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CHAPTER 1

MACROECONOMIC FRAMEWORK FOR GROWTH: RECENT TRENDS AND RISKS

1.1 This chapter presents an overview of macroeconomic developments in Belarus since 1996,
including the sources and structure of the country’s economic growth. It also analyzes the role of the
government’s macroeconomic policies in supporting growth, including the provision of state support to
the real sector, as well as employment and wage benefits from the recent economic expansion. Special
attention is paid to the risks for future growth associated with Belarus” macroeconomic performance.

A. MACROECONOMIC OVERVIEW OF GROWTH PERFORMANCE

1.2 The Belarusian economy has experienced steady and sizable growth since 1996. Following
an estimated decline of close to 40 percent during the period 1992-95, GDP growth resumed in 1996."
During 1996-2004, GDP grew by 77.4 percent, at 6.6 percent on average per annum. Annual growth rates
fluctuated between 2.6 and 11.4 percent (Table 1.1). Rates of GDP growth in 1999-2002, in the aftermath
of the Russia crisis, were relatively moderate, but growth accelerated in 2003 to 7 percent and further to
11 percent in 2004.

Table 1.1: Belarus: Basic Macroeconomic Indicators, 1996-2004

1996 1997 1998 1999 2000 2001 2002 2003 2004
GDP (nominal, US$ m)* 14,328 13,845 14,522 11,158 13,055 12,313 14,557 17,755 22,380
GDP per capita (current US$)* 1,413 1,372 1,445 1,114 1,307 1,237 1,471 1,803 2,335
GDP per capita PPP
(current international US$) 3,360 3,831 4,215 4,430 4,802 5,163 5,542 6,065 6,906
% changes over the previous year:
GDP 2.8 11.4 8.4 3.4 5.8 4.7 5.0 7.0 11.0
Industrial output 35 18.8 12.4 10.3 7.8 59 4.5 7.1 15.6
Agricultural output 2.4 -4.9 -0.7 -8.3 9.3 1.8 0.7 6.6 12.9
Consumer prices 52.7 63.8 73.0 293.7 168.6 61.1 42.6 28.4 18.1
Real wages 5.1 14.3 18.0 7.3 12.0 29.6 7.9 32 16.8
Unemployment rate, %** 4 2.8 23 2.1 2.1 23 3.0 3.1 1.9
Poverty incidence (national definition) 38.6 32.1 33.0 46.7 419 28.9 30.5 27.1 17.8
Gini (income concentration) 25.4 25.8 28.3 26.9 27.0 27.8 27.2 25.4 25.4
General government balance, %GDP -1.6 -0.7 -1.0 -2.0 -0.1 -1.9 -1.8 -14 0.0
Merchandise trade balance, % GDP -8.0 -10.2 -10.3 -5.1 -6.8 -6.6 -6.3 -7.1 -9.0
Current account balance, %GDP -3.6 -6.2 -7.0 -1.7 -2.6 -3.2 -2.1 2.4 -4.6
FDI, net (BoP, current US$ m) 104.5 349.5 200.9 4432 118.6 95.5 4533 170.3 168.1
FDI per capita, net (BoP, current US$ ) 10.3 34.6 20.0 442 11.9 9.6 45.8 17.3 17.2
Gross official reserves (in months of
imports of goods and services) 0.7 0.5 0.5 0.5 0.5 0.5 0.6 0.5 0.6
Population, m 10.14 10.09 10.05 10.0 9.99 9.95 9.90 9.85 9.80

* At average official exchange rate.
** Officially registered.

Sources: MSA, NBB, MOF, IMF, WDI.

! For a detailed description of Belarus’ initial conditions and initial recovery and growth, see Bakanova et al., 2004.




Box 1.1: Quality of Belarusian Statistics

Belarusian official statistics are often met with significant skepticism based on the assumption that the close monitoring
of targets for output and growth creates incentives to inflate the data at all levels. This seems to be too simplistic view.

Given Belarus’ specifics as a highly concentrated and regulated economy, the statistics is rather rich and the
reporting requirements are high, fairly abundant and strictly monitored. Administrative punishment is equally
severe for unmet targeted indicators and data distortions. At the same time, the quality of personnel in government
agencies responsible for statistics is high and the government has a good track record in implementing the
recommendations of technical assistance missions on statistics. Belarus subscribed to the SDDS on December 22,
2004.

In 2004, the IMF assessed the quality of the six major macroeconomic datasets (National Accounts, CPI, PPI,
Financial, Monetary and Balance of Payments statistics) using the Data Quality Assessment Framework (DQAF)
and prepared the Report on the Observance of Standards and Codes (ROSC) data module. The Report concluded
that the quality of Belarus’ macroeconomic statistics has improved significantly in many areas during the last few
years, but that further progress is to be made. In particular, the following points are worth mentioning;:

= Prerequisites of quality. The legal framework for statistical activity has been established. Staff resources
at all three major agencies (Ministry of Statistics and Analysis, Ministry of Finance, and the National Bank
of Belarus) are mostly adequate.

= Assurances of integrity. All three agencies demonstrate professionalism, and all provide guidelines on
ethical conduct for their staff.

= Methodological soundness. All datasets are in the stages of meeting internationally accepted
methodological guidelines but could come closer in certain areas. Some work is under way, especially that
related to the implementation of international classifications.

= Accuracy and reliability. In general, datasets receive high marks for their accuracy and reliability.
Belarus’ statistical system has generally comprehensive and timely sources of data. The measures taken in
assessing and validating source data, intermediate data, and statistical outputs appear appropriate.

However, there is a concern about the accuracy and reliability of the actual data produced, particularly for
GDP and for industrial and agricultural production. To erase this concern, it was recommended to all the data
agencies to enhance their data assessment and validation procedures, finding ways to increase users’ confidence in
the accuracy and reliability of official statistics.

In January 2005, the more recent IMF mission on National Accounts Statistics concluded the following:

= The Ministry of Statistics and Analysis (MSA) has implemented or is in the process of implementing most
of the recommendations of the 2004 ROSC mission.

= The MSA does its best to improve the production of data on a continuous basis and adheres to the
international and best recommended standards.

= In general, sound techniques and procedures are applied for the compilation of the national accounts and
only a few additional refinements would further improve the estimates. The latter refers to the improvement
in the calculations of the volume indices of intermediate consumption and the volume index of retail trade.

=  The estimates of the economic activities of the informal sector could be improved.

= Regarding the GDP growth rates, the methods and procedures applied by the MSA are in accordance with
international standards and the GDP data are consistent with the source data.

= The switch to the new industrial production index starting from 2006 and its incorporation in GDP
calculations is strongly encouraged.

Sources: IMF (2005a and 2005b).




1.3 Although the official data on Belarusian growth are often met with considerable skepticism,” our
comparison of the official growth data with alternative growth estimates, based on business surveys, has
revealed a fairly high correlation in the identified growth trends. This supports the argument that
economic growth in Belarus has been real and not merely a statistical phenomenon.” (See also Box 1.1 on
other statistical issues.)

1.4 Economic growth in Belarus has been rather broad-based. It has been driven primarily by
improvements in labor productivity and increases in both energy efficiency and capacity utilization (see
Chapters 2 and 7 for details). Fiscal and external adjustments were significant and helped to improve the
macroeconomic conditions for growth. In contrast to some other CIS countries, where growth and exports
remain concentrated in the extracting sectors with limited employment opportunities, the growth structure
in Belarus has been much more beneficial for labor. As is shown later in this report, growth in labor-
intensive sectors, backed by government wage and income policies, helped to ensure that the benefits
from the recent growth were fairly broadly shared by the population.* Poverty rates declined substantially,
while inequality remained stable and moderate. The poverty headcount ratio (national definition) fell from
38.6 percent of the population in 1996 and 46.7 percent in 1999 to 17.8 percent in 2004, while inequality,
which was moderate by regional standards during the entire period of economic growth, decreased further
after 2001. This decline in poverty is, however, in line with a broader trend in poverty reduction that took
place recently in the transition economies. A recent World Bank study (2005b) concluded that more than
40 million people moved out of poverty during 1998-2003 in the ECA region. This remarkable
achievement is the result of a unique constellation of factors — rapid “catch-up” growth in the CIS
accompanied by reductions in inequality in some countries.

Table 1.2: Selected Trade and Debt Ratios Using Official and Alternative Exchange Rates,
1996-2004 (% of GDP)

Merchandise trade Balance of trade in goods Current Account External debt**
balance/GDP, % and services/GDP, % Balance/GDP, % | outstanding/GDP, %
Off. Off.
Off. Rate  Alt.rate Rate Alt.rate Rate Alt.rate | Off. Rate  Alt.rate
1996 -8.0 93 4.0 4.7 3.6 4.2 6.7 7.8
1997 -10.2 -12.3 6.2 15 6.2 15 7.0 8.5
1998 -10.3 232 7.0 -15.8 -7.0 -15.7 7.0 15.6
1999 5.1 9.1 23 4.1 -1.7 3.1 7.9 14.2
2000 -6.8 9.0 3.4 -4.6 26 3.5 6.2 8.3
2001 6.6 6.5 4.1 4.1 32 3.2 6.2 6.1
2002 6.3 6.2 3.3 3.3 2.1 2.1 5.6 55
2003 7.1 7.1 3.8 3.8 24 2.4 42 42
2004 9.0 9.0 5.9 -5.9 4.6 4.6 32 32

* The alternative rate is calculated as 0.3*official NBB rate+0.7*parallel market rate (in all cases, period averages were
used).
** Medium- and long-term debt only.

Source: World Bank staff calculations.

* See IMF (2005¢) for the summary of statistical measurement issues and sources of potential upward bias in
reported national accounts. However, the conclusion is that “the overall size of statistical measurement biases
remains to be quantified, but appears not to fundamentally alter the picture conveyed by official national accounts
statistics pointing to strong output growth in recent years” (p.4).

* See Chapter 2 for details.

* This is confirmed by findings from the recent Poverty Assessment by the World Bank (2004a), which concluded
that poverty reduction in Belarus was significant and that this has been almost entirely due to economic growth,
shared broadly across sectors, regions, and population groups.



Figure 1.1: Belarus: Macroeconomic Performance in Comparative Perspective
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Figure 1.1E: Current Account Balance, % GDP
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1.5 We distinguish between the two periods of growth, 1996-2000 and from 2001 onwards.
Both external and internal environments differ substantially among these two periods, influencing
Belarus’ growth patterns (as shown below in this chapter). Belarus’ performance vis-a-vis other transition
economies has also been somewhat different during the two periods (Figure 1.1A-F). For a number of
indicators (GDP growth, debt and deficit), Belarus ranks favorably in relation to its comparators.
However, its relative strength became less prominent during the second period and even disappeared in
some instances. Thus, before 2001 in terms of economic growth Belarus outperformed both the Central
Eastern European and Baltic countries (CEEBS) and the CIS, but during the second period (2001-04), the
CIS as a group had a stronger performance than Belarus and the difference in growth rates between
Belarus and the CEEBS decreased. In addition, Belarus’ relatively strong debt and trade indicators in the
late 1990s should be treated with caution: the use of the official exchange rate at the time of the multiple
exchange rate system distorted the data. The application of the alternative exchange rate® revealed that
during the first period of growth Belarus had much more serious problems with its balance of payments
than is usually recognized (Table 1.2). In 1998 the current account deficit amounted to almost 16 percent
of GDP, while the official numbers show only 7 percent. However, both measures show a strong post-
1999 recovery in all main indicators of external vulnerability, indicating a strong external adjustment
(Figure 1.1D).7

1.6 The macroeconomic performance during the years of economic growth has been rather
mixed (Table 1.1). Belarus has managed to maintain moderate budget deficits and debt levels. However,
such indicators as inflation, FDI inflow, and the current account balance were weak. Inflation in Belarus,
which is being reduced substantially lately, remained significantly higher during both periods than in
other transition economies, including neighboring countries. The current account position is still
precarious, given the low level of reserves, the inability to attract a sizable amount of FDI, and the limited
access to international financing.

1.7 Progress in structural reforms has been slow and inconsistent. In general, Belarus is lagging
behind most of the transition economies in various aspects of the transition (Figure 1.2). Across nine
broad reform areas, most of the progress attained relates to price and trade liberalization. However, it is
indicative that among all transition economies Belarus with its rating of 2.5 remains the least advanced
country in this area.® After the initial liberalization, which took place in the early years of independence,
little progress was made during 1996-2000. During the second period (2001-03), some further progress
was achieved: the number of goods and services subject to price regulation was reduced, cost-recovery in
utility tariffs by population increased, while the level of cross-subsidization was lowered substantially.
However, even in this area there is still considerable room for further liberalization. Moreover, some
worrisome signs of policy reversal appeared in 2004 -- the number of goods subject to price regulation
increased, cost-recovery in utilities declined, and arrears for utilities began to accumulate again (Table 1.3
and Figure 1.3).

> The first year of economic growth, 1996 is somewhat transitional. Strictly speaking, 2000-01 should also be
considered as a transitional sub-period to another pattern of growth. For simplicity of analysis, we include 2000 in
the first growth period and 2001in the second one.

® The alternative rate is estimated based on the official and parallel market average exchange rates, with the weights
of 30 percent and 70 percent, respectively.

71t is worth noting that there was another significant deterioration in both the current account and the trade balance in
2004. Both still remain stronger than in 1997-98.

¥ Out of 27 transition economies, only Belarus, Turkmenistan and Uzbekistan had such a low rating in this area.



Figure 1.2: Belarus Transition Indicators, 2004
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Table 1.3: Price Regulation in Belarus, 2000-04

2000 2001 2002 2003 2004

Number of positions (goods and services) for which prices are regulated

(either fixed or ceiling prices are used)

Share of goods/services with regulated prices in CPI basket, %
Number of positions (goods and services) for which margins are regulated
(either profitability or trade margin is restricted)
Number of enterprises which are on the list of monopolists/ and which
require government clearance for their price increases
Number of export commodities for which minimum export prices are used

66 66 62 59 61
27 25 24 21 24

8 7 7 8 8

312 300 265 205 197
12 12 12 10 11

Source: Ministry of Economy.

Figure 1.3: Cross-Subsidization and Cost Recovery in the Utility Sector (for services provided to

households), 2000-04

Figure 1.3A: Financing Structure in the Utility Sector, % of total
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Figure 1.3B: Actual and Estimated Cost Recovery, %
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1.8 Small-scale privatization has yet to be completed, while large-scale privatization has been
minimal and has practically stalled recently. Even those corporations that have been either partially or
completely privatized are usually subject to a high degree of administrative control. The “golden share”
provisions are excessive and they are exercised in relation to a number of privatized enterprises (Box 1.2).
As documented in recent global studies’ and in Chapter 5 of this report, small private businesses and
individual entrepreneurs in Belarus face one of the most hostile business environments among the
European transition economies. Not surprisingly, the share of the private sector in GDP is about 25
percent — the lowest among all transition economies'® -- and the FDI inflow is much lower than needed
and predicted given Belarus’ strategic geographical location, privileged access to the Russian market,
educated and skilled labor force, and relatively good infrastructure.

