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Dear Readers,

We would like to offer for your attention the 17" Issue of the Analytical Bulletin entitled “Small
and Medium Business in Belarus,” which addresses the key problems encountered by the private
sector in Belarus. This issue covers the private business promotion activities pursued by the International
Finance Corporation, including technical assistance and investment.

Foreign experts who took part in a conference entitled “Boosting of the Business Associations’
Role in Private Sector Development,” which was organized by the IFC Belarus Business Associations
Capacity Building Project, share their views of Belarusian business associations’ future.

The regulatory environment survey, which was conducted jointly by the IFC and the World Bank
and whose results are published herein, reflects the polled entrepreneurs’ perception of the business
environment.

The business environment in Belarus cannot be improved without the rehabilitation of the
Belarusian banking sector, which was the target of the IFC’s first investment in the country. We continue
to closely follow the development in this sector for these two reasons. The problems and prospects of
the Belarusian banking system came up for discussion during a conference co-hosted by the IFC and
the National Bank of Belarus. The conference results are published herein.

We hope that you find the material in this issue useful.

The Staff of the IFC Belarus Business Associations Capacity Building Project
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Pavel Kallaur: The Banking System should be Primed for the Opening of the
Financial Market in Belarus

In early June 2004, the International Finance Corporation and the National Bank of Belarus hosted a
conference entitled “Banking Sector Development and the Role of Foreign Capital.” The conference
tackled such important issues such as ways and consequences of attracting foreign capital to the
banking sector, definition of the highest market share that can be surrendered to foreign investors in
this segment, approaches to privatizing state-owned financial institutions, etc. It is indisputable that
the experience of countries that have already scored some successes in reforming their banking sectors
is invaluable for Belarus, which is only at the beginning of this difficult process.

Correspondent Sergey Salak talks to the First Deputy Chairman of the Board of the National
Bank of Belarus, Pavel Kallaur.

The conference was very interesting, since it allowed us to study and analyze the practical
experience of transition countries that have made significant progress in reforming their banking sectors.
These include China, Poland, Hungary, Lithuania and Slovenia. Summing up the presentations made
by the conference participants, I would like to single out the following key aspects.

First, foreign experts believe privatization of the banking sector is driven by the need to boost its
stability and effectiveness. It should be noted that it will be difficult to privatize Belarusian banks
without foreign investors because local companies lack the funds to ensure the growth of the banking
capital and the banking sector in Belarus is currently experiencing certain problems.

Secondly, the conference participants stressed that it would be preferable to sell the banks to
strategic investors. It was also noted that because the state does not have sufficient funds to rehabilitate
crisis-stricken banks, it would be more efficient to attract foreign investment without resorting to
internal resources, including budget funds. Representatives of the European Union countries regard
the following financial institutions as strategic investors: Citibank, ABNAmro Bank, Raifesisen Bank,
Commerzbank, Dresdner Bank, etc.

Another salient aspect is the non-interference of the state in the functioning of commercial banks.
Despite the steady decline in the share of non-performing loans in the credit portfolios of banks, the
reasons that bring about their emergence remain. Thus problems could well resurface in the mid-term.
Therefore, the conference participants believed that putting a stop to administrative interference in the
decision making process, particularly in the case of funding allocated to finance state programs and the
adoption of a legal framework cementing the banks’ freedom to approve loans, will be two useful
moves that will go a long way towards avoiding the problem of non-performing loans. It should be
noted that the experience of China is particularly interesting in this regard.

The lifting of any restrictions imposed on the access of foreign financial service providers to the
Belarusian market is of equal importance. This issue is particularly topical in the context of the ongoing
WTO membership negotiations. I would like to remind you that the share of foreign capital in the
banking sector is presently capped at 25% and foreign banks are not allowed to open their branches in
Belarus. WTO members hold the view that these restrictions should be lifted. The scrapping of quotas
cannot produce any negative consequences for the banking sector and the economy on the whole
provided that an effective licensing mechanism is in place, prudential requirements are complied with
and an agreement on trans-border controls is signed with the country of the strategic investor. Slovenia’s
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experience bears witness to this. As the banking system becomes more stable and competitive, it will
be worthwhile to rescind the above-mentioned statutory restrictions.

Finally, the foreign experts stressed the need to introduce international accounting standards to facilitate
arealistic, high quality and speedy assessment of the banks’ financial position, which will be easy to understand
for potential investors. This move will definitely render the Belarusian banking system more effective.

Q. What role do you think the state should play in the banking sector? What tasks are faced by
state-owned banks and do you think these tasks run counter to maintaining the financial stability
of these banks?

The state should seek to further develop and boost the stability of the banking sector by pursuing
sensible policies in the following areas:

e Modification of banking related legislation;

e Promotion of fair competition at the banking services market and provision of equal conditions
for all financial institutions, including state-owned banks;

e Assistance in the attraction of foreign investment in the banking sector; and

e Modification of the institutional structure of the banking sector.

The banking sector in Belarus is dominated by universal banks, which regardless of the type of ownership
render a wide range of services both to corporate and individual customer citizens. At the same time, several
banks have their own specialization. For example Belinvestbank, the Belarusian Bank for Development and
Reconstruction, promotes investment loans, project finance and syndicated financing of companies important
for the national economy. Playing an active part in the retail banking market, Belarusbank jointly with
Belagroprombank bankrolls state housing programs and finances projects guaranteed by the Belarusian
government. The execution of these tasks does not compromise the financial stability of these institutions.
Taking into account the importance of these banks for the overall banking sector, the National Bank pays
particular attention to their operations and compliance with prudential requirements.

Q. The Concept for the Development of the Banking Sector for 2001-2010 provides that by
2006, the state should retain a controlling stake only in four largest banks. How is this objective
being met?

Admittedly, the state as a majority shareholder of Belarusian banks is not always capable of
ensuring their proper development, largely due to financial limitations. Therefore, the National Bank
and the Government intend to step up efforts to find strategic investors prepared to make a long-term
investment in the Belarusian banking system. It should be noted that we are not discounting financial
institutions from the CIS countries. The strategy for divesting stakes held by the National Bank and the
Government in authorized funds of Belarusian banks should by all means be developed shortly and
ways of selling these stakes to strategic investors should also be defined.

Q. Belarus has seen growth in the amount of foreign investments in the banking sector. At that
same time, foreign capital accounts only for 7.52% (as of 1 January 2004) of the aggregate
authorized fund of Belarusian banks. What should be done to attract more foreign investment?

One should realize that the volume of investment in the banking sector is defined by the overall
investment climate in the country. In this context, efforts undertaken by the Government and the National
Bank to improve the business environment are particularly important.
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At that same time, if we are to pull in more foreign investment we should improve corporate
governance, render the banking sector more transparent and bring it closer to international standards.
It is no secret that one of the factors causing concern among potential investors is direct interference of
the state in the day-to-day operation of banks. In this regard, it is necessary to move away from
administrative tools of dealing with the banks in favor of economic methods.

Q. Raffeisen Bank and Rosbank, which can be considered banking heavyweights, have expanded
into Belarus and a number of other foreign banks are also eyeing the Belarusian market. This
brings modern banking technologies and new financial products to the forefront. Do you think
that the state-owned shareholdings erode the competitiveness of the major banks in the domestic,
let alone foreign, markets?

There is an objective need in such a process. In order to compete with foreign banks, therefore,
Belarusian financial institutions should cut costs and improve the quality of their services.

At the same time, the Belarusian banking sector should be primed for the opening of the financial
market to foreign competition. I believe it would be worthwhile to introduce certain amendments in
Belarusian banking legislation. Specifically, provisions empowering the state to regulate remuneration
payable to bank employees and imposing limitations on the sources of funds the banks can use to
acquire fixed assets should be rescinded. In addition, state agencies should be deprived of their authority
to dictate to banks the volume and the recipients of loans and the interest they can charge. No less
importantly, the participation of the state in the capital of the banking system should be reduced and
fair competition should be introduced in the banking sector. Also the measures set forth in the Concept
for the Development of the Banking Sector should be urgently implemented. This in turn will require
the creation of a modern and efficient system of financial oversight.

Along with the adaptation of the Belarusian banking system to compete with more developed
foreign financial institutions, mechanisms which will nullify possible negative consequences of financial
liberalization for the Belarusian economy should be put into place. Thus microeconomic stability
should be retained in the course of these processes. Financial liberalization should be implemented
within the framework of the all-encompassing strategy of microeconomic stabilization, economic
liberalization and structural reforms.

Q. How do you assess the ability of the Belarusian banking sector to support SMEs development?

Belarusian banks are presently supporting SME development. For example, the 2004 Program of
State Support for Small Business sets forth measures to simplify SMEs’ access to bank financing and
to further develop microlending. Specifically, small businesses are to obtain 151,700 million rubles in
loans [70.5 million USD].

At the same time, over the last few years the state has been paying particular attention to universal
commercial banks as the linchpin of the country’s financial system. In the future, specialized banks
and non-bank financial institutions should also be developed.

