
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

frJ- ~C[ -9::)C:C
I()J~J7

PILOT ROLL OUT OF VEGETABLE WHOLESALE PRIVATIZATION AND
RESTRUCTURING PROJECT

~fUtl Rep6J:"t ta GKI and USAID PloJeet Offiee IB ~4:g:itgW

prepared by

The Boston Consultmg Group

May 12, 1994

~~.i-~/$/ t'7
.?~~ ...~,${~~~ ~r/~'c/~~'/~fiZc-

Contract No CC;N·0005·C·OO·3118·00
Task Order No 1·2·0022o:B@~ 1/1721
-e.r'JlHL!!6BtFQctQr JBTQ, Inc



II
I
I
I
I
I
I
I
I,
I
I
I
I
I
I
I
I
I

:1
!

I

CONTENTS

I IntroductIOn

II RegIOn selectIon and sellmg-m

III PrOject start-up
a Fonrung a steenng comrrnttee
b SettIng up operanons base

I Before leavmg Moscow
11 FIrst week on locatIon

IV Diagnostic process
a Case example Arkhangelsk

I QuestIOnnarre
11 IntervIews
III AnalYSIS
IV PresentatIon

b Case example Petrozavodsk
I Data collectIon
11 Quesnonnarre
III intervIews
IV AnalYSIS
V PresentatIon

V PrIvatIzatIOn process
a Summary of reqUITed documents
b PnvatizatIon optIons pros and cons

I PnvatIzatIOn opnons
11 Interests of consntuenCIes mfluencmg the selectIOn of pnvatIzauon

optIOns
III Cntena for evaluanon of opnons
IV Evaluanon ofpnvanzatIon options
v ConclusIOn

c BreakIng-up a monopoly / SplIttIng an enterpnse
d PrIvanzatIon case examples Petrozavodsk

I Sell-m
11 Steenng comrrnttee
III PolIncs mvolved
IV PnvatIzatIon optIon selectIOn
v Managing the pnvatIzatIon process-

VI Restructunng a wholesaler Case example - Arkhangelsk
a What to look for
b Whom to work WIth
c Developmg a solunon
d ImplementatIon (ex Fmancial restructunng)

VII Developmg Inter-regIOnal trade

VIn CreatIon of a wholesale market

• 1 •



I
I
I
I
I
t
I
I
I
I
I
I
I
I
I

­
I
I
I
I
I

I INTRODUCTION

The Boston Consultmg Group (BeG) has completed the pIlot roll out of the vegetable
wholesale pnvatizatIOn and restructunng project The ObjectIve of thIS project was to enhance
the effectIveness of the vegetable wholesalers m major CItIes throughout RUSSIa The
methodology developed dunng the pIlot project m Perm was further developed and refmed to
account for geographIC and POlItICal specIfICS of the regIOns where the project took place
Dunng the project BCG has worked m four regIOns (Arkhangelsk, Rostov, Petrozavodsk, and
Tver) where It realIzed the followmg objectIves

• carned out the pnvatIzatlOn and restructunng of wholesalers,
• adVIsed MKIs and wholesalers on methodology for pnvattzatlon of wholesalers,
• estabhshed "demonstratIon enterpnses" m each regIOn,
• trained local consultants to carry out thIs project on therr own so that the project could

be contmued In other regions economIcally,
• used wntten matenals, mass medIa, semmars (both on regIOnal and national level), and

other means to commumcate the project to MKls, CIty counclls, CIty and regIOnal
admInIstratiOns, and wholesalers

In addItIon to realIzmg the above obJectIves, The Boston ConsultIng Group has also addressed
two problems whIch were beyond the InItial project scope, namely low degree of Inter-regIOnal
trade and hIgh InCIdence of monopoly wholesalers In many northern CIties To address those
problems m the regIOns where the project was bemg conducted, BCG has deSIgned and mItIated
two pIlot projects

• the establIshment of mter-regIOnal trade lmks between the wholesalers In Perm, Rostov,
and Arkhangelsk and

• the creatIon of a vegetable wholesale market m Arkhangelsk to create competItIon

Both pIlot projects are currently underway At the time of wntmg of thIS report the followmg
results have already been achIeved for the rnter-regIOnal trade project

• memorandum on co-operatIOn SIgned,
• trade lInks establIshed,
• exchange of market InformatIon ImtIated,
• fIrst orders from other regIOns (based on the exchanged market mformatIon) were placed,
• JOInt rrnport orders have been made

The next step IS the expanSIOn of thIS tradmg consortIa to mclude wholesalers m other regIOns
Wholesalers In Petrozavodsk, Tver, and Tashkent as well as several tradIng companIes m
Moscow have already expressed mterest In JOInrng

The project to create a wholesale market IS also underway Up to thIS date the followmg have
taken place

• wholesale market concept IS frnallzed and accepted by all partIes,
• co-operatIon agreement between the muruclpal authontIes and facilioes management

company has been finalIzed,
• the publIc relauons campaign to attract partIes mterested m entenng wholesale busmess IS

underway

The next step IS the auctIomng of warehouse space and the ImplementatIon of control
mechamsms to regulate trade and settle dIsputes

The pnvauzatIOn of wholesalers rn four regIOns IS underway SIX wholesalers have already been
pnvatlzed WIth the remainIng scheduled to be pnvatIzed by the end of June The follOWIng table
summanzes the pnvatIzatIon status of the wholesalers m four regIOns
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The accompanymg slIde book IS mtended to be used as an appendIx to the wntten report It
contams all necessary documents needed to replIcate tills project The documents rnclude

The contents of thIS report are wntten m the form of a "cook book" The mam purpose of thIS
report IS to serve as a gUIde to pnvatlzanon and restructunng of vegetable wholesalers,
development of mter-regIOnal trade, and the creatIOn of wholesale markets The mfonnatIOn
contamed rn thIs report IS rntended to help a nOVIce to duplIcate the project rn other regIOns

The second chapter of thIS report deals WIth the Issues of regIon selecnon and sellIng of the
project to the local authontIes The thrrd chapter explarns how to set up an effiCIent operaung base
and how to enlIst the support of local declSlon makers Chapter four provIdes two case examples
of how to conduct a short dIagnostIC phase to assess regIOnal specIfIcs and to earn credIbIlIty
WIth local authontIes PnvatIzatIon process, pnvatIzanon arguments, pros and cons of VarIOUS
pnvatIzatIOn optIons, potentIal problems and obstacles to pnvauzatIOn, and case examples are
covered m chapter fIve Chapter SIX proVIdes an example of wholesaler finanCIal restructunng
and answers what to look for, whom to work WIth, and how to develop and Implement a
solutIon The last two chapters descnbe how to set up and Implement mter-regIOnal trade and
create a wholesale market

R~~l~~ h.t~rnd$i: S~I>d.tYi$i~Q An1JHt'aU~Q Qr:;m.$iJ$hrfJ P:ri~~QBthtfJ T.,ader

Rostov Baza 1 ...J ...j JSC 1 N/A

Baza 2 ...j ...j JSC 3 N/A

Baza 3 ...j ~ cr ~

Baza 41 ...j ~ ~ cr 26594

Baza42 ~ ~ ~ cr 26594

Baza43 ~ ~ ~ JSC 2 N/A

Plodokombmat ~ ~ cr 23594

Spartak ~ ...J cr 23594

Auta ...j May 94 cr June 94

Gvozdlka ...j May '94 cr June 94

Ovoshchl ...j Mav 94 cr June 94

Arkhangelsk Arkhangelskaya ...J ...J ...j cr ~

Belomorskaya ...j ...j ...j cr ...j

Petrozavodsk Tsentralnaya ...j ...j ...J cr 18594

Tomlchl ...J ...j ...J CT June 94

Tver GORO ...j ...j ...j cr Mav 94

I
I
I
I
I
I
I
I
I
I
t
I
I
I
I
I
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I
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I
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•
•
•
•
•
•
•
•

questIOnnarres,
sample presentatIons (sell-m, dIagnostIC, and restructunng),
pnvatIzanon arguments,
wholesale market concept,
mter-regIOnal trade concept,
case studIes,
mIscellaneous pnvanzanon forms and
supportIng legal documents
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II RegIOn selectIon and sell-m

ReglOn selectlOll

Careful regIOnal selectIOn can prevent the unnecessary waste of efforts Pnor to vISIting regIOns
try to gather as much mformatIon about the vegetable wholesalers as possIble over the phone
The best sources of such mformatIon are the mumclpal GKI, agnculture, and trade departments

Agnculture and trade departments WIll proVIde you WIth mformatIOn regarding the number of
vegetable wholesalers In the regIon, thelT locatIOn, and therr trading volumes The trade
department can also gIve you some mdIcanons of regional specIfICS, for example whether or not
the region IS a net Importer or exporter of agncultural producnon The mumclpal GKI department
will addItIonally provIde you WIth the mformatlOn regardIng the pnvanzatlon status of vegetable
wholesalers m the regIon

After the completion of phone mtervlews a lIst of potential regIOns should be complIed The
deSIrabIlIty of a regIon depends on the goals of your project If the goal IS pnvatlzanon and
restructunng, as was ours, then only the regIons WIth unpnvatlzed or parnally pnvatIzed
wholesalers should be consIdered If the goal IS only restructunng of vegetable wholesalersI,
then the regIOns where wholesalers have been pnvanzed should be consIdered Wholesalers
WhICh were pnvanzed VIa the commerCIal tender, JSC3, or JSCI are the preferred cand1dates for
the restructunng projects

The success of the project WIll largely depend on the goodWIll of local authonnes towards
pnVatIzatIOn and market reform To further narrow down the lIst of potential regIOns we
recommend to have the lIst revIewed by central GK! m Moscow Based on therr knowledge of
the pol1tlcal clImate m the regIOns, they could help narrow down the lIst of selected regIOns to the
regIOns where the project would not go to waste

The next step IS to VISIt the regIOns on the short lIst to personally assess the SItuatiOn For that,
BCG has deVIsed a survey questIOnnarre (see appendIX) that alms to get addItIOnal mformatIon
about the regIOn Pnor to the inItial VISit, mtervlews WIth the City, GKI, trade, and agncultural
department heads should be prearranged At the same t1me a VISIt to one or more wholesalers m
the area IS also hIghly recommended WhIle It would be Ideal to cover all regIOns, due to lIffilted
resources help should be fIrst offered to those who want It

Mter Vlsltmg all regIOns on the short lIst, use the mformatIon gamed from mtervlews to select the
fInal group of regIons m whIch you feel the project w:tll have the most opportumty for success

Sellmg the ploJect zn the reglOns

Once the regIOns have been selected, the next step IS to VISIt them to "sell-m" the project to local
authontIes and wholesalers The most Important aspects of "sellmg" the project successfully m
the regIOn are

• IdentIfIcatIOn of deCISIOn makers m the regIon and
• addressmg theIr concerns m the "sell-m" presentatIon

The deCISIOn makers m the case of pnvatIzatIon and restructunng of vegetable wholesalers who
should be contacted and mVIted to the "sell-m" presentanon are (m order of Importance)

• mayor or the deputy mayor m charge of trade,
• charrman of the mumclpal GKI,
• head of the agncultural department,
• head of the trade department,
• head of the antI-monopoly committee (AMe)

I Accordmg to our mfonnatlOn most regions ill the European part of Russia have already pnvauzed theIr
wholesalers III those regions a post pm,auzatlOn restructurmg would be the best chOice for the project

- 4 -
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Dunng the presentatIOn you should aIm to outlme the project's benefits to all constItuenCIes that
are present at the "sell-m" presentatIOn The table below 11sts major benefIts to the above declSlon
makers

COll{~Utuen(Y Benefits
City Admm1stratIOn PnvatIzatIon and restructunng WIll result m mcreased effIcIency of

wholesalers WhICh wl1llower therr dependence on CIty budget, mcreased

effICIency of wholesalers WIll Improve therr profItabIlIty WhICh WIll

pOSItIvely reflect on CIty'S tax revenues, potentIally large proceeds from

the sale of wholesale faCIlItIes to re11eve CIty'S fmancial condItIOn,

pnvatIzatIon of wholesalers WIll mcrease competItIOn whIch WIll lead to

Improved qualIty and larger selectlon of fruItS and vegetables to the

populatIon

MuruCIpal OK! Pnvatrzatron of an Important segment of murucipal economy

Agnculmral Dept Increased effiCIency WIll lead to reduced losses, mter-regIOnal trade WIll
~

open export opportumnes for local farms (espeCIally Important for the

agncultural surplus regIOns)

Trade Dept Inter-regIOnal trade development project would sIgmficantly Improve

regions trade 11nks WIth other regIOns, Improve vanety of avaIlable

products, open opportumties to export local productIOn to other regIOns

AMC In case where there IS only one wholesaler, the creatIon of a wholesale

market could be the answer, a wholesale market would Introduce new

players to the market and create competItIon
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I
I
I
I
I
I
I
I
I
1\
I
I
I
I
I
I
I
I
I
I
I

III PROJECT START-UP

a Formmg a steermg committee

To assure the contmued support for your project by the key decIsIOn makers and to gIve them a
feelIng of ownershIp of the project, you need to mtegrate them mto the project Based on our
expenence the best way to do that IS to set up a steenng COmmIttee whIch meets once a week to
reVIew the progress of the project and to address the problems that may anse The steenng
COmmIttee should consIst of the representatIves of

• CIty achmmstrauon,
• OKI,
• trade department,
• agncultural department,
• property fund,
• AMC,
• "demonstratIon" wholesaler

It IS of paramount Importance that the representatIves of those departments are empowered to
make declSlons on the behalf of therr departments With respect to the project Havmg people who
have no declSlon power Will defeat the purpose of a steenng COmmIttee

In order to assure that the people from those departments are relevant to the project we suggest
the followmg procedure

