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Below is a description and clarification of a market economy model that is
alternative to the one currently in force in Belarus. The proposed model envi-
sages tapping into the country’s domestic potential and latent opportunities; it
is underpinned by the principle of an open economy. It would enable FDI flows
into the Belarusian economy and ensure its growth within the shortest possi-
ble time, thereby raising living standards.

Economic reform objective

The need for economic reform ensues from the fact that, with ongoing libe-
ralization in international economic relations, closed economies i.e. those lac-
king modern technologies and management methods are fundamentally una-
ble to compete with developed countries in domestic and international mar-
kets alike. With economic openness, conformity to patterns of international
division of labor and high asset productivity as pre-conditions, high living stan-
dards may be a reality.

To achieve such living standards is the main objective for Belarusian eco-
nomic reforms.

Fundamental economic model principles:

— economic efficiency, which cannot be attained without a free market and
private ownership. One of the necessary conditions in this regard is a har-
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monious interaction between the government and market players, whe-
re the government contributes to enhancing efficiency of market opera-
tions by setting up an appropriate legal framework and market economy
infrastructure.

— free competition; above all, this implies free market access for underta-
kings, guarantees for and protection of a level playing field for all market
players. This leads to legalizing ‘shadow’ businesses and abolishing pre-
ferences enjoyed by ‘law-abiding’ state-owned enterprises.

— maximum openness, meaning not only transparency of limits to enterpri-
se, but also openness in a broader context of traditions, business practice
and the law, as technological progress is contingent on harmony in poli-
tical and economic relations.

In addition, this model calls for undertaking an efficient social policy which
should be purpose-specific to the maximum possible degree and tied to the de-
gree of economic performance. In general terms, this implies the priority of ge-
nerating the nation’s wealth over its distribution.

In the proposed model, a market economy is primarily viewed as safeguar-
ded economic freedom that manifests itself in:

—the right to increase personal wealth at one’s discretion (freedom of con-

sumption);

—the business owner’s right to use their time, labor, funds and entrepreneu-
rial skills at their discretion (freedom of business, freedom of choosing oc-
cupation and place of work, freedom to use property);

— the right of entrepreneurs to manufacture and sell goods at their own risk
(freedom to manufacture and trade);

—the right of each buyer and seller of goods or services to achieve the de-
sired purpose (freedom of competition).

These freedoms may only be limited in cases of breach of third sector’s ri-
ghts, constitutional provisions or legally established civilized rules of the game
for engaging in business.

As expounded on in Sections 1-4 above, the legal framework in this econo-
mic model should contain provisions that foster choices and are related to the
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flow of goods, free movement of people, freedom to provide services and libe-
ralization of capital flows.

One fundamental principle for this economic model is that economic fre-
edom is an integral part of political freedom, and only in a developed democra-
cy can one assess, formulate and modify business-related provisions and regula-
tions that prove inefficient in business practice. Economic freedoms should also
be combined with responsibilities: the government should be responsible for
economic policy-making and stable market operation; the National Bank sho-
uld ensure a stable currency, and private businesses ought to focus on results
of their economic operations.

The essence of the described model is in multiple exercise of the fundamen-
tal business transaction — that of buying and selling to mutual benefit of the par-
ties. For this purpose, it is necessary to enable the following:

Firstly, both the seller and the buyer should know what it is exactly that they
possess and what they can acquire. This calls for specifying and protecting the
ownership rights system by means of the law.

Secondly, there is a need for certain formalized transaction methods to be
put into place that ensure performance of buy and sell contracts, and settle-
ment of resulting disputes. For this, there should be contracts, laws, courts,
a commercial code, etc.

Thirdly, it is necessary to keep account of what market participants trans-
act, hence the need for a system of accounts and records allowing for monito-
ring asset and liability movements, corporate earnings, revenue, expenses and
profit trends.

Fourthly, in order to avoid barter, which dampens manufacturing productivi-
ty and prevents adequate evaluation of changes in customer needs, market par-
ticipants should have a stable currency acting as legal tender, accounting me-
asure and means of accumulating wealth.

Putting the aforementioned conditions in place by government, combined
with further development of market relations, will bring about a developed ban-
king and financial system which will ensure the operation of businesses and in-
surance and advertising industries.
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Thus, successful development of a market economy requires stable and ef-
ficient basic market components such as competition, the institution of owner-
ship, small businesses, a banking sector with sufficient lending resources, fle-
xible labor and capital markets, labor market movements, a stock market, pen-
sion and investment funds, etc.

A stable and transparent operation of these market infrastructure compo-
nents and the enactment of unambiguous laws and regulations to govern eco-
nomic activities will contribute to minimizing expenses related to conducting
lawful business transactions (transaction expenditure).

The role of government

Regulations that govern the operation of market players will be developed
with maximum participation of the Parliament and non-governmental organi-
zations, rather than merely ministries and other governmental agencies that are
not interested in increasing their current regulatory workload or being truly ac-
countable for the documents they issue. To prevent the cost of setting up and
running a legal framework that governs business operations from exceeding the-
ir actual economic effect, plans are designed to achieve maximum clarity and
transparency of the legal framework and market institutions, and to clearly de-
scribe and specify government functions.

Peculiarities of reform

Many Belarusians believe that it is easier to endure financial hardship in
a non-market economy than in a market one on the premise that ‘we’re all in
this together’. The economic policy pursued by current government contribu-
tes much to tenacity of this conviction.

