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I. INTRODUCTION:
BELARUS AS A COUNTRY IN TRANSITION

Key facts’

Official name - Republic of Belarus

Capital - Minsk

Total land area - 207,600 km?

Population - 9.7 million

Official languages - Belarusian, Russian
Currency - Belarusian rouble (BYR)

GNP - 136,8 trillion BYR (2009 estimate),

1 USD=2,978 BYR (04/01/2010)

Main industries - metallurgy, mechanical
engineering, machine-tool constructing and
tool industry, radio engineering, electro
technical, optics-mechanical industry; metal
working; chemical and petrochemical; light
industry; food industry

Belarus is one of the former republics of the Soviet Union; since 1991 it has been an
independent state. Like the other post-Soviet countries, Belarus faces the problem of economic
transition from a state-controlled to a market economy. The process of transition is extremely
complicated for these countries because they have had to cope with structural distortions caused by
the disintegration of the unitary state, the USSR’.

As the International Monetary Fund (IMF) defines it, the main elements of the transition
process are (1) price liberalization, (2) macroeconomic stabilization, (3) restructuring and

privatization, and (4) legal and institutional reforms*. According to the IMF price liberalization and
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macroeconomic stabilization can be undertaken fairly quickly; however privatization and legal and
institutional reforms take a longer time.

In the case of Belarus, the problems of privatization that are usually involved in the transfer
of state or socially owned enterprises to private hands’ are still ongoing. While some other post-
Soviet countries have undertaken a rapid transformation, the choice of Belarus was a very gradual
transition (most of the former republics are somewhere in the middle)°. This is why, until now, the
main large Belarusian enterprises are still wholly or partially state-owned.

Belarus has often been criticized for the slow pace of its economic transformation. However,
as the case study of East Germany shows, society does not benefit from rapid privatization if its
citizens are unable to adapt to the new institutions’. Furthermore, China’s approach to economic
transition is quite different from that of most of other socialist countries. In those other countries,
the predominant objective of committed reformers was to move as soon as possible to a modern
market economy; but Chinese reformers gradually lowered barriers and opened up their system,
thereby giving individuals and groups the opportunity to act entrepreneurially and to meet market
demands. “The process was achieved with a minimum of economic disruptions and relative social
stability™.

Thus, the transition process in post-Soviet and other communist countries has raised a
number of questions on the ways to achieve a stable and successful transformation of the economic
system. In this sense, privatization should not be seen simply as the transfer of existing enterprises
to private ownership; it has wider importance as it expands the share of the private sector in the
GNP not only by transfer of state ownership interests into private hands, but also because it greatly
increases the number of newly created enterprises. Privatization is not only the aim of the economic
transformation process, but also “an instrument to make the economy more efficient through private
initiative and real ownership™.

It is worth noting that for outsiders (for example, foreign investors planning to invest in
Belarus) the progress of the transition economy not only has the potential to raise the level of the

nation’s GNP and other general economic data but also interacts with the actual degree of private
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small business development. Thus, successful transition requires the creation of a favorable
environment for both existing enterprises and starts-up, no matter their size; but creation of such an
environment, a difficult process in the best of times, poses even greater difficulties in the face of the
current international economic and financial crisis. While small countries can do little to affect
international crisis, they can continue to make progress by encouraging formation of small and
medium-sized enterprises (SME). Indeed, there are those who believe that strength in this sector is a
priority parameter in the construction of a stable market-oriented system'.

Therefore the purpose of this research is to analyze small business development as a part of
the economic transformation occurring in Belarus.

In this research, three types of resources are used:

1) Current Belarusian law and business environment;

2) Law of the United States, as a country that has significant experience in small business
development, as well as a rich theoretical literature on entrepreneurship;

3) The documents of international organizations dealing with economic development in

countries in transition (United Nations Organization, World Bank, IMF).

Il. SMALL BUSINESS DEVELOPMENT
IN BELARUS AND THE UNITED STATES

What Is Small Business?

There are various definitions and criteria used to describe small businesses. A major
commission of the United Nations summarized most commonly used criteria as the number of
people employed by the business; the speed of the turnover of inventory, or the assets of the
business; and the relative independence of the SME from other business entities'.