Microfinancing could become one of the avenues towards the development of specialized financial
institutions. Specifically, the possibility of creating a microfinance bank to extend loans to SMEs
should be looked into in more detail. It will not only improve the quality of banking services, but also
attract financial resources of international organizations and private investors.




T Baranova

Results of the Conference Entitled “Banking Sector Development and the Role of
the Foreign Capital”

The Banking Sector Development Conference attracted the participation of banking officials from
China, Poland, Georgia, Hungary, Lithuania and Slovenia. They shared their experience of banking
reforms with Belarusian participants representing state agencies and commercial banks and briefed
them on the role played by foreign capital.

Privatization of the Banking Sector

Privatization of the banking sector should boost its stability, efficiency, trustworthiness, quality
of services rendered and competition in the banking sector, which in turn will drive down interest rates
and increase tax receipts.

There are several approaches to reforming the banking sector. For example, Georgia does not
have state banks. However, local banks control 65% of the market, whereas foreign banks account for
35% and the government for 1%. Although there are not barriers to entry, only two foreign banks
operate in Georgia, which can be ascribed to economic instability in the region.

Lithuania established a privatization commission, which is tasked with (a) assessing privatization
projects, (b) developing privatization mechanisms, (¢) defining criteria for selecting strategic investors,
(d) preparing lists of investors, () approving or refusing sales of shares held by the state, etc. The State
Property Fund is charged with evaluating state property. To this end, the Fund hires independent experts,
launches privatization projects, distributes information about the objects slated for privatization,
including banks, and identifies potential buyers. In addition, the Fund carries out preliminary sales,
analyses information about buyers, issues binding applications and explicates the conditions attached
to investors, makes public tender conditions, evaluates tender proposals and declares winners.

As aresult of privatization western banks, including Germany’s Nord/LB and Sweden’s Swedbank,
control 75% of the banking sector. Ten commercial banks, three subsidiaries and three representative
offices of foreign financial institutions, as well as 57 credit unions, operate in Lithuania.

Foreign financial institutions were initially allowed to set up only subsidiary banks in Slovenia.
In 1999, however, they were permitted to open branches. To date, only one Austrian bank has established
a branch in Slovenia. There are four banks in the country where foreign investors hold a majority share
and more than half of the financial institutions have foreign involvement. The following western banks
are active in Slovenia: Belgium’s KBC, the European Bank for Reconstruction and Development,
France’s Societe Generale, Italy’s IMI, and Austria’s Raffeisen Bank. Non-residents control about one
third of all banking assets. Slovenian banks are privatized in such a way that domestic private investors
and the state retain the majority stakes in privatized entities (about 33% each). This creates the financial
basis for the implementation of the country’s economic development strategy. In addition, it is preferable
that local investors assume management control over privatized banks. The remaining third of the
banking assets can be acquired by foreign investors, provided that their offer meets certain requirements.
The central bank and the Slovenian government are currently deliberating a proposal to boost the share
of the banking sector to be controlled by foreign capital to 50%.

Although most of the state-owned banks in Hungary were purchased by local investors, foreign
banks are highly visible in the market. There are presently 39 banking institutions, most of which are
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subsidiaries of foreign financial institutions. The following foreign banks operate in Hungary: Belgium’s
KBC, the Netherlands’ ABNAmro Bank, Germany’s Bayerische Landesbank, Italy’s Banca Intesa,
Austria’s Raifesisen Bank, etc.

The Polish government holds 100% of the shares in the following three banks: PKO Bank Polski,
Bank Gospodarki Zywnosciowej and Bank Gospodarstwa Krajowego, and a majority stake in four
other financial institutions. The remaining banks are either wholly privately-owned or controlled by
foreign capital (Citibank, Commerzbank, Kredietbank, Allied Irish Bank, Portugal’s BCP). As of late
2003, foreign banks control more than 60% of the banking sector. A typical Polish private bank is a
product of a merger and is owned by a foreign financial institution. In the mid-term, the Polish
government intends to privatize PKO Bank Polski, one of the largest state banks.

Problem Loans

Privatization involving foreign investors is usually preceded by steps to rehabilitate the banking
system using primarily internal resources. Whittling down non-performing loans, whose accumulation
threatens financial stability and is a hindrance for further economic growth since they starve promising
projects of funds, is a key ingredient of this process.

Foreign experts mentioned two methods for solving the problem of non-performing loans, namely
those used by the Spanish and Polish banks. The former envisages re-capitalization of banks, and the
separation of problem loans and their transfer to a specially created restructuring agency. This method
allows for a speedy separation of non-performing loans and sub-prime borrowers from the healthy
section of banks. This method is effective in developed market economies. Polish experts believe,
however, that it does not remove the root cause of the problem and does not preclude non-performing
loans from emerging in the future, but it does allow for a speedy sale of banks to strategic investors.

The second method involves the re-capitalization of banks, separation of non-performing loans
into a ring-fenced portfolio and the establishment of special departments to handle these problem
loans. Banks are prohibited from extending more loans to delinquent borrowers, which nullifies the
danger of non-performing loans re-emerging. The restructuring of the aforementioned portfolios could
take a considerable amount of time and will depend on the quality of the banks’ management. This will
have a bearing on the date of actual privatization.

To tackle the problem of non-performing loans, China halted all administrative interference in
the loan approval process and enacted legislation granting commercial banks independence to adopt
operational decisions.

In Slovenia the agency responsible for the rehabilitation of the banking sector swapped problem
loans for government bonds and partially took over the country’s banks. The procedure comprised the
following four stages: the writing-off of current losses, the swapping of problem loans for government
bonds, the transfer of non-performing loans to the agency and the assumption of the role of temporary
controller by the agency.

Foreign experts hold the view that the problem of dud loans in the Belarusian banking sector
could be resolved by putting a stop to administrative interference in the loan approval process and by
enacting certain legislation, safeguarding the banks’ independence in this respect. To boost the
attractiveness of the banking sector in terms of non-performing loans restructuring, special bank
departments could be created to work out dud loans and draft measures to address their root causes.
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Non-performing loans run the risk of accumulating, as the privatization of the state sector is
being put off. This was the problem faced by China, which had to shift 170 billion USD in bad loans
from the balance sheets of four major banks to special asset management companies. These dud loans
had been primarily extended to state companies. Despite a significant reduction in the share of problem
loans to only 20% of the banks’ portfolios, the percentage is still too high for comfort.

Attraction of Strategic Investors

International practice suggests that strategic investors, individuals or private companies involved
in other sectors can act as potential long-term shareholders of a bank. The foreign experts who took
place in the conference stressed the need to sell banks to strategic investors. This can be particularly
effective when the state does not have sufficient funds to rehabilitate ailing banks.

Some countries, like Lithuania, have developed a set of conditions and criteria for strategic
investors. Specifically, the buyer undertakes to preserve no fewer than 70% of the jobs and fulfill his
investment obligations within a stipulated period of time. A bank, a financial institution or a consortium,
comprising of at least one bank or financial institution, could act as a strategic investor. A potential
investor should have a long-term rating no lower than BBB, accorded by Standard&Poor’s or any
other foreign rating agency. A strategic investor is also expected to meet certain minimal share capital
requirements.

Strategic investors allowed to operate in a domestic market should be diversified. Other things
being equal, preference should be given to an investor whose country is not represented in the region.
In one case, Lithuania chose a Scandinavian company over a Swiss one and in another it picked a
German company rather than a Scandinavian one. This is due to the need to diversify capital sources
and avoid dependence on this or that nation or region.

Removal of Barriers Hindering Foreign Involvement in the Banking Sector

The lifting of limitations imposed on foreign participation in the banking sector of a country will
not open the floodgates for foreign capital and will not result in the mushrooming of branches of
foreign banks. This is borne out by the experience of Slovenia and Georgia. Although there are no
barriers obstructing the entry of foreign banks, only two foreign financial institutions currently operate
in Georgia and the banking sector is dominated by locally-owned banks.

Foreign involvement in the Belarusian banking sector is presently capped at 25%. Foreign experts
believe that the abolition of this restriction will not entail any negative consequences for the banking
sector of Belarus and its economy.

The conference also tackled the issue of making the banking system more competitive, reliable,
trustworthy and attractive for foreign capital. I believe that the experience accumulated by countries
that have already implemented banking sector reforms will be extremely useful for Belarus, which has
yet to begin down this path. This is also beneficial for Belarusian banks, who will be forced to compete
with foreign financial banks using modern technology and offering a wide range of up-to-date products
and services. The foreign experts were unanimous in their opinion that state interference in the
functioning of Belarusian banks should be reduced, international accounting standards should be
introduced and strategic investors should be attracted to Belarus if the banking sector is to be rendered
more efficient.
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Andrew Wilson : “CIPE is interested in carrying out future projects in Belarus
aimed at developing the private sector”

The International Finance Corporations Belarus Business Associations Capacity Building Project
conducted an international conference entitled “Boosting of Business Associations’ Role in Private
Business Development” in Minsk on 21 May, 2004. One of the conference participants, Senior Program
Officer for Eastern Europe and Eurasia Andrew Wilson, talks with our correspondent Irina Sazanovich.

