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PART ONE: Economy 2006

Overview

Between 2000 and 2005, Ukraine enjoyed excellent
macroeconomic performance. In 2005, the economy
decelerated, showing a low GDP growth rate of
2.6%. This deceleration was due to unfavorable exter-
nal conditions and sluggish investment activity, and
occurred despite buoyant domestic consumption,
which expanded by 12.7% year-over-year (yoy). Nev-
ertheless, over the last six years on average,
Ukraine's economic performance compares favor-
ably to other emerging European economies. In par-
ticular, the average real GDP growth for 2000—2005
reached 7.4% yoy, considerably above the average
5% growth in the region. For six years in a row,
Ukraine reported current account surpluses of
about 5% of GDP on average for the period.

Due to the relatively high degree of concentration of
Ukraine's merchandise foreign trade in a few commodi-
ties, Ukraine proved to be quite vulnerable to the
changes in external demand for basic export goods
(e.g., mineral and metallurgical products) in 2005. On
the back of declining world prices for steel, rising en-
ergy prices, and declining foreign demand for
Ukraine's machinery and equipment, Ukraine's export
growth deteriorated while imports continued to grow
at a relatively high rate. Although the merchandise
trade balance turned into a deficit of $1.85 billion, the
overall trade balance remained positive reaching $1.4
billion thanks to strong foreign trade of services.

The slowdown in investment activities in 2005 is at-
tributed to political and policy uncertainties and a
change in the orientation of fiscal policy towards so-
cial expenditures. Unanticipated changes in tax legis-
lation (introduced by an amended 2005 state bud-
get) and re-privatization talks affected investor
sentiment. At the same time, expansionary social pol-
icy caused reallocation of budget resources, restrain-
ing the investment potential of the state, which
played an important role in economic growth in the
previous two years.

In 2006, the Ukrainian economy is expected to grow
at a rate similar to 2005, despite a number of adverse
external shocks. The most significant negative shock
is the recent increase in imported gas prices. Never-
theless, private consumption will remain the key driv-
ing force of GDP growth in 2006. Investment activity
is likely to start rebounding in the second half of 2006,
soon after the political uncertainty associated with
parliamentary elections diminishes, while real
growth of imports will continue to surpass real
growth of exports. In the medium-term, investments

in energy-saving technologies (stimulated by an ad-
verse external shock) will lead to diversification of
the economy and raise the competitiveness of
Ukraine's producers on world markets, thereby build-
ing a sound base for sustainable economic growth. Be-
yond 2006, GDP growth is expected to be around 5%
per annum.

The fiscal situation at the beginning of 2005 raised

concerns due to the substantial increases in social

spending made in the run-up to the presidential elec-
tions. These increase in expenditures was not fore-
seen either in the 2004 or 2005 budgets. Moreover,
the new government not only preserved all social lia-
bilities made in 2004 but continued to raise pensions

and other social benefits. However, by eliminating

tax exemptions and privileges, eliminating the free

economic zones, improving customs collections

(thanks to an anti-smuggling campaign) and stron-
ger tax administration, the government was able to

control the consolidated fiscal deficit in 2005 to 1.8%

of GDP, a level below the target and in accordance

with IMF recommendations.

In 2005, monetary policy was aimed at lessening infla-
tionary pressures generated by sizable foreign ex-
change interventions and vigorous consumer spending
growth. Although moderate tightening of monetary
policy did contribute to deceleration of inflation, infla-
tion remained in double digits as prices were primarily
driven by non-monetary factors. However, the 2005 in-
flation rate of 10.3% is acceptable given the economic
shock suffered by the country.

During 2005, the NBU continued to pursue de facto
fixed exchange rate policy targeting. However, in-
creasing inflationary pressures prompted the NBU
to appreciate the hryvnia exchange rate against the
US dollar by 4.8% in spring 2005. Since then, the ex-
change rate has been stable at 5.05 UAH/$. This al-
lowed the NBU to further accumulate reserves with
a lower inflationary impact. Gross international re-
serves surged to a record high $19.4 billion, or about
5 months of imports.

In 2005, the banking system quickly recovered from
the short period of liquidity shortage at the end of
2004. Despite tightening measures by the central
bank, there was excess liquidity in the banking sys-
tem, fueled by robust growth of deposits, central
bank interventions on the forex market, and intensi-
fied commercial bank borrowings from abroad. This
allowed commercial banks to further boost lending

Copyright © SigmaBleyzer, 2006. All rights reserved.
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and reduce the cost of loans. At the same time, the

high rates of commercial lending growth raise con-
cerns regarding the increasing exposure of the

Ukrainian banking sector to various risks — credit,
foreign exchange and interest rate. In fact, the level

of non-performing assets is already high. Being

aware of these risks, the NBU has been taking steps

toimprove the banking sector's performance and sta-
bility by strengthening its regulatory and supervi-
sory framework and encouraging commercial banks

to improve their risk management.

Despite deteriorating external conditions, Ukraine's

current account balance generated a healthy surplus

of $2.5 billion or 3.1% of GDP in 2005. A considerable

surplus in foreign trade of services more than compen-
sated for the small merchandise foreign trade deficit.
The financial account also showed remarkable im-
provement in 2005 compared to the previous year. This

improvement was due to record high growth of net for-
eign direct investment (FDI) as well as an intensifica-
tion of private borrowings from abroad. In 2005, net in-
flow of FDI in Ukraine reached $7.3 billion, which

almost equals the total amount of FDI attracted since

independence. This impressive inflow of foreign direct

investments was achieved primarily thanks to two

large privatization deals. Nevertheless, it shows posi-
tive changes in the country's image.