Belarusians will not be able to discard this stereotype without an econo-
mic revival and effective implantation of market institutions and principles in
all their relevant aspects.

In contrast to the idea of market relations as stated before, the focus is on
a broader interpretation of their social function, ensured both by normative ele-

European Choice for Belarus 145



Belarus: Reform Scenarios

ments (the constitution, general rights, laws, system of regulations) and infor-
mal methods of enforcing market rules.

Aside from limitations inherent in an economy (limited resources), legally
set standards and limitations should establish a system of economic incentives
and trends for efficient economic growth.

Entrepreneurship and the ability to learn are long-lasting personal qualities
and Belarusians certainly have not lost them. Yet, decades of the Communist rule
have distorted notions and standards characteristic of market behavior. In order
to truly embed standards of market behavior, effective statutory mechanisms
must be laid down to discourage disruption of market relations. This primarily
calls for a judicial system reform with a view to restoring public trust in the law,
confidence in its effective operation and enforcing accountability for one’s acts.
If a power, especially the judiciary, is not competent and independent, enacting
good laws will help little if slack compliance undermines confidence in them.

The civil service reform is yet another prerequisite for economic transforma-
tions; it should be embarked on to warrant loyalty and stability of state machi-
nery in implementing reforms and stabilization efforts. Measures should be ta-
ken to improve skills of government officials and reduce their numbers. Finan-
cial incentives to civil servants would be an important factor in increasing their
liability for consistent implementation of economic policies and regulations.

Consequently, undertakings would be issued with established rules of the
game that would prevent profiteering at the customer’s expense. Failure to com-
ply would entail business closure.

The model’s fundamental ideas and long-term advantages would be commu-
nicated to the general public via the media, schools and at training and retraining
courses. The objective is to encourage business initiatives in people that run co-
unter to expectations of better living standards being provided by the State, ra-
ther than individual work and entrepreneurial efforts. Initially, it is necessary to
research possible ways of arguing with the general public to explain who bene-
fits from the absence of market mechanisms and is interested in preserving low
transaction costs. The government would vow accountability for reforms and pu-
blish a program with measures to alleviate their social consequences.
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Reform program

Implementation of an economic model, once selected, entails the following
reformist actions: 1) liberalization of economic relations; 2) institutional reforms
and establishment of a system that complies with market economy principles;
3) macroeconomic stabilization; 4) structural transformation of the manufactu-
ring sector and the economy at large. All elements of the transformation im-
pact one another simultaneously, are influenced by other areas and aspects of
reforms (so-called transformation tetrahedron).

Illustration. Market Reform Directions in a Globalized Environment

Rest’r;wtuffn_g_ B

Effective structural transformations in the economy would only be possible as
a result of successful implementation of other types of reforms. In addition, all
transformation efforts are subject to controversial influence of globalization.
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In all the aforementioned aspects, reforming implies relentless and consi-
stent rapprochement to a liberal market economy through methodical continu-
ation of previously started reforms.

Liberalization should include:

— ultimate abolition of remaining administrative centralized control of the
economy, transition to planning at the level of undertakings, optimized
operation of governmental agencies (e.g. currently, there exist seven con-
cerns and three ministries governing the operation of 2,500 enterprises in
the industrial sector alone);

— business deregulation, i.e. exercise of the principles underlying the fre-
edom of establishment, level playing field, and competition among mar-
ket participants regardless of ownership status;

— transition to dereqgulated pricing, including ‘prices of goods of social im-
port’; gradual increase of out-of-pocket payments for utilities and public
transportation to match 100 percent of the cost, with parallel reduction
of government spending for these sectors. Prices fixed by natural mono-
polies would be under public control. Public procurements would be allo-
wed only if made at market prices;

— elimination of various State monopolies including utility services, trans-
portation, energy supply, healthcare and education by means of privatiza-
tion and free access of private operators to these sectors;

— foreign trade liberalization, abolition of import duty on foods, reduction
of import duty on other goods from 10-12 percent to the average preva-
lent in EU member states and WTO (four to six percent); elimination of
non-tariff foreign trade restrictions such as licensing, quotas, complicated
procedures for certification, transportation, etc.; recognition of internatio-
nal standards and quality certificates;

— freedom of wealth formation and use of disposable income;

— expansion of the free market area by developing markets other than for
goods and services: labor, real estate, capital, information, advertising, in-
surance and social services.
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The objective for liberalization is to lay foundations for market self-regula-
tion, itself the basis for fostering competition as the most efficient system of di-
stributing resources, encourage efforts to improve the quality of goods and se-
rvices and increase efficiency in the use of manufacturing assets, and turn ef-
fective demand into the single most important regulator of growth rate and
output mix.

To ensure that market players enjoy economic freedoms for the consume-
r's benefit and do so in the most efficient way, it is necessary to reach macro-
economic stabilization along with institutional reforms in the economic system
that sets out rules of the game.

Market institutions and infrastructure should develop along the following
lines.

1. Privatization (reform of ownership relations) and establishment of an ef-
ficient system to protect owners’ rights, effective creation of a land market and
housing privatization.

The privatization concept. Regulation of ownership relations and establishing
rules to be applied in State property restructuring and privatization is key at the
time of market transformation. If restructuring does not bring about its logi-
cal effect, i.e. emergence of a competent owner, a reasonable economic policy
is out of the question because any economic policy in that case would be de-
trimental to the economic interests of that kind of owners in effect. By seizing
a market niche, such an owner is ready to reinvest their earnings and may be
partnered with the government in industrial restructuring.