Q. How useful do you think this conference will be for the future of Belarusian business
associations? How would you assess the level of their development and their ability to resolve
problems encountered by the Belarusian business community?

I regard as a positive development any possibility of bringing business associations together to
enable them to discuss the issues they face and the problems they encounter. I believe that the conference
was also beneficial because it allowed business associations to meet with their foreign colleagues and
get a better idea of what is going on in the world. The political and economic situation in Belarus lends
additional significance to this event.

I was pleasantly surprised by the level of training demonstrated by the business associations’
staff. I was particularly impressed by the fact that most business associations are self-sustainable. I
believe that the inability of international donors to finance Belarusian business associations has forced
these organizations to rely primarily on their own resources. They seek to increase their efficiency and
render only the services capable of attracting fee-paying members. I think that the approach developed
by the IFC in Belarus, namely close cooperation with business associations and the provision of technical
assistance, is very effective. From meetings with representatives of Belarusian business associations I
carried away an impression that the primary focus of their activities is to meet the requirements of their
members, which is by far the most important plank of their work.

Belarusian business associations are fairly small in terms of membership, but quite healthy. Yet at
the same time they lack the muscle to implement larger projects. For example, they are unable to get a
dialog going with the government about improving the business environment. The IFC assisted
Belarusian business associations to set up a Council of Regional Business Associations, which is in
effect a forum enabling these organizations to meet, discuss problems and work out solutions. It is a
cause for optimism.

Q. Mr. Wilson, during the conference you made a presentation outlining CIPE’s experience of
establishing a strategic union of business associations in Romania. This allowed Romanian
business organizations to more successfully lobby for the interests of the private sector at the
governmental level.

The situation in Romania seven to eight years ago was as follows. The country had a plethora
of small business associations representing different segments of business, but it lacked a single
organization that was capable of speaking for the private sector at the national level. The employers’
confederation promoted the interests of only a small group of people both in the private and public
sectors. Small business, represented by local confederations and business associations, could not
make its voice heard at the governmental level. Moreover, these organizations regarded each other
as rivals rather than partners. However, the need for consolidation was so urgent that they could not
resist it any further. A new organization was formed, called the Strategic Union of Business
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Associations. From the start it was set up in such a way that no single business association could
dominate its work. All members agreed that coordination of policy work should be farmed out to an
outside organization. The International Center for Entrepreneurial Studies, headed by Doctor Ion
Anton was selected.

In the course of its quarterly meetings, the union would identify a legal field which it would focus
on in the next quarter and work out approaches to resolve strategic tasks. Dr. Anton’s Center would
develop ways to get these strategic tasks sorted out, which would subsequently be considered and
adopted by the Union.

The creation of a union allowed 25 Romanian business associations (presently they number 40)
to develop a common strategy and pursue a sensible dialog with the government. As a result, they were
capable of mounting more effective lobbying campaigns at the national level.

Q. Is the disunity among business associations and their inability to establish an effective
dialog with the government typical of Belarus?

I believe that your business associations do face such problems. In most transition countries,
the private sector is not too well prepared to conduct a dialog with the government. Private business
is often fully aware of the problems it is facing. These most likely include taxation, business
registration and fluid legislation. Unfortunately, business associations are often unable to analyze
the nature of the problems that arise and prepare practical proposals for the development of legal
acts. It is our experience that government responds to effective advocacy in which concrete solutions
to problems are proposed rather then the never-ending exercises in complaint which has been
characteristic of much business advocacy in post-communist countries. When a specialized
organization began to work on this issue within the framework of the Strategic Alliance or National
Business Agenda, business associations were able to present the government with a specific list of
initiatives backed up by sound analysis. They can also provide the authorities with figures
demonstrating the negative impact the adoption of this or that law would have on the private sector.
They could also marshal international experience to prove that the solution they were touting would
be beneficial for not only private enterprise but also for the government. Such an approach alters the
very nature of interaction between the government and the private sector and allows negotiation on
the basis of cooperation rather than conflict. Consequently, the private sector is able to ward off
steps that would be harmful for private entrepreneurship and make sure that all business-related
decisions incorporate the interests of the business community.

Q. Belarusian business associations declare “lobbying for the interests of the private sector”
as one of their objectives. However, they are still not capable of doing it in practice. Do you
think that they could capitalize on CIPE’s Romanian experience?

I wouldn’t say that such an approach could be a silver bullet, since the situation in Belarus is
different from that in Romania. However, some of the Romanian experience could help Belarusian
business associations come up with a workable model of cooperation. Your business associations should
realize that they should work together. If this does not happen, the project will not succeed no matter
how much funds or effort are invested in its implementation. I would like to stress that this step should
be initiated by business organizations themselves.

This issue sparked off a lively discussion at the conference in Minsk. Most participants positively
assessed their involvement in the Council of Regional Business Associations. I believe that Belarusian
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business associations have already woken up to the need of close ranks. However, an organization
capable of implementing this project should be found.

During my stay in Belarus, | heard a variety of opinions about how lobbying should be done. One
of the aspects of the consolidation of Belarusian business associations should be the development of an
efficient model, which would take into account Belarusian conditions. It should be devised by Belarusian
entrepreneurs, since they know local conditions well. International experts and donor organizations
could conduct seminars to educate Belarusians about the available options.

Going back to the Romanian experience, | would like to stress that Romanian business people
themselves came up with the model which best suited local conditions. All CIPE did was to conduct
seminars about the techniques which could be used to create the coalition. We also provided funds for
this project.

Q. Is CIPE currently implementing any projects in Belarus? Will your organization be able to
assist Belarusian business associations if they come up with a model for lobbying for the interests
of the business community and create their own strategic alliance?

CIPE has been implementing grant programs in Belarus for over the last eight to nine years. For
example, we have just completed a joint project with the Institute for Privatization and Management to
analyze the small business sector. To date, we have implemented about seven projects in Belarus.

CIPE is interested in carrying out future projects in Belarus aimed at developing the private
sector. However, all CIPE grants are provided on competitive basis. In the near future we intend to
consider the grant applications filed by some Belarusian organizations. The final decision will be
adopted by CIPEes Board of Directors in January.

Assistance to Belarusian business associations will depend on the ability of their organizations to
prove that they are true leaders in the business community.

On the whole, | am positive about CIPE-es future cooperation with Belarus. Participation in the conference
has enabled me to visit Belarus, learn
about the situation in this country
first-hand and meet with the
representatives of local business
associations. | realized that CIPE
could do a great deal in Belarus.

I would like to stress that |
very highly assess the work of IFC
in Belarus, which facilitated the
emergence o¥iable and fairly
efficient business associations not
only in Minsk, but also in the
regions. Most importantlythey
should be clear-eyed as to what
they can achieve and thus set
realistic goals.
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Y. Romanchuk
A Rich Country is Ready to Share

Denmark is a fairly small and cozy Scandinavian country of 5.3 million people. Forty years ago it saw
the beginning of an industrial revolution which brought the country's per capita GDP to 30,000 US
dollars. This testifies to the efficiency of not only Danish business but also of the government and
business associations, which have established a reliable network of informal and formal institutions.
1o a large extent these institutions turned Denmark into an exemplary knowledge-based economy. A
consultant of the Confederation of Danish Industries, Peter Helk, talks about the role played by the
business associations in Denmark and what Danish companies are looking for in Belarus.

— Denmark has a wealth of experience of business associations’ development. The country is
one of the most efficient producers of foodstuffs and manufactured goods. What portion of the
economic and social success of Denmark can be ascribed to business associations?

— One very powerful organization, namely the Employers’ Association, represents the interests of
the business community in Denmark. It comprises 13 business associations, the largest being the
Confederation of Danish Industries. It speaks for a lot of companies and employees. Our success
largely stems from our efforts to render legal assistance to private companies in labor matters and to
limit the interference of the state. We are fairly effective in lobbying for the members’ interests at the
highest level. We set strategic goals and objectives, which we gradually attain by furthering the interests
of our members.

— Does it mean that you give your backing to certain politicians and political parties during
elections? How does the lobbying mechanism work in Denmark?

— Yes to a certain extent. No matter how elections proceed, we should establish working relations
with all the parties. Denmark has one of the most pricey labor forces in Europe. Thus, an active dialog
between the business community and the government is needed to strike a balance between the social
and economic policies. We keep this dialog going by means of meetings between entrepreneurs and
politicians, roundtables, and discussion of specific draft laws.

— You speak for employers who are primarily interested in minimizing wage costs and taxes.

— It is so in principle. However, if you are in a high-wage country there is not much you can do
about it. Thus, you have got to be competitive in other aspects. The business environment should
incentivise our companies to undertake further investment. Being an export-oriented country, we are
well aware of this.

— That is true. But an average salary of 3,000 US dollars and the highest taxes in Europe make
it difficult for Danish companies to compete internationally. Is it so?

— Danish companies have to be very effective to hold on to their positions in Europe and other
regions. We should retain the business environment which the best brains in the world will continue to
find attractive. This is what the Danish government is doing. It is innovation that makes Danish
companies one of the most competitive in the world. Also, the government seeks to provide the maximum
amount of services per dollar of taxes collected. In addition, Denmark has one of the most flexible
labor markets in the world.
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— Does it mean that an employer could let a worker go any time?
— There are certain hiring and firing rules. We operate within the European labor legislation.