The efficient Law of the Republic of Belarus No 685-XIII of October 16, 1996 “On State
Support to Small Entrepreneurship” defines small businesses in terms of the number of employees
used by sole proprietors and legal entities in various types of business:

{100 for industry and transport

60 for agriculture, and science or technology
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1 50 for construction and wholesale trade
1 30 for retail trade and household services
25 for other non-production spheres'.
However under Edict of the President of the Republic of Belarus No. 255 of May 21, 2009
“On Some Measures for State Support to Small Entrepreneurship”, currently small businesses in
Belarus are considered to be sole proprietors and legal entities with 15 - 100 employees (no matter
the type of business).
In the U.S., the most cited definition of small business is that provided by the Small Business
Act (P.L. 83-163): “One that is independently owned and operated and [that] is not dominant in its
field of operation”. According to the Act, the general standard can be applied to the number of
employees, or dollar volume of business.
The most common size standards (by industry) are:
500 employees, for most manufacturing and mining industries
100 employees, for all wholesale trade operations
$5 million in gross revenue, for most retail and service industries

$27.5 million in gross revenue, for most retail and service industries
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$11.5 million in gross revenue, for all special sale contractors
' $0.75 million in gross revenue, for most agricultural enterprises".
There are many other American laws and regulations that state different criteria (Fair Labor
Standards Act (P.L. 75-718, 1938), Food and Drug Administration Moderization Act (P.L. 105-
115, 1997), etc. Thus, businesses might be considered small for the purpose of one regulation and

large one for the purpose of another'*.

Why Small Business?

Throughout the duration of the Soviet Union, state ownership was the prevailing type of
ownership in Belarus. Only with the break-up of the Union (1991), did Belarusians get the

opportunity to start business independently as sole proprietors or founders of legal entities.
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Small business enterprises in the United States predate formation of the nation. Small
businesses remain an important feature of the U.S. political and economic landscape: “small
businesses account for almost half of all gross revenues generated by U.S. businesses, employ half
of all private-sector workers, and generate between 60 and 80 percent of net new jobs™".

The first scholar to study the importance of small businesses in the modern American
economy was David Birch. In his research in the late 1970s Birch discovered that a large proportion
of the new jobs being created in the U.S. were not to be found where economists and policy makers
had traditionally looked for them: “Jobs were not being created by the Fortune 500 companies but
rather by small and medium-sized businesses”".

Birch particularly emphasized the role of small businesses in a recession. He says, "Large
firms do massive layoffs; small firms adjust earlier and more quickly and actually create growth
while large firms are collapsing. Small firms are good shock absorbers in recessionary times"'". E.F.
Schumacher embellished the importance of small business in his book “Small is Beautiful” in
1973",

Commentators state the following reasons why small business enterprises are considered to
be the power engine of an economy.

They:

V Contribute to employment growth at a higher rate than larger firms;

V Assist the restructuring of large state firms by enabling those firms to sell off non-core
production activities and to absorb redundant employees;

V Provide economies with greater flexibility in the provision of services and the manufacture
of consumer goods;

V Increase competitiveness of the marketplace and curb the monopolistic tendencies of large
firms;

V Actas a “seedbed” for the development of entrepreneurial skills and innovation;

V Provide services to the local economy and contribute to regional development®.
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In sum, most theorists consider small business to be the main source of economic growth

and job creation.
Small Business Environment in the U.S. and Belarus

The U.S. is regarded as providing significant support for the creation and operation of small
business developments. The totality of business support programs represents 1 percent of gross
output of the U.S™.

The Small Business Administration (SBA), the government agency, plays an active role in
fostering entrepreneurship. It establishes centers for training entrepreneurs, leverages private sector
resources, mobilizes management assistance from retired management, opens up government
procurement power, increases demand for innovation, and makes procurement rules and regulations
responsive to the reality of the economy. The SBA has various program centered on granting loan
guarantees to persons who want to start companies and to those already operating established small
firms. Thus, Program 7 (a), the SBA’s main program, guarantees loans to small businesses that have
difficulty obtaining financing through other means, especially in low-income or high-unemployment
areas.

In the U.S. the fostering of entrepreneurship does not depend solely on government
initiatives - there are many private sector organizations and foundations carrying out programs in
this area®. In addition, small business entrepreneurs enjoy wide esteem in North American society.

In Belarus, various statistical measures for small businesses show a quite positive trend in
recent years. Under the State Program for Supporting and Developing Entrepreneurship, first
approved in November 1992, particular emphasis was given to support for small firms. In 1993,
special legislation was passed, providing for the setting up of entrepreneur support centers.
Currently about fifty such centers have been opened. The centers make strenuous efforts to provide
the core services for entrepreneurs (such as information processing, employee training) and to

provide material, technical equipment and advice®.
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However there still exist some problems. Financing small businesses is one of the major
burdens of entrepreneurship development especially for start-ups and beginner enterprises. Personal
resources, such as family savings and loans from friends, provide the most of the start-up capital for
small businesses. And, as with entrepreneurs in most countries in transition, heavy and frequently
changing tax burdens exacerbate financial problems by depriving of funds generated by operating™.
A report “Doing Business in Belarus - 2010, produced by the World Bank, measured the taxes and
mandatory contributions that a medium-size company must pay or withhold in a year. The report
found that the total tax rate of a Belarusian company is 99.7 percent of profit*. This is why some
businesses escape into the shadow sector doing in this way harm to national economy.