The emergence of a competent owner is currently impeded in Belarus by:

— procrastinated privatization, or sectoral agencies’ efforts to slow down the

ownership reform in enterprises within their remit, as privatization nar-
rows the scope of undertakings under their control. Only 25 out of the in-
itial 145 state-owned enterprises (17 percent) were restructured in 2001
against 44 percent in 2000, and 62 percent in 1999;

— flawed and unstable regulations that govern private enterprise;

—flawed regulations governing privatization (limited methods, no levers

against state-owned enterprise managers’ efforts to hamper privatization,
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questionable asset valuation and property appraisal system, imposition of
a heavy social/welfare burden on new owners);

— government intentions to use privatization proceeds merely to solve cur-
rent financial and other problems, particular to bridge budget gaps or di-
spose of unprofitable plants.

However, privatization is the best method for economic recovery, as private
investors are the ones most capable of analyzing market opportunities in the
most adequate manner.

The following privatization rules could be proposed:

— viable medium-sized and large state-owned enterprises should be restruc-
tured and privatized under the supervision of a special agency accounta-
ble to the Parliament (for instance, the Privatization Department) and re-
porting to the relevant sectoral ministry;

— Uncompetitive, resource-intensive and environmentally hazardous enter-
prises should be shut down. This also applies to inefficient links in tech-
nological chains that may be substituted by foreign suppliers. This should
be a gradual process the social consequences of which should be allevia-
ted at every opportunity.

To privatize consistently, it is necessary to:

W prioritize the Privatization Law over all other acts governing privatiza-
tion;

B abandon the approach to transforming state-owned firms into govern-
ment-controlled joint stock companies whereby it is seen as special and
ultimate form of denationalization; rather, it should be regarded as an in-
terim privatization stage;

B ensure efficient application of the bankruptcy procedure to guarantee that
the bankrupt enterprises and entities interested in keeping them afloat
will be able to use all economically viable methods to continue manufac-
turing and other types of business;

W opt for ‘cash’ privatization on a competitive basis as the main privatiza-
tion method; refrain from granting any privileges to employees of com-
panies under privatization. In tune with the principles of market econo-
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my and justice, it is necessary to ensure that ‘mayomast’ (property) priva-
tization coupons are used as a means for investment solely at auctions,
along with the underlying funds, rather than exchanged for shares at par.
In addition, it would be advisable to allow the use of ‘mayomast’ coupons
for privatizing housing stock by tenants.

| lift the ban on the sale of shares previously acquired by private individu-
als on preferential terms, abolish the golden share rights;

B simplify the privatization procedure. Existence of two separate agencies
for restructuring and sectoral issues is by no means justifiable. Insofar as
possible, the role of governmental agencies must be reduced as, by the
sheer virtue of controlling entities, they are not interested in seeing them
privatized. The right to the final decision to privatize should be delega-
ted to the Privatization Department which could be established as a suc-
cessor to the Department for State Property Management at Ministry of
the Economy;

B ensure a level playing field in privatization rights for foreign and dome-
stic players. Should the new owner guarantee capital expenditure on fi-
xed assets, the asking price of the enterprise due for privatization could
be reduced;

W allow potential new owners to use borrowed funds for privatization pur-
poses;

B promote market valuation of enterprises under privatization by appraisers
independent from potential buyers and the government. Enterprises with
a market value close to zero should be sold for a token payment;

B reduce to three years the deadline for petitioning for contracts to be ru-
led void.

Efficiency of reforms aimed at stabilization largely depends on underlying
financial support. That is why cash privatization proceeds should be collected
in a special privatization fund that should be part of budget revenue. Proceeds
from this fund and foreign loans would be used for social reforms, stabilization
measures, and increasing foreign assets in the banking sector. At the same time,
high debt would impede growth in privatized enterprises. In order to offset mu-
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tual debt between enterprises, the Privatization Department should develop
a system for debt payment by enterprises with a more stable financial position,
i.e. those where receivables exceed payables. Debt could also be settled from
proceeds of the privatization fund, whose additional source of finance would
come from asset sales of bankrupt enterprises.

Trade arrears in enterprises where payables exceed receivables could be ne-
ted by offering a stake in these indebted enterprises to commercial banks, sho-
uld they find it beneficial. In exchange for loan payments due, the lending banks
would be given shares. It would be advisable to restrict participation of govern-
ment-controlled banks in these transactions.

2. Land Reform. The objective of land reform is to create conditions for far-
mers to choose forms and methods of land management, to be provided for by
the Land Code. Private ownership of land would be introduced. In rural areas,
land and other assets would be handed over to private owners with no compen-
sation by means of distribution in the form of land and property shares. New
owners would have the right to:

a) quit the collective or state farm, withdraw their land and property shares,
start their own farms or joint agricultural undertakings;

b) delegate the right to manage their property to a newly elected management
of an agricultural cooperative replacing the local collective farm, with the prospect
of receiving a share in the profit generated by management of business,

c) lease out their land and property shares,

d) sell their shares.

Land Register (cadastre) appraisal of the country’s land resources would be
completed. Owners who possess land in excess of an established standard (one
to three hectares) would pay property tax of no less than two percent of the
land market value irrespective of land use.