1 Meet WIth the head of each of the above conStItuencIes (ex mayor for the CIty
adrrumstratIon)

2 InVIte them to Jom the steenng COmmIttee They Will most lIkely refuse and Will offer
theIr deputy mstead

3 Accept the offer and request then that the deputy be gIven the responSIbIlIty to make
declSlons pertaInmg to the project on his/her behalf That will ensure that the deputy
WIll keep IDS boss contmuously mformed

The steenng commIttee should number 5-7 people m order to assure an effICIent working
enVIronment

b Settmg up operations base

Although the CIrcumstances vary by CIty, It IS best not to rely too heavIly on the bUSIness
mfrastructure of the project locatlon It IS therefore Important to set up an effiCIent operatmg base
as qUIckly as pOSSIble Dunng our work, the consultants m each regIOn chose to get apartments
mstead of stayIng In hotels The apartments functIon as an offIce and commumcatIons center
Although all team meetIngs can be held m the 'office', none of our project teams had neceSSIty to
hold any clIent meetmgs there

ThIS Issue of commumcatIOn IS more dIffICult as the pmmtlve RUSSIan telephone system
contInues to detenorate It IS pOSSIble to contact Moscow, but most commUnIcatIon had to waIt
untIl the weekend when the teams would meet In Moscow to update each other, wnte
presentatIons, and meet WIth lawyers or Federal OffICIalS

- 6 •
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Before leavmg Moscow

• Settle staff Issues
It IS better to hrre staff m Moscow

local staff wIll be bIased about the SItuatIOn
local staff WIll have too many contacts!relatlOnShlps
local staff will have frrst loyalues to other people m town

Hmng good staff can be dIfficult, It requrres about two weeks

• Get supplIes
(1 e computer, pnnter w!extra mk cartrIdges, paper, baSIC offIce supplIes, espeCIally
pens, map of oblast and CIty (several copIes), If aVaIlable)

• Get contacts establIshed
Call to get names of officIals at GKl, MPF, Trade department, AMC
Keep a contact lIst of all people you meet, mcludmg address and phone

also keep useful numbers, such as hotels, aIrPort, etc
Include ill contact lIst the phone and emergency contact of all project staff

• Get travel schedules
Fmd all pOSSIble drrect connectIOns to Moscow (tram, plane, car)
If drrect connecuons are few, mvestIgate connectIons through other CItIes
Make hotel reservatlons for first week

II First week on locatIOn

• Accommodauon
Fmdmg an apartment/office IS a top pnonty at the begmnmg

Check newspaper for advertIsements
Ask taxI dnvers, gIVe them hotel contact number If they hear of somethmg

Try to get apartment near town center, and get team all hvmg m same area

• Transport
Fmd a permanent dnver by askmg each taxI If they are mterested m the Job

dnver must have telephone at home

• Local support
Get address, phone, and eventually relIable contact person at some local servIces

RaIlroad statIon, aIrport, Aeroflot office
Busmess center for photocopy and fax
Good restaurants (for team and for lunch/dInner meetIngs)

·7·
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IV DIAGNOSTIC PROCESS

a Case example Arkhangelsk

QuestIonnaire

To dIagnose the status of the fruIt and vegetable supply system wIthm a cIty It IS necessary to
gam an understandmg of the current structure IntervIewmg key components of thIS supply
system IS the eaSIest and most effectIve means of understandmg the system TypIcally the key
components of the supply system are

• governmental structures
trade department
pnvatIzatIon COmmIttee
mumclpal adnumstratIon
oblast adnUnIstration (not needed 10 Arkhangelsk)

• fanns
• wholesalers
• retaJ.1ers
• consumers

Before mtervIewmg these governmental structures and enterpnses, the fITst step IS to develop an
mterview questIOl1I}aIre that acts as a "gUIde" Developmg thIS questIOnnarre wIll ensure that all
relevant mformatIon IS obtamed and It wIll also help structure the mterview and keep the
conversatIOn flowmg The questIOnnaIre should be structured so that It flows from general
1OformatIon mto specIfic 1OformatIon The actual mterview questIOnnarres we used are located m
the slIde book accompanymg thIS report The mterview questIOnnaIreS should at mmlmum
10clude the follow1Og 1OformatIon

Trade depw1ment
• What IS the structure of the fruIt and vegetable supply system? Is It an assoCiatIon of

enterpnses (torg) or are the enterpnses mdependent
• How many farms, wholesalers and retaIlers are there m the CIty Involved In fruIt and

vegetable dIstrIbUTIon and what are theIr names (hopefully they Will have a lIst)?
• What level of control does the CIty exert on the wholesalers? Does the CIty dIctate storage

volumes, pncmg polICIes, assortment, who to buy from, who to sell to?
• What types of SubSIdIes, loans, or credIts are prOVIded to the fruIt and vegetable supply

cham? Who gets these subSIdIes?

MUniCIpal GKI
• What IS the status of pnvatizatIOn of fanns, wholesalers, and retaIlers m the frUIt and

vegetable supply cham?
• Do you favor pnvatIzatIon of thIs market segment? Why?
• What are the mam obstacles to speedmg up the pnvatlZatIon of thIS market segment?
• What method of pnvatIzatIon IS preferable for fruIt and vegetable wholesalers? Why?

City admlnlstratwn
• Is there enough food 10 the CIty? If not, why?
• What are the rnam problems With the food supply m the CIty?
• What measures are used to determme the extent of these problems?
• What measures should be taken to resolve these problems?

Farms
• What types of products do you produce and what are the volumes?
• To whom do you sell your products (%)? Do you sell them to local wholesalers, retaIlers,

and consumers or do you export them to other regIOns?
• How do you obtam customers? Do you seek them, do they seek you, or do you receIve

asSIstance from the trade department?
• What are the major problems you have 10 seIlmg your products? Are your pnces too hIgh, IS

there competItIOn from other regIOns, or IS demand falling?

·8·
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• Are you profitable? What are your profits (losses)?
• Are you SUbSIchzed by the government? What type and how much?

Wholesalers
• Where do you buy your products? Do you lffipOrt them or buy them locally?
• What are your storage losses? Why do these losses occur and what do you thInk you could

do to lffiprove thIS situatton?
• To whom do you sell your products? Are they retaIlers, socIal InStltutIOns, trade frrms,

etc
• Who do see as your major sources of competItIOn? Are they street vendors, other

wholesalers, or bypassIng by farms?
• How do you find your customers? Do you have an aggreSSIve sales pollcy that rewards

salesmen for fmdmg new customers and mcreasmg sales to eXIstmg customers?
• What IS your debt level? Are you havmg trouble paymg off your loans?
• Does the City government help fund your busmess through SUbSIdIzed loans, credIts, or other

types of finanCIal aSSIstance?

Retazlers
• Who are your major supplIers (%)? Are they local wholesalers, local fanns, wholesalers

from other regIons, farms from other regIons, or street vendors and traders?
• What cntena do you use to choose supplIers? Is It pnce, qualIty, servIce, aVaIlabIlIty?
• What could the wholesalers do better to get more busmess?
• What do the wholesalers do well?
• Are you subsIchzed by the government? What type and how much?

Consumers
• Where do you obtam your vegetables (%)? Do you grow them, do your frIends grow them,

buy them from retailers, or do you buy them from street vendors?
• What cntena do you use to choose a suppher? Is It pnce, qUalIty, availabIlIty, or servIce?
• What are your cruef complamts about the ffUlt and vegetable supply system?

11 InterViews

The purpose of the IntervIew IS to obtam the mformatIOn that has been detailed m the IntervIew
queStIOnnaIre If at any pomt dunng the mterview you don't understand a response, It IS
ImperatIve that you ask for clarificatlon Don't be afraId to ask why In Arkhangelsk we
mterviewed the followmg components of the fruIt and vegetable supply chain

• MuruCIpal trade department
• MUnICIpal GK!
• OblastGKI
• Mayor
• Oblast agrIcultural department
• All four local farms
• All SIX wholesale type enterpnses
• Twenty retailers
• Seventy five consumers

Listed below IS the speCIfic mformatlon we obtaIned In Arkhangelsk from each component of the
supply chain

MUnlczpal trade depaltment
• Developed an understandmg of the supply cham's baSIC structure and key players

defiCIt regIOn (hffilted local producnon)
two large dOffilnant wholesalers
over 100 retail stores

• Trade department has lIttle Involvement m the frUIt and vegetable supply cham, It IS pnmanly
market dnven

• The CIty grants subSIdIzed loans to wholesalers for the storage of vegetables through the
wmter

- 9 .



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

MUnlClpal GKI
• The two dommant wholesalers are not pnvatlzed
• The CIty GIG was hesitant to pnvauze the two wholesalers because It feared a dIsruptIOn m

the fruIt and vegetable supply to the CIty
• If they pnvauzed the wholesalers, they would favor a commercIal tender

OblastGKI
• The oblast GIG had lIttle mvolvement m the pnvatlZatIOn of vegetable wholesalers All

enterpnses we were mterested m were controlled by the CIty GK!

Mayor
• The mam reason for talkmg WIth the mayor was to detennme If we would have a polmcal

sponsor ill the event our project met WIth local reSIstance
• We also wanted to know hIS speCIfic concerns about the food supply m the CIty so that we

could make sure we mcorporated hIS concerns mto the project ThIS was polItIcally expedIent
and created a sense of ownershIp m the mayor towards the project

Oblast agncultural depaJ1ment
• The malO purpose of talkmg WIth the oblast agncultural department was to gam further

confmnatlOn that the regIOn Imported most of Its products from other oblasts The
agncultural department confIrmed thIS

• They also mfonned us that a large portIOn of the populatIOn engaged m therr own pnvate
productIOn, known as "dacha fanmng" It was lmportant to determme how WIde spread thIS
method of productIon was so that we could determme the relevant market for wholesalers

Localfarms
• The mam mfonnatIOn we gamed from local farms was that they were havmg trouble sellIng

therr product locally because therr producnon costs were too hIgh Wholesalers and retaIlers
were ImportIng product from other regIons because they could Import cheaper than they could
buy locally

• The mam products they produced were potatoes, cabbage, beets, and carrots There was
some greenhouse producnon of tomatoes and cucumbers

Wholesalers
• The two large wholesalers' respectIve names were Belomorskaya and Arkhangelskaya
• Belomorskaya was the largest most modern wholesaler In the regIOn and controlled 82% of

the refngerated space m the Clty (see fIgure 41) Arkhangelskaya had a relatIvely modem
pomon, but most of ItS space was old and m d.Isreparr

• Belomorskaya had yearly sales of 1 5 bIllIon roubles and Arkhangelskaya had sales of 1 2
bIllion roubles

• Arkhangelskaya was concentraung pnmanly on fruIts and vegetables whIle Belomorskaya
was concentratmg on fruIts, lIquors, canned and unned products, and other qUIck turnover
products (see figure 4 2)

• Both wholesalers were deeply m debt to local banks Belomorskaya owed 900 nulIIon
roubles and Arkhangelskaya owed 1 2 bIllIon roubles

• Both wholesalers Imported product from outSIde the oblast because local farm productIOn
was expensIve and the quahty of locally produced products was mfenor to Impons

• Potato, cabbage, carrots, and beet losses In storage were hIgh Belomorskaya's losses were
25% and Arkhangelskaya's losses were 35% We defmed losses as spOIlage plus fodder
sales

• Storage space was only uUhzed 60% dunng peak capaCIty at both wholesalers
• We learned that the two large wholesalers were very eager to pnvauze, but that they had tned

several preVIOUS tlmes and had been demed by the local adnumstranon
• Wholesalers mdIcated that the local admmistratIon had pronused to repay mterest expense on

loans used for long term storage, but as yet the government had not paId and the wholesalers
beheved they would not pay

Retazlers
• RetaIlers purchased only 20% of then products from wholesalers The rest they bought

d.Irectly from farms and Importers from other regIOns

• 10 •



ARKHANGELSKAYAS' SPACE UTILISATION FOR FRUIT AND
VEGETABLES IS 76°k COMPARED TO 160/0 AT BELOMORSKAYA

82% OF REFRIGERATED SPACE IS CONCENTRATED AT
BELOMORSKAYA BAZA

• Non-refrigerated space is equally distributed

Key
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o Potatoes

• Fruit and Vegetables

iii Other Products
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• The major cntena they used to select supplIers were pnce and qualIty Therr opmIOn was that
local wholesalers were too expenSIve and that therr qualIty was mconSIStent

• RetaIlers Inchcated that If the wholesalers would mcrease therr qualIty, lower the pnce and
add more vanety to therr product lme, they would buy more products

Consumers
• Consumers mchcated that they grew 35% of therr own products Another major source of

product purchasmg was from the CIty market and from street vendors In total they
purchased only 30% of therr product through the tradItlonal retaIl channel

• Consumers saId the pnmary cntena they use to select a supplIer are pnce and qUalIty They
mdicated that If the wholesalers would set up vegetable stands or "consumer days" In the
baza, they would be mterested m bUYIng drrectly from the wholesaler

Other key sources of mforrnauon were the munICIpal and oblast StatiSUCal departments From the
statIstIcal departments we obtained mformatIon on the local consumptIOn and productIOn of
vegetables

III AnalySIS

Based on our mterviews we were able to draw the followmg conclUSIOns

• Local productIon was decreasmg, thus mcreasmg the regIon's relIance on Imports (see
fIgures 4 3 and 44) Local productIon was also not profitable, so the wholesalers must
develop sophIstIcated trachng operatIons to compete agamst traders from other regIOns and
street vendors

• Local consumptIOn of vegetables had decreased 50% WIth the exceptIon of potatoes WhICh
had remamed stable (see figure 4 5) ThIS mformatIOn revealed that demand was fallmg as
pnce mcreased If wholesalers could become more effICIent m provIdmg product, there was
sIgmficant opportumty to mcrease sales

