent and open m;

— Privatization becomes accessible to
the public and foreign investors. The
latter has a right to restructure com-
pany (in contrast, in case of direct
sales via investment auctions inves-
tors could face some considerable
limitations and obligations);

— Company price is determined by
market so the government could
obtain the maximum revenue;

— In case strategic investors acquire
majority holding, management often
appears to be a high-caliber one;

— IPO is a proper background for cre-
ating a well-functioning national
stock exchange.

At the same time, there are some limi-
tations and difficulties related to IPO:

— Listing requirements can be too
complicated (especially for transition
economy) so the preparation period
might be too long;

— |PO costs might be very high so it is
only companies with good market
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prospects that are capable to con-
duct it;

— In case preparation procedures are
improper and/or there is no restruc-
turing prior to privatization is done,
stock could be substantially under-
valued;

— IPO might result in the ‘suboptimal’
property structure, i.e. there is no
guarantee that ‘efficient owners’
would emerge automatically after
IPO is conducted;

— There is a possibility of blocking the
privatization process due to the ab-
sence of incentives by managers
and the existence of interest groups
who are against this way of privati-
zation.

3.2. Case-study: IPO in Poland

IPO has been rather popular in Poland.
However, first five companies had been
making preparations for that over the
course of almost two years. The costs
(related to pre-IPO preparation and list-
ing) amounted to 50% of revenues from
selling stocks. Over 1990-1996, 28
companies had managed to sell their
shares openly. Industrial enterprises
were among the pioneers, followed by
the banks (Bank Handlowy) and then
the telecommunication companies (Tel-
ecomunikacija Polska).

Now the price for fulfillment of listing
requirements amounts to 10% of equi-
ty value. Costs are smaller because
polish underwriters (and not the foreign
ones) are involved now. Also, the mar-
ket for underwriters has become not
only dense, but also much more com-
petitive than 15 years ago. Over the
whole privatization period, there were
60 IPO in Poland, 20 in Estonia, and
one several in Hungary.

In Poland, the government has been
driven by the following incentives when
utilizing IPO:

— Creation of a stable, ‘scandal-free’
stock market;

— Setting up of proper conditions for
the development of investment
funds (pensions funds in the first in-
stance);

— Increasing the price of companies by
selling large holding of stocks to stra-
tegic investors;

— Making the idea of privatization more
popular among the public (especially
at the early stages of privatization);

— Engaging of national capital into the
privatization process (the means of
the population and SMEs).

In the case of privatization of ‘Bank
Handlowy’, there was an attempt to
advance the idea of ‘people’s capital-
ism’ in banking sector, but with no fur-
ther success. This idea was driving the
government’s choice of companies for
privatization via IPO. In particular, brew-
eries and food companies were the pi-
oneers. What followed were construc-
tion material companies (such as ce-
ment mill), metallurgical, machine-build-
ing, chemical and petrochemical com-
panies, and, finally, banks and telecom-
munication companies (in every branch
of the economy, from two to four com-
panies were privatized via IPO).

3.3. Privatization via IPO: why
‘case-by-case’ option is the most
appropriate one

As it has been mentioned above, the
Polish government has utilized IPO in
order to create and develop trustworthy
financial market, support development
of investment and pension funds, and,
crucially, signal that privatization policies
are to be continued in the future. How-
ever, one of the major problems are con-
siderable time and financial costs relat-
ed to preparation of all necessary docu-
mentation and its examination by the
Committee of Directors of Stock Ex-
change. IPO in Poland has been regu-
lated by the Polish Equity Law and the
rules of the Warsaw Stock Exchange.

At the beginning, listing requirements
were rather strict. In particular, compa-
nies were required to prepare a special
agreement on guaranteed placement of
stock to be approved by the Polish Se-
curities and Stock Market Commission.
Prospects had to contain very detailed
information about companies.

However, the major problem was the
preparation of all necessary financial
documents and reports according to the
international standards (balance sheet,
statement of assets and liabilities, au-
ditor’s conclusion, and so on). Often, the
‘translation’ of national reports into am
international format has resulted in the
reduction of profitability (or even net
losses) of company.