During 2005, the total amount of public and publicly
guaranteed debt decreased by about 4% to $15.47 bil-
lion. This decrease was mainly due to the country's
strategy of limited borrowing and thoughtful public
debt management. The ratio of public debt to GDP
declined from 24.8% in 2004 to less than 19% in 2005,
a fairly moderate level by international standards.

Despite a few controversial economic policy mea-
sures takenin 2005, Ukraine continued to make prog-
ress in improving its investment climate. In particu-
lar, the government authorities undertook the
following reforms and measures during 2005:

® Most tax privileges and exemptions, including
free economic zones, were eliminated by the
amendments to the 2005 Budget Law;

® The government tried to reduce the number of
business-related regulations, reviewing a large
number of existing regulations and eliminating
those that were declared damaging for further
business development;

® A number of efforts were made to simplify busi-
ness registration, licensing and permits;

® An obligatory analysis of the impact of the draft
laws on business activities if they are adopted was
introduced,;

® The legislative framework for intellectual prop-
erty rights protection, insurance, financial inter-
mediation, stock market, judiciary and others
was improved; efforts were made to bring legisla-
tion to western standards;

® The government initiated the development of a
strategy for carrying out comprehensive judi-
ciary reform, and tried to tackle the problem of un-
derfinancing;

e Although the '"re-privatization" program trig-
gered much concern among businesses, especially
foreign investors, the disputed privatization deals
were contested in courts and the re-sale was lim-
ited to the successful Kryvorizhstal sale, which
brought in $4.8 billion;

® Substantial progress has been made in liberaliz-
ing cross-border movements of goods and capital.
In particular, tariff rates on about 90% of overall
Ukraine's imports were reduced, the highly pro-
hibitive central bank resolution regarding foreign
investments was substituted with a much softer
regulation, and the 50% surrender requirement
was abolished. Additionally, Ukraine advanced in
its WTO bilateral negations and adopted several
laws important in view of WTO accession; it has
also finalized long negotiated steel and textile
agreements with the EU;

® In the context of financial sector liberalization,
the procedures for foreign investing in and divest-
ing from Ukraine by non-residents were liberal-
ized, as was interbank trading;

® Steps were taken to reduce corruption and the
size of the shadow economy. In particular, the ex-
tensive anti-smuggling campaign for customs
and a number of legislative initiatives designed to
tackle corruption were launched. Ukraine intensi-
fied its participation in global and regional
anti-corruption organizations and initiatives;

® The peaceful struggle of Ukrainians for freedom
and democracy expressed during the Orange Rev-
olution, the orientation of Ukraine's foreign policy
towards the EU and the adherence of domestic
policies to democratic values have substantially
improved the country's image.

However, progress in many other areas affecting
the business environment was rather slow com-
pared to other emerging European countries. In par-
ticular, there is considerable room for improvement
in public governance, corporate governance, the le-
gal and judiciary system, business regulation, reduc-
ing the cost of operating businesses, combating cor-
ruption and others. There is also the risk that

Copyright © SigmaBleyzer, 2006. All rights reserved.
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macroeconomic stability can be undermined by the
socially-oriented fiscal policy, that potential bank-
ing sector problems may emerge, that more external
shocks may appear, and that political instability
may continue beyond mid-2006 due to disagree-
ments on constitutional reform and the results of the
parliamentary elections of March 2006.

Nevertheless, a review of the investment climate in
Ukraine compared to the business environments in
neighboring countries shows that Ukraine (marked
red) is relatively well-placed. Although its investment
climate is not as strong as those of the countries that re-
cently joined the EU (marked blue) or those acceding
to it in the near future (marked olive green), it com-
pared well with other countries in the new EU frontier
(marked dark green). This is shown in the chart below.
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Subsequent sections of Part One present the results

of Ukraine's economic development in 2005 and dis-
cuss the future prospects for 2006. Further sections

in Part Two discuss the investment climate and pro-
pose specific policy recommendations to improve it.
The evolution of the key economic indicators for

2000—2005 and projections for 2006 are provided in

the appendix.
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1. The Real Economy

After five years of significant economic growth, the
Ukrainian economy decelerated in 2005 showing a low
GDP growth rate of 2.6%. As discussed below, this de-
celeration was mainly due to poor export performance
and a reduced level of investments, despite the fact
that domestic consumption expanded vigorously. In
2004, real GDP growth exceeded expectations, posting
a record high growth rate of 12.1%. Such remarkable
growth propelled the country to the top position
among other transition economies. By real GDP
growth, Ukraine outperformed not only all transition
countries in 2004, but was among the top economies in
the world. Despite the deceleration in 2005, the aver-
age economic growth in the last five years placed
Ukraine as one of the most quickly growing economies
in the region. Over the five years ending December
2005, average real GDP growth in Ukraine reached
7.7%, which is far above the 5% average for Central and
Eastern European Countries and is in line with the 7.9%
average for CIS countries.

Real GDP Growth in Ukraine and
Selected Transition Economies, %
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On the demand side, stable expansion of final consump-
tion was the major driving force of the economic

growth achieved over the entire period from 2001 to

2005. In real terms, final consumption increased by

12.2% yoy in 2004 and posted an even higher growth

rate of 12.7% yoy in 2005. Consumption by households,
which accounts for more than two-thirds of final con-
sumption, posted 15.1% yoy and 15.9% yoy increases in

2004 and 2005 respectively. The stable rise in house-
holds' consumption was backed by a rapid increase in

real household income, partially fuelled by an increase

in social transfers and growth in the minimum wage.
Growing spending on individual services, like health

care and education, supported an increase in state con-
sumption, which constituted 5.4% yoy in 2004 and 4.1%

yoy in 2005.