1.9 Overall, the Belarusian economy has a number of features that make it quite different from
its neighbors in both the CIS and CEEBS. These features include: (i) the dominance of traditional firms
(state-owned or partially privatized) in production and exports; (ii) the high degree of government
interventions in enterprise operations, including the preservation of some elements of central government
planning of output, wages, and employment; (iii) the high level of the tax burden and the major budget
redistribution of funds aimed at supporting traditional firms and employment; and (iv) the high
dependence on trade with Russia and along with the slow pace of geographic diversification of exports.

1.10  This combination of factors has supported continual predictions by economic analysts of
immediate economic decline and macroeconomic instability in Belarus. Yet Belarus has to date managed
to defy these expectations. Moreover, the recent history of economic growth and relative stability has
provided a degree of credibility regarding the chosen economic strategy within the country and has
provided support for the government’s rejection of the rapid market reform strategy of neighboring
countries, which was labeled as being socially disruptive.

? World Bank (2004¢ and 2005b).

' EBRD (2004). Only for Turkmenistan is the value of the indicator the same. According to the national
classification of ownership, the MSA figure for 2003 was 52.1 percent. Upon the IMF’s request, the MSA computed
the share of private ownership in GDP in 2003 (where genuinely private and JSC companies with less than 50
percent of state capital were taken into consideration) and arrived at 40.7 percent. However, none of these estimates
allows for cross-country comparisons and even for inter-temporal comparisons for Belarus only.



Box 1.2: “Golden Share” Rule in Belarus

Presidential Decree No. 125 of March 1, 2004, "On the Special Right ("Golden Share") of the State to Participate
in the Management of Business Entities", has replaced the previous Decree of 1997. According to the new
Decree, the "golden share" may be introduced in the following situations: wage arrears in excess of three months;
serious weakness in the financial performance of a business entity over a six month period; a need to address the
defense and security concerns of the state; and the need to protect the economic interests of the state. This is fairly
broad justification: in international practice the introduction of the golden share is normally justified only by
national security concerns.

In the case of Belarus the “golden share” mechanism is perceived by the international community as one of the
major impediments to private investments. Meanwhile, two important issues are often missing in the discussion
on the golden share mechanism in Belarus:

e The golden share can be introduced only in business entities that were created on the basis of state property. In
other words, it cannot be introduced in de novo firms. Thus, by law, greenfield FDI is fully protected from this
mechanism.

e The golden share mechanism has to date largely played a signaling role, representing a potential rather than an
operational threat. It has not been widely used. As of April 1, 2005, it was in effect at 5 JSC with Republican
property (a refrigerator company, two shoe manufacturing companies, a confectionary company, and a textile
company) and five JSC with municipal property (two retail trade companies, a textile company, a dairy
company, and a machinery company). Moreover, even when introduced, the rule may not be exercised, as, for
example, has been the case with the confectionary factory.

However, the recent case of Mozyr NPZ plus Ltd. — a private company that is not a former SOE, where the
golden share was introduced through the decision of the regional government in early 2005 — casts serious doubts
on the strict adherence to the Decree. Moreover, it highlights a broader problem, which is a degree of exposure of
any business in Belarus to local government harassment.

The golden share should be abolished or, at minimum, the existing legislation should be modified in line with the
international experience. The golden share provision in Belarus is perceived by the rest of the world as an
embodiment of the state’s interventionist policy toward the real sector. While it is seldom used, its existence
sends an excessively strong negative signal to potential investors, who tend to view Belarus’ investment climate
as too unpredictable and risky. Overall, the rule’s costs are too high in terms of damaging the country's

investment image.

At the same time, the Belarusian government actually does not need this mechanism. It can and does exercise its
powers without resorting to the golden share. It is indicative that it was not introduced at any of the largest firms
that may be considered of strategic importance. Most Belarusian enterprises, while not being affected by the
golden share, are still restricted in their decision making by various administrative controls and are pressed to
meet output and wage targets. Thus, the major development challenge for the country is not just to
eliminate/restrict the golden share mechanism, but to improve the business environment for all companies,
domestic and foreign, public and private.

Source: World Bank Staff analysis based on information from the Ministry of Economy and the IMF.

1.11  The Belarusian experience is somewhat at odds with the standard transition paradigm, and
the relative stability of the Belarusian economy has even been called a “puzzle.”'' Belarus has now
experienced nine years of an unbroken growth record, and an impressive decline in poverty rates,
supported by rapid growth in real wages and pensions and low unemployment rates. At the same time,
growth has not been backed by sound and consistent macroeconomic policies, advanced structural and
institutional reforms, and a thriving private sector. Despite some liberalization undertaken in the course of
reforms, the economy remains highly regulated and under predominant state control. A comprehensive
assessment of this puzzle represents both an intellectual challenge and a high relevance for Bank policy

" Fischer and Sahay (2000); Havrylyshyn and Wolf (1999).



dialogue with the government. Box 1.3 presents several conclusions regarding Belarus® “unusual” track
record in the 1990s, suggested by the earlier regional study by the World Bank.

Box 1.3: Belarus’ Recovery and Growth Experience: Important Earlier Lessons from Transition

In the light of the partial and poorly implemented reforms seen in many CIS countries, the slow pace of
restructuring in Belarus can be seen as enabling it to avoid some key mistakes of the early transition.

First, while continued state ownership did little to promote more efficient operational or strategic decision-
making at the enterprise level, it did deter the large-scale asset stripping, tunneling, and tax evasion that have
damaged growth in the 1990s in other CIS countries. Nevertheless, the rapid decentralization and even
fragmentation of power in other CIS countries at the start of transition might have precluded such a policy option.

Second, the capacity of the Belarusian state to maintain high levels of tax collection highlights the
importance of these taxes in smoothing the initial output decline. The strength of fiscal revenues has maintained
the ability to support declining sectors and socially oriented expenditures. Belarus will need to maintain its ability
to collect taxes if it chooses to accelerate economic reforms. Though it may be tempting to explain this fiscal
performance as a result of the authoritarian state, similar political regimes have not guaranteed similar outcomes
in Turkmenistan or Uzbekistan.

Third, the preservation of traditional economic linkages could smooth transitional shocks. Other CIS
countries saw their exports to Russia collapse while their energy imports became far more expensive, leading to a
massive terms-of-trade shock. While Central European transition economies were redirecting their exports to the
EU, backed by FDI inflows, CIS countries had nowhere to go but Russia. Belarus continued to earn export and
service revenues by maintaining close economic ties with Russia, thus softening the initial trade shocks.

In summary, as is also emphasized later in this report, although its growth strategy has been subject to
considerable risks that raise serious concerns about its longer term sustainability Belarus has—perhaps
inadvertently—avoided some problems, associated with rapid economic liberalization. The ability of the state to
prevent the collapse of its institutional capacity early in transition appears to have prevented the Belarusian
economy from experiencing the rapid decline observed elsewhere in the CIS. Yet such an outcome was not
guaranteed by the slow pace of economic reform, but rather by dependence on Russia, whose willingness to
subsidize, directly and indirectly, Belarus’ inaction was a function of the geostrategic importance of the country.
Such an option was not necessarily available to other CIS countries.

Source: World Bank, Transition: The First Ten Years (2002b), p 47.

1.12  The peculiarities of the pre-reform industrial structure and the short-term effects of both
state ownership and administrative controls contributed to the Belarusian recovery and growth
(including its recent acceleration) for the following reasons:

e Belarus inherited several unique USSR economic assets in the manufacturing sector (e.g., in the
automobile and tractor industries), which proved to be more competitive in the Russian market than
the rest of the USSR industry. At the time of strong Russian growth, these firms have been facing a
strong export demand. Moreover, Belarus inherited significant manufacturing capacity in the chemical
and oil processing industries, which proved to be highly competitive in the European markets.

e In contrast to many large manufacturing enterprises in other FSU republics, many enterprises in
Belarus lost a smaller share of their original productive capacity during the early transition
period. This was due to a lower incidence of asset stripping and capital flight in Belarus (because
of slow privatization and much stronger administrative controls). Also, special political relations
with Russia helped many firms to acquire some Russian orders and to keep operating even in the
most difficult periods of low demand in the early 1990s.



e Many leading Belarusian exporters are traditional SOEs that enjoy soft budget constraints. Profit
maximization is not an overwhelming priority for these enterprises. Some of them, as claimed,
continue exporting even when their export turns out to be unprofitable.

e The government of Belarus encourages import-substitution activities by imposing non-tariff
import restrictions, which act as an additional channel of state support for local industries. These
non-tariff restrictions are most significant for consumer goods. Such restrictions tend to reduce
the impact of government demand stimulus on total import demand in the economy.

e It is known that administrative interventions could be efficient for a limited period for solving
specific well-defined production problems and some of Belarus’ recent successes are clearly due
to their broad usage. For instance, a strong administrative control over the energy sector’s
performance led to smaller quasi-fiscal deficits and a smaller accumulation of energy debts,
which contributed considerably to keeping the overall public debt at quite a low level, as well as
to maintaining overall macroeconomic stabilization.

1.13  Access to a considerable amount of economic rents has been another source of relative
economic stability in Belarus. These rents are quite efficiently taxed by the state'> and broadly distributed
in the economy to subsidize non-viable enterprises, push up domestic demand, and provide some degree
of employment guarantees to households. The primary sources of such rents relate to the following:

e The activities of several large enterprises in the sector of primary resources and basic
commodities (oil processing, fertilizers). These enterprises benefited recently from strong prices
on global commodity markets. Belarus on average benefits from higher global oil prices because
of its major oil processing capacity.

e Privileged access to the Russian market, especially in the machinery sector, which is labor
intensive and has major backward linkages to the rest of the local economy. In the past,
successful exporters were subject to additional taxation through the multiple exchange rate
regime (see Chapter 4).

e Privileged access to the underpriced Russian energy supply. A significant portion of the benefits
related to cheap energy were not passed on to energy consumers but were centralized by the
government (see Chapter 7).

1.14  The integration process with Russia has been important for economic recovery in Belarus in
two fundamental ways. First, it provided direct demand support. In the second half of the 1990s
preferential access to the Russian market helped Belarus to keep some of the key production capacities of
its manufacturing operations.”” A more recent economic recovery in Russia led to a considerable
expansion in traditional Belarusian exports, including labor-intensive items in the machinery and
equipment sector (trucks, tractors, television sets, etc.). Second, the integration process was a primary
driver for recent policy adjustments, including several major reform steps such as the unification of the
exchange rate and the phasing out of direct NBB financing of the budget deficit.

B. ROLE oF EcoNnoMIC PoOLICIES IN GROWTH PERFORMANCE: TwWO PHASES AND TWO
GROWTH MODELS

1.15  Belarus relied on two quite different growth models during its ongoing growth episode.
During the first phase in 1996-2000, the growth model was primarily influenced by the following:

"2 Our estimates in Chapter 2 suggest that the oil processing sector has been facing an effective tax rate that exceeds
80 percent of the value added it generates.
'3 See Chapter 4 for more details.
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e The expansionist monetary policy which helped to keep the real value of the Belarusian rubel
(BYR) low

e The policy of multiple exchange rates which was used as an instrument of hidden targeted
support for some exporters and as a tool of taxation for others

e The strict policy of wage and price controls which helped to keep production costs low and to
support the cost advantages of traditional exports

e The encouragement of barter transactions with Russia, which in combination with multiple
exchange rates generated a considerable resource transfer to Belarusian exporters

e The active political re-integration with Russia, which resulted in improved market access, ensured
the preservation of preferential gas import prices as well as the tolerance of energy arrears, and
which also helped to improve capacity utilization in oil refineries and to secure a debt write-off in
1996.

1.16  This growth model had serious limitations and could not be sustained. First, it required the
preservation of low (relative to Russia and other neighbors) wages, which gradually became an acute political
problem. After the unification of the exchange rate in 2000, the government fundamentally modified its wage
policy and introduced targets for growth in dollar wages as one of its top policy priorities, undermining one of
the pillars of the previous growth model. Second, high inflation and excessive government interventions in
price and exchange rate mechanisms made it difficult for enterprises in the real sector to initiate any longer-
term restructuring. The level of industrial investments was depressed. Third, in an environment in which the
main comparative advantage in the major market was based on low production costs — which were seen by
enterprises largely as a result of government policies but not as the effect of their own efforts — the incentives
for enterprises for modernization and restructuring were further weakened. Fourth, macroeconomic
stabilization in Russia after 1998 led to a rapid evaporation of barter and thus removed another source of
earlier Belarusian growth. Finally, more recent economic expansion in Russia, with its impressive growth in
real household incomes, raised the quality requirements for imports, which created much stronger competitive
pressures on Belarusian producers than ever before.

1.17  Macroeconomic policies in Belarus during the first phase were anti-stabilizing in their
nature. Loose monetary policy with subsidized credits to some sectors of the economy (agriculture,
housing, and manufacturing) stimulated aggregate demand and domestic consumption, but resulted in
high inflation, negative interest rates and a reduction in savings, thus depleting domestic sources for
investments. The exchange rate policy was characterized by a multiple exchange rate system with an
overvalued official exchange rate, foreign exchange rationing and surrender requirements as a tax on
exporters. At its maximum in 1998, the gap between market and official exchange rates reached 200
percent. This policy stimulated import substitution, ensured a certain level of “strategic imports” (energy,
food, medicines), and provided hidden support for selected exporters. At the same time, it worsened
conditions for exports in general, thus holding back economy-wide productivity growth. This also led to
the development of parallel currency markets, significant real depreciation, depleting hard currency
reserves, and growth in barter and rent-seeking activities. The fiscal policy was based on the very high
government centralization of resources and their re-distribution through fiscal and quasi-fiscal channels.
Explicit general government expenditures accounted for about half of GDP, while their true level was
considerably higher."*

1.18 At the same time, these economic policies resulted in a substantial decline in key relative prices
in Belarus vis-a-vis Russia, creating a significant temporary price advantage for local exporters, which
appears to be fundamental in explaining Belarusian growth at that time (see Chapter 2). Another

' World Bank (2003b).
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important positive outcome of the above growth model was the preservation of considerable operational
capacity in industry, which could be better utilized as soon as external conditions improved.'’

1.19  The change in external and domestic conditions resulted in a gradual (in 2000-01) transition
to a new growth model in Belarus, which, despite all its remaining problems discussed elsewhere in this
report has been fundamentally much healthier, as it is based on less market-distortive policies. Its main
features are the following:

e Improved macro policies: a unified exchange rate, a stricter monetary policy, considerable fiscal
and quasi-fiscal adjustment, and lower inflation

e An energy and utility policy that aimed at attaining full cost recovery in tariffs and strict payment
discipline

e New wage and income policies that stimulated domestic demand

e The phasing out of barter, which inter alia helped somewhat to accelerate export diversification
out of the Russian market

e The maintenance of its political and administrative effort to preserve the Belarusian traditional
niche at the Russian market.

1.20  The second period is characterized by several positive developments, first of all in the area
of macroeconomic management. The exchange rate was unified in September 2000. The NBB regained
formal independence in June 2000.'° The monetary policy was tightened and the NBB started to pursue a
policy of positive interest rates. The costs of credit in Belarus have been increasing gradually and real
lending interest rates have exceeded those in all neighboring countries except Ukraine. Domestic credit to
the economy has been growing from 14.8 percent of GDP in 2001 to 17.8 percent in 2003, which is still
below the levels of the neighboring countries (Figure 1.4).