Moreover, it is often said that overall legal systems of post-Soviet countries impose heavy
procedural burden on small enterprises and fail stimulate their growth®. Persons who are thinking of
opening their own business in Belarus must overcome certain government regulations on starting
new business (registration formalities, starting capital requirements, etc), limited freedom in choice
of organization form for its operation, and extreme tax burden. The next chapter deals with these

legal issues.

I1l. LEGAL FRAMEWORK FOR SMALL BUSINESSES
IN BELARUS AND THE UNITED STATES

In examining the legal issues of small businesses in Belarus as well as in other post-Soviet
countries, it is helpful to place them in a comparative context. The development of the United States
law is particularly instructive as it is thought to be an important part of the highly favorable

environment for both small-scale and large-scale businesses the U.S. has created.
Differences in Structure of Legal Systems

First of all it is worth analyzing basic elements in legal systems of Belarus and the U.S.,
particularly related to rules that define the legal limits of business. The modern legal system of

Belarus belongs generally within the Romano-German legal family, and together with the other
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countries of Commonwealth of Independent States, the group forms the independent “Eurasian”
group. Basic sources of Belarusian law are the following.

1. The Constitution of the Republic of Belarus of 1994 (with amendments). According to
the Constitution, the Republic of Belarus is a unitary state®. So it has a unitary system of legislation.
Local legislatures just enforce the rules and decisions made on the republican level.

2. Laws (or statutes) that are adopted by the Parliament of the Republic of Belarus and
signed up by the President (e.g., Law of the Republic of Belarus No. 2020-XII of December 9, 1992
“On Economic Companies” (with amendments)). There are also codified laws or Codes (e.g., Civil
Code of the Republic of Belarus of December 7, 1998 (with amendments)).

3. Legislative acts of the President (Decrees and Edicts). According to the Constitution, “in
instances of necessity the President may personally initiate or to the proposal of the Government
may issue temporary decrees which have the power of law” (article 101)* (e.g., Decree of the
President of the Republic of Belarus No. 1 of January 16, 2009 “On State Registration and
Liquidation (Termination of Activities) of Economic Entities”, Edict of the President of the
Republic of Belarus No. 285 of June 18, 2005 “On Some Measures for Regulation of
Entrepreneurial Activities™).

4. Decisions of the Government (e.g., State Program for Supporting Small
Entrepreneurship in 2010-2012, approved by the Government on December 28, 2009).

5. Legal Acts of the Republican Bodies of State Administration (Ministries, State
Committees, etc).

6. Legal Acts of Local Bodies (Region Councils).

Judicial precedent, as in other countries within the Romano-German legal family, is not a
source of law in Belarus. However, explanations of Plenums of the Supreme Court and the Supreme
Economic Court on application of the legislation are obligatory for courts and bodies using the law.

Thus, all the legal rules of business appear in the written law of Belarus. In this sense a set of
problems can arise. For example, legislation is the subject to frequent changes; and interpretations
of legal acts can differ (even within one state body). Often the legal acts set forth lists of situations
and related to them applications, and as minor change occurs, the act must be altered or overruled.

In many cases, “the introduction of market-oriented legal reforms consists not of new rules, but

2% The country is divided into six regions (oblast). Regions are further subdivided into districts (raion).
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simply abolition of existing constraints on economic behavior and the introduction of party
autonomy’”**,

Good business law should permit economic actors to move quickly, reliably and predictably
from one set of economic relationships to another”. So there is a need to create a comprehensive
legal infrastructure that encourages entrepreneurial initiative, fair competition, market forces, and
investor confidence.

While there are many features that distinguish legal systems of Belarus and the U.S., for the
purpose of this research the most important ones are that U.S. legal system consists of two levels of
law (federal and state) and pays high attention to judicial decisions.

Federal law originates from the U.S. Constitution, which gives Congress the power to enact
statutes for certain limited purposes (e.g., regulating interstate commerce). Each of the fifty states
(and the District of Columbia) is a separate sovereign with its own state constitutions, state
governments, and state courts. Each state has the general power to pass legislation in any area
limited only by limitations imposed on them by the federal Constitution and its constitution.

Caselaw court decisions of individual cases are also a source of law and are referred to as a
whole as “caselaw”. Court decisions not only resolve the controversy before the court - a decision is
considered to be a “precedent” that has legal effect for similar situation in the future. This effect
comes from the concept of stare decisis — the idea that future cases should be decided in ways
consistent with past cases™.

The hierarchy of sources of law in the U.S. is following.

1. The Federal Constitution.

Federal statutes, treaties and court rules.
Federal common law.

Federal administrative agency rules.
State constitutions.

State statutes and court rules.

A o

State administrative agency rules.
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8. State common law.

Each level of enacted law includes the caselaw interpreting that enacted law’'.
Forms of Business Organizations Recognized in Belarus

Sole Proprietorship

In both countries proprietorship is the simplest way for conducting business. That is why
small new businesses often begin with sole proprietorship.