— You surely generate some material goods. Does the government approve of what you are
doing? Have you ever been accused of upholding the rights of the rich?

— The government regards us as important actors in the social dialog. It cannot exist for its own
sake in total isolation. It requires a partner which whom it could effectively cooperate. Naturally, the
government retains the last word in terms of legislation, but at the same time it is in the government’s
interest to heed our viewpoints. We have a very good example demonstrating the negative effects of
the government’s meddling in the labor market. When the government became keen to get overly
involved in the labor market, we, as representatives of the business community, got together and told
the state officials: “If you are willing to regulate the market, suit yourself. But we are leaving.” On
second thoughts, the government decided to drop this idea. A dialog between the authorities and business
allows both parties to get a better idea of each other’s interests and see what is good for a citizen and an
entrepreneur and what benefits the state.

— Your confederation unites big business and speaks for its interests. Doesn’t it amount to
discrimination of small business? You protect the segments of the market they would like to expand
into. Do you find it fair?

— Yes, this is the case. If you look at the membership structure of our organization, you will see
that SMEs account for the bulk of it. The same holds true for the Danish business. SMEs traditionally
employ from 25 to 250 people. Large companies make up only 2 — 5% of our members.

— What services do you offer your members?

— We sell a broad range of services. We are very successful in assisting our members to expand
into the international market. I personally helped Danish companies to establish the contacts needed to
get a toehold in the Central and Eastern European markets and register companies in Slovakia, the
Czech Republic, Lithuania as well as Russia and Kaliningrad Region.

— Did you get any payments from companies for your services in addition to the salary you
draw in the confederation?

— Companies pay for services through the confederation. Neither I nor other staff members get
any additional bonuses. Confederation members receive a sizeable package of services free of charge.
One of the major reasons prompting companies to join the confederation is labor market assistance
available to confederation members. The confederation employs qualified legal professionals who
render free consultations to members. We also have a hot line, where a caller can get exhaustive
information regarding hiring and firing of employees. Danish labor law is fairly extensive and some
companies simply cannot afford a labor law specialist on the staff.

We also help member companies to secure meetings with government officials. A small company
will be hard pressed to set up a meeting with a minister, which is far easier for the confederation, which
has enough clout to arrange such a meeting. We also help our members to address taxation and
environmental issues. By the way, the environmental department is by far the largest in confederation.
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Republic, Hungary and Slovakia were off the radar of Danish companies. The situation has changed
drastically since then. We inform our members about huge opportunities to be found in the Russian and
Ukrainian markets. In the future, Belarus might also be considered a promising market for Denmark.

— How do you secure information about Belarus?

— One of the advantages of working for a business association is an opportunity to meet with your
colleagues from different countries and exchange information. I made a great deal of contacts during
the conference in Minsk. From now on it will be much easier to obtain information about Belarus. I
regard such active cooperation between Danish and Belarusian business association as a stepping
stone to the expansion of Danish capital to this country. On my return, I will share the information I
gathered with my colleagues. The final decision, however, is up to company managers. If they say that
they are going to set up shop in Belarus, we will do the groundwork for them. If they choose to wait,
then we will also wait patiently, maintaining the business contacts we have built.

— Thank you very much for your time and your answers.
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Y. Romanchuk
Development for the Sake of the Future

Business associations, unions of entrepreneurs and Chambers of Commerce and Industry have long
become important institutions of a civilized market economy. They provide linkages between the
authorities and the business community on the one hand and between employers and employees on the
other. Their remit runs beyond lobbyism and provision of member services. Business associations are
a pillar of social dialog in the society. The German Foundation for Economic Development and
Vocational Training is only considering an expansion to Belarus. Germany and other Western European
countries are increasingly setting their eyesight on Eastern markets. Representatives of business
associations are business scouts of sorts, who seek to study the business environment and establish
contacts with national business associations. Christiane Beck, a program manager of the Foundation
for Economic Development and Vocational Training, talks about this and other issues.

Q. Mrs. Beck, German industrialists have a wealth of experience in creating and developing
business support infrastructure. Germany is rightly famous for its business associations, whose
opinions the authorities always heed while adopting business-related decisions. Let us talk
about the modus operandi of your organization. Does the foundation collect money to assist
the members?

As an agency for the development of a German employers’ organization, we assist developing
countries in the field of private enterprise development. We try to match up German business associations
with local partners.

Q. What services do you render to your members and non-members? Why is your foundation
important for them?

Importance is a subjective category. We are promoting private enterprise and publicizing the idea
that it is good for the individual citizens, for the budget and the society. We help developing countries
to establish vocational training and re-training systems. This is particularly important for countries
where people do not have any business experience and structural unemployment is a real threat.

As membership of a business association is mandatory in Germany, every entrepreneur is a
member of a union or a Chamber of Commerce. These organizations cannot spend money on business
development in other countries. However, they can cooperate with business associations throughout
the world and render educational and training services. We are in the business of managing such
projects.

Q. With its nascent private sector, Belarus does not have a mandatory membership of business
associations. Could you explain to me why such a rule exists in Germany? What are its
advantages?

You are well aware that there are two competing business association models, namely Anglo-
Saxon and Continental. The former has voluntary membership, while the latter has mandatory. One
can talk at length about the advantages and disadvantages of both models. I can only say one thing.
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German business associations have a great deal of clout, since they have a lot of members. They can
influence business-related decisions. Policymakers at both local and federal levels heed our viewpoints.

Q. Do German employers’ associations support a high level of taxation? If these organizations
have such a great deal of political leverage, why is the tax burden in Germany so heavy? Itis a
clear impediment to private enterprise development and promotes capital flight.

We live in a democratic country, which is populated not only by entrepreneurs. The adopted
decisions reflect the current balance of power. German taxes are indeed on the high side but they pay
for a lot of programs, including social ones. That is the balance we have in Germany. A great many
people are unhappy and push for economic reforms.

Q. Have you ever worked in Russia or Ukraine?
No, but I have worked in China, Singapore, India and other countries in South-Eastern Asia.

Q. What are the hiring and working conditions in these countries? Does the cheap workforce
attract companies from Germany, the USA and other Western European nations?

Naturally western companies seek to move production to Asia to cut costs, but I believe that low
social standards should not be the primary reason for relocating manufacturing from rich to poor
countries. Minimal salaries as well as healthcare and labor safety standards should be maintained by
western companies in poor countries.

Q. Can you specify some successful development projects which have been implemented by
your foundation in developing countries?

For example, a project implemented by the Chamber of Craftsmen and Small Businesses from
Koblentz and the Chamber of Commerce of Choshimin, Vietnam, was highly successful. The project
established a vocational training center, which helped people master the trades of welders, masons
and other construction professions. This project also rendered assistance to the Institute of Standards
and Quality, which is an important component of a civilized market. We put business managers
through training courses. In particular, they were taught how to establish business contacts both in
Vietnam and abroad.

Q. How do you come into contact with foreign partners?

We take part in conferences organized by local business associations and make contacts with
interested people. That is how our cooperation starts. We have had several meetings with Belarusian
business associations, at which possible cooperation came under discussion. Upon my return to Germany,
I will brief my colleagues about my Belarusian experience and will try to match up Belarusian business
associations with German partners. Hopefully, a cooperation agreement between Belarusian and German
business associations might be concluded. The most important thing is to take this process off the
ground. People will be able to learn more about each other along the way.

Q. Is there any interest in Belarus on the part of the German business circles?
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Q. What three basic pieces of advice could you give to Belarusian business associations and the
government to promote private enterprise development in Belarus?

If I could come up with simple and effective recommendations, I would be the next Nobel prize
laureate. It is really difficult to put forward a simple solution for Belarus. Speaking from my experience
and knowledge, both state agencies and business associations should be willing to cooperate to achieve
a common objective. I think it is still early to introduce mandatory membership of business associations
in Belarus. The government, however, could assist business associations in developing fee-based
services. These services will come in handy when Belarus embarks on structural reforms. People will
require new skills and knowledge. This is particularly true for those who have been working in one
place all their lives.

It is important for the government to realize that business associations are its partners rather than
opponents. The more extensive the dialog between these two parties the more effectively both economic
and social problems will be resolved. The business community, the authorities and employees are all in

the same boat. They should not rock the boat, but rather paddle to rich shores.

Q. Thank you for your time.
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Business Associations are Pillars of the Enabling Entrepreneurial Environment

The priary objective of a business association is to create “better than the country average” business
conditions for its members, the Chairman of the Minsk Union of Entrepreneurs and Employers, Viadimir
Karyagin, states in an interview with Yuriy Bekherev:

Q. Mr. Karyagin, the IFC Belarus Business Associations’ Capacity Building Project has been
operating for almost two years. Could you please sum up the preliminary results of your
association’s involvement in this technical assistance effort? Have the organization’s structure
and financial position changed? What new areas of interaction with member companies have
you branched out into?