Institutional measures

The government would regulate business activities, i.e. develop and enact re-
gulations to establish rules of behavior and relationships among market partici-
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pants in production, financial, external economic and other relations, for which
it is necessary to adjust the civil, commercial, fiscal, budget and land codes. This
would eventually lead to laying down business rules in tune with market econo-
my principles, including the legal basis for protecting ownership, for bankruptcy,
competition, antimonopoly activity, protection of rights of investors and contrac-
ting parties, insurance business, etc. All ownership rights should be firmly war-
ranted by the law, safeguarded from breach and protected by the State.

The government would promote genuine competition in the economy at lar-
ge, a natural stimulus for businesses to improving the quality of products, in-
crease output, boost labor productivity, reduce primary costs and lower prices.
Regulations concerning state competition policy should above all govern agre-
ements concluded with a view to restricting market access and operation of sta-
te monopolies and state-owned enterprises that enjoy preferential treatment.

In this regard, the government would harmonize the 1990 Law ‘On Enter-
prises in the Republic of Belarus’ with international standards and enact regu-
lations governing intellectual property rights.

An economic and legal environment would be established for the growth
of market participants well adapted to market conditions and able to operate in
a market environment efficiently. These include undertakings, research and deve-
lopment organizations, banks and investment funds, stock exchanges, brokerage
houses, dealerships, employment centers, insurance companies, social security and
pension funds, auditing and consulting companies, advertising agencies, etc. The
government would facilitate market access for newly established undertakings,
i.a. by way of a simple notification principle in registering small businesses.

Institutions and new rules would be established for implementing the Sta-
te’s social and economic policies at various levels of government (national, re-
gional, and local). The main objective here would be to develop local govern-
ment and self-management, delegate powers to this level along with funds ne-
cessary to solve local problems and satisfy major social and economic needs of
local communities.

The government would establish and foster non-State bodies for regulating
the economy and the market, such as trade unions, business community, con-
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sumer organizations, scientific associations, etc; develop international institu-
tions, improve the system for staff training and retraining with a view to deve-
loping a sense of responsibility for personal career among labor market partici-
pants who would be capable of thinking strategically, operating in a global mar-
ket environment and oriented towards innovation in production.

It should be borne in mind that liberalization measures geared to reform
the economic system may be embarked on instantly, e.g. import duty could be
abolished as soon as a law is enacted to this effect, whereas institutional trans-
formations are a medium-term process at the least. To prepare and compre-
hensively examine institutional innovation, put it to effect, detect and remove
shortcomings, establish efficient market institutions is a time-consuming effort.
Reform of the real economy, i.e. restructuring of the manufacturing sector, is
the lengthiest part of reforms. Changes should be instituted in parallel and ac-
cording to a systematic program.

The length of transformation depends in equal measure on efficient establi-
shment of market institutions and macroeconomic stabilization, to be conduc-
ted in parallel to launching the market institutions.

Stabilization

The following actions should be taken to stabilize the economy:

a) price reform;

b) currency reform and a sustainable monetary policy;

¢) tax reform and a balanced fiscal policy;

d) a market-oriented income policy.

Ad a). Price reform

No government can fully satisfy consumer demand and please all consumers.
Absence of an effective price system prevents consumer preferences from be-
ing identified. The goal of the price reform is to deregulate prices and limit ad-
ministrative intervention in the economy. The government should retain con-
trol over electricity, gas, heating, public transport and telecommunications pri-
ces for some time. Prices will differ depending on consumer groups and the
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level of consumption. Electricity and heating rates to the residential segment
will be higher than those for industrial consumers. Yet, simultaneously, subsidies
to manufacturers will be replaced by household subsidies which will be phased
out as incomes increase. In result of the reform, subsidized and market-based
prices will gradually approximate the same level.

Ad b). Currency reform and monetary policy

A strong national currency is a pre-requisite for achieving economic growth
and competitiveness, and for consolidating positions in the global marketpla-
ce. A government-forced growth of output via currency depreciation will not
help to address the main issue of overcoming technological backwardness, bo-
ost productivity and set the stage for raising living standards.

Belarus is the only former Soviet republic lacking a truly sovereign national
currency; in fact, preparations are underway for replacing it with a foreign cur-
rency. The country has no treasury to speak of since the annual inflation has
been in excess of 30 percent ever since Belarus gained independence. The len-
ding system is underdeveloped because of the ruble depreciation.

Since expectations concerning the inflation and depreciation of the ruble
are high and set to continue, the main criterion for selecting a monetary policy
should be its efficiency in achieving monetary stability.

This is possible by adopting a strict currency board regime. The National
Bank should stop printing money. To make this regime effective, the currency
board holds foreign currency reserves (or gold or some other liquid asset) at
a fixed exchange rate equal to at least 100% of the domestic currency’s value.
The central bank may issue currency only for converting domestic into foreign
currency. When buying foreign currency to support the ruble, the National Bank
withdraws the corresponding amount from circulation. This will help to appro-
ximate domestic inflation and interest rates to those of the country whose cur-
rency the ruble is pegged to.

The currency board should be established by the law ‘On Stable National
Currency’, which would ban government interference in monetary policies. This
would prevent the government from demanding loans supporting the econo-
my when monetary policies are tightened.
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High inflation in Belarus is not attributable to monetary factors alone. It is
also related to high manufacturing costs resulting from lack of competition,
non-productive manufacturing technologies, excessive fixed asset depreciation,
insolvency crisis and barter settlements.

The currency board system should be accompanied by a fiscal reform, tight
budgetary constraints on undertakings and adoption of a balanced budget to
prevent Belarusian goods from losing their price-related competitive edge.