• A study of the supply cham showed that there was sIgmficant bypassmg of the wholesaler
80% of the product retaIlers purchased bypassed the wholesaler (see figure 4 6) In adlitIon,
people were bypassmg the trachtIOnal retaIl market channel by growmg therr own products,
buymg them from street vendors, or shoppIng m the CIty markets (see fIgure 4 7 and 4 8)
ThIS phenomena was reversed however m the WInter, when consumers bought pnmanly
from retailers ThIs penod of tIme was the only one where wholesalers enjoyed a dIstInct
competltlve advantage because they had proper storage faCIlItIes and at thIS tIme they could
charge a prermum for therr products

• Wholesalers lid not antICIpate the decrease m demand, and as a result they purchased
products usmg the preVIOUS year's level as a gUIde ThIS exceSSIve purchasmg resulted m
large loans, large losses, and hIgh debt for the wholesalers because they were unable to fmd
customers for therr products

• Belomorskaya's management appeared to more forward thmkmg than Arkhangelskaya's
because they had already begun to dIverSIfy therr product lme away from purely vegetables
and mto other products such as hquors, and canned and tmned products

• Pnvatlzatton was absolutely essenttal because the hIgh debt levels threatened the very survIval
of the enterpnses Only the sumulus of pnvate ownershIp would be able to overcome thIS
finanCIal cnsis

I V PresentatIon

We had two goals for the dIagnostIc presentatIon, first we wanted to show that we understood
the current SItuatIOn and second we wanted to create a sense of urgency on the part of the City
adnumstratIOn to pnvatize these wholesalers so that the needed restructurmg could occur By
showmg the supply cham configuratIon, the status of local productIon and consumptIOn, and the
key causes of supply faIlure, we convmced the steenng comnuttee that we thoroughly understood
the fruIt and vegetable dIstnbutlOn structure WIthIn Arkhangelsk ThIs estabhshed our cred1bulty

The next step was to Illustrate that we knew how to Improve the current situaUon By Illustrattng
the hIgh debt and hIgh degree of consumer bypassmg, we were able to convmce the steenng
comrmttee that somethIng must be done to ensure the SurvIVal of wholesalers We Illustrated that
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• Reasons include bad weather and an increase in competition

PRODUCTION OF CABBAGE, CARROTS, AND BEETS HAS ALSO
DECLINED

• Arkhangelsk produces very httle beets and carrots

• 13 •
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FIgure 45

IMPORTS ACCOUNT FOR 60 % OF ALL POTATOES CONSUMED IN
ARKHANGELSK

• The proportion is higher for other products
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Key

• Potatoes

o Vegetables

19931992

FIgure 46
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SINCE PRICE CONTROLS WERE LIFTED* CONSUMPTION OF
CABBAGE, CARROTS, AND BEETS HAS DECREASED BY 500/0

• Potato consumption has remained stable:
• individuals grow and store their own

- "the second bread" in Russia

PIlCll released November 1991
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DURING THIS TIME, THE QUANTITY OF VEGETABLES AND
POTATOES SOLD THROUGH NORMAL RETAILER OUTLETS HAS

DROPPED BY 600/0

NEW DISTRIBUTION CHANNELS HAVE EMERGED AS CONSUMER
SEEK CHEAPER SOURCES OF PRODUCT

• Truck vendors, dacha farming, employer co-operation
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• Potatoes

DVegetables
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• Normal retaller*

1993*1992

Cabbage

Flgure 47

1991
Year

1990

Potato

Vegetablestpotatoes sold per year per person by retaIlers

1989

80

60

40

20
o

Purchasing channels 1993 - % by channels

50

40

30

20

10

80% c/. potate 50kl VIa "nOrmal rlltallers ocr:ul$~ the hatYest season
Notes SoaalIll$llll.lllO<l we" not .ncUOed

$ourCll BeG eonsum.. Imervl8WS Sample SIZe 35 In\8M8WS III c:ty-m.no.t

FIgure 48

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
,"

I

losses were hIgh sales were fallmg, and motIvatIOn was low The only way these enterpnses
could be saved was by maSSIve restructunng We Illustrated that restructunng could only occur
when accompanIed by pnvatiZatIOn Restructunng WIthout pnvatiZatIOn was doomed to faIl

They agreed WIth us On all of these pomts and as a result they agreed that pnvaUzatlOn and
restructunng must be the goal of our project

b Case example Petrozavodsk

After the CIty OffICIalS agreed to the goals of the project and requested our aSSIstance, we began
work WIth a 'illagnostIc phase' With the folloWing goals

• to understand the vegetable supply SItuatIOn m the CIty
• to understand the current SItuatIOn of the baza
• to understand the mterests of all partIes mvolved m the project
• to bUild cred1bIhty for ourselves and our recommendatIons

The dIagnostIc phase m Petrozavodsk took 3 weeks and mvolved 5 steps
• Data CollectIon
• QuestIonnarres/Auillts
• IntervIews
• AnalySIS
• PresentatIon

Data Collection

Unfortunately, there IS very lIttle relIable data aVaIlable for aggregate vegetable productIon,
transportatIon, storage or consumptIon Most data that IS avaIlable IS eIther out-dated,
mcomplete, mconsistent, or polItIcally bIased

However, the data should stIll be collected SInce lack of 'OffICIal' sources WIll be VIewed
sceptIcally by opponents to the project These sources mclude

• CIty Trade Department
• Oblast/RegIOnal Department of StatIStICS
• Oblast/ReglOnal MllliStry of Agnculture

II QuestIonnaires/Audits

The best and most relevant factual data IS collected through a senes of 'audIts' The most
Important of these are consumer, retaIler, baza and competItor auillts CopIes of questIOnnarres
are mcluded m the slIde book appendIx

Consumers
USIng your RUSSIan staff or hmng a local student for a day, It IS very easy to get a snapshot of
the local attItude to the vegetable supply ThIS data makes a strong ImpreSSIOn on local
authontIes and can be effectIvely used to support your recommendatIons It IS appropnate to
survey 60-70 consumers In several dIfferent CIty illstncts

Retmlers
In Petrozavodsk, WIth about 40 vegetable retaIlers, we surveyed them all Even In a larger CIty,
thIS may necessary to bUild proper credIbIlIty and aVOId petty arguments In each case, It IS
Important to speak WIth a dIrector or deputy drrector of the retaIler We dId thIS by visItmg the
stores WIth no appomtment and had no difficulty In some CItIes It may be helpful to have a letter
from the mayor/trade department encouraging co-operatIon WIth the project VisItmg the retaIlers
also allows an assessment of the store Itself and an audit of pnces
An alternatIve to VISItIng all the stores IS to arrange a meetIng of retaIl dIrectors We have not
tned thIS method

Ba:as
It IS Important to get a complete and detaIled audIt of each baza that IS part of the project The
Wholesaler AudIt In the appendIX prOVIdes a baSIS, but IndIVIdual CIrcumstances WIll vary
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wIdely For many reasons, baza dIrectors and management WIll hIde detaIls about facilmes,
mventones, and fmanclal condItIon To get more complete mformatIOn, mtervlew each member
of the management team separately As part of the audIt It IS Important to get copIes of several
ongmal documents (see appenchx for samples)

• Balance sheets for last several quarters
• Inventory lIsts, WIth purchase pnce and date
• Lists of loans With detaIls of purpose and payment schedule
• LIst of employees wIth posItIOns and salanes
• Accounts payable and receIvable wIth dates, credItor/debtor and penalues
• Map of facilInes, mcludmg assets on other SIteS
• List of phYSICal assets, especially trucks and major eqUIpment
• List of major supplIers and busmess partners
• List of major customers, mcludmg volumes, payment terms, and relanonslup

Competitors
• There are several types of competltors and It IS unportant to understand therr relatIve

strength m the market, theIr future plans regardmg vegetable supply, and therr pOSSible
Impact on the project

• Importmg/tradIng compames
• Other non-mumclpal bazas (such as school system, nllhtary, railroad, port, etc )
• DIrect Imports on trucks
• Local pnvate/collecuve/state farms
• Strong retaIlers With active contacts With supplIers

III Intenlews

DIrect, pnvate mtervlews are necessary WIth all Important partICIpants m the project These
mtervlews serve the followmg purposes

• To explaIn the proJect/answer specIfic quesuons
• To gam acceptance and support for the project
• To understand and address specIfic concerns/goals/mterest of specIfic partIes
• To learn the status of pnvatizatIOn and local pecuhannes m the process
• To gather some more mformauon about the vegetable supply of the CIty
• To aVOId surpnses later m the project

The mtervlews should mclude a broad range of Important people, mcludmg
• Mayor (or representauve)
• Local GKI

DIrector
DIrector of Pnvanzauon Department
DIrector of Econorrucs (If applIcable)

• Mumclpal Property Fund DIrector
• City AdrnmistratIOn, Trade Department

Drrector
SpecialISt m Vegetable/Food Supply

• Ann-Monopoly Comrruttee DIrector (or representauve)
• MumcipallRegIOnal Department of Agnculture DIrector
• RegIOnal GKI Drrector
• CIty Market DIrector

IV AnalySIS

The analySIS of the vegetable supply IS not complex The baSIC and most Important element of
understandmg IS the "Vegetable Supply Cham" (see appendIx) WhICh mcludes all the Important
partICIpants from producers to consumers The volumes that pass through these channels are
dIfficult to measure smce they are eIther mexact or unaVailable Some can be calculated usmg
gross estImates and others can be calculated based on reSIdual values from other parts of the
supply chain

Most other analyses regardIng vegetable supply mvolve a specIfic aspect of the cham
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• sources of vegetables sold at retaIlers (from retaIler audIt)
• preferred sources of vegetables for consumers (from consumer audIt)
• losses at vanous pomts m the cham (several sources, IncludIng baza data)
• change m sources of vegetables (producer, retaIler, baza auchts, mtervIews)

v PresentatIOn

The result of the dIagnostIc phase IS a recommendatIOn about Improvement of vegetable supply
for the CIty ThIS recommendatIOn WIll almost certaInly mclude some element of pnvatIzatIon of
the wholesalers and perhaps other parts of the supply cham There IS lIkely to be some reSIstance
to any changes, so the presentatIon must achIeve the followmg goals

• Show an understandmg of the goals and mterests of all partIes affected
• EstablIsh your mformatIOn as the most current and most relevant
• EstablIsh yourself as an expert In vegetable supply problems In the CIty
• Present a detaIled solutIon and explaIn how It solves the vanous problems
• Gam COmmItment to a tImelme and asSIgn responsIbIhnes to Implement the solunon

To achIeve these goals, It IS Important to find the correct balance between presentIng data,
analySIS, InterpretatIOn and recommendatIOns Data, espeCially m RUSSIa, can always be
dIsputed, whIch undermInes the foundatIon of the entIre presentatIon Therefore, although It
must be presented to establIsh credIbIlIty, It IS best to keep It to a mInImum For example, In
Petrozavodsk we presented the vegetable supply chaIn WIthout shOWIng our detaIled volume
calculatIons In order to focus on the cham Itself and aVOId IneVItable arguments about the
volumes

AnalySIS and mterpretatIon should be dISCUSSed before the presentatIOn WIth the most Important
and mfluential people Most likely, thIS means you should reVIew a draft of the presentatIon a
day or two beforehand WIth the Drrector of GKI and the drrectors of relevant bazas

RecommendatIons should of course be reVIewed before the meetmg WIth the ultImate deCISIOn
makers on the Steenng COmmlttee In essence, the presentatIOn IS a formalizatlOn of the results
It IS not a place for surpnses or dISCUSSIOn of the mformatIon

If the work IS done well and the presentatlon achIeves Its ObjectIves, the only senous chscusSIOn
WIll be about ImplementatIOn of the plan The group should therefore mclude all people
responSIble for parts of ImplementatIOn and these responSIbIlItIes and theIr deadlmes should be
clearly defined m front of the group

A summary of the presentatIon and ItS results should be wntten by you and dIstnbuted to all
partICIpants the next day ThIs summary should focus on the next steps for 11TIplementatlon of the
plan

. 18 .