In the West a business association does not amount purely to a provider of services and executor
of certain functions. They primarily represent a special environment in which a company feels markedly
better inside rather than outside of it.

Obviously, it is impossible to “create an enabling environment” by providing isolated services
and holding useful events from time to time. A finely-tuned and carefully constructed mechanism is
needed to attain this objective. Several years ago, we had only some of these elements in place. Both
cooperation with Western colleagues and involvement in the IFC project have allowed us to alter the
union’s strategic objectives and develop an action plan.

The current strategic development plan has a two-year timeframe, as we saw little need to look
too far into the future. However, having employed western planning techniques, we have now set more
ambitious targets and extended the timeline to 2010. To further develop the union’s structure, we have
set up new centers, namely the Center for Public and International Relations and the Union Development
Agency. We were also among the founders of the Fund for the Organization of Minsk International
Marathon and the Fund for Mutual Support and Solidarity of Entrepreneurs. The first organization will
be a conduit for our sport programs and the second for our economic projects. The Minsk Business
Club, comprising the Directors’ Club, the Accountants’ Club, the Women’s Club and the Young
Entrepreneurs’ Club, is hugely popular among the business community. The union has recently launched
a mutual credit society “Stolichny” for small businesses, and is currently registering the credit union
“Minsk Mutual Assistance Club,” which will cater for the needs of the member companies. These
organizations, along with previously established entities including “The 21% Century Center”” Business
Support Center which provides a variety of training courses for business people and start-up
entrepreneurs, will create the enabling environment I spoke about earlier.

Presently any individual willing to set up a business, be it a student, an unemployed person or
someone full of initiative, can approach us for assistance. A city program called “Start” is geared for
such people and offers affordable training to incipient entrepreneurs. They are assisted in registering
their businesses and are offered free access to all informational resources of the union for a period of
six months. By working with banks, employment centers and other bodies they will be able to attract
financing, secure premises, contact business partners and expand into both domestic and foreign markets.

While devising the strategic development plan, we drew upon the experience of the Federation of
Private Enterprises of Sweden. Just like our Swedish counterparts, one of our primary objectives is to
“establish business networking which will enable member companies to further develop their activities.”
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The strategic development plan was enacted only a little more than a year ago, but it has produced
palpable results. The union’s membership has grown by more than 60%.

Q. What impedes business associations from effectively lobbying for the interests of the business
community? How does the Minsk Union of Entrepreneurs and Employers develop contacts
with state agencies?

First of all, low membership still remains an impediment. Although SMEs employ about 700,000
workers, only a very tiny percentage of these people are members of business associations. Company
leaders are primarily the members of such organizations, which gives these entities certain influence.
However, business organizations still need to boost their membership. This is particularly important in
Belarus, where the authorities do not regard small business associations as equitable partners.

Second, business associations are in effect devoid of any opportunity to publicize their viewpoints.
They have limited access to state mass media organizations, including television. Non-state media
organizations, however, have only a very narrow outreach.

Business associations also have insufficient resources. It has recently been decided that all business-
related legal drafts will be assessed by business associations. Consequently, entrepreneurial unions
might get a powerful lever to influence the economic policy of the state. Unfortunately, I am not sure
that we will be able to use it efficiently. Only qualified lawyers and economists are capable of drawing
up a legal assessment or an alternative legal draft and business associations can hardly afford their
services. Thus, the shortage of funds negatively affects both entrepreneurial unions and entrepreneurs.

Q. Fee-based services to members are a significant source of funds for business associations
in the West. Are such activities feasible in Belarus?

They may be in the future, once the required legal framework has been put into place. Presently,
the minute a public organization earns even one cent, it loses its right to rent office space at a discount
rate. In addition, economic entities should be able to expense at least a portion of the dues they pay.

It should be noted that funds generated by fee-based services can hardly be considered a principal
source of income for business associations in Sweden. They also collect significant dues. Cooperation
with the state and, at times, direct state financing are important sources of income. Business associations
regularly execute market surveys and expert assessments paid for by the state. Efforts by business
associations to drive exports are very often bankrolled by the state, since they produce clear benefits
for the nation.

Such financial support on the part of the state is totally lacking in Belarus. Therefore, to boost
their financial position, Belarusian business associations have only one option aside from the dues,
namely the creation of non-profit funds and organizations.

Q. If pooled, all available resources might produce a more significant impact. How would you
regard the idea of bringing together all business associations?

Each of the business associations currently operating in Belarus has its own niche and its own
specialization. Entrepreneurs in Sweden or Germany are members of sectoral and territorial unions,
Chambers of Commerce and a variety of clubs.
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We could pool our resources by coordinating and focusing the activities of business associations.
For example, the Chairman of the Belarusian Union of Lessors and Employers, Georgiy Badey, and
the head of the Belarusian Research Industrial Association and the Belarusian Confederation of
Industrialists and Entrepreneurs, Nikolay Streltsov, have recently been elected honorable members of
our union and thus can directly influence the decisions adopted by the union management. At the same
time, the union is a member of the Belarusian Confederation of Industrialists and Entrepreneurs and
the Chamber of Commerce and Industry.

We are also involved in the Council of Regional Business Associations, comprising more than 10
business organizations. In addition, a Coordinating Meeting of NGOs in Coordination with the Council
for Private Enterprise Development in Belarus has been set up.

Q. Parliamentary elections are drawing closer. Does the union intend to support any candidates?
Will the union leaders contest the elections?

We have decided not to take part in the elections. The union members have different political
affiliations and any political activity on the part of the union leadership could trigger conflicts.

We are prepared to provide extensive information support to candidates by furnishing them with
statistical data and analytical materials about private business development. The union’s website, located
at www.allminsk.biz, will soon feature such a section.

Q. What are the key SME development trends?

These trends are so contradictory that it is virtually impossible to tease out a vector of private
business development in this country.

On one hand, the official statistical data detect constant output growth at small enterprises. In the
first half of 2004, it grew by more than 30%. The number of small businesses over the same period
went up by 3.5%.

On the other hand, the share of loss-making SMEs has increased from 23% to 27% since the start
of this year. This negative trend can in part be ascribed to huge non-production costs that the current
system of state regulation imposes on businesses. According to our estimates, company managers
have to spend in excess of 50 days on visiting state agencies, obtaining documents and interacting with
state control officials. This is hardly propitious for private enterprise growth.

I believe that the problem of “cascade taxation,” when one tax piles onto another, should definitely
be mentioned in this context. What drives the development of cooperation and subcontracting in Sweden
and other western nations? The principle factor behind this trend is that taxes are levied primarily on
the finished good. The Belarusian legislation, however, does not even contain a notion of “transfer
pricing,” which makes cooperation between large companies and SMEs uneconomic. The present
taxation regime renders the final product of such cooperation too pricey.

I hope that all attempts to worsen the operating condition of private businesses by backdating
legislation have become a thing of the past. The Constitutional Court’s ruling passed in late July 2004
that legal acts imposing additional liability and introducing changes to the detriment of individual
citizens and legal entities must not be backdated.
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The state has been recently trying to create conditions for the nationalization of private companies.
Virtually unlimited opportunities in this regard are offered by the expanded golden share rule, a new
bankruptcy procedure and a legal provision obliging companies to settle overdue loans with shares.
Attempts have been made to repossess property acquired by reputable investors at auction using trumped-
up pretexts. However, we have been able to counteract attempts to confiscate real estate in the Upper
City by taking the matter to court. But the very fact this has taken place is highly symptomatic.

One could list other impediments to SME development in Belarus. Unfortunately, business
associations have limited possibilities to minimize these negative effects. That is why it is particularly
important for business associations to shift their activity to areas where they can make an impact,
namely business networking and development of corporate ethics.

Once the economic clout of entrepreneurship has gone up, our business culture and self-awareness
has improved, and the membership and the influence of business associations have increased, the
overall thawing of the business climate will be attained. Entrepreneurs, who are making sarcastic
comments on the performance of business associations and are dissatisfied with the current business
climate, should ask themselves what they have done to boost the business community.
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N. Sinelnik

Business in Belarus: How Costly is It?

In March 2004 IFC Belarus Business Associations Capacity Building Project, jointly with the World
Bank, conducted a survey of the regulatory environment for SMEs in Belarus. This survey is the third
study of administrative barriers holding back private business development in Belarus. The first poll
was conducted in December 2001 and the second in December 2002. The statistical data obtained in
the course of the most recent survey reflects the business environment in 2003.

The data collected during the survey reflects the perception of the business environment in Belarus
by entrepreneurs and shows the true amount of costs borne by Belarusian economic entities. The poll
does not amount to an exhaustive overview of the problems faced by SMEs in Belarus and does not
represent the view held by the IFC or the World Bank. This is rather a factual reflection of the viewpoints
espoused by Belarusian entrepreneurs.

The survey analyzed the changes the business environment in Belarus saw over the last three
years and assessed their impact on the development of private enterprise, including small business.

The survey polled 600 enterprises, including 103 entrepreneurs, from all regions of Belarus and
the City of Minsk. The survey’s sample is representative in terms of legal forms assumed by Belarusian
entities and their geographical distribution, as it is based on the information furnished by the Ministry
of Statistics and Analysis of the Republic of Belarus.