There are two relatively stable currencies, the dollar and the euro, to which
the Belarusian currency can be pegged. Although the US dollar dominated Be-
larus’ foreign trade in the last decade, it is time for the National Bank to peg
the ruble to the euro and conclude a currency board agreement with the Euro-
pean Central Bank.

Over the past few years, Belarus’ economy has been slowly shifting from dol-
lar-ization to euro-ization. Belarus’ foreign trade is focusing on European markets:
in 1997-2000, Europe accounted for 70 percent of Belarus’ foreign trade with EU
members, with candidate countries totaling as much as 30 percent.

With the start of real-term privatization and structural reforms, Belarus will
be gradually involved in European political and economic integration. Trade with
the EU will rise, while exchange with economically retarded CIS countries will
be on the wane. The share of euro-denominated forex transactions will grow.
The euro peg will become an effective mechanism for spurring Belarus’ euro
market and help to restore the Belarusian ruble as the currency of choice for
households and businesses.

The potential of this monetary policy will be easier to fully realize as the fi-
nancial system develops, and financials institutions, the currency and the stock
exchange function more effectively.

Ad c). Tax reform and fiscal policies

The adjustment of public finance to market economy requirements sho-
uld proceed in parallel with currency stabilization and tight budgetary con-
straints on undertakings. This is a crucial phase in stabilization as economic
liberalization and market openness call for structural reforms and trigger off
bankruptcies resulting in a sharp drop in inland revenue from the public sec-
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tor. At the same time, the government will need to spend heavily on reforming
the system for public governance, developing market infrastructure, suppor-
ting social service establishments, and providing unemployment benefits for
redundant workers as the unemployment rate may hit 20 percent (1 million
people) in the reform’s first year. To avert a fiscal crisis which may be caused
by declining output and tax revenue, the government will need to resort to
cuts in spending, provide transparency in expenditure, phase out hidden sub-
sidies such as arrears, barter transactions, subsidized household utility rates
or cross-subsidies among various consumers groups designed to keep unpro-
fitable operators afloat.

The fiscal reform should establish a mechanism for identifying and separa-
ting revenue and expenditure, ensuring budgeting transparency at all levels, im-
pose legal budget deficit caps, and enhance the role of direct taxation in order
to provide local budgets with greater financial independence.

To boost tax revenue, the government may expand the taxation base and
sell state-owned enterprises. The government would have to stop supporting
state-owned agro-industrial conglomerates (support there totaled 32 percent of
GDP in 2002), and stop financing housing development with public money.

Unfinished housing construction and other projects with over three years in
implementation and less than a 70-percent completion rate should be frozen.
The government will need to cut numbers of army servicemen and expenditu-
re on governmental institutions and the defense.

It would be advisable to deprive the government of the right to award un-
dertakings with tax and customs duty exemptions. The parliament alone should
have the right to approve exemptions when adopting the annual budget.

The reform should lead to fiscal decentralization and greater financial inde-
pendence of local authorities. Utility companies should pay all taxes to local bud-
gets. This would encourage local governments to adopting utility sector restruc-
turing programs, expand the taxation base and develop local infrastructure.

The current tax system consists of 36 taxes collected by central and local
budgets. The overall fiscal burden (incl. social security contributions) nears 50
percent.

European Choice for Belarus 157



Belarus: Reform Scenarios

The current fiscal system has the following drawbacks:

W it slows down economic growth;

B dampens the job creation potential among individuals and underta-
kings;

B does not encourage business owners to paying taxes and legalize their in-
come; instead, it forces them into the shadow economy;

W creates conditions for unfair competition;

B impairs the competitive edge in business;

B slows down structural reforms;

B discourages foreign investors.

The tax reform and fiscal policies should be in line with the following prin-

ciples:

W taxes should play an exclusively fiscal role, i.e. should guarantee collection
of funds to finance public expenses. They should not be used as a means
to adjust industrial output;

B neutrality and equitable treatment (all should pay taxes with no excep-
tion);

B the tax burden should not slow down economic growth;

W efficient administration (tax collection cost should be limited);

B simplicity and transparency (the purpose of taxes should be clear and the

public should know how tax revenue is spent);

B single taxation (the same taxation base should not be taxed several ti-

mes).

The government should reduce the overall tax burden and cut spending. The

following taxes should remain in place after the tax reform:

B personal income tax;

B social tax;

B property tax;

W value-added tax (VAT) on goods and services;

W excise;

W customs duty.
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Itis necessary to adopt a pro-rata income tax to encourage business. During
stabilization, it would be reasonable to set a higher property tax to achieve opti-
mum distribution of tax revenue. As financial stability is achieved and emergen-
ce of the middle class is fostered, the government should seek to lower the pro-
perty tax and customs duties, followed by reducing other taxes.

In particular, the standard VAT rate should be gradually reduced to 16-18
percent, while income tax rates should be cut to 10-15 percent. The overall tax
burden on salaries should drop from 40 to 30 percent.

Early steps should include abandoning the 2.5-percent tax collected by local
funds to support agricultural producers, and the 2-percent tax collected at the
central level to support agricultural producers and agrarian sciences. A 1-percent
cut in these taxes reduces the overall tax burden by 1.3-1.5 percent.

To make it easier for Belarusian companies to operate in international mar-
kets, inland revenue authorities should be prepared to cooperate with their
opposite numbers in EU member states. In particular, lawmakers should bear
in mind that indirect taxes (VAT and excise) and their collection principles are
harmonized by various EU regulations. The same holds true for the direct ca-
pital gains tax.