Pursuant to Belarusian legislation each citizen has the right to engage in entrepreneurial
activity without forming a legal entity as long as they register with the state as a sole proprietor
(“individualniy predprinimatel”).

Registration Offices of Regional Executive Committees, the local bodies that represent the
executive branch, register new businesses (both sole proprietors and legal entities) in Belarus. For
the state registration, a person should fill out a form that contains personal data, type of business the
person is going to conduct, etc. The completed form is filed after the applicant has paid the
registration fee (approximately $6). The registration process requires several hours. Belarus uses the
one-stop-shop process recommended by the U.N. commission commented on the lengthy and
bureaucratic registration process in countries in transition®.

After the registration a person may conduct business. In legal documents, he or she appears
as “MIT” (stands for “individualniy predprinimatel”), last name, first and middle name; for example,
WIIT NBanos Ban MBanoBu4. A person cannot use any other commercial name.

In the U.S., sole proprietors must register with the state if they meet certain requirements.
For example, in Washington State, a business needs to be registered if it will make taxable sales, or
will have employees, or will have gross income more than $12000, or will use a name that is
different from the owner name™ (e.g., John Smith is d/b/a (stands for “doing business as”) Smith’s
Hardware Store™.).

A sole proprietor is entitled to the fruits of the business and at the same time has unlimited

liability for his/her business obligations. To engage in certain activities (attorney professional

3! Introduction to the law and legal system of the United States: ed. William Burnham // 2006, p.41-42.

> Small and medium-sized enterprises in countries in transition / Economic Commission for Europe, New York:
United Nations, 2003, p.9.

* http://access.wa.gov/business/index.aspx.

** Introduction to the law and legal system of the United States: ed. William Burnham // 2006, p.564.

10



activity, auditing, etc.) all sole proprietors and business organizations discussed below must also
obtain a license.

The important peculiarity of Belarusian law is that a proprietor may hire no more than three
employees and since January 1, 2008 proprietors may employ only family members and close
relatives (spouse, parents, children, adoptive parents, adopted children, brothers and sisters,
grandparents, grandchildren). In U.S. law, there is no such restriction. A proprietor may employ an

unlimited number of agents, employees, or managers to act in his or her behalf*”.

General and Limited Partnerships

General partnerships are considered to be the second simplest form of business organization.
A partnership has viewed historically as a logical extension of proprietorship rules when there is
more than one owner of the business™.

Under the Civil Code of the Republic of Belarus, a general partnership (“polnoe
tovarishchestvo™) is an entity in which participants (general partners) engage in entrepreneurial
activity in the name of the partnership and pursuant to an agreement among them, and where the
participants are jointly and severally are liable for its obligations with all of the property belonging
to them.

A limited partnership (“kommanditnoe tovarishchestvo™) is a partnership in which there are
general partners who carry on entrepreneurial activity in the name of the partnership and who are
liable for the obligations of the partnership with their property, and one or more limited partners
who shall bear the risk of losses connected with the activity of the partnership only to the extent of
contributions made by them; limited partners may not take part in the conduct by the partnership of
entrepreneurial activity.

Thus, the main difference of limited partnerships from general ones is the presence of
limited partners who, unlike general partners, have limited liability for partnership’s obligations and
restricted governance right. Both general and limited partnerships are separate legal entities in

Belarus that must be registered with the state in order to do business.

%> Business Basics for law students. Essential concepts and applications: ed. Robert W. Hamilton, Richard A. Booth //
2006, p.251.
1d., p.252-254.
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In the U.S., creating a limited partnership also involves special formalities, the filing of a
“certificate of limited partnership” with the public official or office specified in the state limited
partnership acts. However, a general partnership is unique because it may be created by conduct,
and no written document is required”’.

It is worth noting that partnerships are not used in Belarus because of the following:

1.  Unlimited liability of general partners.

2. The necessity of state registration of partnerships, like any other legal entities.

3. The absence of the most favorable feature of partnerships, that is, pass-through taxation
(i.e. both a partnership and partners are taxed).

4. The absence of experience in using this business form.

That is why Belarusian entrepreneurs have no reasons to choose partnership forms and prefer
to choose other organization forms, for example, LLCs.

In the U.S., general partnerships are seldom formed by entrepreneurs who are advised by
lawyers or accountants (advised parties will almost always use the LLC form). General partnerships
are the U.S. default form for clients not advised by professionals. Limited partnerships can now be
formed as Limited Liability Limited Partnerships (general partners do not have unlimited liability);

but other business forms provide the same advantages with more flexibility.

Limited and Additional Liability Companies. Unitary Enterprises

Under the Civil Code of the Republic of Belarus a limited liability company (“obshchestvo s
ogranichennoy otvetstvennostyu” (abbreviation - “O00”)) is a company founded by two or more
persons, the charter capital of which is divided into participatory shares in amounts determined by
the foundation documents. The status of such companies is defined in Law of the Republic of
Belarus No. 2020-XII of December 9, 1992 “On Economic Companies™” (with amendments).