Apart from financial reports, it has been
necessary to prepare a large number
of documents. For instance, in order to
make ‘offering circular’, i.e. the brochure
offering equity for sale, a company has
been required provide the following in-
formation and/or documentation:

— Detailed information about all mate-
rial risks related to investment into
this particular company and an as-
sessment of [country’s] macroeco-
nomic and political risk;

— Description of company’s business
strategy as well as plans in the field
of research and development;

— Information about work collective,

— Information about subsidiaries, prop-
erty, and lawsuits (if any);

— Description of the regulatory envi-
ronment for functioning of company,
including the analysis of competitive
environment;

— Detailed description and analysis of
the financial situation and perform-
ance of a company;

— Description of skills of executives
and managers, their compensation
and their property shares.

Also, listing requirements include full
disclosure of information and mainte-
nance of transparency, namely:

— Financial and operational results of
company’s activity;

— Ownership of relatively large hold-
ings of stock and distribution of votes
should be described;

— The list of the members of Commit-
tee of Directors and other company
officials has to be published and the
remuneration they receive;

— Risk factors have to be forecasted
and estimated;

— Any other issues related to employ-
ees and other stakeholders as well
as the structure and policy of corpo-
rate governance have to be de-
scribed.

The need to fulfill all of the requirements
mentioned above make the process of
preparing to IPO rather lengthy (rang-
ing from one to three years) and, of
course, costly. In some cases, IPO is
never done for a variety of reasons, such

as the lack of information, unwillingness
of enterprise mangers (who are uninter-
ested in IPO). It can thus be concluded
that privatization via IPO can only be
performed on a ‘case-by-case’ basis.

3.4. Using IPO for privatization in
Belarus: discussing the possibility

Privatization is one of the most impor-
tant but complicated reforms in the
course of economic transformation.
There are many privatization strategies.
Each of them has their pros and cones.
Due to the complexities and large-scale
character of privatization, the choice of
the specific model of privatization (IPO,
direct sales, bankruptcy and liquidation)
depends on the criteria chosen.

Privatization via IPO is characterized by
a greater degree of transparency, more
possibilities for participation of the pop-
ulation, and the support of equity mar-
ket development. But IPO requires
preparation of development plans for
companies, while their accounting and
financial indicators should be present-
ed in accordance with the international
standards.

However, both financial and time costs
related to preparing for IPO and fulfill-
ing of the listing requirements suggest
that it is mainly financially sustainable
and successfully performing enterpris-
es that could conduct it. At the same
time, in transition economies uncertain-
ties caused by economic and political
risks along with absence of the neces-
sary information could make preparation
[process] much longer than expected.

With this in mind, the following recom-
mendations can be devised for Belaru-
sian companies in case they are intend-
ed to conduct IPO:

— IPO makes sense in the situation of
‘case-by-case’ privatization; also, it is
beneficial for equity market develop-
ment. Politically, it signals the inten-
tion of the government to continue
and deepen privatization process;

— Enterprises (whose shares are to be
offered at stock exchange) should
be selected on the basis of clear and
transparent criteria;

— Pre-privatization restructuring
should be done at enterprises in-
tended to conduct IPO;

— Plans for attracting internal and ex-
ternal (foreign) funds, training spe-
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cialists, and passing all of the nec-
essary procedures have to be dis-
closed,;

— Given expensiveness and time-con-
suming nature of the preparation
process, IPO should not be consid-
ered as a means of solving the fis-
cal problems of the state.

There is also a possibility that manag-
ers could attempt to block IPO process
as such. Alternatively, the optimal struc-
ture of property might not be created
(because of ‘dispersion’ of shares or the
absence of ‘real’ owners). Accordingly,
there is no guarantee that IPO would
lead to better financial performance.

In the majority of transition economies,
domestic stock exchanges have been
used for IPO. This has helped to devel-
op domestic equity markets due to the
opportunities available to both popula-
tion and domestic strategic investors.
Currently large Russian companies re-
sort to IPO both at home and abroad
(including New York, London, or Frank-
furt Stock Exchange).