Ad d). Income policies

To support financial stabilization, it is necessary to freeze wages and sala-
ries so as to ease inflationary pressures (stop wages and prices from spiraling).
The government should guarantee minimum income for vulnerable groups and
make sure that its rise will be mirrored by an adequate rise in productivity. The
government needs to set an acceptable rate of unemployment benefits to add
transparency and predictability to the labor market. Unemployment benefits
should be paid no longer than six months per year. It is necessary to stop pay-
ments of social benefits for those who do not need them. Wage increases sho-
uld be related to greater productivity. To be able to earn additional income, ho-
useholds should have an opportunity to choose between keeping their savings
in banks and entrusting them to institutional investors. Individuals should be
guaranteed the right to divest shares regardless of the terms and conditions on
which they were acquired.
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Structural reform strategy

Stabilization, liberalization and the establishment of market institutions are
preconditions for an effective structural economic reform, raising economic ef-
ficiency and living standards.

The real economy

Economic reform implies step-by-step implementation of the following ob-

jectives:

B financial and macroeconomic stabilization — curb inflation by pursuing
sound monetary policies that rule out unsubstantiated money-printing
practices and are conducive to monetization of the economy (insufficient
liquidity in the real economy is an obstacle to a smooth self-adjustment
of market mechanisms); offset overdue debt (the government pays the
amounts due to companies from funds raised by selling property of ban-
krupt operators);

B create an environment for economic growth (competition and higher mo-
bility of resources as enabled by various types of exchange), improve in-
vestment and depreciation policies, radical change in manufactured go-
ods and services mix (restructuring), award public contracts via competi-
tive procedures;

W integrate the national economy with the international labor market —join
the WTO, phase out tariff restrictions, lift non-tariff restrictions, allow fo-
reign companies to participate in tenders for public procurements, im-
prove customs clearance procedures, and obtain an international cre-
dit rating;

B create a setting for sustainable development and adoption of environmen-
tal standards, develop the small business sector and the transport and to-
urism infrastructure, and diversify energy supplies;

B create scientific, technical and social preconditions for the economy’s
transition into the postindustrial (information) stage of development:
train highly skilled employees, motivate researchers to integrating with
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the manufacturing sector, raise the share of R&D spending from 0.9 per-
cent of GDP today to 1.8-2 percent of GDP (the average R&D spending
in EU countries).

State aid to enterprises should be based on the following principles:

B Financial support should be limited. The government along with other
parties concerned may partially finance R&D, and R&D-intensive, environ-
mental, and regional infrastructure development projects.

B State aid should be transparent and subject to close and permanent scru-
tiny.

Industrial policies

The main principle underlying industrial policies is to avoid putting the span-
ner in the works of market mechanisms. Therefore, the industrial policy concept
should underscore its systemic nature and orientation towards fostering a ge-
neral environment for economic growth.

Industrial policies should not be targeted at specific industries, undertakings
or regions, but equally affect all market participants that constitute the econo-
mic, institutional, organizational and legal environment for their efficient ope-
ration. These policies will be pursued mainly at the macroeconomic level.

Their purpose will be to warrant a level playing field for all players, as assi-
sted by financial stabilization and privatization.

Industrial policies should provide for organizational and financial assistan-
ce in restructuring enterprises that are fundamental for the economy of towns
and cities.

Methods of pursuing industrial policies

Informational methods. The government must provide businesses with scien-
tifically substantiated statistics on the business environment, including the glo-
bal dimension, so that they may opt for better manufacturing, investment, inno-
vation and trade solutions. The public should have access to economy, industry
and regional surveys, forecasts, market research and consulting services.
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Macroeconomic regulation methods should be aimed at maintaining finan-
cial stability, reducing the budget deficit and inflation and strengthening the
national currency.

Resource methods pertain to the system of government contracts in the first
place, and also to the formation of investment and export risk insurance funds,
personnel training and retraining, and social security guarantees.

Institutional methods should adjust and improve the system as a whole. Use
of institutional methods does not imply spending to support the system’s con-
stituent parts such as industries, undertakings and regions, but rather provide
legal guarantees for labor relations.

The above-mentioned reforms (liberalization, institutionalization and sta-
bilization) should provide an environment for restructuring the industries. The
government should be equipped with a restructuring concept in order to limit
line ministries’ ability to lobby their interests by introducing additional taxes,
extending soft loans, imposing import quotas etc. In this respect, it is necessa-
ry to point to an integral criterion of restructuring efficiency, this being a rise in
manufacturing asset productivity, i.e. increase in the number of undertakings
with above-average productivity or return on investments. The manufacturing
asset productivity would be higher if products were competitive and in conti-
nuous demand in the domestic and foreign markets.

Obstacles to restructuring

There are three types of obstacles that should be overcome for a successful
restructuring of the real economy. These are:

— Institutional constraints resulting from non-systemic reforms: lack of compe-
tition and well-developed fundamental market institutions such as owners,
the SME sector, the banking sector with sufficient lending resources, flexible
capital and labor force markets etc. The current ambiguous legal framework
complicates business operation and decision-making at the micro-level, incre-
ases transaction costs and impairs competitiveness.