Contributions to GDP Growth by Expenditures, % yoy
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Investment demand played an important role in

economic growth in 2003 and 2004, as noted in the

chart above. Gross fixed capital formation contrib-
uted about 50% of the GDP growth achieved in

2003 and about 20% of the growth in 2004. Several

large projects (in particular, in infrastructure) fi-
nanced by the state were an essential source of in-
vestment growth in these years. However, invest-
ment activity was sluggish throughout 2005 with

gross fixed capital formation posting a 4.0 % de-
crease, contributing to the slowdown of economic

growth. This was due to political and policy uncer-
tainties and a change in the orientation of fiscal

policy towards social expenditures. Unanticipated

changes in tax legislation, introduced by an

amended 2005 state budget, and re-privatization

talks affected investor sentiment, while expan-
sionary social policy caused reallocation of budget

resources, restraining the investment potential of

the state.
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Net exports of goods and services have been the

most volatile component of GDP over the last few

years. Fuelled by rapid expansion of external de-
mand, especially for metallurgical and chemical

products and machinery, exports of goods and ser-
vices accelerated to 13.8% yoy in real terms in 2004,
up from 10.3% in 2003. On the other hand, growth of

imports declined almost two times to 8.6% yoy in

2004. Accordingly, accelerating exports and deceler-
ating imports was another factor explaining the out-
standing economic performance in 2004. As external

conditions reversed in 2005, exports declined

sharply by 13.6% yoy in real terms. Backed by slug-
gish investment activity, imports slowed as well, but

ata much slower pace than exports. In real terms, im-
ports of goods and services posted a slight decrease

of 0.8% yoy in 2005. Such a radical change in external

conditions was the major cause of decelerating GDP

growth in 2005.

GDP Structure by Sectors in 2004
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By sector breakdown, industry, agriculture and trans-
portation services were the key drivers of GDP growth
over the last few years. Altogether, these sectors ex-
plained over 60% of the GDP increase in 2005. Real in-
dustrial output went up by 3.1% yoy in 2005, driven by
manufacturing industries' performance. Backed by ro-
bust domestic consumption demand, output in food
and food-processing sped up to 13.7% yoy in 2005. The
chemical industry also showed a high 10% yoy increase
in output thanks to favorable external conditions. At
the same time, metallurgy performed quite poorly in
the second half of the year following the reduction of
world metal prices. Growth of machinery and equip-
ment production also decelerated somewhat, reflect-
ing reduction of exports of these products and contract-
ing investment demand inside the economy, but
remained at a decent 7.1% yoy.

Thanks to favorable weather conditions, the agricul-
tural sector performed strongly two years in a row. Per-
formance of the sector was driven mostly by harvest of

wheat and other cereals. Favorable weather conditions
allowed for a good wheat harvest of 18.7 million tons in
2005, which is about 7% higher than the year before.
But due to a high statistical base effect and lower har-
vest of other agricultural plants, agricultural output re-
ported zero growth in 2005 compared to 19.1% yoy in
2004, which followed a year of poor farming yield.

Growth of Industry, Agriculture and Real GDP, % yoy
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In 2005, the service sector decelerated slightly com-
pared to 2004, mainly due to reduction of value
added in wholesale trade. Poor performance of the
wholesale trade sector mirrored slowing exports and
sluggish investment activity. As a result, growth of
value added in domestic trade declined by 8.3% yoy.
However, other types of services posted stable
growth of value added, partially compensating for
the reduction in domestic trade. In particular, the
transport sector showed a 7.4% yoy increase in value
added, contributing around 30% to economic
growth. Overall, the service sector occupies about
48% of Ukraine's GDP and remains relatively low
compared to other transition economies, where ser-
vices hold more than 55% of GDP (i.e., Bulgaria,

Copyright © SigmaBleyzer, 2006. All rights reserved.
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Poland, Czech Republic). But the existence of the
weak service sector indicates a high potential for its
future expansion.

Future Prospects

In 2006, the Ukrainian economy is expected to grow

at a rate of 2.5% (comparable to the rate achieved in

2005) despite a number of adverse external shocks.
The most significant effect on the pace of economic

growth in 2006 is the recent increase in gas prices.
Higher production costs should worsen the perfor-
mance of several energy-intensive industries, like

metallurgy, chemistry, and (to a lesser extent) ma-
chinery. However, the possible reduction in output

of these industries is expected to be compensated by

strong growth of food-processing as well as service

sectors primarily oriented toward domestic consum-
ers. Among services, wholesale trade is likely to re-
store its growth rate following a year of reduction.
Along with robust growth of retail trade backed by

continuing expansion of private consumption, the re-
bound of wholesale trade will drive the growth of do-
mestic trade to comfortable levels. The 2006 agricul-
tural harvest is likely to be lower than in the two

previous years due to the extremely cold winter that

harmed part of the winter crops. This will generate a

modest decline in agricultural output. On the con-
trary, the construction sector is likely to restore its

growth rates reflecting the intensification of invest-
ment activity in the second half of 2006.