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

V PRIVATIZATION PROCESS

a Summary of ReqUIred Documents

The pnvattzatlOn process, although theoretIcally standardIzed throughout RussIa, should be
dIscussed In detall WIth staff of OKI, the baza, and the MPF The timehne and responsIbIhtIes
should be agreed In detaIl Some steps, such as AMC approval, can be done m parallel to save
nme

SUMMARY OF PRIVATIZATION STEPS

# Steps Time

1 Enterpnse gIves documents to GKI 2 week.s
2 AMC approval 1 month
3 GKI iSsues order 1week
4 If separallon requITed see SectlOn V c 5 weeks
5 GKI prepares pnvatIzatIon plan profIle 1week

supplement and all acts

6 CommissIon plan Signed by all members 1day
7 GKI Issues all necessary documents (see 11st) 1day

8 Transfer documents to Property Fund 1day
9 Work.mg collective meetmg diSCUSSIOn of wlthm 2 weeks

pnvatlzatlOn plan mmutes to GKI

10 Advertlsmg by MPF 2 week.s
11 Tender 1day

The baza management WIll have to prepare a vanety of documents for the OK! For some well­
organIzed enterpnses thIS WIll be a SImple task, but for vegetable wholesalers the data IS
unavaIlable, dIsorganIzed and inCOnSIstent The project team should aVOId becommg too
Involved In detaIls, but It may be necessary to closely manage the process In order to assure
nmely and acceptable completIon
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DOCUMENTS PROVIDED TO GKI BY BAZA MANAGEMENT

# Document Information Notes

1 ApplIcation See sample m appendIx
2 Balance Sheet 1 Pnces before I I 92
3 Balance Sheet 2 Pnces before I I 94
4 List of assets and eqUipment Object mv #, # of Items pnce Pnces before reappraisal I I 92 made

(mventory lIst) year of entry mto operation on date of balance sheets provided

5 List of fIXed assets Object, locatIOn, mv #, pnce year Pnces before I I 92 made on date oj
of entry mto operatlon, % deprec , balance sheets proVided
residual value

6 List of employees #, name, posItion
7 List of mcomplete constructlOn and FacIlIty location, year bUlldmg If applIcable

unmstalled eqwpment started, est work, actual work
handled

8 LISt of long-term fmanclal Item, balance sheet value If foreIgn currency proVide separately
Investment

9 LIst of mtanglble assets Value of assets, depreciated, value If applIcable
de

10 List of foreIgn cmrency funds Currency, Banks & accounts sum If applIcable
m foreign currency

11 List of loans Source date # amount Interest If enterpnse IS bemg splIt current data
rate penaltIes, terms pledge IS necessary
!numose

12 Other payables CredItor amount product date If enterpnse IS bemg splIt current data
penalties terms IS necessary

13 ReceIvables Debtor, amount product date If enterpnse IS bemg splIt current data
penaltIes terms is necessary

14 Inventones Product amount Imual pnce If enterpnse IS bemg splIt current data
current wholesale pnce locatIOn % IS necessary
SDOlla!!e

15 Copies of techmcal passports for
faCIlItIes

16 Copy of techmcal passport for land

The GKI, after reCeIVIng mformatIon from the baza management, must wnte the pnvatIzatIon
plan and accompanymg acts Pnmanly, thIS IS a restatIng of the same mfonnatIOn As WIth the
wholesalers, the effort requITed to do thIS WIll very greatly dependmg on the qualIty and
SophIstIcatIOn of the local GKI It also depends on the mformatIon receIved from the baza
Preparanon of the documents can begm before everythmg IS receIved from the baza SInce the
Items are mostly WstInct

. 20 .



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

DOCUMENTS PROVIDED TO MPF BY GKI

# Document ResponsIble
1 PrIvatizatIOn Plan GKI
2 Mayor's approval of Plan Mayor
3 Act 1 GKI
4 Act 2 GKI
5 Act 3 GIG
6 Act 4 GKI
7 Act 5 GKI
8 Act 6 GIG
9 Act 7 GKI
10 Act 8 GIG
11 Act 9 GKI
12 Supplement about profile GKI, Trade dept
13 CertIficate of property GKI
14 Act of transfemng property GKI
15 InformatJon advertIsement GKI
16 2 balance sheets Baza
17 Inventory hst Baza
18 List of employees Baza
19 CopIes of tech passports for facIlltles Baza
20 COPy of tech passport for land Baza

The MPF must also prepare some documents m order to prepare for the pnvatlzanon Therr most
Important task, however, IS to advertIse the upcommg sale of the enterpnse In order to ensure
enough mterested bIdders and to be sure that the legal rmmmum advertlsmg penod of two weeks
IS satIsfied, It IS Important to revIew the advertIsmg plan WIth the staff of MPF If there IS doubt
about findIng Interested bIdders, IndIVIdual contacts WIth prospectIve buyers can also be InItIated
If thIS IS done, It should be on a large scale so as to be conSIdered ImpartIal

DOCUMENTS TO BE ISSUED BY PROPERTY FUND

# Document

1 Letter to a buyer
2 Agreement of sellmg/buymg
3 CertIfIcate on property

b PrIvatization Options Pros and Cons

PrIvatization Options
Accordmg to the RUSSIan pnvatIzatlon law, enterpnses can be pnvatIzed VIa one of the followmg
optIons sold as one pIece vIa auctlon, commercIal tender, and Investment tender, or converted
Into a JOInt stock company (JSe) WIth the subsequent sale of shares vIa one of the above
methods

When an enterpnse IS converted Into a Jomt stock company Its employees vote on one of the three
pOSSIble vanants of employees' benefIts Therefore there are three ways to pnvatIze a Jomt stock
company JSC 1, JSC 2, and JSC 3 The chOIce depends on the employees' benefIts scheme

AddItIOnally, pnvatIzatIOn can occur VIa the hqmdatIon of an enterpnse and sale of Its assets

Small enterpnses «1M Rb book value on 1 01 92) can not be converted mto JSCs Large
enterprIses (>10M Rb book value on 1 01 92) must be converted mto JSCs MedIUm SIze
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enterpnses can be converted mto JSC durmg pnvatizatIOn at the dIscretIOn of pnvatIzatIon
comnussIOns that approve privatIzation plans for these enterpnses

Auction
An enterpnse IS sold to the hIghest bIdder No pnvatIzatIon condItions are allowed

Commercial Tender
An enterpnse IS sold to the hIghest bIdder All bIdders agree to fulfill pnvatizatIon condItions

Investment Tender
The WInner IS detennmed by the ComnussIOn based the best mvestment program

JSC 1

25% of eqUIty IS allocated to employees free of charge m the form of a non-votmg stock 10% IS
dIstnbuted among employees VIa the closed subscnptIon at a normnal pnce 5% IS dIstnbuted
among management at a norrnnal pnce 60% IS sold by the Property Fund Via auctIOns,
commerCIal or mvestment tenders

JSC 2

51 % of the votmg stock IS allocated VIa closed subscnptIon at a normnal pnce among employees
The rest IS sold by the Property Fund VIa the commerCIal or mvestment tenders

JSC 3

30% of the stock IS allocated at a norrnnal pnce to the "buyout group" that obtams consent of the
maJonty of employees, fulfIlls the pnvatizatIOn plan and prevents bankruptcy dunng the
tranSItIOn penod TranSItIon penod can not be more than 1 year 30% IS allocated VIa the closed
subscnptIOn among employees 50% IS sold by Property Fund VIa the commerCIal or mvestment
tenders

Interests of ConstItuencIes Influencmg Selection of PrivatIzation Option

To ensure acceptabilIty of recommended pnvatIzatIon options It IS ImperatIve to closely eXamIne
the mterests of constItuenCIes that can mfluence the selectIOn of pnvatlzatIon optIons The
relevant constituenCIes m the pnvatlzatIon of vegetable wholesalers mclude

• local adrmmstratIon (trade department, sometlmes department of agnculture)
• local Comnuttee on Property Management (MKI)
• management of wholesalers

Local Admlnlstratlon
The SOCIal functIOn that vegetable wholesalers perfonn m supplymg the populatIon WIth VItal
products makes local adrrnnistratIOnS extremely mterested m controllmg the pnvatIzatIon process

The Interests of local adrmmstratIons bOll down to the followmg key Issues

• ensure rmmmum guaranteed supply of baSIC vegetables to the CIty's population,
• reduce or elImmate subSIdIes to wholesalers,
• guarantee supply to SOCIal mstItutIons,
• mcrease budget revenues

Add1t1onally, mumclpal adrmmstrators sometImes demonstrate a deSIre to keep control over
pnvatlzed entItles for the sake of control The Interest In dIrect control also stems from the lImIted
expenence In USIng monetary and fiscal regulatory means
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Local Commlttee on Management ofState Property (MKl)
MKIs more than other constItuencIes are mterested ill the process of pnvauzatIon Therefore, the
followmg cntena are of key Importance to MKI

• transparency of the process,
• complIance WIth all regulaoons and formahoes,
• speed,
• SImplIcity

MKIs have a vested mterest m the posltlve Image of pnvatIzauon as It forms the publIc opmIOn
about therr work MKIs' desrre to ensure posiove Image sometimes creates conflIcong objectives
For example, the long term VIabIlIty and effiCIency of pnvauzed wholesalers IS often mcompaoble
With desIre of workers collectIve to keep the rnaJonty share

Add1nonally, MKIs also have a dIrect mterest m maxmuzmg the proceeds from pnvatiZatIOn

Management

Management favors the safest pnvat1zaoon optIons that mimmizes the nsk of losmg theIr
enterpnse to outsIders The optIOns that they prefer are the ones that gIve mSIders preferential
treatment

Also managers are mterested In obtammg the full control over operatIOns and property after the
pnvatlzaoon Therefore, the management prefers optlons that allow them to obtam the controllIng
share and reSIst pnvatIzaoon condioons

Fmally, the management also IS Interested m paYing as lIttle as possIble for the enterpnse

CrIteria for Evaluation of Options

The pnvatizatIOn optIOns are evaluated from two maIn perspectIves Impact and feaSIbIlIty An
option has a lugh Impact If It ensures the effICIency and profitabilIty of a pnvauzed enterpnse An
opuon IS feaSIble If It ensures a qUIck and transparent pnvatIzatIOn process that IS acceptable to
the above menuoned constItuenCIes

Impact of the Privatization Option

The Impact of the pnvatIzaoon option can be decomposed mto two components a concentratIOn
of ownershIp and revenues from sale

ConcentratIon ofOwnershzp

As WIll be dISCUSsed below, the maJonty of vegetable wholesalers are finanCIally d1stressed and
operaoonally mefficient They need busmess and finanCIal restructurmg Therefore, the effiCIency
of a pnvaozed enterpnse greatly depends on ItS abIlIty to undergo rad1cal restrllctunng WIthIn a
relaovely short tune

RadIcal restructunng requIres concentratIon of ownershIp withm a relatIvely small group of
competent mvestors If the ownershIp of an enterpnse IS dIluted among numerous people, the
restructunng WIll be VIrtually ImpOSSIble, at least m the short term Therefore, the pnvauzatton
OptIon that faCIlItates concentratlon of ownershIp will be preferred

Revenues from Sale

Revenues from the sale of a wholesaler, aSIde from a straIght forward pOSItIVe effect on the
budget, can also be used as a measure of future busmess competence of new owners The hIgh
pnce paId for an enterpnse IS an md1cator of a competItIve sale that ensures the transfer of the
enterpnse to a user who would assure the most profitable use of the assets
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The pnvatlzatIOn optIOn that Imposes no restnctlons on bIdders, no condItIOns on the enterpnse
and does not favor any partIcular group of buyers facIlItates a competItlve sale and bnngs the
highest revenue

FeaSibility of PrIvatizatIOn Options

The feaSIbIlIty of pnvatlZatIOn optIOns IS deternuned by SImplICIty and transparency of the
pnvattzauon process as well as acceptability of optIons to the above mentloned conStituencIes

Slmplzclty ofPrzvatlzatzon Process

If the pnVatlZatIOn process IS overcomphcated, then there IS a hIgh probabIlIty that It WIll not be
followed by the constituenCIes mvolved Also, a complIcated process would generate lengthy
delays that, m VIew of the cntlcal state of many wholesalers, can lead to the collapse dunng the
tranSItIon penod Fmally, a complIcated process creates grounds for abuse and, hence, can
negatlvely effect the unage of pnvauzatIon

Transparency ofthe Przvatlzatwn Process

The process's transparency ensures a pOSItIVe pnvatlzatlon Image, creates better enVIronment for
an open competItIve sale, and mcreases the chances of pnvatIzaoon success

AcceptabIlity

The acceptabIhty of pnvatIzatlon optIOns for the local admInIstratIOn, MKI, and management
eventually determmes the feaSIbIlIty of the recommended pnvatizatlOn optIOn An optlon WIll
have a hIgh acceptabIlIty If It meets a maJonty of the mterests of the local admInIstration, MKl,
and wholesaler management

EvaluatIOn of PnvatizatIon Options

PnvatIzatIon optIOns are evaluated by assIgmng scores to the above cntena The hIghest score IS
10, the lowest IS 0 The cntena are aSSIgned the followmg weIghts

Impact
• concentratIon of ownershIp - 60%
• revenues from sale - 40%

Feaslb~lltv

• acceptability - 50%
• transparency - 25%
• SunphCIty - 25%

The Tables 5 I and 5 2 show the scores of the pnvatiZatlOn optIons along the Impact and
feaSIbIlIty dImenSIOns CommercIal tender IS the best optlon on the combmed Impact-feasIbIlIty
scale

The major reasonmg behmd the score asSIgnment IS explamed below

Impact Scores

• concentration of ownershIp IS the hIghest ill all "non JOInt stock company" cases, when an
enterpnse IS sold as one pIece,

• JSC 2 causes the hIghest dIlutIOn of ownershIp SInce It dIstrIbutes the largest portion of the
stock among employees and Impedes a qUIck accumulatIOn of the controlling share,

• the hIghest revenues are generated VIa the aucoon sale because It does not allow for any form
of condIoons to be Imposed on the pnvatized enterpnse,
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• commerCIal tender has the lower revenue score SInce the pnvatIzatIOn condItIons lower the
sale pnce,

• JSC 1,2, and 3 dIstrIbute sIgmficant amount of shares at a nommal pnce, JSC 2 allocates the
largest portIOn of shares VIa closed subscnptIOn at a nommal pnce

Table 5 1

AUCTION HAS THE HIGHEST IMPACT RANK AMONG PRIVATIZATION
OPTIONS

• CommercIal Tender IS the second best optIon

ConcentratIon WeIght WeIghted Revenues WeIght WeIghted~of ownershIp score score
Auctlon 10 0,6 6 10 0,4 4
CommercIal 10 0,6 6 8 0,4 3,2 9,2
tender
Invesunent 10 0,6 6 3 0,4 1,2 7,2
tender
JSC 1 4 0,6 2,4 5 0,4 2 4,4
JSC 2 1 0,6 0,6 2 0,4 0,8 1,4
JSC 3 7 0,6 4,2 4 0,4 1,6 5,8

Feaslbllzty Scores

• Invesunent tender has hIgh acceptability score SInce MKI's and local adITIlmstrators
prefer the optIOn that gIves them the most dIscretIon In detefITIlmng who gets the
enterpnse,