Figure 1.4: Domestic Credit and Real Lending Rates in Belarus and Neighboring Countries
Figure 1.4A: Domestic Credit/GDP, %
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Source: World Bank staff calculations based on IFS data.

' Large declines in manufacturing capacity were quite common for the CIS countries during the transitional
recession, with enterprises being closed down and equipment sold as scrap.
' By Presidential Decree, the former decision which subordinated the NBB to the government was canceled.
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Figure 1.4 B: Real Lending Rates,%
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1.21

The Government initiated significant improvements in the area of fiscal management. The
World Bank (2003b) and the IMF (2004) acknowledged the progress made in Belarus in some important areas
of fiscal management, including the steps taken toward budget consolidation, the increase in budget coverage,
improvements in the methodology of budgeting and reporting, etc. (Box 1.4). At the same time, a number of
fiscal weaknesses still remain. The overall size of the government budget remains very large compared to
those of other countries in the region, with negative implications for the health of the corporate sector and for
competitiveness. Although considerably reduced in some sectors (e.g., energy), quasi-fiscal activities continue
to be common (e.g., state support via directed credits from the banking sector and tax exemptions).
Government interventions in credit allocation remain extremely high. The trends in the pension system are

unsustainable and present a major contingent liability.

Box 1.4: Improvements in the Area of Fiscal Management

Belarus has made noticeable progress in reforming fiscal management in the direction of greater
sustainability and transparency.

A comprehensive legal and administrative framework for fiscal management has been introduced. The
Budget Systems Law provides for an explicit commitment to an open and transparent budget process and
the government is currently working on the Budget Code and a Special Part of the Tax Code.

The government undertook important steps toward further budget consolidation by incorporating into the
budget major remaining off-budget funds (Social Protection Fund from 2004, and sectoral innovation
funds from 2005).

Treasury coverage has been significantly expanded - regional budget accounts were incorporated into the
treasury system during 2000-02 and local budget accounts have been gradually incorporated as well.
SPF accounts were transferred to the Treasury in 2004, and innovation funds were transferred in 2005.
Budget deficit financing by the NBB ceased as of 2004.

Budget classification has been improved substantially.

Sources: World Bank (2003b), IMF (2004), MOF.

1.22

Fiscal stabilization progressed, and after 2000 fiscal adjustment was fairly impressive,
although it remained almost unnoticed. The official levels of the budget deficit (both cash and accrual)
have always been fairly low in Belarus. However, the data are not particularly informative since quasi-
fiscal (hidden) deficits are not taken into account. The indicator of actuarial deficit provides more
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accurate estimates for the broad trend in the accumulation of the public sector’s liabilities.'” The size of
the actuarial deficit in Belarus declined from 11 percent of GDP in 2000 to 1 percent in 2004."® This was
driven by the reduction in external debt flows, the phasing out of quasi-fiscal activities in the energy
sector and a decline in the quasi-fiscal activities of the National Bank (Table 1.4).

Table 1.4: Belarus: Actuarial, Conventional, and Hidden Deficits
(Annual Flows and as a Percent of GDP)

2000 2001 2002 2003 2004
External Debt, BYR bin 474.1 297.4 395.1 77.8 75.6
as % of GDP 5.2 1.7 1.5 0.2 0.2
Domestic Debt, BYR bln 241.2 656.0 352.9 751.4 672.0
as % of GDP 2.6 3.8 1.4 2.1 1.4
Reserve Money, BYR bln 221.1 439.8 270.6 570.6 707.1
as % of GDP 2.4 2.6 1.0 1.6 1.4

Energy Sector External Arrears, BYR bin 197.1 198.5 (162.8) 49.5 (364.6)

as % of GDP 2.2 1.2 (0.6) 0.1 0.7)
Budget Arrears, BYR bln 62.0 182.9 (17.4) (73.9) 53.7
as % of GDP 0.7 1.1 0.1) 0.2) 0.1
A. Total Increase in Liabilities, BYR bln 1,1955 1,774.6 838.4 1,375.4 1,143.8
as % of GDP 13.1 10.3 32 3.8 2.3
Privatization Proceeds, BYR bin 7.3 12.5 427.0 36.0 39.7
as % of GDP 0.1 0.1 1.6 0.1 0.1

Loss in Gross Reserves of NBB, BYR bln
(185.8)  (163.9) (351.3) (187.1)  (630.6)

as % of GDP (2.0) (1.0) (1.3) (0.5) (1.3)
B. Total Loss of Assets, BYR bln (178.0)  (151.4) 75.7 (151.1)  (590.9)
as % of GDP (1.9) 0.9) 0.3 (0.4) (1.2)
C. PSB (Actuarial Deficit) = A+ B 1,0175 1,623.2 914.0 1,224.3 552.9
as % of GDP 111 9.5 35 3.3 1.1
Budget Deficit (accrual), % GDP 1.0 3.1 1.9 1.1 0.0
Hidden deficit, % GDP 10.1 6.4 1.6 2.2 1.1
Memorandum Items
Conventional Budget Deficit (cash), % GDP 0.1 1.9 1.8 1.4 0.0
GDP, BYR bln 9,134 17,173 26,138 36,565 49,445
Exchange rate, (period average) 933 1,383 1,784 2,075 2,164

Source: World Bank staff estimates based on MoF, NBB, Ministry of Economy, MSA, and IMF data.

1.23  Improved macroeconomic policies resulted in lower inflation and gradual de-dollarization.
Inflation (CPI-based) in Belarus remained the highest in the region and fell from three-digit numbers in
2000 to 18.1 percent in 2004." The reduction in inflation was due to the policy of positive real interest
rates, pushed by the NBB, as well as the unification of the exchange rate and the related stabilization of

' For definitions and cross-country comparisons, see Freinkman et al. (2003).

'8 Owing to the data limitations, we estimate the hidden deficit on the basis of an incomplete list of quasi-fiscal
operations. Still, we believe that our aggregates reflect the actual scale of the macroeconomic adjustment that took
place in 2000-04.

! The persistence of high inflation rates during the second growth episode was to a large extent due to the supply
shocks and, in particular, to the adjustments in utility prices. For example, according to the IMF, in 2002, when
these adjustments were particularly strong, more than a third of the overall CPI increase of 35 percent (e-0-p) was
caused by the combined impact of deregulations and other supply shocks. Monetary authorities managed to
accommodate these shocks to minimize the output effects arising from the tariff adjustment (IMF, 2003).
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the market for foreign exchange. In addition, during 2004 a slowdown in inflation was supported by the
cessation of NBB direct financing of the budget deficit. A tighter monetary policy also resulted in the
reduction in both seigniorage and the inflation tax (Figure 1.5). The decline in the burden of the inflation
tax on the real sector and households was most significant — from about 16 percent of GDP in 1998-99 to
less than 1 percent in 2004.

Figure 1.5: Seigniorage and Inflation Tax in Belarus, 1995-2004 (0f%, GDP)
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1.24  More responsible monetary and foreign exchange policies led to a growth in money demand and
to a reduction in the level of dollarization (Figure 1.6). Dollarization declined by one-third relative to its

peak of 60 percent in 2000. However, it still remains higher than in most CIS countries.

Figure 1.6: Dollarization: Foreign Currency Deposits/M3, 1997-2004 (%)
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1.25  The level of monetization has been growing gradually from 2000 but still is very low, at about 11
percent in 2004 (Figure 1.7). This differs substantially from several other countries in the region, which
started from approximately the same level of monetization but progressed much further than Belarus. For
example, the level of monetization in Ukraine in 1997 was 13.3 percent of GDP and it increased to 36.4
percent in 2004. The highest level of monetization in Belarus (13 percent GDP in 1998) has not yet been
reached again after its sharp decline in 1999-2000.

Figure 1.7: Monetization (M2/GDP), 1997-2004 (%)
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1.26  While the change in macroeconomic policies undertaken in Belarus in 2000-01 was aimed at
some restoration of macroeconomic discipline, it simultaneously emphasized the accelerating
growth in real wages, thus leading to a significant erosion of the earlier cost advantages. The
domestic price parity with Russia was restored in 2000. In 2001 the average wage in Belarus reached its
highest level to date relative to Russia (80 percent). This coincided with a major slowdown in growth in
Belarus in 2000-02. Changes in the macroeconomic environment and the related evolution in incentives
forced exporters to gradually adjust their strategy and move to a market niche with higher quality and
price levels. A new acceleration of growth took place in 2003, in part in response to strong Russian
growth at that time (which was associated with the strengthening of the Russian ruble and the rapid
growth in Russian real wages). However, as we show in the following chapters, the most recent growth
episode in Belarus (2003-04) differs qualitatively from the growth of the late 1990s because it is
supported more strongly by both real improvements in performance at the micro level and investments in
upgrading the existing export capacity.

1.27  Overall, the distinguishing feature of the second growth model is related to the expanded
opportunities and the improvements in incentives at the enterprise level for investment and stronger
performance. The level of investments in industry (without energy) increased from 4.4 percent of GDP in
1996 to 5.4 percent in 2000 and to 5.7 percent in 2003.

C. STRUCTURE AND SOURCES OF GROWTH (SNA VIEW)

1.28 By period, the rate of growth of different components of aggregate demand varied, but the
highest rates of growth during both periods were in domestic household consumption. The rates of
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growth in public consumption slowed down substantially during the second phase, while the rates of
growth in gross capital formation more than doubled and the rates of growth in imports of goods and
services increased almost four fold (Table 1.5). The differences in the dynamics of particular components
of aggregate expenditures reflect the different roles they play during the two periods of economic growth.

Table 1.5: GDP Growth, Average Annual Growth Rates, 1996-2004 (%)

1996-2000 2001-04 1996-2004

Gross domestic product 6.3 6.9 6.6
Total consumption of goods and services 8.3 9.4 8.8
Household consumption 9.7 12.4 10.9
Public consumption 4.5 0.9 2.9
General government 4.8 1.0 3.1
Consumption of public organizations 3.0 0.4 1.8
Gross capital formation 5.1 12.1 8.2
Gross fixed capital formation 5.0 10.9 7.6
Exports of goods and services 9.0 10.7 9.7
Imports of goods and services 3.0 12.4 7.1

Source: World Bank staff calculations on MSA data.

1.29  The drivers of growth have been changing over time, but the role of domestic/private
consumption has been the most significant. Table 1.6 presents the breakdown of economic growth by
expenditure category during the two periods of growth. Domestic demand was the major driver of growth
during both growth phases (Figure 1.8). It is worth mentioning that statistical discrepancy was rather high
and negative during the first phase, indicating considerable under-estimation of imports, and thus even a
smaller contribution of net exports.

Table 1.6: Contribution to GDP Growth by Period: Expenditure-Side View, 1996-2004
(Annual Average for the Period, %)

1996-2000 2001-04 1996-2004

Total consumption of goods and services 6.7 7.1 6.8
Household consumption 5.7 6.9 6.1
Public consumption 1.0 0.2 0.7
General government 1.3 0.2 0.6
Consumption of public organizations 0.1 0.0 0.0
Gross capital formation 0.8 3.0 2.1
Gross fixed capital formation 1.3 2.6 1.8
Changes in inventories (1.5) 0.4 (0.0)
Net exports 4.4 (1.6) 1.2
Exports of goods and services 6.0 7.1 6.6
Imports of goods and services (1.5) (8.7) 5.4)
Statistical discrepancy 5.2) (1.9) 3.7
Net exports and statistical discrepancy (0.7) 3.5) 2.4)
Total domestic demand 7.5 10.2 8.8

Total domestic demand - Imports 6.0 1.5 3.5 |

Note: Because the 1996 data are incomplete, this causes some inconsistencies between Tables 1.5 and 1.6.
Source: World Bank staff calculations based on MSA data.
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Figure 1.8: Contribution to GDP Growth, Expenditure-Side View, 1997-2004
1.8 A. Breakdown of Demand Growth (Percent contribution)
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Figure 1.8 B. Breakdown of Demand Growth (Percent contribution)

I Total domestic demand - Imports ~ HEM Exports of goods and services

—4— Gross domestic product Statistical discrepancy

7 LA™ |
e
-6
-12
1997 1998 1999 2000 2001 2002 2003 2004

Source: World Bank staff calculations on MSA data.

1.30  Within domestic demand, household consumption was the major contributor to growth. The
consumption growth, in turn, has been driven by increases in the real purchasing power of households as
a result of increases in real wages and other incomes. Productivity growth while strong was not sufficient

to match this real income expansion (Figure 1.9).
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Figure 1.9: Labor Productivity and Wage Growth, 1995-2004
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1.31 Rapid growth in real incomes has also led to substantial growth in consumer imports,
especially during the second phase. Consumer imports in 2004 almost doubled as compared with 2000.
However, the share of imported goods in household (HH) consumption of goods and services fell from 16.4
percent in 2000 to 13.1 percent in 2004.%° Official data on consumer imports are somewhat higher, but they
also support the conclusion of a declining share of consumer imports in private consumption (Table 1.7).

Table 1.7: Consumer Goods Imports in Household Consumption in Belarus, 2000-04

US$ m 2000 2001 2002 2003 2004
Imports, total

WITS, COMTRADE 8,492.4 8,286.4 9,092.3 11,558.0 15,443.8
Ministry of Statistics 8,646.2 8,286.4 9,092.3 11,558.0 16,345.5
NBB (FOB prices) 7,524.6 8,140.8 8,879.0 11,328.5 15,982.5
Consumer goods imports

WITS, COMTRADE/BEC 878.1 1,181.2 1,021.5 1,300.4 1,649.0
Ministry of Statistics . . 1,560.9 1,908.3 2,437.4
Exchange rate, BYR/US$ 933.5 1,382.7 1,783.6 2,075.0 2,163.7
HH consumption, BYR bn 5,011.9 9,531.2 15,113.8  20,331.8  27,157.4
HH consumption, US$ m 5,369.1 6,892.9 8,473.6 9,798.5 12,551.2
Consumption goods imports/HH consumption, % (BEC) 16.4 17.1 12.1 13.3 13.1
Consumption goods imports/HH consumption, % (MSA) 18.4 19.5 19.4

Sources: MSA, NBB, WITS/COMTRADE, World Bank staff estimates.

1.32  In general, as noted above, while average growth in HH consumption during both periods was
high and rather similar (9.7 and 12.4 percent, respectively), average growth in imports of goods and
services increased from 3 percent during 1996-2000 to 12.4 percent in 2001-04. However, the analysis of
trade developments (Chapter 4) suggests that the overall growth in imports was driven not by consumer
imports but by intermediary goods. The government also used various administrative instruments to slow
down an increase in consumer imports. At the same time, in the second period, higher import growth was

2% See Chapter 4 for a detailed explanation of these estimates.
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balanced somewhat by the increased exports of goods (especially, refinery products) and services, thus
partially cushioning the negative impact of the expansion in consumption on the external balance.

1.33  The role of gross capital formation (GCF) was moderate during the first period of growth, but
it increased during the second period. After 2001, GCF contributed substantially to economic growth,
mostly because of the growth in fixed capital investments. While the first growth phase had been based
primarily on an increase in the utilization of idle and under-utilized production capacities, the more recent
period exhibits signs of more investment-based growth. This issue is further elaborated in Chapter 2.