The survey encompassed the following key problems encountered by the private sector of Belarus:
certification, licensing, hygienic registration, inspections mounted by control agencies, etc. The survey
results revealed that managers of Belarusian economic entities spend an average of 17% of their time
complying with the statutory requirements, filling out forms and standing in queues.

How did the administrative procedures change in 2003 in comparison with 2001 and 2002? The
comparative analysis of data garnered in 2002 and 2003 surveys revealed that registration procedures
had became less time-consuming but more expensive. The share of the survey participants who said
that registration procedures had worsened was fairly high and stood at 60%, whereas a mere 10% held
the view that these procedures had seen certain simplification.

The poll demonstrated that the
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are subject to licensing by 32 state agencies. Many of the licensed activities are further broken down into
subtypes. Some estimates put the number of licensed activities at 350. This figure does not include
about 20 lines of businesses which are licensed by the National Bank of Belarus. The survey results
demonstrate that despite some positive developments seen in 2003, licensing procedures in Belarus
remain extremely cumbersome for economic entities.

The survey results also demonstrate that 2003 saw an increase in the number and duration of
inspections in comparison with 2002 and 2001. An average Belarusian company hosted 12 inspections
in 2003. An average inspection lasted for more than two months and most resulted in the imposition of
fines. On average, inspections incurred 8§12 USD in costs for Belarusian companies. This amount
includes fines, requisitions, “voluntary” payments and bribes. Economic entities with more than 100
people on the books were most often subject to inspections. For the sake of comparison, companies in
Tajikistan host four inspections annually, lasting an average of eight days, while businesses in Ukraine
are subject to 10 inspections, lasting approximately 13 days.

The procedures for obtaining permits for construction, renovation and re-profiling of premises
remain time-consuming and costly. For example, it took an entrepreneur an average of 44 days to
secure a renovation permit and 257 days to get
a construction permit. The time spent by
entrepreneurs on obtaining construction
permits and approvals equaled four
registrations and six and a half licensing
procedures. In comparison with the 2001 and
2001 surveys, the participants in the 2003 poll
said that securing of construction and
renovation permits took more time and money
than in previous years.
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The survey results further revealed that the SME sector is subject to excessive administrative controls.
The number of administrative barriers has become even greater for larger companies. It seems that the
legal framework has been created to stymie private sector growth.

Asked to assess the seriousness of several administrative procedures using a four-point scale, the
poll participants rated inspections at 3.3 points, followed by licensing and securing of construction and
renovation permits with 3.0 points, certification with 2.9 points, and registration and foreign trade
procedures with 2.7 points.

The comparative analysis of the results garnered by the three surveys demonstrates that the business
climate has been steadily deteriorating over the last three years. There has also been a significant
increase in fees charged for administrative procedures.

Fluid business-related legislation and the enactment of legal acts prior to their publication were
identified by the poll participants as the key impediments to private business. This in turn translates
into entrepreneurs’ unwillingness to invest in the expansion of their businesses. An unfavorable business
environment is a major deterrent for foreign investors. The poll participants, holding the view that
business conditions are on the slide, overwhelm those who note positive trends.

Consequently, the survey results demonstrate that despite certain positive developments, the
business climate in Belarus remains unfavorable and burdensome for economic entities.

In contrast to the previous studies, the results of the regulatory environment survey conducted in
2003, along with its conclusions and recommendations, will be made public and will be submitted to
state agencies in the fall of 2004. The recommendations, which draw on an in-depth analysis of the
business-related legislation and IFC’s extensive experience of working in Belarus, set out general
guidelines to remove key problems hindering private enterprise development.

The survey results might lay the groundwork for the creation of a system of benchmarks to assess
the Belarusian business environment and make it possible to single out the most acute problems faced
by Belarusian business people. Future surveys might become useful tools to analyze the efficiency of
newly-adopted business-related legislation.
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V. Fadeev

Certain Problems Encountered by Economic Entities in Belarus
(and the Draft Law to this Effect)

The Civil Code of the Republic of Belarus, which is the pillar of all business-related legislation, has
been in effect for five years. The Code's final provisions (Article 1137) stipulate that until the legislation
of the Republic of Belarus is brought in full compliance with the Code, only the sections of laws and
government ordinances that are not at variance with the Code shall be valid. This provision also
applies to legal acts adopted prior to the introduction of the Code regarding the issues which can only
be regulated by laws, presidential decrees or government ordinances.

In accordance with Articles 101 and 116 of the Constitution, appropriate provisions of the Law
“On Legal Acts of the Republic of Belarus” and Section 2 of Article 3 of the Civil Code, presidential
decrees have higher juridical force than the Civil Code. Section 2 of Article 3 of the Civil Code provides
that “if a presidential decree runs counter to the provisions of the present Code or any other law, the
present Code or any other law shall reign supreme only if the power to issue such a decree has been
accorded by law.” This provision thus clearly sets the groundwork for the instability of Belarus’ civil
legislation. This, however, affects not only the hierarchy of legal acts.

Certain new provisions and the wording of some universally-accepted ones included in the revamped
Code still baffle the people involved in the Code’s application. Let us compare Article 2, “Principle
Tenets of Civil Law” of the Civil Code of Belarus, with a similar article of the Civil Code of the Russian
Federation. The Russian Civil Code lists seven basic tenets of civil law, including equality of parties,
inviolability of property, freedom of contract, impermissiblity of arbitrary interference in private affairs,
etc. The Belarusian Code largely re-states these principles. It contains nine tenets instead of seven, however,
and the list is not exhaustive. It should be noted that these tenets are interpreted in such a way that
“arbitrary interference in private affairs” can be justified. The principle of a “socially-focused regulation
of economic activity,” however, really takes the cake. Isn’t this used to justify limitations imposed on the
application of the Bankruptcy Law, arbitrary interference in property relations, illegal surtaxes imposed
on entrepreneurs to bankroll harvesting, etc.? It is clear that everything comes back to priorities. If individual
rights, including property rights, are declared as such, that is one thing. If a certain faceless social focus
is implied, we could say that collective interests hold sway over individual ones. Thus leases could be
terminated, kiosks bulldozed over without any compensation to the owners, cash registers introduced and
another re-registration or re-licensing launched just for the fun of it.

Unfortunately, in view of the above, the Civil Code turned out to be a disappointment in terms of
legal stability. It has seen even more amendments recently. Sometimes, it seems that certain government
employees are inventing new provisions, definitions and legal forms just for the sake of practice and
then overcoming the problems of their own making. For example, on 14 July 2000 a new legal form,
namely that of a farming enterprise, was added to Article 46 of the Civil Code. As a result, the legal
form is now eponymous to the line of business. Because of this the drafters of the new Law on Farming
have run into serious difficulties, which are primarily rooted in the ownership rights. In line with this
logic, banks or insurance companies could also be declared a special legal form. Consequently, the list
of legal forms which a company can assume could be expanded indefinitely.

While considering the status of economic entities, legal professionals should take into account
the following three key legal acts regulating registration and business liquidation: the Civil Code, the
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Law on Economic Entities adopted in 1992 and Presidential Decree N11 dated 16 March 1999 (with
subsequent amendments). This is far from easy, as these acts should be counterpoised with the Civil
Code and with each other. Lawmakers are forced to urgently plug the holes in the existing legislation,
which in turn results in legal instability and inconsistency.

It should be noted that the Law “On Joint Stock, Limited Liability and Additional Liability
Companies” adopted in 1992 remained largely declarative and the fact that it has only 56 articles
speaks for itself. The law failed to tackle many of the urgent problems and stated that they instead
should be addressed in foundation documents. On one hand, such democratic tendencies should be
welcome as they effectively boost the leeway available to economic entities. On the other, a range of
important aspects pertinent to the functioning of economic entities remained poorly regulated. Principles
governing the organization of shareholders’ meetings are often violated by joint stock companies.
Safeguards available to minority shareholders are at times inadequate. Managers of some joint stock
companies are able to adopt self-serving decisions regarding the company assets and the implementation
of transactions, without being held personally liable for their outcomes. Similar violations are in evidence
in limited liability and additional liability companies. Moreover, problems related to the departure of
company founders and settlements with former founders have become insurmountable.

In 1997, in parallel with the development of a new Civil Code, I supervised a work group
tasked with the preparation of draft laws on economic entities and unitary companies. These draft
laws, covering the key legal forms assumed by economic entities, were finalized by early 1998. This
work was commissioned by the Ministry of Economy and was financed by a grant allocated by the
World Bank. I believe that these were well-developed bills. We drew on the experience of Russia,
Kazakhstan and other countries and were advised by a renowned transnational legal firm. The draft
laws were developed and discussed openly with the participation of both state officials and
independent experts. To a certain extent, the way the legal drafts were devised could be looked up to
as an example of a lawmaking process in terms of openness, transparency and a possibility to compare
different points of view.

Unfortunately, these same draft laws are still gathering dust in one of the Belarusian Ministries
due to unexplained reasons. This is really a shame, since they could have been adopted alongside the
Civil Code. Consequently, Belarus is about five years late in passing these bills. It will be difficult to
calculate the damage suffered by the country and economic entities as a result of such thoughtless
treatment of intellectual property. The damage, however, is not in dispute.