A limited liability company is a separate entity; its participants have limited liability for the
company’s obligations. Participants can manage the company directly themselves or indirectly

through managers.

37 Closely held business organizations: cases, materials, and problems: ed. Robert A. Ragazzo, Douglas K. Moll // 2006,
p-119.

**In Belarus, the term “economic companies” includes limited liability companies, additional liability companies,
closed joint stock companies, and open joint stock companies.
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There are also additional liability companies. An additional liability company (“obshchestvo
s dopolnitelnoy otvetstvennostyu” (abbreviation — “O/]0”)) is also a company founded by two or
more persons, which charter capital is divided into participatory shares in amounts determined by
the foundation documents; but the participants have so called “additional” liability for a company’s
obligations within the limits defined by its foundation documents (but not less than the amount
established by the legislative acts™).

Both of these business organizations as well as other legal entities in Belarus must be
registered with Registration Offices of Regional Executive Committees. The process of registration
includes several steps.

1. Approval of the company name by the Registration Office. One of the company founders
must present an application with several proposed company names. An official checks whether the
proposed names are available for registration and, if so, issues a certificate for the name.

2. Opening of a temporary bank account for the charter capital formation.

3. State registration with the Registration Office. Company founders or their
representatives complete a form (include personal data of the company’s founders, the address of
the company and the amount of its charter capital, etc.), and present the form, the Charter signed by
the founders, and proof of payment of registration fee (the amount of the registration fee is
approximately $60 for all legal entities) to the Registration Office®.

Decree of the President of the Republic of Belarus No. 1 of January 16, 2009 “On State
Registration and Liquidation (Termination of Activities) of Economic Entities” sets a maximum of
5 days for registration: 1 day for the actual registration and 4 days for the Registration Office to
inform other agencies (such as tax authority) of the registration.

It is worth emphasizing that limited and additional liability companies may not have a sole
participant under Belarusian law. Instead a sole participant may create a unitary enterprise
(“unitarnoe predpriyatiye” (abbreviation — “YII”))*. This form of business organization is quite
simple. Often it is a logical consequence for a sole proprietor to conduct his or her business. Unitary

enterprises are not regulated under Law of the Republic of Belarus No. 2020-XII of December 9,

** The amount established by the legislative acts is 50 base units (approximately $600).
*’ In Belarus, payments with checks are not widespread.
*!'In Russian Federation, these companies may have a sole participant.
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1992 “On Economic Companies”. Usually they have uncomplicated system of governance (for
example, the founder may be the only manager in the company).

Historically this business form was created at Soviet times for the governmental bodies to
conduct business at some special areas. Under Soviet legislation and legal doctrine there exists a
distinction between “ownership” (the economic status of possession and acquisition of material
benefits) and “the right of ownership” (the legal principle that preserves and protects ownership as
an economic notion). The right of ownership is the primary but not sole legal form for realizing the
economic relations dependent on ownership™®.

In a unitary enterprise, the founder (for example, a governmental body) has “the right of
ownership” of all company’s property. The company usually has more restricted right toward its
property - “the right of economic governance”. So a founder has wide power in the company (e.g.,
the real estate of the company cannot be sold without his or her consent).

In Russia the tradition of creating these business organizations only for the governmental
purposes still exists. However under Belarusian Civil Code the property of a unitary enterprise may
be owned either by the state or private ownership of natural or legal persons. The property of a
unitary enterprise is indivisible and cannot be distributed to shares. Thus, if one is doing business
with a Belarusian unitary enterprise, one should examine its Charter provisions to determine
whether or not this organization, represented by the manager (who can be a hired person), has the

legal power to make a certain deal.

Open and Closed Joint-Stock Companies

In Belarus, there are two kinds of joint stock companies: open joint-stock companies and
closed joint-stock companies.

Under the Civil Code, a joint-stock company, in which participants may transfer shares
without the consent of other shareholders to an unlimited set of persons, is an open joint-stock
company. An open joint-stock company may conduct an open subscription for stock issued by it and
the free sale thereof on the conditions established by the legislation on securities. A joint-stock
company, in which participants can transfer shares only with the consent of other participants, or

only to a limited set of persons, is a closed joint-stock company (article 97). The number of its

2 Privatization in Central and Eastern Europe: ed. P. Sarcevic // London; Boston: Graham & Trotman // 1992, p.68.
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participants may not exceed the number established by the legislative acts (currently 50
participants).