• JSC 2 IS popular among managers and employees SInce It allocates the maJonty of
shares to them VIa the closed subscnpuon,

• auctIon IS the least acceptable optIon smce It does not allow to Impose condItIOns and,
hence, generates concerns of local admImstrators about a pOSSIbilIty of mterruptIOn
of the vegetable supply, auctIon IS not popular WIth wholesalers' management as It
carnes a hIgher nsk of losmg the enterpnse to outsIders,

• JSC 1 has low acceptabIlIty maInly because It gIves only a mmor share to company's
InSIders and does not allow to Impose pnvatIzatIon condItIons,

• transparency and SImplICIty scores are hIgher when an optIon leaves less dIscretIOn
on how a new owner IS detefITIlned, Investment tender has the lowest score smce the
process of Investment program selectIon IS the most complex and dIscretIonal,

• transparency sconng IS lower when the pnvatlzatIOn optIon gIves InSIders a
preferentIal treatment,

• JSC optIOns have lower SImplICIty scores than auctIon and commerCIal tender
because they Imply a complex process of corporatIsatIon and sale of multIple shares
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Due to ItS lugh unpact, auctIOn IS recommended as the second best optIOn, especIally If It appears
feasIble

As the FIgure 53 shows a commercIal tender has the best combmatlon of unpact and feasIbIlIty

CommerCIal tender IS recommended as the preferred prIVatIzatIOn optlon for vegetable
wholesalers

Accep- WeIght WeIghted Transpa- WeIght WeIghted Sunph- WeIght WeIghted Total
tabllity score rency score CIty score scores

Aucnon 1 0,5 0,5 10 0,25 2,5 10 0,25 2,5 5,5
CommercIal 6 0,5 3 8 0,25 2 8 0,25 2
tender
Investment 7 0,5 3,5 2 0,25 0,5 2 0,25 0,5 4,5
tender
JSC 1 2 0,5 1 6 0,25 1,5 3 0,25 0,75 3,25
JSC 2 7 0,5 3,5 4 0,25 1 3 0,25 0,75 5,25
JSC 3 3 0,5 1,5 6 0,25 1,5 3 0,25 0,75 3,75

Recommendation

. 26 .

HighFeasibility

• Auction
• Commercial

tender
Investment.

tender

·JSC3

·JSC 1

• JSC 2

Low
Low

COMMERCIAL TENDER IS THE MOST FEASIBLE OPTION

High

Figure 53

Impact

Table 52

COMMERCIAL TENDER HAS THE BEST COMBINATION OF IMPACT AND
FEASIBILITY

• Auction IS the second best optIon

JSC 3 should be chosen If corporansanon IS requITed

JSC 2 clearly has the worst Impact and should be aVOIded
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d Privatization case example Petrozavodsk

I Sell-m

As WIth the other regIOns, the sell-m process requrred two VISIts to the CIty The frrst tIme was
pnmanly a dIagnostic VISIt to see If the regIOn 'qualIfIed' for the project ThIS mvolved
determmmg the number and pnvatizatIOn status of vegetable wholesalers, as well as
understandIng the attItude of Important local offiCIals and baza management to pnvatizatlOn

Note In order to accomplIsh separatIOn more qUIckly, It IS pOSSIble to separate only phySIcal
assets WIthout creatmg another enterpnse They are then sold to another already eXIstmg
enterpnse

The most nnportant step IS to find a capable drrector for the new enterpnse ThIs should be done
as qUIckly as pOSSIble to prOVIde an offsettmg power to the dIrector of the core/central enterpnse

Plan for splIttmg IS approved by GKl, AMC, CIty Trade
Workers separatIOn, new drrector
SplIttmg of assets, mventones, payables, receIvables, workers
Approval of separatIOn agreements, arbItratIOn If necessary
Transfer of assets and mventones

Week 1
Week 2
Week 3
Week 4
WeekS

c SplIttmg an Enterprise

The dIffIculty of separatIOn IS drrectly related to co-operatIon and relatIve power of the current
enterpnse dIrector, the CIty authontIes, and the duector(s) of the separated enterpnse(s) The
d1fficulty IS also related to the amount of mterdependence between the enterpnses to be separated
In general, It IS pOSSIble to fmIsh the process completely m five weeks

.: Mf:aSUTe8 Time JJotum~nu ~ KespOntilJle

1 Present splIttmg plan to workIng collectIve 1 day GKl order Management
2 SeparatIon of workers 1 week New lIsts of workers. Management

Order of separatIOn
3 Meetmgs of new workIng collecuves I day Standard ArtIcles. OKI

Order about new
enterpnse creauon,
Order about new
dIrector appomtment

4 New drrector(s) contract I day Order ofGKl New dIrector
5 RegistratIon of new enterpnse 1 week Standard ArtIcles, New dIrector

Mmutes of workmg
collecuve meeung.
OrderofGKl

6 Opemng of new bank account 1day Order of GKI about New dIrector
enterpnse regIstratIOn,
AMC concluSIOn

7 Order of splIttmg 1week Separauon agreement GKI
SIgned by dIrectors
-assets
-mventones
-payables
-receIvables
-workIng collecuve
-loans
-capItalIzed losses
-other

8 DeCISIon of pnvatlzatlon 1 week Apphcauon ComrrnssIOn
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The purpose of the second VISIt was to estabhsh an agreement to conduct the project m the CIty
It IS Important to clearly dIscuss the obJectIves, the process, the nmehnes, the responsIbIhtIes of
all Involved partIes, and to manage the overall expectatIons CIty OffiCIals and baza management
should very clearly understand that they wIll have to make substantIal effort to complete the
pnvanzanon plans and unplement restructunng at the baza

Dunng each VISIt, It IS Important that the Drrectors of OKl, MPF, AMC, CIty Trade, and the
Important bazas are Involved In the meenngs Also, It IS advIsable to tour the bazas to see therr
condItIon, and to VISIt some retaIlers to get an ImpreSSIOn of the current vegetable supply The
meetmgs should be scheduled about 5 days before arrIvmg m the CIty The VISIt takes 1-2 days

II. Steenm~ CommIttee

The steenng commIttee m Petrozavodsk was the same as the PnVatlzatIOn COmmISSIOn
Informally, It also mcluded the drrector of the one large baza, GORO Havmg the members of
the COmmISSIOn on the steenng COmmIttee IS an essentIal mImmum, as all therr SIgnatures are
requrred to approve the pnvattzatton plan IT a member of the steenng COmmIttee IS unaVailable
for a meetmg, another representattve should always attend

The formal presentatIOns should Involve a broader crrcle than the actual steermg COmmIttee It IS
Important to mclude the people who are responSIble for Implemennng the proposed solutIons
ThIS mcludes vanous staff from OKl, Trade department and baza management

The steenng COmmIttee should meet formally about every three weeks when there IS a major
deCISIon to be made Of course, on an mformal or ImmedIate baSIS there WIll be many IndIVIdual
meetmgs WIth steenng cOffiffilttee members on VarIOUS detaIls

Formal presentatIons are Important to control the drrectIon of the project, gaIn Imphed consensus,
and publIcly aSSIgn deadlmes and responsIbI11tIes However, they also prOVIde opponents a
chance to dIscredIt the project and take sIgmficant effort to prepare, so It IS best to keep them to a
mInunUffi In Petrozavodsk we had two formal presentatIons

• frrst to present the dIagnOSIS and agree on a plan of actIon
• second to approve the pnvatizatIon plan and begm restructurIng

111 PolitIcs myolved

ThIS IS an extremely Important Issue and WIll vary WIdely between regIOns Although it IS not
pOSSIble to know all the hIdden agendas of people assocIated WIth the proJect, It IS Important to
try to understand therr motIves

The OKl and MPF are generally In favor of pnvatIzatIOn, espeCIally SInce they receIve a share of
all proceeds However, the pnVatIZatIOn plans Involve sIgmficant effort to complete and,
although the Drrector of OKl may support the plan, gettIng It flmshed may be dIffICUlt The
stronger the support from the top, the more effort will come from the staff

The AMC IS generally powerless to help the pnvanzatIon process Its only power IS to block It,
and so therr approval IS needed, but enthUSIaStIC support It not necessary

The CIty Trade Department IS more dIfficult Therr mfluence vanes greatly between regIOns
They WIll express concern for the vegetable supply, especIally avaIlabIlIty, pnces, and qualIty
SometImes thIS IS genUIne, and sometlmes It IS an effort to gaIn other objectIves It IS Important
to understand therr relatIonshIps WIth the wholesalers, local producers, and retaIlers

The mayor must support the project The mayor must SIgn the pnvatIzatIon plan and any
separatIon documents Also, m any dIsagreements, the mayor WIll be the fmal arbItrator

In general, only mumcipal authontles wIll be actIvely Involved, or even mterested, In the project
However, In Petrozavodsk, the MInIStry of Agnculture became Interested In the modern
vegetable storage facIlIty and eventually deCIded to block the pnvatIzatlon so they could gam

• 28 •



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I,

I
I

posseSSIOn ThIs actIon was Initiated and supported by local vegetable producers who were
worned that they could not sell therr products to a pnvatIzed baza Such an unexpected actIon
underlmes the dIfficulty and lffiponance of followmg the pohncs surroundmg the project

A fmal note on 'polItlcs' It IS not uncommon for a someone to look for drrect, ImmedIate
personal benefIt from the pnvatlzatIOn transactIOn ThIS can take the form of a drrect cash
payment Staff of GIG, MPF or baza management may look for payments from prospectIve
mvestors or even from the pnvatlzatlon project Itself It IS Important to be aware of such
situanons and not allow them to delay or block the progress of the work

I v Pnvahzahon option selection

In Petrozavodsk, as m other regIOns, the baza management mltIally favored the Jomt Stock
Company optIOn They expected It to be cheaper and to guarantee that they obtaIned ownershIp
for themselves

The commerCIal tender was chosen and presented as bemg In the best Interests of all partIes
mvolved

• Baza management actually can get cheaper pnce and nsk of losmg IS equal to JSC
• CIty has some assurance of contmued supply by creanng sales prafI.1e
• MPF and GK! realIze more revenue

v Manal:lDg the prIyatization process

The pnvatIzauon plan IS a bureaucratIc and detaIled set of documents that takes much effort to
prepare Usually the GKI staff WIll know how It IS done and handle It, In co-operatlon WIth baza
staff (espeCIally accountIng and facI1mes/techmcal) In Petrozavodsk we prOVIded extenSIve
support In prepanng the plan for three reasons

• the GIG staff dId not know all the steps and requrred mfonnanon
• the monvatIOn of GKI staff and baza staff was very low
• the schedule was very tIght and It should all be completed qUIckly
• the pnvatlzanon plans and the separatIon of enterpnses was done sImultaneously, WhICh

greatly mcreased the compleXity and confUSIOn mvolved

The pnvauzatIOn plan must then be approved by the comnusslOn, but thIS step should be only a
fonnality SInce the members of thIs COmmISSIOn are very Involved m prepanng and approvmg the
mformatIOn In the plan
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VI FINANCIAL RESTRUCTURING OF A WHOLESALER
CASE EXAMPLE· BAZA BELOMORSKAYA IN ARKHANGELSK

a What to look for

The most Important aspect of restructunng a wholesaler IS to Improve therr fmancial sItuatIOn
Under the fonner system, wholesalers were not requIred to be profItable because they were
subsIdIzed by the state, and any losses they mcurred were covered by the government ThIs has
all changed and many wholesalers have had trouble adaptmg to thIS new enVIronment
Wholesalers m the RUSSIan FederatIon are now charactenzed by hIgh debts and poor fmancial
management All other restructunng efforts wIll be funle If the enterpnse goes bankrupt

The frrst pnonty for restructunng wholesalers IS to determme therr current financIal sItuatIOn
The most pressmg Issue IS usually the amount of debt the wholesaler has taken and theIr abIlIty to
pay It back

DetermmatIon of allowable debt levels

There are two techmques for deterrmmng the allowable debt level

1) The fIrst technIque uses the ratio

profit before mterest
mterest payment

ThIS rano should be greater than 2 If It IS less than two It sIgmfies a debt condltIon that may not
be servIceable Belomorskaya's ratIo was 21, whIch mdicated that current debt exceeded
recommended debt level by 89% (see fIgure 6 1)

2) The second techmque uses another ratIo

Current assets
Current habIhhes

ThIS ratIO should be greater than 1 Belomorskaya's ratIo was a dIsmal 0 4

If the wholesaler has a debt problem, the next step IS to detemune what are the root causes
TYPICal causes Include

• hIgh Inventory levels
• Improper pncIng strategIes
• long payment delays from customers
• leruent customer credIt

ExceSSive mventory

A debt cnSIS IS almost always accompamed by hIgh Inventory levels If the wholesaler IS deeply
In debt and has no mventory, survIval may not be an optIon At the begmnmg of December
Belomorskaya had fIve months worth of Inventory In stock (see figure 6 2) HIgh mventory ­
levels are especIally dIsastrous m a hIghly InflatIonary enVIronment If mventory value can not
keep up WIth Inflanon ThIS was the case WIth Belomorskaya They had taken loans WIth an
Interest rate of 20% per month, but the market would only support pnce Increases of 8% per
month on therr products Consequently, every day they held therr Inventory they lost money

Improper pflcmg strategIes

A typICal error made by wholesalers IS a failure to take mterest expense mto account when they
set a pncmg polIcy for therr products In order to deterrmne product profItabIlIty 11 IS necessary
to allocate all relevant costs to the product, and then compare total cost WIth revenue
Wholesalers typIcally Judge product profitabilIty by comparmg purchase cost plus some arbItrary
mark-up (20% m Belomorskaya's case) to sales cost At Belomorskaya we dIVIded therr product
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BELOMORSKAYA'S HIGH INVENTORY LEVELS CREATE THE NEED
TO FINANCE PURCHASES