On the demand side, private consumption will re-
main the key driving force of GDP growth in 2006.
Expansion of household consumption demand will
be supported by a continuing increase in the real in-
come of the population. However, the growth rate of
disposable income is expected to decelerate some-
what in real terms partially due to less ambitious in-
creases in social transfers and minimum wages in
the 2006 budget as well as the relatively high

inflation rate. State consumption is likely to grow at
reasonable rates, thus contributing to GDP growth.

Investment activity is likely to start rebounding in
the second half of 2006, soon after the political uncer-
tainty associated with parliamentary election dimin-
ishes. The increased needs of many large enterprises
for new energy-saving technologies following the
gas price hikes will give additional impetus to the ac-
cumulation of fixed capital. Although no drastic in-
creases in investment are expected in 2006 due to an-
ticipated modest progress in core large-scale
reforms, the gross fixed capital formation is ex-
pected to expand at a sufficiently high level.

Real growth of imports will continue to surpass real

growth of exports in 2006. Imports will be stimulated

by robust internal demand for consumption goods, lib-
eralization of tariff barriers as well as restoration of de-
mand for investment goods in the second half of 2006.
New conditions of gas imports will have no direct ef-
fect on merchandise imports as physical volumes of im-
ported gas are contracted to stay approximately the

same. At the same time, real exports are likely to ex-
hibit only a trivial increase due to the reaction of major

export-oriented industries to the gas price shock, the

certain decrease of world metals prices expected in

2006 as well as lower external demand caused by a

slowdown of world economic growth.

Although Ukraine's GDP will grow in 2006 at a modest
rate of 2.5%, the rate of growth should pick up to about
5% per year in the following years. In 2006, Ukraine
will suffer worsening external conditions and a painful
adjustment to new gas prices. But these adverse exter-
nal shocks will have a positive effect on the Ukrainian
economy in the medium-run, as investments in en-
ergy-saving technologies will reduce dependence by
the industrial sector on one type of energy and raise
the competitiveness of Ukraine's producers on world
markets, thereby building a sound base for sustainable
economic growth.

Copyright © SigmaBleyzer, 2006. All rights reserved.
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Consolidated Budget Parameters, % of GDP first half of 2005, the new government not only pre-
served all social liabilities made in 2004, but
continued to raise further pensions and other social
35 benefits.

M The original 2005 fiscal budget envisaged a deficit
1 25

m m of 2.1% of GDP. However, the large social liabili-

0 1 - — 1 20 ties incurred in early 2005 and a cooling economy
A «L | 15 posed considerable challenges for the government
to maintain the 2005 budget deficit at a reason-

4 40

? 10 able level. In fact, early estimates suggested that
-3 L 5 the fiscal deficit could have reached almost 5% of
-4 0 GDP if the government had not undertaken

1999 2000 2001 2002 2003 2004 2005

strong measures to increase revenues. These in-
creases in revenues were achieved by eliminating
tax exemptions and privileges, eliminating the

Revenues (right scale)

Deficit (left scale) Expenditures (right scale)

Source: Ministry of Finance, NBU free economic zones and improving customs collec-
tions (thanks to the anti-smuggling campaign). On

Consolidated Budget Balance Developments, this basis, the government was able to control the

% period GDP, 2003-2005 consolidated fiscal deficit in 2005 to a moderate
1.8% of GDP deficit, in accordance with IMF rec-

10

A\
61 Fiscal Revenues
SN

In 2005, fiscal revenues grew substantially by 48%

ommendations.

2 yoy in nominal terms, despite an economic growth
slowdown and a worsening merchandise foreign

0 \ ‘ trade performance. The 2005 growth in fiscal reve-
2 nues was more than twice that achieved in the previ-
\ ous year, when fiscal revenues grew by a nominal

20.5% yoy and were supported by remarkable macro-
economic performance (impressive 12.1% yoy GDP
growth, a large foreign trade surplus, etc.) Such re-

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec
2004 2005 |

2003

Source: Ministry of Finance markable growth is primarily attributed to the gov-
ernment's efforts to increase the tax base and im-

In 2005, fiscal policy was expansionary due to large prove tax administration.

increases in pension payments and other social bene-

fits approved by the government. The initial in- Consolidated Budget Revenues, % of total

creases in social benefits were decided by the previ-
ous government in the fall of 2004 in the run-up to
the presidential elections. In particular, the former 90%1
government decided to provide a pension supple- 80%.
ment to each person who received pensions below
the subsistence level in the amount needed to reach
the subsistence level, effective in September 2004.

100% Other

Revenues

Non-tax

Revenues
70%-
[ Other Taxes
60%-

According to rough estimates, about 11 million peo- 50%1 Eﬁ‘;‘tf)er; aD’:l‘fdes
ple were eligible for the targeted supplement. This 40%1

decision changed the outlook for the fiscal budget 30%1 O VAT

for the rest of 2004 and the next few years. As a re-

sult, the 2004 consolidated fiscal balance sharply de- 20% OEpPT
teriorated to 3.2% of GDP instead of the planned 10%1

1.75% of GDP. Including extra-budgetary funds 0%1 mPIT

(such as the pension fund), the consolidated public 2002 2003 2004 2005

sector deficit reached 4.4% of GDP in 2004. In the Source: Ministry of Finance, NBU, The Bleyzer Foundation

Copyright © SigmaBleyzer, 2006. All rights reserved. 9



& SigmaBleyzer

Ukraine Odyssey: Economy 2006 and Investment Climate

PART ONE: Economy 2006

As in the previous year, the proceeds from enter-
prise profit tax (EPT) and personal income tax (PIT)
were affected by tax reforms introduced at the be-
ginning of 2004. In particular, the EPT rate was re-
duced to 25% down from 30%, while the previous pro-
gressive scale for the PIT (10—40%) was replaced by
a 13% flat rate.