The main difference of these companies from Belarusian LLCs is that open and closed joint-
stock companies are allowed to issue stocks and this way to raise the capital. These forms are not
very widespread among Belarusian entrepreneurs conducting small business for the following
reasons:

- The complexity of their governance (the model of governance in a company includes: 1)
general meeting of the stockholders; 2) board of directors (supervisory board) must be created in
any company with more than 50 stockholders; 3) executive body (collegial and (or) one-man));

- Joint stock companies are subject to securities regulations which make these forms of
business organization quite expensive (require use of lawyers, accountants, etc.).

The process of their registration is similar to that described above for LLCs. However
Decree of the President of the Republic of Belarus No. 1 of January 16, 2009 “On State Registration
and Liquidation (Termination of Activities) of Economic Entities” sets the minimal sizes of joint-
stock companies’ charter capital. The minimal size of the charter capital of open joint-stock
companies is 400 base units (approximately $4800); the minimal size of the charter capital of closed
joint-stock companies is 100 base units (approximately $1200). Besides state registration, issuance

of companies’ stocks must be registered by regional offices of the State Committee on Securities.

Taxation
The Tax Code of the Republic of Belarus states 17 kinds of republican taxes and 5 kinds of
local taxes (e.g., value added tax (VAT), sales tax, land tax, ecological tax, etc.). Considering
income taxes, Belarusian sole proprietors’ income is taxed with special tax rate of 15 percent (in
comparison with 12 percent for employees). However they can choose two alternative system of
taxation:
- System of uniform tax. The rates of uniform tax are fixed, and vary from 40,000 to
1,230,000 BYR per month by kind and place of business activity.
- Simplified system of taxation. Paying one tax (rates vary) using this system replace the
paying several republican taxes.
If a sole proprietor has employees, he/she must withhold from their wages estimated income

taxes.
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Legal persons (partnerships, limited and additional liability companies, joint-stock
companies, etc.) are separate legal entities for the purpose of taxation. According to Belarusian law,
both legal entities’ income and partners’ (or participants’) income are taxed (the rates are 24 and 12
percent accordingly).

A The Civil Code of the Republic of Belarus contains the provisions regulating contracts of a

“simple partnership” in its chapter on regulation of contracts. While not technically business

organizations, a simple partnership formed by such contracts is also subject to taxation.

It is important to say that despite the fact that income of both legal entities and their
participant (dividends) are taxed, this system cannot be called as double taxation because dividends
are deducted from the taxable income of a legal entity.

Legal persons can also choose some alternative system of taxation (e.g., simplified system of

taxation) if they meet certain requirements as number of employees and gross income.

LLCs as a Critical Point of Small Business Development in the U.S.

Until recently, U.S. business organizations were mainly two types: partnerships (general and
limited) and corporations. In the words of Uniform Partnership Act of 1914 (UPA), “A partnership
is an association of two or more persons to carry on as co-owners a business for profit”. Revised
Uniform Partnership Act (RUPA) provides, “the association of two or more persons to carry on as
co-owners a business for profit, whether or not the persons intended to form a partnership™®.
Limited partnerships are formed under and governed by state limited partnership statutes. General
partners in both forms of partnerships have unlimited liability for a partnership’s obligations, a fact
considered to be one of major disadvantages of this business form.

Pass-through taxation is the most attractive feature of partnerships: with very limited
exceptions, a partnership is not a separate taxable entity under the Internal Revenue Code (IRC). A
partnership must prepare an information return each year that shows the partnership’s income and
expenses, and allocates the income or loss of the partnership to the individual partners generally

according to the terms of partnership agreement. The each partner includes in his or her personal

income tax return the amount of income or loss so allocated*.

# Kleinberger, Daniel S. Agency, partnerships, and LLCs: examples and explanations / New York, NY: Aspen
Publishers, c2008, p.216-220.

* Business basics for law students. Essential concepts and applications: ed. Robert W. Hamilton, Richard A. Booth //
2006, p.258.
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Corporations are recognized as legal entities distinct from their owners (“shareholders”) that
have four main features: 1) limited liability for investors; 2) free transferability of shares, 3)
perpetual life, and 4) centralized management®.

Treatment of the corporation as a separate tax entity results in double taxation: first, a
corporation pays its own taxes based on its income for the year. Then, when corporations pay
dividends to their sharcholder, the sharcholder are taxed on the income they receive from the
corporations. So, corporate income is double-taxed® that sometimes made this form of business
organization unfavorable for small and medium-sized businesses.

Ingenious entrepreneurs attempt to avoid double taxation. As noted, they may elect under
Subchapter S of the Internal Revenue Code to be taxed on a flow-through bases. However S
corporations face several constraints (restrictions on types of owners, the number of shareholders,
eligibility of certain kinds of businesses, and financial structure). A corporation that cannot elect S
status (so-called C corporations) can try to avoid double taxation by “zeroing out” its taxable
income. To zero out, the C corporations make deductible salary payments to shareholder-
employees, thereby reducing corporate profits to zero. This approach is not risk-free, because the
IRS frequently contests the payments as disguised dividends which are not deductible under the
Internal Revenue Code”.