• In Nov-Dec 1993 Belomorskaya had stock of products worth fourfold· fivefold
monthly turnover

• This "freezes" the working capital

The reference IS tllhe rallO profit before nteresl IS palCll debt tnterest payment

- 31 -

Stock of products/monthly
turnover =stock turnover

Factors that determIne allowable jevel

Allowable debt level 142 min
(current debt exceeds this level by 89%)

• DesIrable ratio Proflt"JJnterest payment =211

• Average margm =20%

• Average monthly turnover =284,6 min

(Nov 93· Jan 94)

• Current bank Interest rate =240%
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The unfavourable debt ratIo qualifies Belomorskaya as a "heavily Indebted" enterprise
under the laws of the Russian Federation

t,;UHHt:N I aJl:tJ f LEVEL CONSIDERABLV EXCEEDS THE
ALLOWABLE LEVEL
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base mto two segments The first segment consIsted of qmck turnover products such as fruIt,
canned and tmned meat, and chocolate The second segment consIsted of long tenn storage
products such as potatoes and vegetables

After allocatmg all relevant costs to each product segment, we discovered that the hIgh turnover
products were profItable (see fIgure 6 3) and long tenn storage products were unprofItable (see
fIgure 64) ThIS analysIs further supported our fmdmgs regarding mventory levels Interest
cost IS extremely dangerous for long tenn storage products If a product IS to remam profItable,
Its value must mcrease each month by at least the mterest rate used to fmance the purchase

A common rrnsconceptlon among vegetable wholesalers IS that If they have theIr own workIng
capItal, they do not regard the cost of capItal as a real expense When perforrrnng thIS analySIS
for a chent that IS self fmancmg, the consultant should use the bank mterest rate as the cost of
capItal because thIS IS the return the wholesaler could achIeve If the money was mvested m a bank
mstead of buymg vegetables ThIS IS a dIfficult concept to explam to wholesalers and for a more
m-depth dISCUSSIOn of opportumty costs or the cost of capItal see any standard fmance or
accountmg textbook

Long payment delays from customers

In a hIghly mflatlonary envIronment, reducmg the amount of tlme It takes a customer to pay hIS
bIll IS key to preservmg the value of the payment For example, If the monthly mterest rate IS
20% and It takes an average of 30 days to collect payment from a customer, the wholesaler really
only receIved 83% of the value for hIS sale ThIS translates to loss m value of 17% for every
transactlon the wholesaler makes

When we analyzed Belomorskaya's receIvable cycle that IS exactly what we found From July to
December, receIvables adjusted for mflatIOn had mcreased 1,100%, the payment cycle was 31
days, and the average monthly value of receIVables was 280 rrnlhon roubles ThIS resulted m a
value erOSIOn of 670 rrnlhon roubles per year Of thIS 31 day payment cycle, 21 days were
caused by mternal mefficiencIes, whIch resulted m 454 rrnllIon roubles worth of value loss

Lement customer credit

Lement credIt terms sIgmfIcantly contnbutes to hIgh levels of receIvables In a hIghly
mflanonary enVIronment It IS essentIal to restnct credIt access m order to decrease receIvables If
the wholesaler has no credit sales, he WIll have no receIvables, and thus no value erOSIOn

If a wholesaler's sales are greater than 40% on credIt, there could be a problem WIth credIt
lemency In the case of Belomorskaya, 70% of theIr sales were on credIt In additlon to a large
number of sales on credIt, Belomorskaya's sales department contmued to sell product to
customers on credIt, even though those customers had not paId theIr outstandmg balance for
months

b Whom to work With

In finanCIal restructunng It IS extremely Important that the drrector of the enterpnse understands
that you are workmg to help hIm Improve hIS operatIon because he controls all of the fmancial
mformation that you Will reqUIre He IS also the person who decIdes to take loans, makes pncmg
deCISIons, and enforces credIt requIrements Once you have gamed the trust/approval of the
drrector, you WIll need to work WIth the chIef accountant, chIef econorrnst, and pOSSIbly the
deputy drrector Whoever IS drrectly responsIble for fmances WIll be the person you need to
work WIth

DetermmatIon of debt level

In order to detennme the debt level, you WIll need copIes of all loan papers, mcludIng payment
schedules, loan amounts, and the mterest rates You will need copIes of the mcome statement so
that you can deterrrnne profIt for the profit/mterest payment ratlo, and It WIll be necessary to
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(150) mIn rbl
(1SB) mIn rbl
(48) min rbl
(39) min rbl

395 mIn rbl

356 min rbl

FIgure 6 4

Loss of 39 min rbl

fProfitability 35 mIn rbI/16Om1" 1'b1 =24 0"bI

cash from sales =80 t x 2000 rub/kg =160 min
(losses < 1 %)

Cost of loan =(96 min)
VAT =(16 min)

AssOCiated costs (estlmated)3) < (3 min)
Profit no less than 35 min

Sales of potatoes for next6 months

Baza finalizes all money transfers and receives product2

80 min for 1 month at 240 %
yearly interest rate

Cost of loan 80 min (prmclpal) + 16 min (mterest) =96 min

~
Loan

-prinCipal
- Interest

Labour
Storage1)

Revenue
Sales

days

I Baza s management received a proposal for shipping
..- Dec 10,1993 ---------V-==----------

..- Jan 10,1994

80 tones of oranges of highest
grade at the price 75 Clkg (1000 rublkg)

transportallon costs included

Baza's management gets short· term loan

Initial cost of product plus transportation 153 min rb
Loan to cover purchases· 150 min rb

FIgure 6 3

LONG TERM STORAGE PRODUCTS ARE CURRENTLY
UNPROFITABLE

• Belomorskaya does not recover interest and storage costs
• Example potatoes

HIGH TURNOVER PRODUCTS ARE CURRENTLY PROFITABLE 1)
• Example orangesDays

45

30

o

'IConservallll1 analySiS 'eal IXample

~ayments .,. Qenerally madill casII whch IpMds up casII flow
II Our IStJmalIS the baIl _ evMlmlS Ihete costa

Interest rate 21 Q%Iyr
'lUtJhnes depreCIatIOn
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obtaIn a copy of the balance sheet In order to make the calculatIon of current assets/current
hablhnes

ExceSSIve Inventory

To detennme the mventory value, It wIll be necessary to obtam a current verSIOn of the Inventory
valuanon ThIS should be mventory valued at the market projected value

Improper prIcmg strategIes

To develop a complete cost model for a product It IS necessary to have the followmg mfonnatlOn
• Purchase cost
• TransportatIon cost
• Pnnclpalloan cost
• Interest loan cost (vanes by loan tenn)
• Allocated labor cost
• Allocated storage cost (mcludmg utIhnes, rent, depreclanon)
• Storage and transportanon losses (If any)

The above costs should be added and then compared to sales pnce In order to determme product
profItabIlIty Allocanon bases for labor and storage cost can be space used or tons processed

Long payment delays

It WIll be necessary to sample InVOICeS from many separate weeks In order to determme payment
cycle Infonnanon that IS requITed from the mVOIce IS as follows

• Product receIpt date
• Date mVOIce IS ISSUed
• Date customer receIves mVOIce
• Date customer transfers money
• Date wholesaler receIves money

To get a faIT measure of accuracy, you should sample 20 mVOIces a week from the preVIOUS
eIght weeks The total elapsed tIme between the product receIpt date and day the wholesaler
receIves the money IS the complete order payment cycle The mternal order payment cycle IS the
tlme from product receIpt untll the customer receIves the mVOIce

Lement customer credit

You should speak WIth the dITector, the head of the sales department, and possIbly the head of
the accountmg department m order to ascertam exactly what are the credIt cntena Most often
there WIll not be a fonnal credIt polIcy and thIS IS always bad news A helpful suggestIOn IS to
examme several customer's records and ask why IS thIS customer receIvmg credIt or why IS thIS
customer not recelvmg credIt

c Developmg a solution

Debt reduction, excessive mventory levels, and proper prIcmg

Debt reductIOn, exceSSIve mventory levels, and proper pncmg strategIes go hand In hand At thIS
pomt It has been ascertaJ.ned whether the product has been pnced adequately The fITst step IS to
detenmne at what pnce should all product be sold (see figure 6 5) If the product can not be sold
profitably, all attempts should be made to lIqUIdate It ImmedIately to aVOId mterest expense
contmumg to erode product value

A word of caution floodmg the market WIth product could lower pnce, so be careful to
release product at such a rate to preserve eXIStIng product value

In Belomorskaya's case, accelerated mventory sales would reduce debt by only 60%, leavmg
40% of unservIceable debt (see fIgure 6 6) ThIS Illustrates that when they took loans they
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A PRICE CALCULATION MECHANISM WILL HELP
BELOMORSKAYA DETERMINE THE PROPER PRICE FOR EACH

PRODUCT
• Should be performed every month

PrinCipal debt reduction by 6Q04

FIgure 6 6

• Value of produets In late Dec 1993 =1,056 min
• If accelerated, 75% of the stock of produets to be sold within
2 months In equal portions

- in Jan -110 % of Dec price
- In Feb 120 % of Jan price

Debt to bank as of Jan 1, 1994 =1,350 min (principal debt)

- 35 -

(84) min

= 765 min

386 mIn
+ 463 min

849 mIn

______rbl/kg

______ rbl/kg

______ rbllkg

______ rbllkg

______rbllkg

______ rbllkg

______ rbllkg

______ rbllkg

______rbllkg

Q

FIgure 6 5

Product Price caleulabon matrix

VAT

Total income

January sales
February sales
Total sales:

Product purchase ptlce

Pnnclpalloan cost

Transportation cost

Storage cost')

Profit margm (15%)

Labour cost

Total cost

Interest loan cost

Target price

ACCELERATED SALES OF EXCESSIVE INVENTORY WILL
ELIMINATE A PORTION OF THE CURRENT DEBT

• Current inventory levels are only 600/0 of debt value

'1----

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

bought product whose value dId not keep pace WIth mflatIon and as a result they now owe 550
nnllIon roubles for takmg the loans In other words, the wholesaler would be In a better cash
pOSITIOn If he had never taken the loans

ThIS Illustrates a new paradIgm that must be adopted If vegetable wholesalers are to remam a
VIable bUSIness opportumty As has been stated before, m the past wholesalers dId not have to
worry about paymg back loans, the state covered all shortfalls Now, the wholesalers have to
pay back the loans, so they have to learn when to take loans, what products to buy with those
loans, and how to pay the loans back A strategy we developed at Belomorskaya was to take
"target" loans Target loans are taken for a specIfIC product, for a speCIfIC amount of tIme, and
paId back WIth the proceeds from the sale of those products The proceeds of these sales are not
to be used to buy new products, they are to be used to pay back the loan Profits from the sale of
these products can be used to buy new products, but only after all loan expenses have been paid
By reInvestmg profits the wholesaler begms to develop his own workmg capItol

At anyone tune the wholesaler may have several target loans TIns IS acceptable as long as cross
SubSIdIzation of loan repayment does not begm to occur WIth sales proceeds ThIS strategy WIll
force the wholesaler to ngorously analyze hIS loan needs, control hIS borrowmg practIces, ensure
loans are paId back, and grow hIS own workmg capItol We developed a SImple forecastmg
sheet to help Belomorskaya forecast therr cash needs (see figure 6 7)

A word of cautIOn the wholesaler should always treat hIS own workmg capItal as If It were
borrowed, then make sure he pays It back to hImself WIth Interest and earns a profit

Long payment delays and customer credIt

At Belomorskaya we dIscovered that 21 days of therr payment cycle occurred because of mternal
IneffICIenCIes It took 21 days after the customer had receIved the product to delIver the InVOICe
to hIm The most effectIve means of reducmg thIS cycle IS to delIver the mVOIce when the
product IS delIvered ThIS may mvolve hmng an extra clerk, but the savmgs obtamed from
reducmg the payment cycle more than makes up for thIS expendIture (see figure 6 8)

The ulTImate goal should be to aVOId receIvables all together, but smce thIS WIll never happen, we
must be content to reduce receIvables The eaSIest way to reduce receIvables IS to reduce credIt
access To reduce credIt access It IS ImperatIve that a frrm credit pohcy be developed and dIstmct
credit cntena be estabhshed In order to determIne a customer's credit worthmess At
Belomorskaya we found that no fIrm polIcy eXIsted, so we worked WIth the management to
establIsh thIS polIcy and the necessary guIdelInes The result was a new credIt polIcy (see figure
69)

Internal commumcatIon about the status of debtors was also a major problem at Belomorskaya
The accounting department would know that a customer had not paId therr bIll, but would not
commUnIcate thIS mformatIOn to the sales department, who would then proceed to sell product to
the customer on credIt We worked WIth both the sales and accounting departments to develop a
debtor commumcanon system

The concept was SImple and Involved the use of a manual catalogue system (see figure 6 10)
When a customer mIssed a scheduled payment, the accountmg department would send an mdex
card to the sales department statmg that the customer had not paId hIS bIll Then when the
customer called to place an order, the sales department was able to mform the customer that
because the preVIOUS bIll had not been paId, he could have no more products on credIt untIl the
bIll was paId When a customer paId the bIll the same system was used An mdex card was sent
from the accountIng department to the sales department statIng that the customer had paId the bIll
and that It was now acceptable to contInue credit sales to that customer

The catalogue holder was a drawer In WhICh all mdex cards were placed alphabetIcally ThIS
solUTIon IS SImple, yet rughly pracTIcal and easIly Implementable
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Flgure 6 8

FIgure 6 7

Average payment cycle With suggested Improvements

Malor IndIcators
•

• POSitive net cash flow from operations
shows that company is generally
healthy and can grow uSing Internally
generated funds

• Growing company may have negative
cash flow from Investments

• cash from finanCing should be a function
of target growth and cash from operations

• Financmg provides cash that IS needed for
growth If operational cash flow is inSuffICient

1 ~
10 Time (days)

Bank
transfer
completed

A
7

Bank
transfer
Initiated

Customer
receives
product &
inVOice

l Return on Investment =1,000,000 %/yr J1'---- _

Benefit Cost

• Reduce payment delay by 21 days- 450,000,000 Rbl/yr • 1 clerk to create inVOIces·

• Reduce special department by 3 people· 1,440,000 Rbl/yr 480,000 Rbl/yr

• Reduce expense to deliver product· 1,000,000 Rbl/yr

Total benefIt 452,440,000 Rbllyr Total cost 480,000 Rbl/yr

I U AVOILJ fU I UHI: rlNANCINu t"'HUtH.CIWI,:), tU:.LU wlun.:t,,,j ~. 4 l,.)IIUUL.U

FORECAST THEIR CASH FLOW TO DETERMINE THEIR FINANCING NEEDS
• Simple tool for analysis

TO ADDRESS THE ROOT CAUSE OF PAYMENT DELAY, BELOMORSKAYA
SHOULD DELIVER INVOICES SIMULTANEOUSLY WITH PRODUCTS

• Savmgs of over 450 min rbl/yr

.Jan Fib Mer Apr

Cah flow from .,-aUOnl
Inflow

Cash from ..In
Returns from auppllers
Cah from other IICtlYltles

Total,nflow
Outnow

PurchaseS
Tl'llnsportahon
Labour
Utilities
Returns to cuslomers
Other (ep replacement reserves)

Tolli outflow
Hel cuh from opel'lltlOl'l5
cash low from fllla!'C1ng

Inflow
Intnlt received
L,o.,. ..-ceived

TOlaI flow
Outflow

Interest paid
Loans patel

Total outflow
Net cash from flnlnclng
Cash flow from investments

Inflow disposition of assets
Outflow ecqullihon of .....