1.34  From the view of national accounts, net exports contributed positively to growth during the
first period and negatively during the second period. However, this observation underestimates the
actual role of exports in the recent growth. As SNA data suggest, net exports have been the second
major contributor to growth during 1996-2000, but economic growth after 2000 has not been export
driven. Despite a strong export expansion, imports have been growing at an even higher rate, so that the
contribution of net exports to GDP growth has been negative. However, this should not be interpreted as a
low contribution of export-oriented sectors to growth. In fact, most of the overall growth in industry was
generated by exports, and during 2001-2004 the growth in manufacturing exports by far exceeded the
growth in industrial output (63.2 versus 37 percent, respectively).

1.35 It is worth highlighting two specific channels through which export expansion contributed
to the growth in domestic demand/consumption and thus indirectly to overall GDP growth. First,
export expansion created room for additional import financing, while some of these imported inputs were
used for the additional production of goods and services to meet domestic demand. Second, exporters
appear to be a major source of the financing of growth in domestic demand. A large share of export
proceeds was used on taxes, wages, and other domestic spending. Overall, while statistically the
contribution of net exports to GDP growth was negative during 2001-04, one could claim that, when
accounting for indirect effects, Belarus would not be able to sustain its high growth rates without of the
strong export growth.21

1.36  The role of workers’ remittances is likely to be more significant than is usually acknowledged.
And balance of payments remittances that are higher than reported could be a primary source of
financing additional consumer imports. While at least 400,000 Belarusians are estimated to have been working
abroad (mostly in Russia), the reported flow of remittances is modest (US$285 million or 1.2 percent of GDP in
2004). The recent analysis of remittances generated by Armenian workers in Russia suggests that the average
annual cash transfer made by these workers is about US$2,500 (Roberts, 2004). For Belarus the same per capita
capacity for remittances would result in an annual flow of US$1 billion, which is more than twice the above
official estimates. This suggests that about 2.5 percent of GDP in remittances may remain unreported, and this
income could primarily be used for financing additional consumer imports through the shuttle trade and other
informal trade channels, as well as being a source of additional foreign cash holdings by residents.

1.37  During the second period of growth the domestic savings-investment gap began to widen.
Belarus inherited a high level of both national savings and investment rates. In 1992, national savings
accounted for almost 36 percent of GDP, and national investments accounted for almost 32 percent. Both
ratios fell considerably during the transition. The decline in savings was much more pronounced (by more
than 40 percent in real terms in 1992-96), which resulted in the emergence of the domestic savings-
investment gap (3.4 percent of GDP in 1996). The gap declined considerably in 1999-2000 but then began
to widen again (Figure 1.10). The gap reached 4.2 percent of GDP in 2003 and the preliminary data for
2004 suggest its further widening to over 5 percent of GDP.

1.38 FDI has been playing a modest role in bridging the gap. While the domestic savings-
investment gap is fairly common during transition, in Belarus it failed to attract sizable amounts of FDI to

211t is worth noting that Russia has been showing a somewhat similar pattern of growth since 2002: a strong overall
export growth but a modest (albeit positive) contribution of net exports to GDP growth (Ahrend, 2004b).
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finance the gap and had to rely on other less advantageous forms of foreign savings. The country’s
cumulative FDI per capita for the period 1989-2003 was US$200, as compared to the CEEBS average of
US$2,112 and the CIS average of US$292.%* In more advanced transition economies (including Hungary,
Poland, and the Baltic states), FDI was largely responsible for financing the current account deficit and
boosting export growth. FDI has also represented an important source of foreign exchange reserves.
Overall, in the transition period FDI has been an important determinant of both short-term and long-term
growth prospects.

Figure 1.10: Domestic Savings, Investment and the Gap, 1996-2004 (% GDP)
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Source: MSA.

1.39  The pattern of changes in the structure of nominal GDP by sector in Belarus is similar to
that in other transition economies but the magnitude of these changes is somewhat different. As in
other transition economies, especially those considered as over-industrialized, the share of industry in
Belarus’ GDP fell while the share of services increased (Table 1.8). The reduction in the share of
agriculture has also been in line with the developments in other CEEBSs. At the same time, the reduction
in the share of industry in GDP during 1996-04 was relatively small (only 1.6 p.p.) and the increase in the
share of services relatively moderate (5.3 p.p.). Moreover, in 2000-04 these trends were reversed — the
share of industry actually increased while the share of services declined. However, it is worth noting that
changes in the nominal GDP structure are not the most informative in the environment of changing
relative prices.

Table 1.8: GDP by Sector, 1996-2004 (in % of nominal GDP at factor costs)

1996-  2001-  1996-
1996 1997 1998 1999 2000 2001 2002 2003 2004 2000 2004 2004
change change change
Industry 32.8 343 334 319 310 299 296 308 312 -1.80 1.30 -1.60
Agriculture and
forestry 17.0 15.4 13.9 14.6 14.2 11.9 11.8 10.2 11.0 -2.80 -0.90 -6.00
Construction 53 6.3 6.7 6.7 7.5 6.7 6.8 7.2 7.6 2.20 0.90 2.30
Services, etc. 44.9 440 460 468 473 51.5 519 518 502 2.40 -1.30 5.30
Total 100 100 100 100 100 100 100 100 100
Source: MSA.
2 EBRD (2004).
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1.40  Industry continues to contribute most to economic growth, while the importance of the
service sector’s contribution fell somewhat during the second growth period. In both phases, industry
contributed to about 50 percent of economic growth on average (Figure 1.11). The second major
contributor was services, accounting for about 47 percent of economic growth during 1996-2004.
However, the role of services in GDP growth has been declining since 2002. This is a most unusual
pattern that reflects the specifics of the Belarusian growth structure, which relies heavily on traditional
manufacturing. Within the services sector the largest contributors were trade and catering. The
contribution of agriculture and forestry to GDP growth was negative during 1996-99 but became positive
from 2000 onwards. However, it remained rather moderate (especially, as compared with the resources
that it absorbs) (see Chapter 6) and it fluctuated in response to variations in weather conditions.

Figure 1.11: Contribution to GDP Growth, Production-Side View, 1996-2004 (in %)
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Source: World Bank staff calculations based on MSA data.

1.41 The growth of wages and employment benefits was high. The average real wage grew at a
much higher rate of 12 percent a year than the GDP. The average real wage for 2003 was 146 percent
higher than that in 1995, while the GDP was only 59.8 percent higher. The economy-wide wage bill
increased by 142 percent in real terms. The share of wages in GDP grew steadily from 42.8 percent in
1995 to 46.7 percent in 2002 before declining to 43.7 percent in 2003. These numbers confirm that labor
received major benefits from the recent growth: 53 percent of the total GDP increase between 1995 and
2003 was derived from growth in labor earnings, with about the same impact of wages on GDP registered
in both sub-periods (1996-00 and 2000-03).>* Moreover, the second period showed a slight acceleration in
the rate of wage bill growth — both in the aggregate and for all sectors except agriculture and industry.

1.42  The sectoral breakdown of the above indicators is presented in Table 1.9. There was a major labor
restructuring resulting in an employment shift from agriculture to services, construction, and transport.
Total employment in agriculture and forestry declined by 40 percent. In fact, such restructuring was
unparalleled in the CIS countries® and had positive longer-term growth and poverty implications, since
agriculture in the CIS tends to be a low-productivity sector with large hidden unemployment. Labor

2 To ensure the statistical consistency of this calculation, both GDP and the wage bill have been deflated with the GDP
deflator.

* Four other CIS countries registered falling employment in agriculture: Moldova (-24 percent), Russia (-21
percent), Uzbekistan (-24 percent), and Armenia (-9 percent). However, Belarus far exceeds those countries in labor
shedding in the sector.
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shedding in Belarusian agriculture took place at a time when agriculture had the lowest wages and the
lowest wage bill growth among all economic sectors.”

Table 1.9: Wages and Employment, 1995-2003

Monthly Wage Employment/Contingent Wage Bill: Real
Growth
2003 (thousand Real Growth 2003 Real Growth

Indicator BYR) 1995-2003 (%) (000) 1995-2003 (%) 1995-2003 (%)
Labor force - - 6,142 5 -
Total employment 251 146 4,339 -1.6 142
Non-employed labor force -- -- 1,802 25.2 --
Agriculture and Forestry 145 125.5 521 -40 353
Industry 277 137.8 1,159 -4.7 126.6
Construction 311 119.7 321 6.3 133.5
Transport and 285 126.8 329 6 140.4
Communications
Services and other 248 149.1 2,010 17.4 192.4
Including:
Credit, Finance and
Insurance 467 114.8 58 25 168.4
Public Administration 374 132.6 136 359 216
Health and Social Security 224 159.6 325 13.3 194
Education, Culture and Arts 242 172.8 541 10.8 202.4
Memo: Registered
unemployment -- -- 136.1 3.9 --

Annual Average Rates (Percent)
Employment Real Wage Bill
2000/95 2003/00 2003/95 2000/95 2003/00 2003/95

Labor force 0.5 0.8 0.6 -- -- --
Total employment 0.1 -0.8 -0.2 11.4 12.1 11.7
Non-employed labor force 1.7 4.8 2.9 -- -- --
Agriculture and Forestry -54 7.4 -6.2 53 1.4 3.8
Industry 0.2 -1.9 -0.6 12.6 7.7 10.8
Construction 0.6 1 0.8 10 13.2 11.2
Transport and
Communications 0.5 1.1 0.7 9.3 15.6 11.6
Services and other 2.4 1.4 2 13 16.7 14.4
Including:
Credit, Finance and
Insurance 4.7 -0.2 2.8 13.8 12.1 13.1
Public Administration 6.4 0 3.9 14 18 15.5
Health and Social Security 2.6 -0.1 1.6 11.9 18.8 14.4
Education, Culture and Arts 2.2 -0.2 1.3 13.1 17.8 14.8

Sources: MSA, World Bank staff estimates.

» As in most transition and developing countries, the accuracy of wage estimates in agriculture is lower than
elsewhere owing to the occurrence of in-kind payments and proprietor’s surplus. Under these conditions, the better
way to single out labor share in output would be to calculate the labor surplus rather than wages. No such data are
available for Belarus, however.
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1.43  As the data show, real wages have grown in all sectors and wage growth was more or less equally
distributed among the sectors. The cross-sectoral variation in wages remains low. Excluding agriculture,
the gap between sectors with the highest and lowest average wage (finance, and education and culture,
respectively) was 127 percent, which is quite moderate by CIS standards. For example, the gap between
the same sectors in Armenia was more than 400 percent.”®

1.44  The highest wage growth for the entire period was recorded in the lowest-paying divisions of the
public sector (health, and education and culture). However, health and education continue to pay the
lowest wages, with the exception of agriculture. The largest sector of the economy — industry (which
employs over a quarter of labor) — showed a growth in real wages that was close to average.

145  The largest increases in employment occurred in high-paying sectors such as finance and public
administration, which also exhibited the fastest growth in wage bills. However, these sectors are still very small,
employing 1.3 and 3.1 percent of workers, respectively. This uniformity of wage growth in Belarus points to the
preservation of significant centrally established restrictions on wage setting in the enterprise sector.

1.46  The equitable character of wage growth in Belarus is a bit unusual for the CIS. In many CIS
countries, including, for example, Russia and Armenia, overall economic expansion and wage bill growth
had a rather narrow basis in selected sectors and did not lead to a sizable increase in the real wage bill in
the largest sectors of the economy.

1.47  Overall, economic growth in Belarus was associated with fairly stable employment and a growing
share of people in the labor force who either did not choose to work or who worked abroad.”” Total
employment in the economy has declined by 1.6 percent, while the labor force has increased by 5.0
percent. As a result, the domestically non-employed labor force has surged by one-quarter. Official
unemployment was very small (only 2.2 percent of the labor force in 2003) and stable. By period, except
for transport and communications, employment growth rates were lower during 2001-03 than during
1996-2000. In the second period, five sectors showed a decline in the number of workers: agriculture,
industry, finance, health, and education, but only agricultural employment declined during the first period.

1.48  On the aggregate, the wage and employment features of economic growth in Belarus helped to reduce
the incidence of poverty and to increase the average standard of living. They have also been an important factor
in sustaining growth over the period. Low poverty incidence and low income differentiation helped strengthen the
domestic demand and also helped shape it so that it is relatively easy for local producers to meet.

D. ROLE OF STATE SUPPORT

1.49  The complicated and pervasive system of state support to the real sector is a fundamental
feature of the Belarus economic model. The government has been pursuing an activist industrial policy,
under which most large enterprises have been in a position to negotiate with the government a case-by-
case package of incentives and benefits to support their rehabilitation and development programs. This
has resulted in a system of state support that is too costly and too segmented and is non-transparent, with
too many programs and beneficiaries. In spite of various attempts of the government in recent years to
streamline, quantify and access its effectiveness, little change has been achieved.

2 World Bank (2002a).

27 Although the precise number of Belarus workers abroad is not known, the Ministry of Labor estimates that about
400,000 Belarusians have been working abroad, mostly in Russia. This may account for a considerable share of
people included in the non-employed labor force.
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1.50  The current system has a major distortive effect on enterprise incentives. The coexistence of
a high nominal tax burden and massive tax benefits and subsidies for those enterprises that are either less
efficient or well-connected undermines competition and stimulus for productivity improvements.

1.51  The main forms of state support to the enterprise sector are the following: budget subsidies
and loans, tax exemptions, tax credits (including the restructuring of tax arrears), government guarantees
on commercial credits, directed credit programs administered by the NBB, capital subsidies and grants,
etc. A separate type of subsidy relates to annual bank recapitalization, which helps the state banks to deal
with the financial consequences of directed lending. Owing to the fragmented nature of the data available,
it is difficult to provide accurate aggregate estimates of state support. The government has not yet
established a comprehensive monitoring system and tends to considerably underestimate the total
volumes of public funds that are made available to the enterprise sector through various subsidy and grant
channels.

1.52  Table 1.10 presents our estimates for the incidence of subsidies in the Belarusian economy. The
table contains two different indicators of the aggregate state support: (i) the total (gross) financial flow to the
enterprise sector, which is the amount of funds allocated through various government decisions; and (ii) the
net resource transfer to the enterprise sector (net subsidy). The latter amount is smaller, reflecting the fact
that a substantial portion of government assistance is provided in the form of highly concessional directed
credits, including tax credits.”® Given that the level of repayments of such credits remains relatively high, the
net subsidy is indeed smaller than the gross level of government interventions.*

1.53  Both measures show no significant decline in the incidence of state subsidies in Belarus. The
total annual amount of funds that the government allocates to the real sector (including state-owned
banks) is still about 10 percent of GDP. In 2001-04, the estimated annual net subsidy amounted on
average to 6 percent of GDP. This is somewhat lower than that prior to 2001 but is still excessively high.
It is comparable with total national public spending on education (6.3 percent of GDP in 2004).
Agriculture remains the sector that is the most heavily subsidized (see Chapter 6).