The state agencies have finally come around to adopting a new law, whose draft is currently
being considered by Parliament. One could argue that the lawmakers have accumulated more experience
and the draft law is better developed, but it is hardly a deciding argument. At the very least, it
understandably brings to mind the version we drew up six years ago.

The draft law has the following positive features:

e [t mostly complies with the Civil Code (and removes the problems mentioned above). Economic
entities, lawyers, judges and state officials will no longer have to compare different legal acts to
tease out priorities.

e The draft law regulates fairly thoroughly the functioning of economic entities and gets rid of
many currently existing white spots.

e The document sets forth in more detail the procedures for the management of economic entities,
particularly those governing the organization of general meetings.
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¢ Rights and liabilities of participants in economic entities are laid out more thoroughly and the
draft law prescribes adequate mechanisms for their protection. This is particularly true for
minority shareholders and other participants in economic entities possessing small shareholdings.

e The document introduces the notion of “affiliated persons,” defines their status and sets forth
the liability they will assume if the statutory provisions are violated.

e The draft law stipulates the responsibility to be carried by company managers for decisions
made that are damaging to the company.

e Re-organization procedures, which are currently a sore point, are more fully regulated than in
the applicable legislation, but some problems still linger on. They will be discussed below.

e The draft law also specifies the status of subsidiaries and affiliates, as well as their interaction
with the parent company.

e The draft law is to a greater extent unified with the legislation of other countries, particularly
the Russian Federation.

At the same time, the following provisions of the draft law which cannot help but raise concern
should be looked into.

It is not entirely sensible to consolidate into a single draft law provisions regulating vastly different
economic entities, namely joint stock companies on one hand and limited liability and additional liability
companies on the other. The lawmakers’ desire to come up with a single legal act, setting forth the
provisions common for all economic entities and those applicable to specific legal forms, is
understandable. However, the draft developers had to resort to repetitions in terms of foundation
documents, procedures for the functioning of management bodies, founders’ status, re-organization,
liquidation, etc. This might give rise to serious problems in the application of the draft law’s provisions,
some of which might be purely technical.

The draft law’s purview is also questionable. For example, Russia’s Law “On Joint Stock
Companies” contains 93 articles and the Belarusian Law “On Limited Liability Companies” runs to 59
articles. The unified draft law sports only 74.

By adopting laws rather than normative acts, lawmakers as a rule seek to attain the following
two goals: full-scope of regulation and stability. The draft law is unlikely to hit these two objectives. It
contains a great deal of references to other legal acts, which leads to the question of how fully the draft
will be able to regulate the issues it tackles. In all fairness, it should be noted that any law does not rule
out the adoption of other documents related to the issues it seeks to regulate. Lawmakers, however,
should strive to make a law more comprehensive in terms of regulation. More disturbing, however, is
the fact that the draft law contains too many referrals to legislation rather then to specific legal acts.
This sets the stage for instability and the emergence of numerous normative acts. For example, Article
3 of the draft law, which sets forth its purview, has six sections, four of which contain referrals to
“legislation” and only two to “legal acts.” Even Article 2, listing other legal acts dealing with economic
entities, contains a referral to “other legislation” in addition to the constitution, Civil Code and
presidential decrees.

The draft law stipulates that the special features of the legal status enjoyed by open joint stock
companies established in the course of privatization shall be set forth in privatization legislation. This
makes a lot of sense, as the procedure for the establishment of such companies is different. For example,
in contrast to other economic entities, open joint stock companies very often have only one founder
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(shareholder), namely the state. However, it is another provision contained in this article that is
objectionable. It states that the above-mentioned special features are only valid until the state sells its
stake in the company. This provision is clearly at odds with Article 4 of the Privatization Law, which
says that “legal entities where the state holds less than 50% of the authorized capital shall fall into the
category of non-state entities.” For example, Russia’s Law “On Joint Stock Companies” stipulates that
such special features remain valid until the state or municipal authorities surrender 75% of their
shareholding in the company. In practice Belarusian lawmakers accord preferential treatment to state
property, which is in conflict with Articles 13 and 44 of the constitution, both of which guarantee
equality of forms of property. In addition, it should be noted that while referring to the privatization
legislation, the draft law has a little aside saying “if the President of the Republic of Belarus stipulates
otherwise.” Are exceptions then not ruled out?

Although the inclusion of a golden share provision in Article 3 is also debatable, Belarusian
realities make it only logical. It is common knowledge that economic entities, business associations,
foreign investors and international financial institutions negatively assess the existence of the golden
share rule in Belarus. They justifiably say that this rule is one of the serious impediments to both
domestic and foreign investment. The International Finance Corporation has long preferred to scrap
this rule. At the very least, this procedure should be made more predictable and limited in time. In
addition, the rights enjoyed by the representatives of the state should be circumscribed and their
responsibility more clearly defined. Instead, Presidential Decree N125 dated 1 March 2004 significantly
boosted this institution. Presently, the golden share can be introduced to virtually any economic entity.
The decree effectively nullifies the role played by the management bodies of such companies. Despite
its definition, the golden share can now be imposed not only on joint stock companies, but also on
limited liability and additional liability companies. The only positive development noted by the
opponents of the golden share rule is the fact that it can be introduced in economic entities established
on the basis of the state property. This, however, hardly improves things since state property dominates
in Belarus. If adopted, the draft law will effectively mainstream this emergency measure. Yet again,
the functioning of the economic entities where the state has a golden share shall be governed by
applicable legislation rather than specific legal acts. It is still unclear why the specially developed draft
law fails to exhaustively regulate the golden share rule.

The Foreign Investors’ Advisory Council has repeatedly drawn the authorities’ attention to the
need to specify the issue of subsidiary liability assumed by owners responsible for bankrupting legal
entities. Presidential Decree N508 “On Bankruptcy,” dated 12 November 2003, set forth only the list
of company officials bearing such a liability. At the same time the grounds on which these officials
could be brought to responsibility are still not specified. The problem is that formally, a company
official could be held liable for taking a sensible commercial risk. For example, Section 3 of Article 5
of the draft law effectively mirrors Section 3 of Article 52 of the Civil Code and the provisions of
Presidential Decree N508. Thus, it fails to specify the reasons which could trigger the imposition of the
subsidiary liability. A similar law of the Russian Federation (Section 3, Article 3) mandates that such
liability is imposed in cases when the above-mentioned officials instructed the company or guided its
activity by other means “knowing that this will lead to the insolvency (bankruptcy) of the economic
entity.” Article 7 of the draft law dealing with the interaction of subsidiaries, affiliates and parent
companies does say that subsidiary liability is introduced if the parent company “intentionally made a
decision as a result of which a subsidiary incurred losses.” Although the premise of whether this decision
is intentional or not is highly debatable, this article does provide a criterion to go on.
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Some experts grimly joke that Belarusian economic entities are going through perpetual “re-
registration.” However, in line with the accepted terminology, we should talk about the registration of
amendments and modifications to foundation documents. Section 3 of Article 9 of the draft law provides
that an economic entity shall be subject to re-registration in cases set forth in applicable legal acts.
However, this provision is a mirror image of Section 3 of Article 47 of the Civil Code of the Republic
of Belarus, a fact which cannot be held against the draft law authors. The Law of the Russian Federation
“On Joint Stock Companies” does not have such a provision (Article 14 of the Law envisions registration
of modifications and additions to the charter or the revamped charter, which is also true for the Civil
Code). Nevertheless, the question remains and our lawmakers will be well-advised to either clearly
define re-registration or exclude this provision, as it sets the stage for permanent re-registration.

Although the regulation of re-organization procedures is more detailed in comparison with
applicable legislation, it is hardly exhaustive. Naturally, it is difficult to address all the issues in a
single draft law. Therefore, it would be worthwhile to adopt a special law on re-organization of legal
entities or unify this special law with the already developed liquidation law. I have recently familiarized
myself with a similar draft law of the Russian Federation, which is a truly impressive document with
119 articles!

Some other provisions are objectionable. It should be noted, however, that some of them flow
from the Civil Code, which is not perfect either. For example, Article 16 allows for legal succession in
the case of liquidation, which is at variance with the classic definition of liquidation. This article also
stipulates that a business entity could be liquidated by a decision taken by the registration authorities,
which flies in the face of civilized liquidation procedures, namely in line with a decision taken either
by a court of law, shareholders or founders or by a body of the legal entity in question, which is
authorized to do so in accordance with foundation documents. In this context, it should be noted that
one of the first cases considered by the Constitutional Court of Belarus dealt with the unconstitutionality
of the provisions set forth in Article 9 of the Foreign Investment Law allowing for the liquidation of
foreign-invested companies, in line with a decision by the registration authorities.