Therefore before the advent of LLC, entrepreneurs wishing to minimize the risk of liability
had two unattractive options: electing to meet the onerous conditions for the Subchapter S election,
or using a limited partnership with a corporation as a general partner to achieve partnership tax
status while minimizing liability risk*.

The U.S.’s newest business form, i.e. LLCs, are described as a “hybrid form of business
entity that combines the liability shield of a corporation with the federal tax classification of a

99, ¢c

partnership”; “the essence of an LLC is the coexistence of partnership tax status with corporate-like

9949

limited liability”™".

> Foundation of Corporate law: ed. Roberto Romano // 1993, p.61.

46 Closely held business organizations: cases, materials, and problems: ed. Robert A. Ragazzo, Douglas K. Moll // 2006,
p-276-277.

*"Kleinberger, Daniel S. Agency, partnerships, and LLCs: examples and explanations / New York, NY: Aspen
Publishers, c2008, p.460-461.

*1d., p459.

* Kleinberger, Daniel S. Agency, partnerships, and LLCs: examples and explanations / New York, NY: Aspen
Publishers, c2008, p.455.
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In 1977 Wyoming passed first LLC statutes. Florida enacted the second LLC stature in 1982
in an effort to attract investment capital. Very few businesses needed the form prior to 1988, when
IRS ruled properly-organized LLCs with more than one member would be classified as partnerships
for federal income tax purposes, and that one-member LLCs would be taxed as businesses
conducted by an individual. Today all states and the District of Columbia have enacted statutes on
LLCs™.

LLC statutes vary considerably from state to state. The NCCUSL has approved two versions
of a Uniform Limited Liability Company Act, “but: 1) the first version (ULLCA) is law only in
eight states, and 2) the second version (Re-ULLCA) is so recent that as of fall, 2008 only to states
had the opportunity to enact it (Idaho, lowa)””'. The limited experience with LLCs means there are
still many unanswered questions for lawyers and courts about LLCs’ management and operating.

But LLCs provide significant benefits for United States’ businesses:

Limited liability. LLC members (owners) are not personally liable for the LLC’s debts and
obligations. As Revised Uniform Limited Liability Company Act provides, “the debts, obligations,
or other liabilities of a limited liability company, whether arising in contract, tort, or otherwise: (1)
are solely the debts, obligations, or other liabilities of the company; and (2) do not become the
debts, obligations, or other liabilities of a member or manager solely by the reason of the member
acting as a member or manager acting as a manager”>.

Partnership tax status. As noted, LLCs are taxed on a “pass-through” basis like partnerships.
By virtue of a "check-the-box" procedure, inaction gives partnership status. This approach allows an
LLC to elect to be treated as a corporation for tax purposes (which few elect)™.

Flexibility. LLCs are flexible in many ways. First, they may be formed with any type of
person as a member (person includes corporations, partnerships, other LLCs). Second, it is easy for
owners to agree about business’s management (the members may agree that all members have
partner-like management capability or that only a designated person has management power). Third,
LLC members may generally allocate gains, losses, deductions, and credit as they agree. For

instance, if one member needs to show a greater loss than other members in certain year, the

50 Closely held business organizations: cases, materials, and problems: ed. Robert A. Ragazzo, Douglas K. Moll // 2006,
p-869-870.

> Kleinberger, Daniel S. Agency, partnerships, and LLCs: examples and explanations / New York, NY: Aspen
Publishers, c2008, p.472.

21d., p.489491.

>3 Introduction to the law and legal system of the United States: ed. William Burnham // 2006, p.581-582.
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members may agree to allocate a larger portion of LLC loss to that member (usually this
arrangement has to be made in advance of a taxable year)*™.

When compared to multi-entity limited partnerships, LLCs provide the same taxation and
limited liability advantages for limited partners, but LLC members, unlike limited partners, have the
right to participate in control of the business. In comparison with corporations, LLCs are simpler to
create and operate (the statutes require an official filing for an LLC to be formed™). Operating
agreements are adopted by members, and most state LLC statutes do not contain many mandatory
rules on a company’s structure, rules relating to meetings, etc.

Most states have office systems (one-stop shops) that handle both the physical and virtual
registry of new businesses. For example, the state of Washington® has set up the Unified Business
Identifier (UBI). Those who want to set up a business in Washington have to visit only one of the
UBI offices located throughout the state and fill out a form. They receive an identification number,
which will then be used by all the state agencies involved in regulation, registration, and taxes.
Moreover, those who need a license to operate receive a personalized package that include a guide
on the licenses needed for each kind of business, a description of the steps to follow, and the
addresses of the UBIs where they can fill out the necessary form®. For purposes of filing its
information tax return, and for reporting taxes collected from employees, an LLC must acquire a
federal tax identification number.