1.54  Moreover, the above estimates reflect only the level of producer subsidies and do not account for
the existing subsidies to consumers (mostly in utilities and transportation) or for directed credits on housing
construction that are also aimed at households. Consumer subsidies amounted to an additional 1.9 percent of
GDP in 2004, which is a decline from 2.9 percent of GDP in 1999, owing to increases in cost recovery in
these sectors. The housing credits on average amounted to about 1 percent of GDP in 2000-04.

1.55 During 2000-04, some positive changes took place in relation to state support via tax
benefits. This was partially due to the pressure from Russia in the course of negotiations on equalizing
conditions for businesses in the two countries.*® This resulted in a gradual reduction in the amount of
individual tax exemptions and benefits (from 2.1 percent of GDP in 2000 to 0.5 percent of GDP in 2004)
and the replacement of the exemptions and benefits with the restructuring of tax credits and tax arrears. In
addition, the accumulation of tax arrears has slowed down considerably. Hence, the overall state support
through tax expenditures was reduced from 3.0 percent of GDP in 2001 to 1.3 percent of GDP in 2004.
Yet in 2004 the total value of the tax benefits received by the enterprise sector was estimated at 5.8

% In most cases, less than half of such credits were granted at the NBB refinance rate, while the rest were granted at
rates that were between one-quarter and one-half of the NBB refinance rate.

# We estimated the implicit subsidy in such programs using a difference in interest rates between those available
under commercial borrowing and those established under the directed credit programs.

3% By Presidential Edict #11 from April 19, 2002 individual tax exemptions were abolished and the procedure for
obtaining state support via tax benefits was streamlined.
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percent of the total tax revenues of the enlarged government (excluding the personal income tax), down
from 12.7 percent in 2000.

Table 1.10: Incidence of State Support, 1999-2004 (current BYR billion and percent of GDP)

| 1999* | 2000 | 2001 2002 | 2003| 2004
1. Total tax benefits 74.1 2738 442.4 570.2  729.5 648.4
%GDP 24 3.0 2.6 22 2.0 1.3
- Individual tax exemptions 55.1  190.2 173.5 201.0 171.2 252.2
%GDP 1.8 2.1 1.0 0.8 0.5 0.5
- Tax credits 2.1 304 83.6 1437 2445 214.6
%GDP 0.1 0.3 0.5 0.5 0.7 0.4
- Tax restructuring 7.5 6.1 34.1 712 225.8 273.8
%GDP 0.2 0.1 0.2 0.3 0.6 0.6
- Tax arrears, including Social Protection Fund 9.4 47.1 151.2 154.3 88.0 -92.2
%GDP 0.3 0.5 0.9 0.6 0.2 -0.2
2. Budget subsidies, incl from EBFs 1952  547.0 898.1  1050.7 1811.7  2493.0
%GDP 6.5 6.0 5.2 4.0 5.0 5.0
A. Producer subsidies 109.3 2873 4253 468.5 1034.5 1558.9
B. Consumer subsidies 85.9 259.7 472.8 5822 77712 934.1
3. Total investment grants, including from EBFs 53.7 160.5 297.3 409.6  634.8 802.7
%GDP 1.8 1.8 1.7 1.6 1.7 1.6
4. Total budget credits, including from EBFs 4.4 57.0 202.5 344.0 380.6 309.6
%GDP 0.1 0.6 1.2 1.3 1.0 0.6
5. Banking sector recommended credits** 28.0 258.2 4433 433.1 847.6 1,636.7
%GDP 0.9 2.8 2.6 1.7 2.3 33
A. Producer credit 140.8 232.9 185.6  516.0 1,069.4
B. Consumer credit (housing) 117.3 2104 2474 3316 567.3
6. Bank recapitalization program 68 27 367 561 517
%GDP 0.7 0.2 1.4 1.5 1.0
7. Budget spending on repayment of guaranteed
credits (called guarantees) 6.8 99.5 9.3 10.4
%GDP 0.0 0.4 0.0 0.0
Total flows, as % of GDP (w/o consumer
subsidies) 8.9 10.8 9.5 9.4 10.6 9.9
Resource transfer (net subsidies and grants),
% GDP 7.8 7.4 5.9 6.4 6.4 5.2
Memo: Credits issued with government
guarantees, stock at the end of the year 181.7 1329  270.8 631.8
%GDP 1.1 0.5 0.7 1.3

*Only partial data were available for 1999. **Allocated under decisions of the President and Council of Ministers.
Source: World Bank staff estimates based on MOF, NBB, Ministry of Economy, MSA, and IMF data.

1.56  However, the above reduction was compensated by an increase in subsidization through other
channels, including the growth in banking sector’s recommended lending and budget subsidies to
agriculture. The costs of bank recapitalization in 2002-04 were also much higher than in the earlier
period.

1.57  The current system of support has a major negative impact on credit markets. The total
amount of credit allocated through direct government interventions in 2001-04 (NBB directed credit
programs, budget loans, and credits issued with government guarantees), amounted on average to about a
quarter of all of the annual commercial bank credit in the economy. This crowds out proper commercial
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credit and makes borrowing much more expensive for those that cannot participate in government
programs, including small private firms.

1.58  In general, the system of state support lacks consistency, transparency and strategic vision.
It is both widely dispersed among numerous recipients and highly concentrated (“picking-up winners”).
In 2004, as reported by the Ministry of Economy, state support in the amount of about BYR 1.9 trillion
has been provided to 3,651 enterprises in the real sector. In 2004, 74 different presidential and
governmental decisions on granting state support were issued (a reduction from 133 decisions in 2003).
Some enterprises have been able to receive state support through different programs and from different
sources (the budget, off-budget funds, the banking sector, etc.), and many of the largest firms have been
receiving state assistance annually. This further undermines the transparency and accountability of the
system. The provision of individual state support clearly favors large enterprises (both SOEs and former
SOEs). This creates additional disadvantages for new private entry, including firms with foreign capital.

1.59  The system of government support to the real sector requires a comprehensive reform. The
first step should be to undertake a thorough inventory of all subsidization programs (both explicit and
implicit) and to concentrate all information in one agency (possibly in the form of a registry or database).
At the moment, the aggregate estimates of the state support that the government has been using are
considerably lower than the estimates in Table 1.10. For example, the Ministry of Economy reported that
total support in 2004 was below 4 percent of GDP, which is about 60 percent less than in more realistic
estimates presented in the table. The reason for such a downward bias relates to the fact that the
government analysis tends to ignore some important programs, including bank recapitalization and
spending from the innovation funds and other off-budget sectoral funds. This undermines the efficiency
of the government analysis and generates an underestimation of the scale of the problem.

1.60 A strategic analysis of the existing system should be undertaken to address several key
questions of government policy in this area. What is the actual amount of net resource transfers to various
sectors of the economy via all types of state support programs? Is this amount affordable for the economy
at present and in the near future? What are the expected outcomes of these interventions? What indicators
should be used to measure these outcomes? Are these outcomes the best achievable through the currently
used instruments and channels? Are these instruments in conformity with the international rules (WTO in
the first instance)?

1.61  An analysis of the mechanisms and the scope of state support is crucial to assessing the efficiency
of resource allocation in the economy, and to understanding the nature and sustainability of economic
growth in Belarus. It is also an important part of the integration agenda for Belarus (WTO accession talks,
CIS integration initiatives, etc.). The favorable external environment of the last several years helped the
government to keep state support at the fairly high level. While some forms and mechanisms of
subsidization were modified, no real pressure emerged to streamline the system and make substantial cuts
in the aggregate level of subsidization. Worrisome trends in the liquidity of the banking sector in the
autumn of 2004 should be considered as an indication that the system may be reaching its affordable
limits.

1.62  The priority directions for reforming the existing system of state support could be
summarized as follows:

. Reducing the scope of state support and introducing an annual ceiling for aggregate support and
medium-term targets for its reduction

o Phasing out implicit forms of subsidization, which still remain outside of the state budget, such as
tax expenditure
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. Improving the accounting and reporting of state support, including through its more
comprehensive reflection in budget reports

. Replacing budget subsidies with non-distorting types of government development spending in the
real sector — expenditures on training, R&D and other forms of innovation support, export
promotion, infrastructure, the financing of social and environmental liabilities of enterprises, etc.

. Introducing competitive mechanisms for the allocation of budget support, including through
matching grant mechanisms to encourage enterprise spending on, for example, particular areas of
R&D, export promotion, and staff training.

1.63  Overall, a simultaneous reduction in the scope of state support and the level of the tax burden
could bring about substantial welfare gains and should be considered as a priority policy objective.

E. CoNcLusiONS: MAJOR MACROECONOMIC RISKS OF THE CURRENT GROWTH
STRATEGY
1.64  There are serious risks associated with the continuation of the current growth strategy. A
summary of major weaknesses of the current macroeconomic position, based on a Flow of Funds analysis
of the recent period of economic growth, is provided in Box 1.5. Similar serious risks and other important
risks are also highlighted in this section.

Box 1.5: Some Weaknesses of the Existing Macroeconomic Framework
as Highlighted in the Flows-of-Funds Analysis

e A high level of redistribution through the enlarged government budget indicates a heavy tax burden and
excessive government interventions.

e Government spending is disproportionally concentrated in the financing of social spending and housing
investments, while less funding is available for public investment in infrastructure.

e The level of subsidization remains high, especially in agriculture.

e The high share of intermediary product in gross output indicates an under-developed service sector, as
well as a relatively low level of value added in industry.

e  The profit/wage ratio is low, which hampers both savings and investments in the real sector.

e The financial sector remains under-developed, even in relation to the modest savings level.

Source: World Bank staff analysis.

1.65 Low international reserves. While Belarus’ debt and debt service indicators remain remarkably
low,”" the extremely low level of reserves in the context of a de facto pegged exchange rate poses a severe
macroeconomic risk. This is especially the case with a continued moderate current account deficit to be
financed without significant FDI and no access to international capital markets. Under these
circumstances, a negative external shock (e.g., the drying up of financing from Russia, a loss of
competitiveness, or a weaker demand in key markets) would imply a disorderly balance of payments
adjustment (through either depreciation or the rationing of imports, or both) and potentially significant
output costs. A similar negative shock could also emerge from a sudden turnaround of relatively fragile
expectations on inflation and the exchange rate within Belarus that would cause the demand for foreign
exchange to expand and the trigger significant pressures on the exchange rate. Box 1.6 presents the results
of simulating the potential effects of such a shock on economic performance.

31 However, the structure of external debt becomes a concern. In 2004, about 74 percent of total debt was short-term
obligations (up from 53 percent in 2001). The short-term debt was four times higher than international reserves in
2004.
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1.66  The high concentration of non-oil product exports in a single and rather unstable market
such as Russia. The Belarusian economy’s success is very dependent on external markets, but its primary
market is too oil-dependent and thus potentially unstable. To date, the economy has demonstrated only a
limited capacity for export diversification (Chapter 4). A crisis in exports to Russia could thus cause a
major problem because the economy does not have sufficient flexibility for the reorganization and
redirection of trade. An erosion of the current Belarusian comparative advantage in Russian markets may
occur either because of unexpected political shifts or because of economic reasons. In particular, a major
potential threat could come from a future higher pace of restructuring in the Russian (mostly private)
corporate sector relative to the restructuring rate that Belarusian SOEs could afford. A related risk to
competitiveness may derive from the continued government pressure to increase wages without allowing
for a significant adjustment in employment. Russia’s WTO accession is likely to lead to a gradual erosion
in the implicit preferential treatment of Belarusian goods by Russia, and would also accelerate a need to
address the existing asymmetry in Russia-Belarus trade relations (such as implicit subsidies for
Belarusian exporters and trade restrictions on Russian exports to Belarus).

Box 1.6: Balance of Payments Vulnerability

A stress-test scenario was constructed to examine the effects of a 30 percent drop in Belarusian exports to Russia
in 2006 (relative to the baseline projection).

The immediate effect of the shock would be a significant worsening of the current account deficit to around 7
percent of GDP. Assuming that Belarus’ access to external financing would remain constrained, while existing
foreign reserves equivalent to 0.6 months of imports prior to the shock would provide only a meager cushion, this
would leave few choices for dealing with the shock. Although such a shock could easily fully deplete the stock of
foreign reserves available (and still leave a significant unfinanced gap), it is assumed that the authorities would
not allow this to happen. Instead, an absolute minimum level of foreign reserves equivalent to 0.3 months of
imports would be maintained. The remaining financing gap would have to be closed by a combination of
building-up external arrears (estimated to reach 2.4 percent of GDP in 2006) and imposing further restrictions on
import growth. It is expected that import restrictions are likely to become a serious constraint for the real sector,
slowing down economic growth.

The medium-term effects of the shock would be lower export and import growth when compared with the baseline
and the building-up of external arrears that may persist for few years after the shock. Although external debt
ratios would remain relatively low, there would likely be an increase in the relative dependence on short-term
credits as most of the external financing available would come in the form of shorter maturities. Given the already
high level of short-term debt and reserves even lower than in the baseline, the economy would become much
more vulnerable to yet another shock. The likelihood of a disorderly adjustment would increase, resulting in
slowing down of economic growth, and reversals in the recent years’ favorable tendencies in the demand for
rubles, thus leading to higher inflation.

Source: IMF staff analysis.

1.67  The large size of the government. An important part of the success of Belarusian growth derives
from the strong government capacity for revenue collection, including for taxing various economic rents
and using these revenues in a way that is supportive of expansion in domestic demand. In the existing
growth model, the high level of government spending plays a central role. Thus, deterioration in the
government’s ability to extract these rents and/or redistribute them at the existing level of efficiency could
hurt domestic demand, output, and budget revenues, thus triggering a spiral of declining output and
revenue levels.

1.68  The tax burden is substantially higher than in neighboring countries. This puts Belarusian
producers at a competitive disadvantage. For example, in 2003 the total explicit tax burden in Belarus
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amounted to 44.7 percent of GDP compared to 34.7 percent in Russia (Figure 1.12). This difference was
largely a result of two groups of taxes: payroll taxes (they are 5 p.p. higher in Belarus than in Russia) and
“other taxes” which include turnover taxes and taxes to extrabudgetary funds (they are 7.4 p.p. higher in
Belarus). Another main difference in the tax structure relates to a natural resource tax, which plays a
much more prominent role in Russia (but this is compensated by a higher sales tax, property tax and VAT
in Belarus). This also points to the inefficiencies in the tax structure in Belarus, which relies too much on
the taxes that are known to have the most distortive effect on incentives in the real sector.’> These
inefficiencies in taxation further aggravate the impact of the high tax burden on enterprises. The Program
of Socio-economic Development for 2001-05 stipulates a reduction in the level of resource centralization
by the state from 47.7 percent in 2000 to 45 percent, and a reduction in the tax burden (excluding taxes to
the SPF) from 32.7 to 30.1 percent during the same period. However, cross-country comparisons
suggest that progress in this area has been insufficient and that the targets are not ambitious

enough.

Figure 1.12: Tax Burden in Belarus and in the Russian Federation, 2003 (% of GDP)
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1.69  The high concentration of the output and tax base further aggravates the above-mentioned risks.
The Belarusian economy is dominated by large SOEs: output, exports and tax proceeds are very
concentrated (see also Chapter 2). One hundred industrial enterprises (less than 5 percent of the total
number) produced 59 percent of the industrial output in 2003 and their share increased to 68 percent in
2004. The concentration of production implies a heavy concentration of the tax base. The one hundred
largest taxpayers contributed 27 percent of total tax proceeds in 2003, and the preliminary data for 2004
suggest that this share increased to one-third (Table 1.11). Both budget revenues and foreign exchange
proceeds depend heavily on the operations of a limited number of exporters, which in turn are highly

32 Turnover taxes were largely eliminated in most transition economies.
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dependent on business conditions at the single or limited number of external markets. This multiplies the
vulnerability of the system.