— Financial constraints manifest themselves in a shortage of investments and
ineffective use of available capital. An open economy, stable legislation, and

162



2. An Ideal Economic Model for Belarus

a low tax burden would attract foreign direct investments and loans and indu-
ce the government, banks and undertakings to using their funds effectively.
— Technological constraints require rapid response to changes in prices of raw
materials, energy resources and other cost factors, as well as the use of inter-
industry connections. Enterprises will need advanced technologies that wo-
uld enable them to use the available raw materials (wood potassium salt etc.)
more effectively. Due to absence of basic raw resources, Belarus should deve-
lop and pursue projects to procure raw materials abroad, in particular in Rus-
sia e.g. develop oil fields and other natural reserves, attract private capital and

bolster partnerships in technological initiatives with other countries.

Restructuring principles

Key restructuring principles are openness, reliance on new and advanced
technologies, resource conservation and environmental safety.

Openness is essential for Belarus’ presence in economic globalization. Lo-
wer import duties are a key factor for raising living standards owing to lower
prices of imported goods and overall economic modernization, if one is to rely
on the premise that imported equipment is usually better. The open economy
would encourage companies to manufacturing globally competitive goods. As
domestic markets saturate, exports will rise (in Belarus, exports have been gro-
wing over the recent years due to lower domestic consumption and national
currency depreciation.)

Specialization: inferior industrial efficiency calls for replacing inefficient tech-
nological elements (primarily domestic manufacturers) by foreign suppliers. At
the same time, specialization in the manufacturing of certain parts and compo-
nents would help to attract FDIs.

Reliance on new and advanced technologies is a key restructuring principle.
It will help to consolidate competitive advantages of the economy. As a rule,
technology-intensive industries are not usually associated with multiplication
effects as they were not originally well connected with other branches. Therefo-
re, technology-intensive industries should be the driving force for the economy,
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the main consumer of other industries’ output, e.g. the construction industry.
It is necessary to boost total technology-intensive share of GDP which shrank
from 2.3 percent in 1990 to 0.8-0.9 percent at present.

Resource conservation and environmental safety: considering the limited
supply of domestic raw materials, fuel and energy resources (not more than 30
percent of domestic demand), and high production costs in the manufacturing
sector (74 percent in 2000), the restructuring strategy should be closely related
to the resource-saving policy.

The relationship between the government’s environmental and restruc-
turing policies, launch of environmentally friendly technologies should re-
duce the share of resource-intensive industries in the country’s total. At pre-
sent, raw material, fuel and energy consumption in Belarus is twice as high
as in developed countries. The experience of transition economies has po-
inted to a need for adopting a law to encourage efficient use of raw mate-
rials and energy.

Financial sector reform

The financial sector reform should be closely related to currency stabilization
policies and will depend on successful reform of the real economy.

The purpose of the banking sector reform should be to increase its lending
capacity. This cannot be done without a strong national currency and a finan-
cially stable banking system.

The following steps should be taken to reform the banking sector:

W ensure independence of the National Bank from the executive pursuant
to a national currency law that has yet to be adopted. This step calls for
changes to the Banking Code whereby the parliament will appoint Natio-
nal Bank governors and deliberate on central bank’s audit reports. A law
should be passed to prohibit the National Bank from printing money to
finance budget deficit;

W open the way for private investments in six largest state-controlled banks
that account for about 90 percent of the sector’s total assets;
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B balance household deposit and lending interest rate policies, as banks cur-
rently offer attractive interest rates for households and excessive loan in-
terest rates to corporate cliens;

m forbid government forcing the banks to lend to certain sectors or enter-
prises, and ensure that the government settles bad debts resulting from
compulsory lending to state-owned enterprises;

B abandon the current 50 percent limit on foreign capital presence in the
banking system;

B have the country’s banking system rated by international financial insti-
tutions;

B create a competitive environment in the banking sector to encourage
banks to cut costs and fees, adopt international payment, auditing and
reporting standards.

The reform should include efforts to encourage the development of stock
and insurance markets on the basis of stable and transparent legislation har-
monized with EU laws.

The following steps should be taken to develop the stock market:

B |ift restrictions on professional dealers and brokers accessing the stock
market, with simultaneous tightening of requirements for stock market
dealers and brokers. To this end, the Securities Commission should be ve-
sted with greater powers;

m lift the 15-percent tax on personal income from securities and tempora-
rily exempt corporate stock market dealers from taxing securities trans-
actions;

m offer freedom of choice to individuals in divesting securities;

B broadly advertise public offerings of shares in profitable companies;

B prepare for integration with the European stock market.

Foreign trade policies

Consistent reforms will allow for bridging the GDP gap between Belarus
and most EU countries. Belarus will continue to export commodities to CIS co-
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untries, but the proportion of exports to Europe and countries outside the CIS
should rise from 35 percent to 60-65 percent. The exports of services should in-
crease from 62 to 80 percent, combined with a rise in exports to former Soviet
Union republics.

Belarus needs to join the WTO to see a removal of non-tariff barriers to
exports of textiles, chemical products, potassium fertilizers and steel.

To re-orient exports westward, the country will need to reduce the ratio of
cross-industry exchanges (trade in products of various industries) and encoura-
ge trading goods of the same industries to expand trade volumes and incre-
ase specialization. Intra-industry trade exceeds 70 percent of total trade, main-
ly among developed countries.

Export re-orientation will be fostered by modernization and technological
advancement, involvement in multi-national R&D projects, acquisition of Bela-
rusian companies by international corporations, and by the growing purchasing
power of EU countries, which currently far exceeds the spending power in Rus-
sia and other CIS countries.

The reforms should allow for the country to achieve European standard of
living and facilitate its convergence with the EU economies.