Net cash from Investments

i .... _.
I fl"w
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DISTINCT CRITERIA MUST BE USED TO DETERMINE A
CUSTOMER'S CREDIT WORTHINESS
• Restrict access of customer credit

Crlterta 100010 prepayment 5()Ok prepayment 1000/0 credit

Customer's Insolvent Solvent Solvent
solvency

Payer's reliability Unreliable Unreliable Reliable

Volume of order Regardless of >500,000 Rbi Regardless of
order's volume order's volume

~

Restrlctmg credit IS an Important factor In stabilising Belomorskaya's fmanclal condition

FIgure 6 9

CUSTOMER INFORMATION WILL BE TRANSFERRED FROM
ACCOUNTING TO THE SALES DEPARTMENT

• Ensure products are not sold to debtors on credit

Enterprises on credit suspension

Notifies sales
Accounting
determines

and storage dept Debtor CredIt sales

customer IS a
. of credit . catalogue IS are suspended

debtor
suspension to updated

customer

Enterprises off credit suspension

Accounting Debtor
Customer - notifies sales and catalogue IS - Credit sales
pays debt storage of

--. . are resumed
customer payment

updated

FIgure 610
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Implementation

ImplementatIOn IS the hardest pomt m fmancIal restructunng In order to succeed, It necessary
that management has thoroughly understood all recommendatIons you have made The optImal
SItuatIOn IS when the solutlon was developed m conjUnctIOn wIth the management and they feel
that they have some ownershIp m It The best way to ensure ImplementatIon IS to Illustrate the
financIal effect these solutIOns can have on the busmess It also helps If the consultant spends
tIme wIth the management workmg together WIth them to Implement the solutIOn There Is no
black box that Wllllffiplemem thIS solutIon, the management must understand It and be commItted
to Improvmg theIr operatIOns The best way to facIhtate the fmanclal restructunng IS to pnvanze
the enterpnse At that pomt the money becomes real to the management because they now own
the company
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VII DEVELOPING INTER-REGIONAL TRADE (IRT)

Inter-regIonal trade (lRT) collapsed WIth the dIsIntegratIon of the centralIzed dIstrIbutIon system
Inter-regIOnal transactIOns used to be adrmmstered from the center and mdIvidual wholesalers
used to receIve the fIxed plan fIgures that prescnbed to them where and what should be
purchased and sold

In a market economy fruIt and vegetable wholesalers generate most of theIr earmngs from IRT
SInce most RussIan wholesalers source and sell theIr products locally, they do not provIde
adequate value added In the supply cham and therefore are mcreasmgly bypassed by farmers and
retaIlers (see FIgure 7 1) AddItIOnally, m the southern regIons, wholesalers face mcreasIng
cOmpetItIOn from the CIty markets As a result, wholesalers face mcreasIng fInancIal dIfficultIes
Development of Inter-regIOnal trade IS the key component of ImproVIng the vegetable supply and
fmancial pOSItIOn of wholesalers In the emergmg market economy

Problems of IRT

Most fruIts and vegetables are grown locally and stored for penod of up to eIght months
(potatoes, beets, carrots, cabbages) or Imported from abroad by Moscow or St Petersburg trade
fIrms (bananas, oranges, lemons, kIWIS) A small volume of supplIes comes from one CIS
region to another or IS Imported drrectly to the regIOns from abroad 50-60% of all "non-local'
products come to the regIOns VIa Moscow or St Petersburg

The maIn problems Impedmg IRT are as follows
• hIgh default nsk / non payment cnSIS,
• lack of market InformatIon,
• hIgh transportatIOn costs,
• lack of scale for Imports

Hlgh Default RlSA. / Non-payment CrzSlS
InabIlIty to dIfferentiate the busmess reputatIOn and credIt standIng of dIfferent buyers/sellers
dnves demand of prepayment The lack of workIng capItal precludes most buyers from placmg
more orders on a prepayment baSIS As a result, the demand declmes altogether WIth the
profItabilIty along the cham

Lack ofMarket InformatIOn
The mformation vacuum caused by the collapse of the centralIzed system was not filled by newly
created pnvate small compames for several reasons FIrst, the new tradmg compames WhICh
mclude vegetable wholesalers lack capacIty to engage m a cross regIOnal market research Some
90% of them are small WIth annual sales of less then 1 mIllIon dollars Second, the maJonty of
wholesalers lack product expertIse SInce they do not speCIalIze and trade a very WIde range of
products About 85-90% of new pnvate wholesalers are "trade everythIng" companIes

Hlgh Costs ofTransportatIOn
TransportatIOn constItutes a much hIgher proportIOn of the total cost then comparable
transportatIOn In the West Cost of truck transportatIon runs up to 25% of the total cost m RUSSIa
compared to the cost of SImIlar truck transportatIon In the US that WIll be around 6% of total the
product cost Lack of back haulIng and truck brokerage IS one of the causes of hIgh truckIng
costs RaIlway transportatIon lacks relIabIhty and temperature control that makes It unattractIve
for fresh fruIt and vegetables trade

Lack ofScale for Imports
InsuffICIent scale causes several problems WIth Imports from abroad

• unfeasIbIhty of transportation, I e offer SIzes are too large (e g one wholesaler had to
declme shIpments of fruIts because It lacked the resources to buy a full ShIp),

• hIgher purchase pnce, smce there are no quantIty dIscounts,
• hIgher handlmg costs, smce there are hrmted mecharuzatIon opportumtIes,
• slower delIvery, smce smaller orders get lower pnonty
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Figure 7 I

INCREASED BYPASSING FORCES WHOLESALERS TO SEARCH FOR NEW
SOURCES OF VALUE ADDED

IWholesalers link drops out I

IFarms I

High losses

High expenses

High costs

Fmanclalsltuallon
gets worse
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IRT Development Concept

The concept of IRT development IS desIgned to address the above problems The objectIve IS to
develop selected wholesalers In dIfferent regIons Into cross regIOnal traders The wholesalers and
therr aSSOCIatIons will then playa role of an IRT vehIcle by performmg the folloWIng functIons

• solvency check on supphers/buyers m therr regions to reduce a default nsk,
• market research and exchange of market InformatIon to fill In the mformatIon

vacuum,
• truck brokeragelback haulIng to reduce transportatIOn costs,
• poolIng multI-regiOnal Import orders to mcrease the scale of Import orders

Wholesaler Selectlon
The startmg pomt IS a selectIOn of wholesalers who would be able to carry out IRT functIOns
The selectIOn cntena are the qualIty of management, eXIstmg trade contacts, and a suffICIent
storage capacIty The qualIty of management IS by far the most Important cntenon The
management should be evaluated based on the followmg abilItIes

• abIlIty to understand the need for IRT and the OpportuIDtIeS that IRT prOVIdes a
wholesaler,

• willIngness to travel out of therr regions and work m an unfamIlIar envrronment,
• abilIty to establIsh and mamtam trade contacts,
• abilIty to generate credIbility and trust

Establzshment ofMarJ..etlllg LlllJ..S
When the frrst two or three wholesalers are selected, they need to establIsh marketing lInks
among themselves It IS Important at thIS pomt not to force formalIzatIOn of relatIonshIp between
wholesalers SInce It can scare new partners away The ObjectIve IS to establIsh a good workmg
relationshIp and develop mutual trust

The wholesalers should hold an mtroductory conference where they
• Introduce themselves,
• exchange mformanon about therr companIes,
• dIscuss the IRT development concept
• SIgn an agreement of co-operatIon (see Memorandum on Co-operanon m Appendix)
• agree on schedules and formats of the market Informanon exchange

After establIshIng Inltlal contacts the wholesalers WIll start regular exchanges of marketIng
InfOrmatIOn by sendIng each other lIsts of offers and purchase mqumes The offer form should
speCIfy at least the followmg

• product type,
• qualIty grade,
• pnce,
• volume (rmn/max),
• payment terms,
• shIpment terms,
• packagmg

The wholesalers should be shown that there are multlple benefits from provIdmg as many offers
as pOSSIble mcludIng brokerage offers of goods owned by other compames These benefIts
mclude profits from sellmg therr own merchandIse, brokerage comrmSSIOn for offenng goods of
other regIonal supplIers, and an opportumty to make money on recIprocal offers from other
wholesalers

When a wholesaler acts as a broker offenng others' products, the offer should state the final pnce
that already mcludes the broker's fee and WIll not be marked up afterwards

Solvency Ched

The solvency check can be Imtially Informal and IIrmted to a telephone InquIry about partIcular
busmesses m the counterpart's regIOn The mam value added IS that It IS much eaSIer for a
wholesaler to check the reputatIon of busmesses located In Its home regIon than m a remote one
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It should be understood that the wholesaler that provIdes mformatIon on the busmess reputatIon
of buyers/sellers m Its region can not be held lIable If the mformatIon turns out mcorrect

The solvency check data should be systematIzed and accumulated m a data base that later can be
marketed to outsIde users

The data base format (see AppendIx) should allow the buyer/seller to make a clear Judgement
about the credIt nsk, that m tum allows them to defme acceptable payment terms

The dIfferentIatIOn between low and hIgh credIt nsk WIll allow low nsk buyers to receIve more
lement payment terms Better payment terms lead to a sIgmficant Increase of these buyers'
purchases SInce the demand appears to be hIghly elastIC WIth respect to payment terms Some
80% of mterviewed buyers mdicated payment terms as the key determmant of supplIers'
attractlveness

The process of market mformatIOn exchange and solvency checks IS outlmed m FIgures 7 2 and
7 3

Truek Brokerage
The wholesalers should be encouraged to orgamze mutual truck back haulmg from therr home
regIons smce It WIll sIgmficantly decrease costs of transportatIon and mcrease the turnover The
mterviews WIth trucking companIes mdIcated that trucks had no return cargo on 50-60% of tnps
The pnmary reason IS a lack of knowledge of pOSSIble product delIvenes from the destmatIon
regIOn to the home regIon

The wholesalers WIll aSSIst trucking companIes delIvenng products from theIr counterparts to
fmd the return cargo m theIr home regIons They also WIll supervIse the lOgIStiCS and make
arrangements m advance to prevent delays m cargo smpments The wholesalers WIll charge a
truck brokerage fee for theIr servIces As was mdIcated earlIer, trucking costs run up to 25% of
total costs and hence truck brokerage can prOVIde a SIgnIfIcant value added to IRT

Combmed Purchaszng
Combmed purchasmg allows the wholesalers to get addItional quantity dIscounts, get a hIgher
order pnonty and reduce handlmg costs A combmed purchasmg WIll proceed along the
followmg steps

• combmed order IS placed by one of the wholesalers (ordenng wholesaler), e g better
located to receIve the shIpment,

• the payment IS made by each wholesaler to the supplIer's account to aVOId addItIOnal
transactIons,

• the ordenng wholesaler arranges customs clearance, pays Import fees, etc,
• shIpments to co-ordenng wholesalers are arranged by the ordenng wholesalers,
• the ordenng wholesaler IS reImbursed for the tIme and expenses on a drrect or prorated

baSIS

Inter-regzonal Food Broker
After the marketIng lInks are establIshed and the wholesalers make mter-regIOnal transactlons a
need for a separate company that Will specIahze m IRT brokerage can anse

The major functIons of the food broker would be SImIlar to that of the US produce broker and
may be outhned as follows

• momtor demand for major product categones,
• momtor the supply dynamICS and commumcate to farmers lIkely demand slufts,
• put together offers and orders,
• arrange the lOgIStiCS of shIpments,
• control qualIty of products ShIpped

It should be noted that broker IS pald COmmlSSIOnS based on phYSICal product volume shIpped
and does not take posseSSIOn of products

- 42 -



I
I
I
I
I
I
I
I
I
I
I
I
I

Figure 72

MECHANISM OF INTERREGIONAL INFO EXCHANGE AND TRANSACTION (II)
• Buyer's perspective
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Figure 7.3