Table 1.11: Tax Concentration in Belarus: Shares of 10, 50 and 100 Taxpayers in Total Proceeds of
Consolidated Budget, 1999-2003 (%)

1999 2000 2001 2002 2003
10 13.6 13.3 14.1 13.4 12.5
50 24.6 25.2 24.9 24.5 22.6
100 29.4 30.1 29.6 29.2 27.0

Source: Ministry for Taxes and Contributions.

1.70  State support to the economy remains extensive and pervasive and is far from being
effective in spite of various attempts by the government to streamline, quantify and access its
effectiveness. While some forms and mechanisms of subsidization were modified, no serious pressure
emerged for streamlining the system and making substantial cuts in the aggregate level of subsidization.
Worrisome trends in the liquidity of the banking sector in the second part of 2004 are an indication that
the situation in this area requires immediate attention. A simultaneous reduction in the scope of state
support and the tax burden could bring about substantial welfare gains and should be considered as a
priority policy objective.

1.71  The weak financial sector. Vulnerabilities in the banking sector largely relate to the high
incidence of directed lending and more generally to excessive government intervention in banks’
decisions on credit allocation. The banking loan portfolio is rather fragile. Any erosion in the
competitiveness of the real sector would lead to a rapid worsening in the share of non-performing loans,
which would require government intervention to prop up the banking system. In the past three years,
government spending on bank recapitalization amounted on average to 1.3 percent of GDP per annum.
However, the experience of CEE countries in the 1990s suggests that the fiscal costs of a full-scale
banking crisis could be much higher than this.”* The recent analysis undertaken under the FSAP (2004)
suggests that the key systemic vulnerability for the banking sector is linked to the government’s ability to
continue to provide support to the state banks, in the form of both liquidity and equity. As loans to
priority sectors or enterprises are often provided on the basis of government recommendations, an
inadequate assessment of the capacity for repayment could exist, especially when there is an explicit
government guarantee. As long as the government remains in a position to promptly honor its guarantees
when they are called upon, and/or to recapitalize the systemically important banks, the system is exposed
to credit, market, or liquidity shocks only to a limited extent. Deterioration in the government’s fiscal
position would limit the possibility of providing further such support to banks, which could potentially
lead to a systemic financial crisis.

1.72  The FSAP team conducted various stress tests to analyze the degree of vulnerability of
commercial banks in Belarus. The stress tests found that Belarusian banks are vulnerable to credit and
liquidity shocks and that the special features of the economy (a large share of loss-making enterprises, a
large share of foreign-currency-denominated loans, and a large share of assets with long-term maturities)
could substantially amplify the impact of these shocks. The analysis showed that the banks would be able
to withstand a separate credit risk shock. The banks, as well, were found to be sufficiently capitalized to
withstand the direct effects of a substantial volatility in either the exchange rate or the interest rate.
However, simultaneous shocks to the credit quality, the exchange rate, and the interest rate would have a
substantial impact on the capital position of banks, especially the six largest banks which account for 85
percent of total banking assets in Belarus. The combined shock would reduce the capital adequacy ratio of

33 The total public costs of bank restructuring in Hungary amounted to about 13 percent of GDP, while similar costs
in both Bulgaria and the Czech Republic exceeded 20 percent of GDP (Tang et al., 2000).
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these banks by a factor of two. A capital injection of approximately BYR610 billion (about 1.4 percent of
GDP) would be required to restore the capital adequacy of these banks.

1.73  The current demographic trends represent the major long-term risk for Belarus. Belarus
has a population that is of an older age and that has been shrinking since 1994. Existing demographic
forecasts show a significant increase in the share of the elderly population of from 21 to 28 percent
between 1995 and 2025 and a deterioration of the ratio of the working age population to elderly of from
2.7:1 in 1995 to 2:1 in 2020 and to around 1.5:1 in 2040. This trend will continue to build pressures on
the pension system. This poses an even greater challenge for a shift to a different growth model that
would be less labor-intensive. The demographic problems could become especially difficult if Russia
(which is facing similar demographic problems) would switch, as many expect, to a much more proactive
immigration policy.

1.74  Developments in the pension system represent a major fiscal risk. The combination of
demographic trends and government social policies generate significant fiscal pressures on the country’s
pension system. At the moment the old age pension benefits are relatively high, on average about 43-44
percent of the average wage. The existing pension system is not capable of supporting this level of
benefits in the future. This is because of growing demographic pressures, which are aggravated by a need
to reduce the level of payroll taxation that is increasingly damaging the country’s competitiveness. As
estimated by the IMF, without reforms the Pension Fund deficit would grow rapidly and reach 1.8 percent
of GDP by 2008.%* Thus, the pension system requires a comprehensive reform, which would include a rise
in the retirement age, adjustments to the existing system of pension indexation, a strengthening of the
incentives for a delayed retirement, the removal of the Pension Fund’s responsibility for financing non-
pension benefits, and the introduction of a supplementary non-government social insurance.

1.75  In sum, Belarus faces the choice of maintaining its current growth strategy and gradually
losing steam, or facilitating sustainable growth by reorienting policies toward ensuring a stable
macroeconomic environment and lowering the size of the government. While the recent growth
performance appears to have reduced the urgency of making this choice, Belarus’ small open economy
lacks the flexibility to withstand large shocks, and relies on external markets too closely to leave much
room for complacency. In addition, the beneficial effects of even wide-ranging and well-sequenced
structural reforms will become available with a significant lag, which implies a need to launch such
reforms at an early date, while the economy is still stable and generates growth. Further delay would
imply the loss of an opportunity to launch reforms at a minimal cost, since the benign external
environment may change.

* IMF (2003b).
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CHAPTER 2

INDUSTRIAL PERFORMANCE: PRODUCTIVITY, COMPETITIVENESS, AND MEDIUM-TERM RISKS

2.1 Industry is the critical sector of the Belarusian economy. Its performance largely defines overall
economic trends in the country, while its importance exceeds by far the nominal share of the sector in
output (30 percent of GDP) and employment (26 percent of jobs). More accurate measures of industry’s
role relate to the sector’s contribution to the consolidated budget revenues (52 percent in 2003) and to
exports of goods and services (53 percent). The industrial contribution to the recent GDP growth also
exceeded its GDP share: in 1996-2000, more than 51 percent of the overall GDP growth was generated by
industry, and this share amounted to about 42 percent in 2001-03 (see Chapter 1). Moreover, the country’s
elite has a strong self-perception of the Belarusian economy as one with longer-term comparative
advantages in manufacturing.

Table 2.1: Industrial Structure, Shares of Selected Sub-sectors in
Total Industrial Output, 1990-2003
(Percent of total)

1990 1995 2000 2003

Total Industry 100 100 100 100

of which:
Mining 2.1 5.5 4.8 6.3
Manufacturing 97.9 94.5 95.2 93.7

Shares of individual sub-sectors:
Electric power 2.6 13.8 7.1 7.3
Fuel industry 4.6 43 16.2 16.7
Ferrous metallurgy 0.9 2.4 2.9 3.5
Chemical and petrochemical 9.0 143 12.5 12.1
Machinery and metalworking 342 233 20.5 21.8
Logging, woodworking, pulp and paper 44 53 5.0 54
Construction materials 3.7 5.1 34 4.1
Light industry 17.2 8.0 8.4 6.3
Textile 10.4 44 4.2 2.9
Clothing 4.7 1.3 2.1 2.0
Leather, fur and footwear 2.1 2.3 2.1 1.4
Food industry 14.9 17.0 17.3 17.2
Food processing 5.6 6.8 8.9 8.1
Meat and dairy 9.0 10.0 8.0 8.5
Fishery 0.2 0.2 0.4 0.6
Source: MSA.
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A. PECULIARITIES OF THE INDUSTRIAL STRUCTURE

2.2 The following specific features of the industrial structure are critical to an understanding of the
recent trends in industrial performance as well as the prospects for future overall economic growth.

2.3 The limited availability of local energy sources and other primary resources. Belarus does not
have any significant primary resources, except for potash fertilizers. The country is heavily dependent on
energy imports (almost exclusively from Russia). The share of net energy imports in overall energy
consumption amounted to 87 percent in 2003.

2.4 Traditional manufacturing is the core of the existing industrial structure. The country’s
historical specialization in the FSU was in various types of machinery (including trucks, tractors,
mainframe computers, television sets, refrigerators, and other consumer durables), chemicals and refinery
products, garments and processed foods. This traditional industrial structure has remained surprisingly
unchanged, given the transitional shocks of the last 15 years (Table 2.1).>* In contrast to most economies
in transition, Belarus continued to operate practically all of the inherited medium and large enterprises,
while new entry was limited.

2.5 High industrial concentration. The industrial structure is dominated by giant firms. In 2004, the
ten largest companies produced 36 percent of the total industrial output, while the 50 largest produced 59
percent. And this level of concentration had changed very little since the Soviet era. Companies with more
than 1,000 employees contribute over two-thirds of the total industrial production and employ about 73
percent of the industrial labor (Table 2.2). Their output share has remained practically unchanged since
1991. The 20 largest exporters are a source of more than half of the percent of all exports, and more than
80 percent of non-CIS exports.

Table 2.2: Distribution of Industrial Enterprises by Size
(Percent of total)

Shares of enterprises of different size
<100 employees > 1001 employees
1991 1998 2000 2004 1991 1998 2000 2004

Number of enterprises 42.7 43.2 38.8 40.6 12.7 7.9 8.2 7.6
Output in producer prices 2.6 4.2 2.9 2.5 66.5 63.7 65.5 68.9
Industrial employment 2.6 5.7 5.1 3.6 70.7 58.0 58.0 72.8

Note: Individual entrepreneurs with no legal entity are not included in officially published data. According to the
MSA, the inclusion of such enterprises will result in a higher share of enterprises with less than 100 employees in
total output and employment, about 7 and 11 percent, respectively, in 2004.

Source: MSA.

2.6 At the same time, less than 6 percent of industrial labor is employed by companies that have less
than 100 employees. Their combined share in industrial output is less than 3 percent, which is practically
the same level as that in 1991. Even in the relatively more competitive sectors (machinery, wood
processing, construction materials), the largest five to six firms generate 25 percent or more of the total

** The main changes in the industrial structure occurred before 1995 and included a sharp decline in the textile and
garment industry, as well as in machinery, which were the sectors that were most affected by both demand
contraction and stronger competition with non-FSU imports. At the same time, in the course of the 1990s, the shares
of the power, fuel and petrochemical sectors increased.
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sectoral output. In contrast to the experience of other economies in transition (World Bank, 2002b),
growth in the Belarusian industry was not driven by the expansion of SMEs and new entry in general.

2.7 Export orientation. Belarusian industry is highly regionally integrated. Traditional Soviet era ties
with Russian customers and suppliers are especially close. This is largely a reflection of the fact that the
large traditional enterprises continue to dominate a relatively small but open economy. Fifty-three percent
of the total industrial output was exported in 2003. Exports to Russia made up 60 percent of total
manufacturing exports. Taking into account the local production of industrial inputs for exporters, about
two-thirds of Belarusian industry works for external markets. Table 2.3 presents the data on export
dependence (including dependence on exports to Russia) for a number of leading export products.

Table 2.3: Share of Exports to Russia in Total National Output (q)
and in Total Exports (s) for Specific Industrial Products, 1996-2003 (%)

Product Description 1996 1999 2001 2003
Trucks q 534 82.1 91.1 74.9
s 76.3 87.2 87.9 75.1
Tractors q 18.3 42.7 49.7 42.4
s 24.6 54.4 60.1 471
TV Sets q 45.5 58.8 65.6 77.4
s 92.7 98.0 99.4 98.1
Refrigerators and freezers q 373 562 479 69.6
s 79.7 71.6 61.4 79.3
Stoves and ranges q 57.4 72.0 77.4 77.4
s 82.7 87.0 87.0 86.2
Iron and steel q 18.0 19.7 14.5 33.9
s 22.6 21.2 16.7 40.3
Footwear q 10.3 9.8 34.9 36.9
s 89.8 89.3 97.3 96.5
Synthetic filament yarn d 20.0 358 30.3 30.3
s 45.4 73.1 62.2 51.0
New pneumatic tires, of rubber d 70.6 5.2 700 67.4
s 85.0 85.7 86.7 79.8
217. 42.4 1.1 44.
Ethylene d 77 6 6
s 41.5 64.7 73.8 50.6
Mineral or chemical fertilizers d 296 22.6 16.3 76
s 44.8 42.8 27.1 14.0
Beer q 17.9 18.3 213 13.4
s 98.7 99.7 98.8 99.4
Pork q 2.2 7.1 23.4 11.2
s 99.0 99.9 100.0 100.0
Source: MSA.

2.8 Predominance of state ownership. The pace of privatization in Belarusian industry has been
slow. In 2004 only 18 enterprises held in republican ownership were privatized (Figure 2.1). The current
government strategy has been focused on the corporatization of medium and large enterprises, with partial
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privatization while preserving state contro

1.3

While about two-thirds of all industrial enterprises could be
considered private or mostly private, these are mostly small firms with a combined share in total output
that was less than 20 percent in 2004. The state remains in full control of 34 percent of enterprises, which
produce about 82 percent of output and employ 74 percent of labor (Table 2.4). About one-fourth of these
firms (8.8 percent of the total number) are the largest Belarusian enterprises, in which some privatization
has taken place, but in which only a small minority of shares has been divested, while the state has kept
the controlling stake. The dominance of SOEs largely explains the prevailing low profit margins in the

sector.
Table 2.4: Ownership Structure in Industry in 2004 (%)

Number of

enterprises Output Employment
Total industry 100 100 100
1. State ownership 25.1 37.0 41.5
- republican 9.7 34.0 35.9
- municipal 15.4 3.0 5.6
2. Mixed ownership, w/o foreign participation 8.8 44.6 32.1
3. Private ownership 66.1 18.4 26.4
- o/w with foreign participation 4.9 6.4 6.0

Source: MSA.

Figure 2.1: Privatization and Corporatization of Enterprises Held in Republican Ownership,
Annual Number of Enterprises, 1991-2004
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36 The state owns more than 50 percent of shares in about half of the more than 800 joint stock companies (JSCs)
that emerged in the course of the corporatization process.
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2.9 Low profitability. The level of profitability remains depressed, which is a reflection of several
factors: (i) soft budget constraints and a high share of loss-making enterprises; (ii)) a wage and
employment policy that inflates labor costs; and (iii) an excessive tax burden with a number of turnover
taxes. The average profit margin in industry declined from 17.1 percent in 1999 to 10.5 percent in 2002.
The average probability increased somewhat in 2003-04 to 15.3 percent, but it remains low. The policy of
targeted wage increases and informal restrictions on labor shedding results in rather a low profit/wage
ratio, which on average has been below 10 percent (Figure 2.2). This reduces the investment opportunities
of the enterprise sector and undermines its longer-term competitiveness. In comparison, the profit/wage
ratio in Russian industry amounted to about 50 percent in 2002-03.