Reform of industries

In absence of large domestic investors, large-scale industries (petrochemi-
cal and machinery manufacturing) are likely to be controlled by foreign inve-
stors with the government retaining a stake. At the early stage of the reform, it
is advisable to foster an environment for attracting domestic investments (inc-
luding household savings) in sectors producing goods in large demand dome-
stically and in external markets such as consumer goods, the woodworking in-
dustry and R&D-intensive sectors (integrated circuits, computer software, me-
dical and environmental equipment, bio-technologies, production of new ma-
terials etc.). These industries should continuously pursue specialization as en-
couraged by increasing international intra-industry trade.

Medium-sized private businesses may take over some consumer and R&D
industries with a short payback period that do not require major capital expen-
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diture. An upturn in these industries, some of which are labor-intensive, would
help to ease labor market tensions caused by the reform. Technological deve-
lopment, along with a rise in highly skilled labor force and growth of infrastruc-
ture, will cause high-tech exports to increase from current 3.7 percent to 10-15
percent. In a more distant future, competitive industries will help the country to
discover new niches and gain the competitive edge on a global scale.

Agriculture

For the time being, Belarus’ collective and state farms are not profit-driven;
rather, they operate to support agricultural infrastructure.

Since rural population stands at 29 percent of the country’s total, a reform
of collective and state-owned farms should be accompanied by transfer of the-
ir social and welfare functions to local authorities. At an early stage, agricul-
tural reform would boil down to denationalizing collective farm property and
setting aside up to 30 percent of infertile soil from agricultural production (for
forestation). Proceeds from the lease of land and other natural resources (pro-
perty tax) should replace a considerable part of tax revenue. Unlike most other
taxes, lease payments do not contain the production element and do not di-
stort resource distribution. Lease proceeds would allow for the government to
reduce agricultural subsidies to 5-10 percent, in line with WTO requirements.
To employ excess labor force in rural areas, authorities will need to create jobs
in non-agricultural sectors such as tourism, small businesses and hunting. Bela-
rus will need to open its agricultural market to ensure sufficient food supplies
and fully tap into the capacity of food processing plants.

As the land market develops and land becomes available to private owners
and local governments, rural areas are more likely to attract investments both in
non-agricultural sectors (restoration of historical monuments, tourism, transpor-
tation and leisure infrastructure development) and high agricultural technolo-
gies (production of renewable energy resources — ethyl alcohol, oils, GM-crops,
creation of a gene pool).
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Transportation, construction

Development of transport infrastructure and the construction industry spur
economic growth, as the experience of EU expansion suggests.

The role of transit of goods and services would increase as Belarus’ econo-
my opens up. The need for improving the transit infrastructure urgently calls
for intensifying the construction business. The country may see a rise in the
population as a result of labor force migrations from Russia and other CIS co-
untries.

However, these industries should give priority to local labor force and do-
mestically manufactured products (building materials, trucks and construction
equipment). The adoption of new building technologies will benefit housing
renovation and utility sector upgrading projects.

The expansion of transport services network could create new jobs.

Fuel and power generation industry

The present state of Belarus’ fuel and power generation industry highlights
the need for saving fuel and electricity. The country’s power generation faci-
lities are in a critical condition: power generation units at the two largest hy-
dropower plants are worn out, while most power plants using liquid fuel were
built some 40 years ago. Belarus will need to replace 80 percent of its power
generation plant and machinery before 2010. Most power plants are using expen-
sive fuel like gas or oil.

Construction of a nuclear power plant does not seem to be the advisable
option as the cost of nuclear power is high. Therefore, in the near term Bela-
rus should increase electricity imports (which rose by 15.3 percent in 2001 to
8.3 billion kW/h, i.e. 25 percent of total power consumption). However, po-
wer plants should start replacing their worn-out equipment now. This will re-
quire private investments. In an open power and heat generation market, pri-
vatization of old facilities and greenfield investments should encourage com-
petition.
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Telecommunications

Despite some hardships, the telecommunications sector has been vigoro-
usly developing over the past few years. The number of telephone users rose by
80 percent between 1990 and 2002. Mobile telephony and Internet have been
expanding, with the number of cellular subscribers rising to 600,000.

Reform priorities should include privatizing state-controlled companies and
creating a competitive environment. Also, state-controlled media must be pri-
vatized.

* ¥ ¥

The economic reform plan presented above seeks to achieve European li-
ving standards as fast as possible. The reform’s main goal is to restore or set up
effective market institutions that would help businesses in using their poten-
tial effectively, buy new technologies and know-how that enhance competiti-
veness on a global scale. All basic principles of this economic model, i.e. eco-
nomic performance in market conditions, private ownership, free competition
and an open domestic market, are designed to achieve that goal. Economic fre-
edom will be mirrored by the government’s responsibility for economic poli-
cies, markets and currency stability, and private companies’ responsibility for
their performance and earnings.

An effective, targeted social assistance that is commensurate with the nation’s
wealth is intended to cushion shocks of economic reform in the mid-term. There-
fore, the government should seek to set the framework for boosting productivi-
ty, growth of small business, and inflow of foreign capital and technologies.

Market mechanisms should be established irrespective of economic and poli-
tical support from the EU. However, close and mutually beneficial economic ties
between Belarus and the enlarged EU would be conducive to the country’s eco-
nomic growth. While pursuing the above-mentioned reforms, the government
should focus on developing the labor market, which implies prospects for em-
ployment opportunities and establishing a mechanism for effective use of indi-
vidual energy and creative initiative.
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