Because of its numerous benefits, LLC has become predominant business form in the United

States for small and medium-sized businesses.

CONCLUSION

Any comparison of small business development in Belarus and the United States has to
acknowledge the substantial differences in their history and culture. The United States has much
longer experience encouraging small businesses. Moreover, in the U.S. entrepreneurship is so highly

esteemed that there is no social sanction for a business failure. For instance, unlike other countries,

> Damman, Gregory C. How to form and operate a limited liability company: a do-it-yourself guide // Bellingham, WA:
Self-Counsel Press Inc., ¢2002, p.2-5.

> Introduction to the law and legal system of the United States: ed. William Burnham // 2006, p.581-582.

%% hitp://access.wa.gov/business/index.aspx.

>’ Developing entrepreneurship: experience in Latin America and worldwide: ed. Hugo Kantis // Washington, DC: Inter-
American Development Bank, FUNDES International, 2005, p.122.
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which emphasize creditors’ rights and punish failed business owners, in the U.S. commercial
rehabilitation of a bankrupt businessperson takes place almost immediately®®.

In contrast, Belarusian experience with private business development is just 20 years old. As
in many post-Soviet countries, the prevailing popular attitude toward entrepreneurs tends to view
them as self-centered profit seekers bent on evading the law. Most of the world believe that small
enterprises are one of the principal driving forces in economic development. They stimulate private
ownership and entrepreneurial skills, they are flexible and can adapt quickly to changing market
demand and supply situations, they generate employment, help diversify economic activity, make a
significant contribution to export and trade, and play an important role in innovation and the high-
tech business™.

Surely, Belarusian citizens must understand the role of small business in economy in order to
foster entrepreneurial culture and skills at initial stage. For example, U.S. Department of Education
promotes and supports secondary schools in the development of academic content and extra-
academic activities for training students with business inclinations. In colleges and universities there
is the growing presence of entrepreneurship centers and educational programs that promote
entreprencurial careers”. Law and Business Schools have entrepreneurial clinics aimed to provide
early stage legal and business counseling for starting businesses.

In my opinion, government must play the main role in changing attitude toward small
business development. Government should create and maintain a business friendly environment in
which the transformation towards a market economy may take place. In this sense the U.S. approach
also seems to be very positive. The government agency, the SBA, has various programs aimed at
expanding business opportunities for small companies including facilitating funding. Unfortunately,
many of entrepreneurs in transition countries view the government as the enemy and seek to
minimize their dealings with government agencies. Government is associated first and foremost
with tax collection and regulation, and not with support to small business®'.

Fortunately, there are some positive tendencies in this direction in Belarus. It has been

created about 50 entrepreneur support centers; their role should be increased. For instance, in the

> Developing entrepreneurship: experience in Latin America and worldwide: ed. Hugo Kantis // Washington, DC: Inter-
American Development Bank, FUNDES International, 2005, p.123.

> Small and medium-sized enterprises in countries in transition / Economic Commission for Europe, New York:
United Nations, 2003, p.1.

% Developing entrepreneurship: experience in Latin America and worldwide / ed. Hugo Kantis / Washington, DC:
Inter-American Development Bank, FUNDES International, 2005, p.120.
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U.S. there are regulations that promote the presence of small business in contracts that the
government makes with private companies. Those companies must present a plan for subcontracting
with small businesses the execution of which is monitored by the SBA.

Conceming legal environment for small business, American law can be characterized as
favoring small business creation. A good example of that is the advent of LLCs, i.e. the business
form that combines the most favorable features of other business organizations (limited liability and
pass-through taxation) and structural flexibility.

In Belarus, there still exist a lot of restrictive legal measures like the employment of no more
than three relatives for sole proprietorship operations, etc. Its Civil code describes a lot of business
organization forms, for example, general and limited partnerships that are not used by entrepreneurs.
The most predominant forms for small businesses are limited liability companies and unitary
enterprises. It should be emphasized that there is no pass-through taxation of businesses in Belarus.
Perhaps the introduction of pass-through taxation for some kinds of business organizations that
provides for the opportunity to pay taxes only on members’ level would encourage formation of
more small businesses in Belarus.

As for unitary enterprises, their status is regulated only by several general provisions of the
Civil Code that leave many unanswered questions of their formation, operation and management.
Vague rules, combined with the absence of judicial precedent as a source of law, promotes
uncertainty. There are two logical solutions for this problem: the creation of well-designed special
legislation on unitary enterprises, or the legal permission to form one-person LLCs. The second
proposal seems to be more effective because it presents the possibility of unifying legal rules for
small business organizations in one statute.

Belarus has taken certain steps that support formation and operation of small businesses.
However, the development of a more favorable entrepreneurial legal and cultural environment will

require many more steps to be taken.

' Hull, Galen. Small businesses trickling up in Central and Eastern Europe / New York: Garland Pub., 1999, p.269.
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