Figure 2.2: Profit/Wage Ratio in Industry, 1999-2003 (%0)
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Source: World Bank staff estimates based on MSA data.

2.10  High tax burden. As mentioned in Chapter 1, the Belarusian economy is characterized by the
high overall tax burden. Moreover, this tax burden is more or less unevenly distributed across the
economy with industry being especially heavily taxed. Table 2.5 shows that in 2002-03 taxes amounted to
about 60 percent of the value added created in industry. This represents a modest decline of 10 percentage
points relative to 2000, despite various government decisions aimed at a reduction in the tax pressure. The
current taxation burden remains excessively high and represents an additional risk for industrial
competitiveness. Industry is, on average, over-taxed even on a net basis (i.e., even due to subsidies and tax
exemptions).

2.11  As discussed above, the problem of the Belarusian taxation system relates not to the rates of
regular business taxes (which are reasonable) but to the high incidence of turnover taxes’’ and high payroll
taxes. These factors do not merely push up the overall taxation burden; they also make its structure
distorted and excessively proportional to sale values instead of measures of profitability and value added.
As seen from Table 2.5, the tax burden expressed as a percentage of sales shows a high degree of inter-
temporal stability. Moreover, the tax/sales ratio shows much less cross-sectoral variation than the tax-to-
value added ratio. The later indicates a cross-sectoral inequality in taxation — sectors with low profit
margins (such as machinery and food processing) are especially heavily taxed under the current system.
Moreover, since the application of both taxes and subsidies is highly discretionary, it is likely that
effective taxation varies considerably among individual sub-sectors.

37 About 30 percent of all taxes paid by industry in 2002-03 were turnover based.
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Table 2.5: Tax Burden by Industrial Sub-Sector, 2000-03 (%)

Taxes as a % of sales Taxes as a % of value added

Change Change
2000 2001 2002 2003 2000-03 2000 2001 2002 2003 2000-03

National Economy 14.7 14.9 15.3 15.8 1.1 33.1 31.7 28.8 29.0 -4.0
Industry 16.8 16.7 16.7 17.0 0.2 70.0 67.4 60.1 58.9 -11.1
Power industry 16.8 18.7 19.6 18.7 1.9 68.1 55.4 723 62.5 -5.7
Fuel industry 20.2 18.4 21.1 20.1 -0.1 89.2 78.6 73.8 86.0 -32
Ferrous metallurgy 14.5 13.9 11.4 12.0 -2.5 61.3 78.8 45.1 40.4 -20.9
Non-ferrous metallurgy 17.5 15.4 20.1 18.4 0.9 71.2 50.7 61.3 40.9 -30.3
Chemical and petrochemical industry 15.6 13.8 13.9 15.5 -0.1 49.9 47.4 449 44.8 -5.1
Machinery and metalworking 18.2 17.7 17.4 18.1 -0.1 80.4 81.4 63.7 65.5 -14.8
Timber, woodworking, pulp and paper ~ 20.1 19.4 19.5 20.2 0.1 69.6 60.1 55.4 48.1 -21.5
Construction materials 18.0 21.6 203 19.6 1.6 59.0 53.4 46.2 41.1 -17.9
Light Industry 17.2 17.2 17.4 17.6 0.4 61.0 65.7 58.8 48.7 -12.3
Food industry 139 14.0 13.2 132 -0.7 923 92.9 71.8 71.1 -21.3
Other 15.3 16.6 15.6 15.4 0.1 52.1 50.4 41.1 44.0 -8.1
Memo: Total taxes b/ 26.5 26.3 26.8 273 0.9 59.7 559 50.4 50.3 -9.6

¥ Producer taxes, excluding PIT, excises, and tax penalties.
Actually paid, including PIT, excises and other taxes paid by consumers.

Source: Volchok (2005).

2.12  In addition to regular taxes, the industry is subject to additional quasi-fiscal taxation that includes,
for example:
e Spending on maintaining social assets (1.4 percent of GDP in 200338)
e Cross-subsidizing households and other consumers in the power sector (2003 total costs
amounted to 0.13 percent of GDP*)
e Supplying agricultural farms with inputs (motor fuels, fertilizers) at subsidized prices.

3% This number relates to the whole economy, not just industry. However, it is believed that industrial enterprises
finance the main share of this total. In addition to the direct costs, the excessive social liabilities of enterprises in
Belarus are believed to reduce their flexibility and adjustment potential.

% This does not reflect the remaining cross-subsidization in heating and other utilities. It is worth noting the
considerable decline in the burden of cross-subsidization in electricity, which exceeded 0.4 percent of GDP in 2000.
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B. INDUSTRIAL PERFORMANCE

2.13  According to official statistics, the period since 1996 has been quite successful for industrial
development in Belarus. The average rate of industrial growth for 1996-2003 amounted to 8.7 percent
(Table 2.6). A high rate of industrial output growth in 2004 (by 15.6 percent) resulted in an increase in the
average growth figure for the period 1996-2004 to 9.4 percent. Since 2001 industrial performance has
improved further and become more balanced. In particular, the relationship between growth in
productivity, wages and investment has become much less distorted. Moreover, industrial growth has been
accompanied by noticeable improvements in efficiency, as seen in the positive dynamics of both labor
productivity and unit energy consumption.

Table 2.6: Summary Indicators of Industrial Development, 1996-2003

1996-2003 1996-2000 2001-03
Average growth rate 8.7 10.4 5.8
Average growth in productivity 7.3 6.4 8.8
Average profitability for the period 13.1 14.2 11.1
Growth in average real wage 12.1 13.5 9.8
Average investment growth 7.1 4.4 11.7
Average change in unit energy consumption -5.9 -6.4 -5.1
Memo:
End period industrial employment, 1995=100 89.8 97.8 89.8
End period unit energy consumption, 1995=100 61.6 72.0 61.6

Note: Data on energy consumption refer to the overall energy consumption in the economy.

Source: World Bank staff estimates based on MSA data.

2.14  After 1999 industrial growth become concentrated in machinery and food processing. These two
sectors contributed about 60 percent to total industrial growth in 1999-2003. Further significant
contributions were made by the oil processing, chemicals, and wood processing sub-sectors (Figure 2.3).

Figure 2.3: Sectoral Contributions to Industrial Growth, 1999-2003 (%)
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2.15  Despite continued labor shedding in the machinery sector, it remains by far the largest industrial
sub-sector by employment. Together with food processing, these two sub-sectors employed about half of
the total industrial labor in 2003. A strong expansion in such labor-intensive sectors, accompanied by
strong real wage growth, had a profound impact on the overall trend in the recovery of household incomes.

2.16  In addition to a relatively high share of total labor concentrated in the fast-growing sectors, two
more factors helped to ensure that the benefits of recent growth were broadly shared:

e The wage policy encouraged a relatively high share of labor in the total value added. Until 2002,
the real industrial wage grew more rapidly than productivity (Figure 2.4).*

e The income policy emphasized restrictions on income differentiation within the real sector,
including explicit and quite low limits on the wage differential between management and floor
labor.

Figure 2.4: Wages and Productivity in Industry, 1995-2004 (1995=100)
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Source: World Bank staff estimates based on MSA data.

2.17  In turn, the high growth in real incomes with a limited increase in income inequality fueled a growth in
domestic demand that became an important additional factor in sustaining growth in the period after 1999.

C. ALTERNATIVE INDICATORS OF GROWTH

2.18  The official data on Belarusian growth are often met with considerable skepticism. The skeptics
usually point to the weaknesses in the existing index of industrial production, as well as to the
administrative pressure on state controlled enterprises (which are expected to meet output targets) which
may create incentives to distort statistical reporting.*!

2.19  This section uses the alternative survey data* to explore the question of the broader reliability of
the official growth estimates. To what extent do the official data reflect at least the overall trend in

* However, as seen from Figure 2.5, in 1996-99, real wage growth measured in foreign exchange was much slower
than measured in constant rubels. As discussed below in this chapter, this played a critical role for maintaining the
competitiveness of Belarusian industry in Russia, its core market.

' See IMF (2005c¢).

*2 These results are based on Gotovsky and Zheltkov (2004).
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industrial dynamics? Do the alternative data support the claim that Belarusian industry has been going
through an extended period of economic expansion?

2.20  The alternative dataset is based on the quarterly mailed-in survey of business conditions that has
been undertaken by the Research Institute of the Belarusian Ministry of Economy since April 1994.* The
main block of the survey contains 15 qualitative questions on economic dynamics, which are formulated
in line with the standard European methodology.** The survey sample includes 904 industrial enterprises
(more than 40 percent of their overall number). The average quarterly return amounts to about 300 filled
questionnaires. In contrast to the established European practice, however, the survey in Belarus is not a
part of the regular state system of statistical monitoring. Enterprises participate in the survey on an entirely
voluntary basis. It would be worth incorporating this kind of survey into the Belarus state statistical system
and thus expand the availability of such information for policymakers and experts.

221  In summary, the comparison of the survey results with the official growth data suggests a fairly high
correlation in identified growth trends. While the official growth data are likely to be somewhat biased, they
appear to reflect the direction/sign of economic dynamics reasonably well. This means that there are substantial
reasons to believe that economic growth in Belarus is real and is not just a “paper phenomenon generated by
statistical manipulations.”

222 The integral measure of growth in the alternative survey is the balance between positive answers (those
who report that their output increased in the latest period) and negative answers (those who experienced a decline
in output). Figure 2.5 presents both the official and the alternative growth measures. Their comparison reveals a
strong correlation in the time series. Both measures point to: (i) a drastic change in economic dynamics from 1995
to 1996; (ii) years of high growth in 1997-99; (iii) a visible slowdown in 2000-02; and (iv) new growth
acceleration in 2003. At the same time, it is worth mentioning that the alternative measure suggests significantly
lower growth in 2001-02 (less than 2 percent compared to about 5 percent in the official data).

Figure 2.5: Trends in Industrial Output According to Official and Survey Data
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Source: Gotovsky and Zheltkov (2004).

* A somewhat similar industrial survey, but with a stronger focus on the enterprises’ financial performance, was
also run by the National Bank of Belarus since 2000. For the time period for which both survey results are available,
their results regarding main trends in industrial performance are broadly consistent.

* The questionnaire was developed with methodological support from the OECD Department of Statistics. It is
similar to the questionnaires used in Russia and Ukraine, which provides for comparability of the respective survey
results.
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2.23  Another important data-related issue concerns to the economic nature of growth in Belarus. To
what extent was the observed growth driven by changes in economic fundamentals (such as the
strengthening of demand)? Or, alternatively, could output growth be primarily a result of administrative
pressure, which, instead of leading to growth in sales and earnings, led mostly to accumulation of
inventories and waste of inputs? Figure 2.6 suggests that the dynamics of output and demand were
strongly correlated (i.e., that industrial output in Belarus has been reacting to actual changes in demand,
not just to government pressures to produce more). The only significant deviation relates to the period
2000-02, when output continued to expand despite a noticeable compression in demand. This
inconsistency between output and demand led to a considerable inventory accumulation during that
period.

Figure 2.6: Changes in Output, Demand and Inventories According to Survey Data (balance of
answers)
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Source: Gotovsky and Zheltkov (2004).

2.24 A comparative analysis of similar business surveys in Russia, Ukraine, and Belarus provides
additional confidence in the alternative growth data.*’ Enterprises in both Russia and Ukraine operate in a
much more liberal economic environment than in Belarus. They do not face any significant administrative
pressure to inflate output, which in Belarus could, as one may claim, distort even the replies provided to
the non-official survey. The comparison of the survey data from the three countries, however, reveals a
number of similarities in managers’ responses.

2.25 In particular, according to the surveys, enterprise managers in these three countries share
perceptions of the common regional market and face largely similar growth barriers. Their responses to
growth challenges show similarity as well, despite significant differences in the national business
environments. There is no evidence that responses obtained in the Belarusian survey differ in their quality
because of, for example, either potential differences in the qualifications of respondents or differences in
their incentive frameworks. In particular, in all three countries the following is seen:

e There is a similar strong correlation between the output and demand indicators.

e Management’s satisfaction with its company’s output level is dominated by attained capacity
utilization.

e The leading growth constraints relate to a shortage of working capital, taxation, insufficient
demand, and customer non-payments. At the same time there is little concern about shortages
either of equipment or skilled labor.

* Russian surveys are conducted by the Institute of Economic Transition (Moscow), while those in Ukraine are
conducted by the Statistical Research Institute (Kiev).
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D. GROWTH DRIVERS

2.26  Our combined analysis of survey results in Russia, Ukraine, and Belarus also helps to clarify the
role of external factors, including the role of development in Russia, in triggering and sustaining industrial
growth in Belarus. Combining this analysis with other findings, including those on trade performance in
Chapter 4, we conclude that the role of external markets was critical in triggering the initial growth in
Belarus in the second half of the 1990s. However, more recently the interaction between external and
domestic factors has been more complicated. It is clear that the role of domestic demand has become more
important in sustaining growth after 2000. Overall, growth in Belarus for the entire period 1996-2004
cannot be explained by external factors alone.

2.27  Table 2.7 shows cross-sectoral differences in growth rates depending on the dominant markets of
each industrial sub-sector. The industry is divided into four groups of sub-sectors: (i) domestically
oriented; (ii) mostly domestically oriented with a large share of CIS exports; (iii) mostly oriented toward
CIS markets; and (iv) mostly oriented toward non-CIS markets. The table 2.7 suggests a major
convergence in growth rates among various sectors after 2000 (except for power generation in group 1).
However, in the second part of the 1990s the growth rates were highly uneven — the sectors that are mostly
CIS oriented over-performed compared to the rest of the economy.

Table 2.7: Indices of Total Output by Industrial Sectors, 1996-2003
(In percent to the previous year)

1996 1997 1998 1999 2000 2001 2002 2003  1995- 2000 1995-

2000 -03 2003
Industry, total 103.5 118.8 1124 1103 107.8 1059 1045 107.1 1643 118.5 194.8
Oriented toward Internal Market:
Electric Power 98 106 93 105 97 99 103 1009 984 1029 101.2

Oriented toward
Internal Market
with a significant 103.3  122.1 1182 111.6 1055 109.2 1045 108.0 1755 1232 2162
CIS Market Share:
Food 105 121 119 114 107 110 104 107 1844 1224 2257

Building 96 126 115 101 98 105 107 112 1377 1258 1733
Materials
Oriented toward 105.9 1275 1185 1147 1112 1082 1044 107.1 2041 121.0 247.0
CIS Market:
Machinery and
Metalworking 102 126 116 116 115 111 106 108 1989 127.1 252.7
Light 112 127 123 111 105 1009 98 104 2039 102.8 209.7
Logging,
Woodworking, 114 135 122 116 106 107 106 107 2309 121.4 2802

Pulp and Paper

Oriented toward

Non-CIS Market: 1069 118.0 1079 104.5 109.8 1056 106.2 107.3 156.2 1203 187.9
Fuel 95 99 100.6 102 115 105 111 107 111.0 1247 1384

Ferrous 123 135 115 100 110 107 106 106 210.1 1202 2525
Metallurgy
Chemical and
Petrochemical 107 119 108 107 103 106 9997 108 151.6 1144 1735

Source: Gotovsky and Zheltkov (2004).