Belarus does not have its own equity
market. Accordingly, IPO could only be
conducted abroad. It is possible that
Belarusian companies would go to the
Middle East markets due to the much
more relaxed requirements and stand-
ards. But in any case, it is unrealistic
that IPO would take place by the end of
the current year.

4. ESTIMATION OF ALTERNATIVE
COSTS INDUCED BY EXCESSIVE
STATE REGULATION

4.1. Reporting and communication
between executives and
administrative agents

In terms of economic freedom, Belarus
ranks among countries such as Cuba,
North Korea, Turkmenistan, and Iran.
The European Bank of Reconstruction
and Development estimates reform
progress and private sector develop-
ment of Belarus as one of the worst
among 27 so-called ‘transforming econ-
omies’ (Belarus is provided the last
place but one, doing better than Turk-
menistan only)°.

9 Data are taken from the report made by Herit-
age Foundation (2006) Index of Economic Free-
dom, Fraser Institute (2007) Freedom in the World
and EBRD (2006) Transition Report.
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Table 3: Answers to the question: ‘Is your company instructed about the rate of output

growth by the authorities?’ (%)

2002 2005 2007
Yes 20.0 40.0 38.0
No 80.0 56.0 61.0
No answer - 4.0 1.0
Total 100.0 100.0 100.0

Source: IPM Research Center.

Table 4: Answers to the question: ‘Is your company instructed about the rate of output

growth by the authorities?’ (%)

From 1to 10 From 11t0 50 From 51to 100 From 101 to 200 Above 200
Yes 26.1 37.7 48.4 80.0 60.0
No 73.9 62.3 51.6 20.0 40.0
Total 100.0 100.0 100.0 100.0 100.0

Source: IPM Research Center.

The costs of excessive state regulation
are substantial. These costs imply that
the number of SMEs in countries with
an unfavorable business climate does
not grow. As a result, countries are
trapped in a vicious circle of poverty
since the absence of competition and
excessive regulation of the business
environment lead to high prices, capi-
tal flight, a brain drain and an underde-
veloped financial system, lesser jobs,
lower tax revenues, and so on.

The results of the research on the regu-
latory environment for conducting busi-
ness by private SMEs in Belarus' help
to better perceive and estimate a range
of aspects of excessive state regulation.

First, even small and medium-sized
companies (sometimes employing up to
10 workers) are instructed about the ‘de-
sirable’ rate of output growth. When in-
structions are not fulfilled, the executive
is summoned to the City Executive Com-
mittee (or any other Executive Commit-
tee). Naturally, not a single executive of
a private SME is eager to go there, since
the authorities possess a range of in-
struments to exert pressure on private
companies. The share of SMEs instruct-
ed about the output of their growth rate
appears to be unchanging over a
number of years (see Table 3). The need
to fulfill indicators provided by the au-
thorities should be seen as one of the
factors behind high rates of economic
growth in contemporary Belarus.

® The evidence was collected within the frame-
work of the study of the environment for function-
ing of SMEs in Belarus. The survey has been con-
ducted in February 2007. It covered 410 execu-
tives and owners of the SMEs (representative sam-
ple). The details can be found at: http://research.by/
rus/surveys/ba8c266b453d0117.html.
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The survey shows that instructions are
given in various fields of business, var-
ying from 34% in the services sector
(educational, consultancy, legal, and so
on) to 44% in construction. At the same
time, bureaucrats tend more often to
command the activity of ‘older’ than that
of ‘newer’ SMEs (41% in SMEs estab-
lished prior to 1996, and 38% in com-
panies set up between 1997 and 2004,
and 29% in companies created after
2005). As in previous years, there is a
relation between instructions and the
size of the company (Table 4).

A vast number of forms to fill in, indica-
tors to report and submit to public bod-
ies are big problems for private (and
even state-owned) companies. Virtual-
ly every single entrepreneur denotes
that every year there are more and more
papers and forms to deal with despite
the nearly universal computerization
and the spread of Internet use.