The EPT rate reduction had a positive effect on
broadening the tax base, as it encouraged legaliza-
tion of shadow profits. In addition, the tax base was
further expanded by the elimination of privileges
and exemptions contained in the Law "On Enter-
prise Profit Tax" in accordance with the amended
2005 State Budget Law. As a result, EPT receipts
grew by about 45.2% yoy in nominal terms in 2005,
twice as high as in the previous year. Although the
share of profitable enterprises declined slightly in
2005 compared to the previous year, the higher
growth rate of EPT proceeds was achieved thanks to
the measures to expand the tax base.

PIT performance in 2005 was also better. PIT re-
ceipts increased by a nominal 30% yoy in 2005, con-
siderably outperforming the nominal 2.3% yoy de-
cline in 2004. However, this performance should be

partially attributed to a low base effect and faster

nominal growth of household disposable income in

2005 compared to 2004 (36.4% yoy versus 27% yoy re-
spectively). Nevertheless, the share of PIT in total

budget revenues continued to decline to about 13%

versus 14.6% in 2004 and 18% in 2003. Though PIT re-
ceipts grew by more than 30% yoy in nominal terms,
one would expect much higher growth if one takes

into account the 36.4% yoy nominal increase in house-
hold disposable income. This suggests that the expec-
tations of further formalization (or de-shadowing)

of population income did not materialize. This may

be attributed to the fact that the high payroll tax

was left unchanged. Realizing that the introduction

of a flat tax rate in 2004 per se was insufficient for

the de-shadowing of the population's income, the

new government started an extensive media cam-
paign advocating legalization of income. However,
until the root of this problem — a high payroll tax —

is properly addressed, the relevance of this tax

source will continue to decline.

In 2005, proceeds from value-added tax (VAT), net-
ted for VAT refunds to businesses, were the largest
contributors to the growth of tax revenues. In 2004,
almost 33% yoy of the nominal increase in VAT pro-
ceeds was due to outstanding real sector perfor-
mance, robust imports and elimination of a number
of VAT exemptions at the beginning of the year. Nev-
ertheless, even after the elimination of these exemp-
tions, remaining VAT exemptions were estimated

by the IMF at about 1% of GDP. Inefficiencies in reg-
ulations and procedures allowed many businesses to

submit fraudulent refund claims to the government,
while the authorities' measures to address the issue

were only partially successful.

At the beginning of 2005, the problem with accumu-
lation of VAT refund arrears became very acute. Fol-
lowing an audit carried out by the State Tax Admin-
istration (STA), VAT refund arrears were estimated

at about UAH 3.5 billion (about $660 million) at the

end of 2004, although the actual claims were much

higher. Due to execution of this large-scale audit of

VAT refund claims initiated in early 2005, the clear-
ance of VAT refund arrears was temporarily sus-
pended. This resulted in rapid accumulation of ar-
rears and over-performance of VAT revenues.
Following the adoption of the amendments to the

2005 State Budget at the end of March 2005, a num-
ber of tax privileges for specific enterprises and in-
dustries, as well as free economic zones, were abol-
ished. A lot of VAT privileges and exemptions were

eliminated (including those for imported goods to

free economic zones), while the tax rate was kept un-
changed’. In addition, VAT administration was con-
siderably toughened. As a result, VAT proceeds

more than doubled in nominal terms compared to

2004. Although this figure is somewhat exaggerated

due to VAT refund arrears, the scale of improve-
ment signifies the progress in tax administration

and tax base broadening.

Fiscal Expenditures

During the first eight months of 2004, fiscal expendi-
tures were managed prudently, in line with the previ-
ous years' strategy, when most controllable fiscal ex-
penditures were under-executed until the end of the

year to avoid the threat of excessive deficit financing.
However, in the last four months of 2004 and in 2005,
the execution of fiscal expenditures was more challeng-
ing due to the considerable fiscal relaxation in autumn

2004 and the loose fiscal policy in 2005. In particular,
the introduction of pension supplements, which actu-
ally meant an increase in minimum pension by about

118.5% to UAH 284 ($54), resulted in an unprecedented

increase in social liabilities. As a result, only in the

month of September 2004, the fiscal balance ran a defi-
cit of about 1% of GDP, while the year-end fiscal defi-
cit constituted 3.2% of GDP. According to IMF method-
ology, the overall fiscal deficit, including the deficits of

pension and other state funds, was even higher at 4.4%

of GDP.

At the beginning of 2005, the minimum pension was
raised further by another 17% to UAH 332 ($63).

1 During 2004, the government several times expressed intentions to reduce the VAT rate to 17%, down from the current 20%; however, they were not implemented.
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However, neither this increase nor the previous ones

were envisaged in the 2005 State Budget Law, thus

increasing the implicit fiscal deficit to about 5% of

GDP. The need to finance all social security pay-
ments, including pension outlays promised by the

previous government and social programs an-
nounced by the new president during the election

campaign was the main reason for amending the

2005 budget in March 2005. Thus, the amended 2005

budget envisaged an increase in the minimum wage

by 40%, an increase in the average pension by 28%

yoy? and the other social benefits (such as benefits

for childbirth, disability, etc.)

Consolidated Budget Expenditures, % of total
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/1 The 2004 indicator for social care and protection expenditures is
underestimated since pension supplements introduced in September
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year.
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the majority of other expenditures.