2.28  Figure 2.7 presents the comparable dynamics of industrial growth in Russia, Ukraine, and Belarus,
generated from the managers’ responses to similar enterprise surveys in the three countries. It shows a
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strong correlation (r=0.815) for industrial dynamics in Russia and Ukraine. At the same time, correlation
between growth in Belarus and growth in Russia is much weaker (r=0.321), while the correlation between
Belarus and Ukraine is negative (r=-0.372). The major difference relates to the period 1996-98, when
Belarusian industry experienced a fairly strong growth while in Ukraine and Russia the balance of
responses remained mostly negative, which at best indicates a slowdown in decline, but not a recovery.
Similarly, the evolution of industrial demand in the three countries does not show any significant
correlation for the entire period of 1996-2004.

Figure 2.7: Industrial Growth in Belarus, Russia, and Ukraine (balance of answers)
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Source: Gotovsky and Zheltkov (2004).

229  Overall, the comparative analysis suggests that the Russia/CIS* demand could be considered a
driver for Belarusian industrial growth only in particular periods (such as 1997-first half of 1998, and
2002-03), but not for the entire period of 1996-2004. Belarus appears to employ other growth factors that
are somehow independent of Russian economic dynamics. Moreover, the economic expansion in Belarus
in 1996-99 took place against the broadly depressed situation in its main export market in Russia and
without much diversification into other more dynamic markets. Such a growth episode should be seen as
something unusual, and deserves a more detailed explanation.

2.30  The explanation of this early growth puzzle suggested by this report links it to a simultaneous
effect of two groups of factors:

e An active political re-integration with Russia, which resulted in improved market access, as
discussed in Chapter 4

e A change in government policies through the real depreciation of the rubel and an expansion in
interest rates and other implicit subsidies that were (on a net basis) beneficial for at least a part of
the leading exporters.*’

% Russia and Ukraine accounted for 96 percent of the total Belarusian export to the CIS in 2003-04.
" For example, domestic credit doubled in 1998, from 18 to 35 percent of GDP.
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2.31  As shown in Chapter 1, the government policy of the late 1990s was destabilizing and led to an
acceleration of inflation and significant real depreciation. At the same time, it resulted in a substantial
decline in the price level of Belarusian producers relative to those in Russia (Figure 2.8). For the period
1996-99, the average producer price ratio for Belarusian and Russian markets was at about 60 percent of
its level in both 1995 and 2000. This price advantage appears to be fundamental in explaining Belarusian
growth at that time. In a situation of continued stagnation in the Russian economy, Russian consumers had
a strong preference for familiar low-cost, low-quality Belarusian goods. It is worth noting, however, that
these price advantages were not based on an advantage in productivity, but primarily on wages.

Figure 2.8: Dynamics of Relative Producer Prices in Belarus, Ukraine, and Russia, 1995-2004
(December 1995 = 100%)
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232 Soft macroeconomic policies in the second part of the 1990s were complemented by massive
government interventions aimed at slowing down nominal growth in both wages and domestic prices. These wage
and price controls further consolidated the cost/price advantages of Belarusian producers in CIS markets. At its
low point in 1998, the average wage in Belarus amounted to only 30 percent of that in Russia (Figure 2.9).

Figure 2.9: Relative Consumer Prices and Wages in Belarus and Russia
(Annual Average, Russia = 100%0)
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Source: Gotovsky and Zheltkov (2004).
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2.33  There were two important effects of such a government policy for the enterprise sector. First, it
led to the formation of a specific export strategy. In the environment of government-imposed cost control
and low investments, it appears quite logical for exporters to concentrate their efforts in the market niche
of low quality, low price goods, namely, to move to the niche that is traditional for low and low-medium
income developing countries. Indeed, in the second part of the 1990s the prevailing average wages,
estimated at the market exchange rate, were comparable to industrial wages in China. This export strategy
collapsed as soon as the government exercised pressure toward a considerable real wage growth.

2.34  The second effect proved to be much more sustainable. It relates to securing a considerable share
of the large Russian market and thus establishing a first-mover competitive advantage. When Russia
started to grow after the 1998 crisis, the Belarusian industry was well positioned to benefit from this
growth. In the environment of the growing Russian market it was easier for established Belarusian
exporters to defend their market share and their expand export volumes relative to the barriers that a new
entry from other countries to this market had been facing. In other words, the scale of the cost and market
advantages accumulated before 2000 was sufficiently large to support further export growth to Russia in
2000-04 (see also Box 2.1).

Box 2.1: Minsk Tractor Plant: A Typical Story of Transitional Survival

The trends in the performance of the Minsk Tractor Plant (MTZ) are a good illustration of the environment in which
the largest Belarusian industrial companies have been operating. The MTZ is one of the largest and best known
companies in the country. In 1990 it produced about 100,000 tractors a year, or about a quarter of the entire USSR
production. It was apparently one of the best Soviet plants of this type, and even before 1991 the MTZ exported a
noticeable share in its tractors outside of the FSU (mostly to Eastern European and developing countries). The
company was severely hit by a demand shock of the early 1990s, when the demand for agricultural machinery in the
FSU dried up almost entirely. Nevertheless, in the first part of the 1990s, the MTZ performed better than similar
FSU companies because of two primary factors: (i) the existence of its established customer base outside of the CIS;
and (ii) some Russian orders within the CIS bilateral agreements (tractors-for-energy deals). By 1995 production
had declined four fold (in the rest of the CIS, where 11 major tractor plants were operating, the total output declined
by a factor of 10), but the company preserved most of its operational capacity.

The process of re-integration with Russia (and the associated expansion of barter agreements) and the more recent
Russian growth have been most beneficial to the MTZ. Exports to Russia increased from 6,300 tractors in 1995 to
9,700 in 1998 and 13,600 in 2004. The overall production of tractors increased by about 50 percent in 1995-2004
and reached about 35,000 units a year. (During the same period the production of tractors in Russia declined by an
additional 200 percent.) Almost 30 percent of the output was exported to the non-CIS market, with sales to 66
countries overall. In 2002 the MTZ employed about 20,000 workers, two-thirds of its pre-transition labor force.

The MTZ has been affected by government policies in a number of ways. On the one hand, it has clearly been a
major beneficiary of stronger bilateral cooperation with Russia, which provided a critical level of demand support.
On the other hand, the company has been taxed heavily through both export proceeds surrender requirements and
requirements to supply tractors to local farms at low regulated prices. However, the company managed to receive
partial compensation for the latter losses through government subsidies, including through various tax benefits. The
net effect of all these distortive interventions to date has been positive for the company in the sense that it has
survived the transition much more successfully than all of its competitors in the FSU. In 2002 its share in total CIS
tractor production amounted to about 60 percent, whereas it was only about 25 percent in 1990. The company
remains fully state-owned, without any clear prospects for privatization.

Source: World Bank staff analysis.

2.35 In summary, the early growth was triggered by the simultaneous effect of three factors —
privileged access to the Russian market, temporary cost advantages, and subsidies to exporters. The effect
of these factors was significant largely because of the low capacity utilization in 1995. In the years of early
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growth, capacity utilization in industry grew rapidly from 37 percent in 1995 to 53 percent in 1999 (Table
2.8).%%

Table 2.8: Capacity Utilization in Industry, 1995-2003 (%0)

1995 1999 2001 2003
Industry, total 37.2 52.9 47.7 49.5
of which:
fuel 30.9 40.1 57.8 54.2
ferrous metallurgy 55.5 88.1 91.3 93.9
chemical and petrochemical 441 63.2 68 67.6
machinery and metalworking 26.3 41.2 47.7 52.6
logging, woodworking, pulp and paper 49.1 70.5 80.3 88.8
construction materials 42.3 57.9 72.4 80.7
light 40.1 53 443 449
food 42.8 54.7 48.3 55.6

Source: Ministry of Economy.

2.36  All of these factors, which have gradually been declining, are still effective and have helped
sustain growth in recent years. In the more recent period, growth received further support from additional
factors such as the following:

e A drastically improved external environment. This reflects primarily the growth in oil prices,
which benefited Belarus directly (expansion in oil processing exports), and especially indirectly,
accelerating Russian growth and Russian demand. This also includes a number of secondary
factors, such as improved external prices for metals and fertilizers (both relatively important
export items for Belarus) and the rise in the volume of Russian remittances. Specific protectionist
measures recently adopted by Russia have also provided to be beneficial to Belarusian exporters.

e The strengthening of domestic demand. The government budget and wage policies became an
important source of a steadily rising domestic demand. The existing trade regime helped to limit
growth in consumer imports and ensure that domestic producers, especially in the consumer
sector, became the main beneficiaries of the growth in domestic demand.

e An accelerated restructuring of domestic enterprises, driven by competitive pressures at both
external and internal markets and facilitated by certain domestic macroeconomic stabilization.
With all caveats the enterprise sector was able to generate productivity and export growth.

237 The role of improvements in the global economic environment remains generally
underappreciated in the discussions on the sources of recent economic growth in Belarus. In fact, a
number of developing economies have experienced a significant improvement in their economic
performance relative to the period of 1999-2002. After the 1999 financial crisis, these countries experience
an acceleration in growth, driven by stronger export and trade trends (helped by commodity price
increases). The point is that while Belarus currently has been benefiting from the positive global economic
developments, a potential global slowdown is likely to be as important for Belarus as for many other small
developing middle income economies. In the future such global market parameters as commodity prices,
the real value of the dollar, U.S. deficits, and the prevailing international interest rates will become
increasingly important for Belarus’ economic prospects.

* In most industries (except food and light) growth in capacity utilization continued after 1999. However, the rate of
this growth has slowed down (excluding energy). As shown below in this chapter, industrial growth is receiving
stronger support from growth in investments and relatively less support from improvements in capacity utilization.
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2.38 In our view, the above provides sufficient evidence that the Belarusian puzzle has a fairly
conventional economic explanation. Belarus had and still has significant comparative advantages in its
main export market. However, this poses a question that is central to this report: How stable are these
advantages and how large is the risk that they may be eroded quickly? The rest of this chapter provides
some analysis that is relevant to this question. The chapter concludes with a matrix of the main risks for
the existing growth model.

E. EMPLOYMENT AND PRODUCTIVITY TRENDS

239  The ongoing economic growth in Belarus has not been accompanied by a parallel growth in employment.
In fact, the total registered employment in 2004 remained somewhat lower than its 1996 level, when the economy
started to recover after the crisis in the early 1990s. Relative to its pre-transition level in 1990, the economy lost
about 16 percent of jobs by 2004, while the decline in industrial employment in 1990-2004 amounted to 28
percent (Figure 2. 10). Moreover, in 2000-03, the economy was still losing jobs (at an average rate of 1 percent a
year). The tendency toward reduction in the number of jobs in industry maintained in 2004. In addition, the
number of reported working hours did not increase.

Figure 2.10: Labor Market Trends in Belarus, 1990-2004
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2.40  Employment dynamics in the early period of transition in Belarus were not so different from the
trends in other transition economies. While the Belarusian economy experienced less reform (including
privatization, shifts in the industrial structure, changes in the direction of trade, and the associated real
sector restructuring such as, social asset divestiture), broad changes in employment in the 1990s showed
some similarity to those in other countries in transition, as can be seen in the following:

e Job losses early in transition were considerable but still were smaller than the decline in output,
and, thus productivity had initially deteriorated

e Employment structures showed a shift from industry to services

e Within the industry labor re-allocated from the sub-sectors that experienced negative price and
demand shocks (machinery, textiles and garments) to those that benefited from the initial
macroeconomic liberalization (such as energy and metallurgy).

241  The CEE experience to date with respect to employment has varied considerably. For the 1989-
2002 period, total job losses ranged from 10 percent (the Czech Republic) to more than 30 percent
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(Bulgaria, Estonia). In manufacturing the job loss was in general more significant and more uniform (it
amounted on average to about 40 percent), with even the best performing countries (such as the Czech
Republic) losing about 30 percent of their pre-reform manufacturing employment.49

242  Against this background the actual scale of employment contraction in Belarus appears to be
within the range observed elsewhere in transition.”” Similarly, the Belarus experience of growth without
job creation has not been uncommon in the CEE (Figure 2.11). At the same time, the employment
developments in Belarus differ considerably from those of its neighbors in the following aspects:

e Despite the loss of about 800,000 jobs since 1990, the level of registered unemployment remains
low (about 100,000 unemployed or 2 percent of the labor force).”' This is explained primarily by
labor migration. As estimated by the Ministry of Labor and Social Policy, at least 400,000
Belarusians have been working abroad, mostly in Russia. The Union Treaty provides Belarusian
citizens with a better access to the Russian labor market than the rest of the CIS. Declining
population and participation levels, as well as an increase in informal employment, helps explain
the gap between actual job loss and low unemployment levels.

e Changes in the employment structure in Belarus after 1995 have been much smaller than in other
transition economies. The most remarkable feature of labor trends in Belarus is the preservation
of high employment in industry. The active reallocation of labor from industry to services was
very pronounced in other transition economies through the entire 1990s, but in Belarus this
process practically stopped in 1995. Industrial employment in 2003 was only 4 percent below the
1995 level, while in Russia, Ukraine and Kazakhstan this decline amounted to 15-25 percent. The
share of labor employed in industry is still about 27 percent in Belarus, while it declined (from
the same initial level of above 30 percent) to about 20 percent in both Russia and Ukraine.

Figure 2.11: Employment Growth in Selected Transition Economies,
2002 Levels Relative to the Lowest Point in 1994-96, (Employment Minimum =100)
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Source: Staff estimates based on Economic Survey of Europe, 2004, No.1.

4 Economic Survey of Europe, 2004, No. 1.
%0 It is worth noting that in this area Belarus has been closer to date to the countries that managed to avoid a major
contraction of their labor market. In addition to the Czech Republic, this group includes the Slovak Republic,

Slovenia, and Romania.
>! Registered unemployment exceeded 8 percent in practically all CEE economies in 2002, while in some countries

(Poland, Croatia) it was closer to 20 percent.
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243  The comparison between employment contraction in Belarusian industry and employment
contraction in CEE countries, where industrial restructuring has been largely completed, may indicate that
in Belarus the industrial sector is still characterized by considerable job hoarding to a magnitude of 15
percent of pre-transition employment in the sector (i.e., up to 250,000 employees). Recent growth helped
utilize some of this excess labor, but it still falls short of its full utilization. This potential over-
employment represents about 6 percent of current national employment. This is significant, but is not of an
unbearable magnitude for a potential future labor adjustment that may be required. If industrial
restructuring is accelerated and this amount of industrial labor indeed becomes redundant within the
sector, most of it could be absorbed by the service and SME sectors if proper enabling policies are in
place.

244  Trends in employment and productivity within the industrial sector of Belarus since the early
transition show patterns that are broadly similar to those in Russia, its main trade partner. As in Russia
(Ahrend, 2004b), three distinct stages could be identified in the evolution of productivity trends in
Belarus:

e Before 1996, during the period of industrial decline, the restructuring of Belarusian enterprises
was predominantly passive and was mostly driven by short-term survival strategies. This
includ