Article 20 of the draft law echoes Article 47-1 of the Civil Code, which stipulates that an economic
entity must be liquidated if its net worth dips below the statutory threshold set forth for authorized
capital. On one hand, the net worth provision is highly questionable in terms of enforcement. On the
other, could the draft law give the company a chance to raise the authorized fund by attracting additional
contributions from the founders or by any other legal means? Article 43 not only lists the information
which must be included in the charter of a joint stock company, but also mentions “other information
set forth in applicable legislation.” It is only logical that a special law should contain an exhaustive list
of such information. In addition, I believe it would be counterproductive for limited liability and
additional liability companies to have two foundation documents, namely the foundation agreement
and the charter. There are plans in the Russian Federation to exclude the foundation agreement from
the list of mandatory documents. Thus Russian companies will be obliged to have a charter and an
establishment contract, which is no longer considered a foundation document.

There are also other smaller comments, but they will not be set out herein due to space constraints
of the bulletin.

In conclusion, it should be noted that, on the whole, the Draft Law “On Economic Entities”
should be regarded as a positive development and could, I believe, markedly improve the situation. At
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V. Sevrukevich

Business Associations in Belarus
(Legal status and planned amendments in legislation regulating their activities)

The 12" issue of the Analytical Bulletin has already addressed the issues of the legal status enjoyed by
business associations in Belarus and problems related to their establishment and functioning. The
Draft Law “On Business Associations,” which is presently in the works, makes it necessary to revisit
this topic to review the current state and prospects of these organizations, which play a significant role
in the modification of the sociological and economic relations in the society.

Operating Conditions and Key Problems Encountered by Business Associations

Unions of entrepreneurs, which also act as employers, aim to resolve a number of economic and
social problems. In many countries business associations, which are non-profit organizations, draft
amendments to business-related and other legislation and submit them to authorized state agencies.
They also consolidate the interests of small and medium-sized companies, which are a pillar of social
stability and a source of self-employment for the population, thus absorbing excess labor released by
the restructuring of major industrial enterprises and staving off massive unemployment.

Most small and medium-sized companies in Belarus are not members of business associations
and are therefore unable to constructively influence the economic policy of the state, including by
means of social partnership (state agencies, employers and trade unions).

This is largely due to the fact that Belarus still doesn’t have a special legal act on business
associations, which at present have to exist as public organizations open only to individual citizens,
namely company founders and individual entrepreneurs.

An imperfect legal framework for creating the financial basis of non-profit organizations is yet
another hurdle hindering the development of business associations.

The need to get the above-mentioned problems resolved flows from the government’s stance set
forth in Presidential Decree N278 dated 15 July 1995, which recommends that enterprises and other
organizations to join employers’ unions.

Legal Framework Regulating the Functioning of Business Associations and the Need for its
Modification

At present, business associations are regulated by the Labor and Civil Codes of the Republic of
Belarus, the Law “On Public Organizations” and the Presidential Decree “On Certain Measures to
Streamline the Activities Pursued by Political Parties, Trade Unions and Other Public Organizations.”

Specifically, the Labor Code of the Republic of Belarus (Item 3, Article 12) envisions the right of
employers to “create and join employers’ unions,” which are defined as “voluntary associations of
legal entities and individuals, which are empowered by the applicable legislation to conclude or terminate
contracts with an employee and whose objective is to represent and protect the statutory rights of its
members,” (Article 1 of the Labor Code).

At the same time, the Civil Code of the Republic of Belarus mandates that only individuals can
onty join public organizations, whereas legal entities can only be members of non-profit organizations,
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namely unions and associations established to represent and uphold their common interests.
Consequently, Belarusian entrepreneurs are unable to make use of the provisions of the International
Labor Organization’s Convention N87 and the Labor Code of the Republic of Belarus (which allows
one public organization to comprise both legal entities and individuals).

Not only does the Civil Code limit the reach of business associations, it also precludes these
organizations from fully utilizing the potential of influencing the formation of effective legal mechanisms
for regulating the functioning of private economic entities.

The issue of modifying legislation governing the taxation of contributions and mandatory payments
made by economic entities to non-profit organizations is closely linked with the above-mentioned
problem. The inability to include these expenses into tax-deductible unit costs makes the activities of
business association members less transparent and sets the stage for shadow lobbying and corruption.

Most countries have already resolved these issues, taking into account the International Labor
Organization’s recommendations. For example, Ukraine’s Law “On Corporate Profit Tax” mandates
that “gross expenditures of a company shall include funds or the cost of assets transferred or handed
over to employers’ organizations or unions established in compliance with applicable legislation as
dues, admission or specific-purpose contributions. These contributions shall not exceed 0.2% of the
labor compensation fund for the current year” (Item 5.2., Article 5).

The Belarusian Law “On Profit and Income Taxes” also contains a provision setting forth a
procedure for including such expenditures in tax-deductible unit costs. For this provision to be
directly applicable to business associations, however, certain additional provisions should be included
in other legal acts.

The Draft Law “Employers’ Unions”

It is evident that a law on employers’ unions as a special form of non-profit organization is highly
needed. Also, legal conditions for forming the material basis of non-profit business associations should
be significantly improved.

The current draft law on employers’ unions, which has passed through two readings in
Parliament, has been significantly modified in the course of the last year by the Ministries of Labor
and Social Security and Economy. The document incorporated the amendments introduced in
applicable legislation over the last few years, including changes to the Civil and Labor Codes of the
Republic of Belarus, as well as other legal acts. It also drew upon the experience of the Russian
Federation, Ukraine and other countries.

The draft bill sets forth a clear definition of a business association’s status. For example, Articles
2 and 3 of the bill envisage the right of employers to voluntarily establish a business association
without seeking a preliminary approval and mandate that both legal entities and individuals could be
members of such an organization.

The analysis of certain provisions of the draft law reveals that the existing business associations
will not be able to fully make use of these provisions in their day-to-day activities.

For example, Article 4 of the draft law mandates that national employers’ unions could comprise
national sectoral or intersectoral employers’ unions. The right of employers for direct membership of
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the national union can be additionally provided for in a sectoral union’s charter. Employers could join
sectoral unions only if no fewer than 20% of his employees are involved in this sector of the economy.

Article 14 of the draft law stipulates that business associations are obliged to take part in collective
bargaining, and implement three-party agreements (state agencies, employers and trade unions).
Although Article 13 of the bill sets forth the right of business associations to sign the above-mentioned
agreements, the business associations which are not party to these agreements might conclude that the
provisions of the draft law are not applicable to them.

The efficiency of business associations rests not only on their ability to effectively lobby for the
interests of their members but also on their capacity to develop services required by the business
community. This presupposes the need for these organizations to get involved in entrepreneurial
activities, as the revenues generated could be used for the pursuit of the statutory objectives (organization
of trainings and seminars, publication and distribution of information and educational materials for
members, etc.).

However, Belarusian legislation in certain cases limits the right of non-profit organizations to be
directly involved in entrepreneurial activities. For example, public organizations as one of the forms of
non-profit organizations are empowered to pursue such activities (Article 117 of the Civil Code),
whereas associations of legal entities (business associations) can only do so by participating in economic
entities or setting up such entities (Article 121 of the Civil Code).

This makes it more difficult for business associations to implement their statutory goals and
objectives, since the establishment of economic entities entails a great deal of costs and risks. Specifically,
Belarusian legislation imposes subsidiary liability on founders of economic entities, but fails to define
an appropriate procedure.

In this context, it is important that business associations as a new form of non-profit organizations
retain the right to get involved in entrepreneurial activities set forth in the Civil Code.

Conclusion

The draft law is currently in the final stages of preparation for adoption by Parliament. This will
definitely confer a special status on business associations and remove certain problems hindering their
activities. However, the adoption of the law will not clear away all legal issues primarily related to
financial aspects of the functioning of business associations. If these issues are to be done away with,
the applicable legislation should be further defined and its provisions should be rendered more specific.

I believe that comments contained herein will be of interest not only for employers but also for all
other readers and will allow them to get a better idea of the significance and prospects of business
associations as part of the social and economic system of Belarus.
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On 21 May 2004 IFC Belarus Business Associations
Capacity Building hosted an international conference entitled
“Boosting of Business Associations’ Role in Private Sector Development”

The conference attracted the participation of
i leaders and members of Belarusian business
associations, representatives of leading international
organizations in the field of business association
development, including CIPE, SEQUA and Danish
, 1 _ Industries International Business Development, as
Vladimir Karyagin and Liliya Koval, Chair and Vice-Chair of the well as a Latvian business association, diplomatic

“Minsk Union of Entrepreneurs and Employers”, at the plenary ) )
conference meeting missions and embassies and mass media.

The conference enabled Belarusian experts to discuss the following key issues of business
association development with their foreign colleagues:

e Lobbying for and protection of SMES’ interests,
e Raising the efficiency of business associations, and
e Development of fee-based services.

After the plenary session, the conference participants worked in groups
moderated by international experts from CIPE, SEQUA and Danish
Industries. The conference results were summarized by the head of the
IFC Office in Belarus, lvan lvanov.

Alexander Potupa, Chair of the
“Belarusian Union of Entrepreneurs”

We would like to express our gratitude to the
£ chair of the Belarusian Union of
Entrepreneurs, Alexander Potupa, for the
pictures made at the conference.

Representatives of international organizations — active participants in the
conference