Source: Ministry of Finance, NBU, The Bleyzer Foundation

The ratio of budget expenditures to GDP grew from
29.7% of GDP in 2004 to 33.8% of GDP in 2005, the
highest level since 1998, the lion's share of which
was directed at financing social programs. These gen-
erous social expenditures severely crowded out ex-
penditures for public economic activities and other
areas such as state administration, law enforcement
and defense. In particular, the government financ-
ing of economic activity (except for agriculture) de-
clined by about 30% yoy in nominal terms in 2005. A
number of important areas in which government in-
volvement is necessary (due to the presence of exter-
nalities, or public goods such as in infrastructure,
law enforcement, defense, etc.) were underfinanced.

Future Prospects

At the end of December 2005, the Parliament adopted
the 2006 State Budget with targeted budget revenues
of UAH 125 billion ($24.8 billion) and expenditures of
UAH 137.1 billion ($27.1 billion). The approved tar-
geted deficit was UAH 12.9 hbillion ($2.5 billion), or
about 2.6% of GDP. The execution of these budget pa-
rameters will be a challenging task since the budget
was developed on the basis of overly optimistic macro-
economic assumptions (in particular, a high 7% yoy
real economic growth). Moreover, the budget was de-
veloped keeping the price of imported gas from Russia
and Turkmenistan unchanged from the 2005 level. The
increase in gas prices will affect the fiscal budget situa-
tion, adding to the fiscal pressures already in place due
to large social liabilities. In addition, if the government
decides to continue to subsidize households via low util-
ity tariffs and support affected industries, the consoli-
dated fiscal deficit may well exceed the 3% of GDP
threshold considered sustainable by international orga-
nizations. At the same time, we believe the govern-
ment has enough expenditure control tools to keep the
budget deficit under control. In fact, due to the consoli-
dation of all budget funds and expenditures in a uni-
fied treasury account, the government may efficiently
manage the fiscal balance through tight control over
expenditures. We therefore anticipate that the fiscal
deficit will be maintained at about or below 3% of GDP
in 2006.

Due to the recurrent nature of the social liabilities
taken during 2004—2005, the share of budget expen-
ditures directed at financing social programs will re-
main high in the future, but is unlikely to increase
further. Although the 2006 budget envisages fur-
ther increases in minimum wages, pensions, and
other social outlays, the increase will be rather mod-
erate, mostly adjusting for inflation. As a result, the
consumption component of the 2006 budget expendi-
tures will decline slightly from 80% in 2005 to about
76% in 2006. It is very likely, however, that the bud-
get will be amended shortly after March's parliamen-
tary elections. There is a general view that future
budgets should focus more on economic develop-
ment and investment needs.

The 2006 budget envisages a small reduction in sev-
eral tax rates, such as a 1 percentage point (pp) cut
in the payroll tax rate’ and a 0.2 pp reduction in the
pension duty on foreign exchange sales to 1.3% (the
duty was introduced in 1998—1999 to narrow the
shortage of pension fund revenues). Such a modest
decrease does not do much to ease the tax pressure

2 September 2004's hike of pensions resulted in the situation when about 80% of all pensioners received the same pension, which was equal to the subsistence minimum
level of UAH 284, irrespective of their contribution history. Hence, pension differentiation measures were required to restore the link between benefits and contributions,

one of the basic rules of the pension reform that took effect at the beginning of 2004.

> particular, since the beginning of 2006 pension insurance contribution was reduced by 0.5 pp to 31.8%, unemployment insurance contribution was reduced by 0.3 pp

to 1.3%, contributions in case of accidental disability were reduced by 0.2 pp.
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for businesses. Due to the recent parliamentary elec-
tions, the long-awaited comprehensive tax reform is
unlikely to commence before 2007. On a positive
note, the 2006 budget envisaged fewer adjustments
to tax legislation and the business environment than
the 2005 budget. In 2005, the slow adjustment of the
economy to the significant changes in the business
environment immediately implied by the amend-
ments to the 2005 Budget Law also contributed to
economic growth slowdown.

The pension fund situation remains rather difficult.
In 2005, the pension fund reported a deficit equiva-
lent to about 3.5% of GDP, which was entirely fi-
nanced from the consolidated budget. In 2006, the
deficit is forecasted to decline slightly to about 2.1%
of GDP, mostly due to a moderate increase in pen-
sion outlays in 2006 and a reasonable increase in
wages. The high pension fund deficits during
2004-2006, and most likely in the next few years,

suggest that there is an urgent need for accelerating
implementation of pension reform in Ukraine.

The fiscal deficits of 2004 and 2005 were largely fi-
nanced by out-performing privatization receipts.
However, being non-recurrent fiscal receipts, privat-
ization revenues can not be regarded as a reliable

source of fiscal deficit financing for future periods, es-
pecially when the deficit stems from recurrent social

security and wage bills. Thus, to bring government ex-
penditures more in line with revenues, a number of

policy measures are required. In particular, fiscal defi-
cits can be brought under control through comprehen-
sive public administration reform and a number of

bold political measures directed at rebalancing the

pension fund. In order to increase fiscal revenues on a

sustainable basis, the government will also need to un-
dertake major economic reforms to accelerate invest-
ments and economic growth, as explained in Part Two

of this report.
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3. Monetary and Exchange Rate Policies

Due to the growing inflationary pressures experi-
enced during 2004, the NBU moderately tightened

its monetary policy in early 2005. Nevertheless, infla-
tion accelerated to double digits in 2004—2005 (12.3%

and 10.3%, respectively) and was primarily driven

by non-monetary factors (a number of supply-side

shocks, loose fiscal policy, etc.). Monetary tighten-
ing, however, did not significantly affect the liquid-
ity position of the banking sector or its potential to

disburse loans to the private sector. Except for a

short period of liquidity shortage at the end of 2004,
there was excess liquidity in the banking system, fu-
eled by robust growth of deposits and central bank

interventions on the forex market, which allowed

commercial banks to further boost their lending and

reduce the cost of loans.