MECHANISM OF INTERREGIONAL INFO EXCHANGE AND TRANSACTION (II)
• Buyer s perspective
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The food broker may be better posItiOned to perform IRT transactiOns than wholesalers SInce
they have to devote sIgrnficant orne to theIr local operaoons and tend to be more Interested III the
role of a dIStrIbutor
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VIII CREATION OF A WHOLESALE MARKET

Concept

The Idea of creatmg wholesale markets m RUSSIa was adapted from wholesale markets currently
operatIonal m Amenca and other countnes m western Europe

Wholesale markets are trarnng pomts that co-locate several wholesalers on the same prenuses
ThIs concept IS advantageous because It proVIdes a centrallocatlon where farmers can fmd buyers
for therr products and retallers can fmd products to buy The wholesalers are mcented to set-up
operatIons m thIS market place because they wIll have access to customers that they would have
been unable to otherwIse reach The faCUltIes located on these prenuses are also typIcally better
eqUIpped than the prenuses the wholesalers would be able to lease (refngeratlon, raIlroad access
and large storage CapaCitIes) Because the wholesalers are co-located on the same prenuses, they
are able to share mbound freIght costs, product costs, as well as UtUIty payments

These markets are also attractlve for traders and wholesalers from other regIOns because It gIves
them a chance to lease faCIlItIes where they can store therr products for a short penod of tIme m
SUItable conrntlons

The retallers hke the concept of a wholesale market because It provIdes them WIth an opportumty
to mspect qualIty, pnce, assortment, and servIce from several competmg wholesalers The
retailers no longer need to VISIt multlple SItes, they can meet all therr needs at thIS one market
ThIs Idea IS partIcularly attractIve to retallers located m rural areas because thIS concept WIll allow
them to choose between multlple wholesalers, where prevIOusly for economIC reasons, they
could only buy from the wholesaler that served therr regIOn

Governmental bornes are mterested m wholesale markets because through sheer volume and
competltIon, product qualIty, aVailabIlIty and servIce WIll mcrease whue cOmpetItIOn holds down
pnces ImplementatIOn of thIS concept WIll result m a more satIsfIed populatlon and further
strengthen the publIc's support for the government

How to select a site SUItable for the market

The Ideal sIte IS one that IS bIg enough for four to fIve wholesalers (typIcally 5,000 tons of
capaCIty for each wholesaler) The utIlIty systems should be separate, It should have
refngeratlon, raIl access, truck access, nver or sea access, and have lockmg mechamsms to
ensure that theft IS not a problem There should also be adequate offIce space to house the
adnumstratIve functlons of several wholesalers These faCUltIeS are not hard to fmd m most large
RUSSIan CItIes because under the planned economy system, mUnIcIpal authontles belIeved m
bUIldmg one large relatIvely modern storage faCIlIty per CIty Currently these faCIlItIes are
severely under-utlhzed (typICal utllIzatlon factors are <50%) and local authontles are now seekIng
ways to mcrease the faCIlIty's utllIzatlon

In Arkhangelsk, the preIIDses of Belomorskaya wholesaler met most of the above cntena The
main problem of Belomorskaya's premIses was that the unhty systems were mseparable There
was no cost effectIve way to separate the refngeratlon system, the sewage system, the electncal
system, or the water system ThIS was one of the obstacles that we would have to overcome
when settmg up thIS market

Ownership

Wholesale markets III the west are typIcally owned by the mumcIpahty and a thIrd party property
management frrm IS hIred to oversee all operatIOns ThIS scenano IS currently a problem III

RUSSIa because whIle the state owns most of the property, there IS a lack of qualIfIed property
managers and the CIty IS no pOSitIOn to manage the property themselves The only people who
are mcented to manage the property are the owners, so therefore some measure of pnvate
ownershIp must be mtroduced
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In Arkhangelsk, CIty authontles were reluctant to pnvatlze the enure Belomorskaya sIte because It
was the largest, most modern storage facIlIty m the entIre oblast The authonnes felt that If they
pnvanzed the entrre sIte and the wholesale market concept collapsed, the fruIt and vegetable
supply to the CIty would be damaged Belomorskaya's management was adamant that some
measure of pnvate ownershIp would have to be assured otherwIse they would not allow therr
facl1:Lty to be used for the market

Note Belomorskaya's management had a fifteen year lease on the prermses and the lease
agreement was structured such that It could only be broken If Belomorskaya voluntanly broke the
lease The CIty could only break the lease If Belomorskaya defaulted on payment or damaged the
facl1:Lty

The comprormse solutIon that was agreed between Belomorskaya, the Mumclpal GKl, and the
Boston Consultmg Group was to pnvauze one half of the prermses along WIth the common
systems (UtllItles, property, roads, raIlroads, and support buIldmgs) and leave the other half of
the premIses In mumclpal ownershIp (see fIgure 8 1) ThIS solutIon allayed the CIty
government's concerns that they would lose control over faCIlIty and It sansfied Belomorskaya's
management because they were allowed to pnvanze a portIon of the faCIlIty and the common
systems (see fIgure 8 2) The pnvanzanon VarIant that was agreed was commercIal tender
accompanIed WIth profile condItIOns

There was a real debate over how to pnvatlze the common systems The CIty wanted to ensure
that If the common systems were pnvauzed, they would sull be able to use the eXIStlng utl1mes
rather than be forced to buIld new ones One optIOn we mvestlgated was leavmg the common
systems m mumclpal ownershIp ThIS optIOn was dIsposed of because It was felt that the CIty
would not be mterested m the mamtenance of these systems and that they would be allowed to
fall mto dIsreparr The solutIOn that we agreed upon was to develop a Jomt Acuvltles Agreement
between the wmner of the commercIal tender and the CIty admmlstratIOn ThIS agreement would
allow the pnvatlzatIOn of the common systems, but would also prOVIde that the CIty would be
have access to these systems (see fIgure 8 3) Both partIes would agree to spIlt the mamtenance
cost and that each party would pay a proportIonal amount of the utilIty payment based on square
footage OCCUpIed Acceptance of tms agreement was also made part of the condmons concernmg
the commerCIal tender

FaCIlity management

There IS a need for one frrm to be responsIble for the management of the faCUlty (see figure 8 4)
ThIS management mcludes mamtenance of systems and prermses as well as ensunng the
cleanlmess of the faCIlIty It IS also necessary to co-ordmate receIpts, shIpments, and utl1:Lzatlon
of common eqUIpment such as unloaders, conveyors, and sortmg macmnes

At Belomorskaya we mvestlgated three alternatIves to determme who should manage the faCIlIty
The optIOns were the owner of the pnvauzed half, a thrrd party property management fmn, or
the CIty (see fIgure 8 5) The maIn concern about havmg the owner of the pnvatlzed wholesaler
act as property manager was that he ffilght dIscnnunate agaInst the other wholesalers RegardIng
the second optlon, as we have menuoned before, there IS a lack of thrrd party property managers
m RUSSIa and Arkhangelsk was no excepnon The CIty had a property management dIVISIon that
could have fulfilled thIS role, but we were not sure of ItS competence The final optlon was to
have the CIty adm1mstranon manage the property, but thIS was the worst optIOn because the CIty
had no tune to manage the property nor the expenence

It was decIded that the owner of the pnvauzed half would manage the property because they
owned a portIOn, they had knowledge and expertIse resIdent. and they would be the smgle
largest leaseholder The concerns over dlscnmmatIOn were covered 10 the Jomt ActIVItIes
Agreement WhICh gave legally bmdmg assurances to the CIty that mscnmmatlon would not occur

How to find wholesalers for the market

Fmdmg wholesalers for the market should not be very hard The CIty adffilmstratIOn probably
knows several mterested partIes, and m the event that they do not know of any, It IS farrly easy to
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FIgure 8 2

Toalrport ...

ineffiaent

Losses for 1993 were
20-30%

F1gure 8 1

Loss making

Lost 278,000,000 Rbi
In 1993

High debt

1,200,000,000 Rbi

Commercial tender IS preferable to a Joint Stock Company

Core management group can make needecl operational Improvements

• Pnvatlsatlon conditions can be Imposed

• Proceeds of the sale of state assets are maximised

ONE HALF OF THE FACILITY WILL BE PRIVATISED VIA
COMMERCIAL TENDER

Best option for this vegetable wholesaler

Talazhskoye Shosse

PRACTICALLY, THE EASIEST WAY TO SUBDIVIDE IS ALONG
THE RAILWAY LINE

Barner between the public and private half
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BUIlding maintenance

" Lease-holders have no
IncentIVe to make repairs

• Lease-holders have no
Incentive to maintain
cleanliness

MUnicIpal ownership

• 1/2 facIlity
• 1/2 equipment
• Other assets

FIgure 8 4

One enterprise should
maintain and manage

the facIlities

{}
r- fiallway

• Deliveries to different
enterprises must be
coordinated

• Cost must be fairly
shared

PartnershIp

UtIlIties"

• Cost must be fairly
shared

• One metering point

• Water elec:trlCrty sewage neatmg

Technically advanced

• Flammable

ReqUIres speCial
knowledge

FIgure 83

BECAUSE COMMON SYSTEMS CANNOT BE SUBDIVIDED,
SPACE ONE FIRM WILL BE MANAGE THEM FOR BOTH

PUBLIC AND PRIVATE HALVES
Also responsible for mamtenance, cleanlmess, and utility payment

• Common systems
- refrigeration
- electricity
-sewage
- RR tracks

• Other common assets

RefTigeratlon system

t MuruCfpal ownershipt__~ _

I Pnvate ownership------

• 1/2 facIlity
• 1/2 equipment
• Vehicles
• Other assets

Private ownershIp
..----------,

PTlvate wholesaler

I U ...1"t~UI U .. LlI~vlUI\/111 1"\ IIVI , LlV"'~ I V I ~""""""'II, j'"\ '"'VII I

ACTIVITIES AGREEMENT WILL BE CONCLUDED BETWEEN THE
CITY AND THE PRIVATE WHOLESALER

Wholesaler will own the common s stems, but CI will have access
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• Exact arrounllD be clelermmed by crty IIld facility manager
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The property management firm will be compensated for managing the faCIlity

~IBest opt'onI

FIgure 8 5

FIgure 8 6

THE OWNER OF THE PRIVATIZED HALF SHOULD BE
RESPONSIBLE FOR MANAGING THE COMMON SYSTEMS

DISCrimmatlon agamst lease-holders IS a potential conflict

THE PREMISES WILL BE DIVIDED INTO FOUR TRACTS AND
LEASED TO DIFFERENT CUSTOMER SEGMENTS

Possible facility managers Benefits DIsadVantages

Owner of the privatized half Vested Interest In the facIlity s May dlscrlmmate against
upkeep other lease-holders
Technical expertise Is resident
Familiar with operatIons and
peculiarities of the facIlity
Permanent resIdent

Third party property Impartial towards tenants • Such firms are currently
management firm Only responsIbility IS the lacking m RUSSia

upkeep of the facIlities • Lack of technical expertise
Paid onlv If theY are comoetent

The City City does not have the time to
manage property

• No responsibIlity or
8ccountablilty

• Past track record IS
disastrous

TRACT 1 TRACT 2 TRACT 3 TRACT 4

/ ~ ~
Processor 3h :>rt t -!rrn

• Allocate to a
·Cltyand

processor Wholesaler Wholesaler
BeJomorskaya
to fand short

chosen by • Auction the • Auction the term leasees
the City fight to lease fight to lease

I ThIS solutlon will satisfy the mterests of the public, City, and Belomorskaya I
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advertIse the space and the concept Advemsmg should not be lumted to only the murucipal area
AdvertIsements should be placed In large Moscow and St Petersburg newspapers to attract large
traders from those areas

In Arkhangelsk, the method we used to mform wholesalers about the concept was to rely on both
the CIty admmistratIOn's contacts and advertIsement We dIVIded the premIses to be leased mto
four tracts one to be used as a vegetable processor, two to be used as permanent wholesalers,
and the last tract to be used for short term storage of penshable product (see fIgure 86) The
method of space allocatlon that we used was a combmatIon of lease auctton and CIty allocatlon

To lease the permanent wholesale SItes we mVIted all mterested parnes to partICIpate a lease rate
auctIOn ThIS was the farrest mecharusm of allocatIng space because the person who most
wanted the space would WIn the auction ThIS mImmized the degree of corruptIOn that could
have occurred If the government was allowed to allocate the space to Its fnends and contacts
Lease payments were set pnor to the auctton and the wholesalers competed on who would make
the largest one-orne payment for the nght to lease the space at the prevIously agreed rate In
addItion the lease rate was scheduled to be reVIewed every three months and reVIsed If necessary
based on the oblast mflatlon level

The space for the vegetable processor was leased to a local enterpnse who guaranteed the CIty
they would use the faCIlIties for freezmg and canmng vegetables The short term lease space
would be aVailable to traders from other reglOns who needed to store therr products for a month
or less The CIty felt that havmg thIS space avaIlable would mcent traders to bnng low cost
produce to Arkhangelsk because spOIlage m storage and transportation would be mImmIzed due
to the refrIgerated faCllitleS and raIlroad connectlons

Lessons from Implementation

The largest amount of ttme was spent negotIatmg WIth the CIty and the wholesaler about how the
facIhty would be owned and managed ThIS was an on-gomg process and was finally resolved
after three months of negotIatIOns The pnvatizatIOn process requrred two months and fmdmg
other tenants for the mumcipal half requrred one month In all the project encompassed SIX
months of elapsed tIme WIth the vast maJonty bemg consumed by negotIatIons and the
pnvaUzatlOn process ThIS concept was new for all partIes and reqUIred much thought and
negotIatlOn

Note A detaIled descnptIon of the wholesale market and the mechamsms that govern and
regulate It are m the accompanymg appendices
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