The research indicates that a typical
SME uses on average 3.14 employees
to prepare the necessary reports to ad-
ministrative bodies. The ‘older’ the com-
pany, the larger the number of reports
to submit (very likely, this is related to
size, i.e. larger number and different
types of activity). Specifically, an aver-
age of 3.56 employees deal with pre-
paring reports in companies established
prior to 1996, while this figure drops to
3.11in companies set up between 1997
and 2004, and to 2.56 in firms created
in 2005 or later.

On average, an executive of a typical
SME spends 9.27 hours per week (i.e.
more than one working day) to commu-
nicate with administrative agents. In
contrast to reporting, the opposite rela-
tionship is observed between the age

of a company and the scope of its com-
munication. The ‘younger’ the compa-
ny, the more its executive communi-
cates with bureaucrats. The executives
of companies operating in construction,
transport and communication exceed all
other sectors in terms of time spent on
communication with bureaucrats (be-
tween 11 and 14 hours per week). At
the same time, the reporting of these
companies take are most labor inten-
sive (4.6 employees are involved in its
preparation at one SME).

Having all these numbers collected, it
is possible to compute the costs of ex-
cessive regulation. Let us assume that
the wage of a mid-level employee deal-
ing with reporting is USD 300 per month.
Let us add 40% of social security con-
tributions to that amount. As a result,
we have USD 420 per month as total
wage costs. There are 33,000 small-
sized companies in the country, along
with about 2,000 of middle-sized ones.
Consequently, the costs to employ one
‘unproductive’ worker (to prepare re-
ports useless for a company, but re-
quested by administrative bodies; in that
case, no added value is created) is USD
5,040 per year. If we multiply that
amount by the total number of private
SMEs in Belarus (approximately
35,000), the total amount of annual
costs appears to be USD 176.4 m".
When we assume that of three employ-
ees dealing with reporting, there is more
than one ‘redundant’ employee, then
the costs of running business goes up
to USD 250-400 m per year.

However, these are the direct costs
borne by SMEs to pay wages to ‘un-
productive’ (from SMESs’ point of view)
employees. On the other hand, costs
related to unnecessary reporting are
incurred by the state. But these costs
are paid by citizens’ taxes, which are
spend to pay bureaucrats, service desk
employees and recording officials, to
cover the costs of equipment and office
space. It is possible to play with and
speculate on numbers, but it seems to
be the case that total reporting costs
could reach up to USD 1 bn in the econ-
omy as a whole (2.7% of GDP).

Unproductive costs of Belarusian SMEs
are bigger when the time spent by exec-

" In order to obtain these figures, a method ap-
plied by the International Finance Corporation has
been used: see IFC (2006) Business Environment
in Belarus.



utives forced to communicate with ad-
ministrative bodies is taken into account.
Also, a special position was introduced
at private companies, a Deputy Direc-
tor. This person is supposed to visit var-
ious officials and administrative bodies,
ranging from executive committees to
ministries and departments. Such an
employee is costly to hire, so the costs
of Belarusian SMEs now more easily
appear to be no less than USD 1 bn.
Naturally, all these costs are translated
into higher prices of end products.

Of course, this calculation of costs of
excessive reporting is rather approxi-
mate and should be approached with
care. Nevertheless, there is no doubt
that financial and labor resources em-
ployed by private business to fulfill the
plethora of legislative rules could be di-
verted to a more productive course.
Such a diversion could then help to cut
costs, bring additional volume of invest-
ment, and reduce prices.

4.2. Costs of state regulation of
prices

Inefficiency and cost-intensity of exces-
sive state regulation could be confirmed
by the results of a more detailed re-
search on the ‘costs’ of such a narrow
area as pricing regulation. It is not a
secret that all prices in Belarus are reg-
ulated by the state either formally or in-
formally. The regulation spans from the
0.6% monthly price increase cap to reg-
ulation of mark-ups and rates of return.
However, the list of the most significant
administrative barriers to development
of private enterprises does not include
pricing regulation, mainly due to lack of
enforcement. At the same time, virtual-
ly all executives claim that output pro-
duced by their companies is sold at pric-
es they need. For a long time, prices
have been regulated by the market
(competition and population income)
and a tight monetary policy of the Na-
tional Bank of Belarus. However, in or-
der to fulfill all pricing regulation require-
ments, private companies have to sac-
rifice considerable amounts of time,
energy, resources, and nerves.