During most of 2004—2005, the NBU maintained a
de facto targeting of the hryvnia exchange rate
against the US dollar. However, increasing inflation-
ary pressures in 2005 forced the NBU to appreciate
the UAH/$ exchange rate by 4.8% to 5.056 UAH/$ in
spring 2005. During 2004—-2005, the central bank
took a number of steps towards liberalization of the
foreign exchange market. These matters are dis-
cussed in greater detail below.

Money Supply

In 2005, monetary policy did not change substan-
tially from the previous year. As in previous years,
monetary policy was affected by sizable foreign ex-
change interventions (which led to rapid expansion

of deposits and bank loans to the private sector). Dur-
ing January-October, the average growth rates of

the monetary base and money supply were 35.5%

and 36.4% yoy, respectively, which is similar to the

rates achieved in 2004 (34% and 32% respectively).
However, by the end of the year, the growth of the

respective aggregates sped up to 53.8% and 54.8%

yoy. The acceleration in the last two months of the

year may be attributed to the considerable fiscal

loosening at the end of 2005.

During the first part of 2004, the monetary condi-
tions were rather loose with the money supply grow-
ing at a high rate of 45% yoy. This growth was
caused by considerable NBU interventions on the
foreign exchange market to maintain a de facto peg
of the hryvnia exchange rate. At the same time,
such rapid money growth was not fully reflected in
the inflation rate, as it was accompanied by fast ex-
pansion in money demand stemming from remark-
able economic growth. As a result of sharp and unan-
ticipated fiscal loosening in the run-up to the

presidential elections, the growth of money supply
soared to 50.6% yoy in September. However, infla-
tionary expectations and political uncertainty due to
presidential elections led to an upsurge of demand
for cash foreign exchange shortly thereafter. As a re-
sult, money supply growth dropped to 32.4% yoy in
December 2004.

Responding to high inflationary pressures, the NBU
started a moderate tightening of its monetary stance
in 2005. In particular, the NBU tightened reserve re-
quirements to commercial banks, increased its refi-
nancing rate to 9.5%, and intensified sterilization op-
erations. To curb rapid expansion of bank credit to
the private sector, which contributed to rising infla-
tionary pressure, the central bank tightened reserve
requirements to commercial banks. However, these
measures did not significantly affect credit activity
in the country. In 2005, loans to the private sector in-
creased by almost 62% yoy, although the growth
was more moderate during the year (38.8% yoy on av-
erage for January-November) due to a high base ef-
fect. As the banking sector recovered from the near
liquidity crisis at the end of 2004 (due to massive
withdrawals of deposits), the cost of bank lending
started to decline and reached 13.6% per annum in
July. However, a number of restrictive NBU mea-
sures, introduced during August-September, re-
sulted in a gradual increase in lending rates to 14.3%
per annum in December. At the same time, the
weighted average bank lending rate declined to
14.2% per annum, down from 14.5% in 2004.

Loan and Deposit Growth and Interest Rate Dynamics
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High deposit growth, strong money demand and in-
creasing commercial bank borrowing from abroad
were the driving forces of lending expansion. Al-
though deposit rates declined from 9.2% at the begin-
ning of the year to 7.7% at the end of 2005 and were
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well below the average inflation rate, deposits grew
at a robust 60% yoy in 2005, underpinned by grow-
ing disposable income and growing confidence in the
banking sector. Considerable acceleration during No-
vember-December (up from average growth of 39%
yoy during January-October) was due to a low base
effect. During the respective months last year, the
stock of household deposits at commercial banks
shrunk by 8% in two months as people massively
withdrew their hryvnia-denominated deposits and
converted them into foreign currency-denominated
deposits (up 1% over the same period) or cash for-
eign exchange. In this way, people responded to polit-
ical uncertainty related to the Orange Revolution.

Commercial Banks' Loans by Currency and
Maturity Structure, 2002-2005
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Based on the NBU data, the ratio of domestic
credit-to-GDP# reached an impressive 34.3%, com-
pared to 25.7% in 2004 and 2003. Although high avail-
ability of bank credit is important to support the
growth of economic activity, such high rates of com-
mercial lending growth raise concerns regarding the
banking sector's vulnerability to various risks —
credit, foreign exchange and interest rate. The
credit risk is related to the quality of banks' credit
portfolios. The rapid increase in lending on the back
of low capitalization of the Ukrainian banking sys-
tem, generally weak accounting and reporting stan-
dards for legal entities and widespread re-
lated-party lending raised concern regarding a
possible increase in non-performing loans (NPLs). In-
deed, according to IMF estimates, the share of NPLs
to total loans increased slightly from 28.3% in 2003 to
30% in 2004. However, it started to decline in 2005
and dropped to about 23% at the end of June 2005.
The share of NPLs looks rather high compared to
other countries. In part, this may be explained by
the more stringent NBU methodology of defining
sub-standard loans. Excluding timely serviced

substandard loans, the share was 8.9% of total loans
in 2004 (up slightly from 8.5% in 2003) and dropped
t0 6.6% at the end of June 2005.