The survey shows that the major deter-
minant of price level is taxation, followed
by such factors as prices of competi-
tors and production costs. Pricing reg-
ulation is given the 8" place (Table 5).

The respondents that answered to these
questions said that on average 2.75
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Table 5: Provide major determinants (not more than three of them) of prices set by your

company for goods produced (services offered)

The number of SMEs %
Production and sales costs 175 42.7
Prices of competitors 177 43.2
Consumer demand 151 36.8
Public utilities (tariffs for electricity, heating, etc.) 90 22.0
Rental payment 135 32.9
Wholesale prices, supply prices 134 32.7
Taxation 192 46.8
Legislation regulating profits and prices 68 16.6
Other 4 1.0
No answer 3 0.7
Total 410 100.0

Source: IPM Research Center.

Table 6: SMEs costs to fulfill the rules of pricing regulation legislation

How many How many hours Imagine that the adminis-Imagine that the admin-

people calcu- per month are

trative regulation of istrative regulation of

late costs  spent to fulfill the prices is abolished in the prices is abolished in

Field of Business

and prices at rules of pricing country. What would be

the country. What

your enter- regulation legisla- time saved by your com- would be the savings

prise? tion? pany? (number of em- on costs at your com-
ployees) pany? (USD per month)
Trade 2.77 39.73 2.29 907.34
Catering and do- 219 52.52 2.07 560.00
mestic services
:i’g:]“s”'a' produc- 5 4g 4317 2.44 1170.41
Construction 3.14 72.49 2.44 1062.33
Transport and
communication 2.76 70.94 3.33 872.73
Other 2.34 26.65 2.00 929.17
The size of the
company
From 1 to 10 1.60 31.17 1.28 473.71
From 11 to 50 2.73 52.15 2.10 900.81
From 51 to 100 3.84 50.07 3.26 1785.90
From 101 to 200 5.79 62.40 5.91 960.00
Above 200 8.80 112.00 9.00 933.33

Source: IPM Research Center.

workers deal with calculation of costs
and prices at a typical SME. Each of
these employees spends about 46 hours
per month (or about 6 working days).

Naturally, these figures are averages
and tend to vary depending on the size
of the company and the field of busi-
ness (table 6). These figures also vary
across the sample. In addition, aboli-
tion of some legislative rules, labor costs
drop to 2.31 employees to deal with
costs and price calculations. As a re-
sult, companies are able to save about
USD 924 per month.

The application of the approach de-
scribed above allows calculating total
costs incurred by SMEs to fulfill pricing
regulations. The total costs appear to be
USD 924 multiplied by 1.4 and then by
12, or USD 15,523 per year. Given
35,000 SMEs in Belarus, we obtain as
much as USD 543.305 m per year.

As can be expected, the major rules of
pricing regulation legislation diverting
resources of the firms to the greatest

possible extent to spend on unproduc-
tive labor are preparation of report cost
calculations (50%), registration of new
prices (43%), and preparation of rou-
tine calculations (39%). In comparison,
monthly price caps have been noted by
25% of the respondents, and rates of
return — by only 4%.

It appears that in the conditions of a de-
teriorating state of the market in terms
of prices and declining profitability of
state-owned plants and factories, sim-
plification of regulation, i.e. the abolition
of indeed unnecessary norms and per-
missions, would allow releasing a con-
siderable volume of resources in the
country’s economy. These means could
then be utilized by private business in a
variety of ways: to increase investment
or consumption, spend more on adver-
tising or representation. In any case,
simplification could release between
USD 1 and 3 bn; if these resources
would be spent inside the country, then
national competitiveness at both micro-
and macro-levels could be enhanced.

2/2007