Commercial Banks' Deposits by Currency and Maturity
Structure, 2002-2005
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The other risks stem from the high share of for-
eign-currency denominated loans and differences in
maturity of commercial bank credits and deposits.
In particular, the share of commercial banks' for-
eign currency loans to the economy of Ukraine in-
creased to 42.2% and 43.3% in 2004 and 2005 respec-
tively, up from about 41.7% in 2003. At the same
time, the share of foreign currency deposits consti-
tuted 36.4% and 34.3% in 2004 and 2005 respectively,
slightly up from about 32% in 2003. The increase in
the share of foreign currency deposits in 2004 is at-
tributable to the shift in public sentiment before the
presidential elections, which resulted in massive
withdrawals of deposits (especially hryvnia depos-
its) or their conversion into foreign currency. In addi-
tion, the mismatch between forex-denominated
loans and forex-denominated deposits has been
growing. Although the mismatch declined in 2004 to

4 For the ratio calculation, credit to real sector was used.
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about $1.4 billion due to forex-denominated deposits
developments at the end of 2004, it almost doubled
in 2005, exceeding $3.2 billion.

By maturity, data shows that shares of both

long-term deposits and long-term loans have been in-
creasing. However, there was also a growing mis-
match between maturities of assets and liabilities as

long-term credit grew considerably faster than

long-term deposits. In particular, the share of

long-term deposits increased to 38% and 38.6% in

2004 and 2005 respectively, up from 32.1% in 2003.
At the same time, long-term credit grew from 28.2%

of total credit in 2002 to 54.2% and 61.8% in 2004 and

2005 respectively.

Considering the growing banking system exposure
to various risks, the NBU has been taking steps toim-
prove banking sector performance and stability by
strengthening its regulatory and supervisory frame-
work and encouraging commercial banks to improve
their risk management. Although considerable prog-
ress was made during 2004—2005, there is still large
room for further improvements.

Inflation

Inflation and Money Supply Developments, 2002-2005
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Following several years of moderate inflation, con-
sumer price index (CPI) growth accelerated to dou-
ble digits in 2004, for the first time since 2000. Al-
though inflation decelerated slightly to 10.3% yoy in
2005, it remained in double digits. The role of mone-
tary policy in combating inflation was rather lim-
ited, as data suggest that consumer price develop-
ments were mostly driven by non-monetary factors.
In particular, 2005's inflationary pressures were gen-
erated by loose fiscal policies in the fall of 2004 and
2005, a number of supply side shocks (such as an in-
crease in world crude oil prices and shortages on
meat and sugar markets) and political uncertainties

at the beginning and the end of 2005. Administrative
interventions in price setting mechanisms for partic-
ular goods were generally inefficient and counter-
productive. The deceleration of inflation in the fall
of 2005 should be primarily attributed to a high base
effect and absorption of supply side shocks helped
by stabilization of world crude oil prices, reduction
of import tariffs, etc. Consumer inflation also bene-
fited from the decreasing pressure from producer
prices (PPI growth decelerated to 9.5% yoy) and
hryvnia appreciation against the US dollar by 4.8%
yoy. The appreciation reduced the cost of imported
goods and restrained the growth of monetary
aggregates.

Consumer Price Inflation by Main Components,
2002-2005
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By CPI components, foodstuffs became 10.7% yoy
more expensive in 2005. Food prices were affected
by expansionary fiscal policy, which encouraged con-
sumption particularly by lower income groups (thus
quickly translated into higher demand for foods),
and supply side shocks. Despite a 24.5% yoy increase
in gasoline prices in 2005, the non-food price index
was mainly on a declining trend, reporting a 4% yoy
increase for the whole year. However, high gasoline
prices affected transportation tariffs, which surged
by 25.5% yoy. Coupled with a 13.6% yoy increase in
the cost of public utilities, service tariffs reported
15.8% growth, almost twice as high as in 2004.

Before the gas dispute, the government forecasted
inflation to decline to 8.7% yoy in 2006, although in-
ternational and domestic experts were more cau-
tious, forecasting inflation at about 10% yoy. But the
increase in the price for imported gas will put pres-
sure on transportation and utility tariffs. Although
the decision to raise gas and electricity tariffs for
households from the beginning of 2006 was abol-
ished, they will most likely be raised after March's
parliament elections. High oil prices in 2005 may also
continue to pressure inflation in 2006 as a spill-over
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effect on other prices. In addition, loose fiscal policy
in 2006 will add to inflationary pressures. As a result,
we believe consumer inflation will be in the range of
12—13% yoy at the end of 2006.

Foreign Exchange Market

Nominal Exchange Rates of Hryvnia against US$ and
Euro and Merchandise Trade Balance, 2002-2005
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During 2004/2005, the NBU continued to pursue a
de facto fixed exchange rate policy targeting, al-
though officially Ukraine introduced a managed
floating exchange rate regime in January 2000. By
purchasing large amounts of excess dollars in the
economy, the NBU kept the hryvnia exchange rate
almost unchanged at around 5.3 UAH/US$ between
2001 and the beginning of 2005. At the same time,
the real effective exchange rate depreciated during
1997-2004 according to IMF estimates (except for
2002) contributing to Ukraine's competitiveness.
Strong competitiveness generated large foreign
trade and current account surpluses during
2000—2004, which supported GDP growth and
helped to replenish the NBU's international re-
serves. Increasing inflationary pressures prompted
a change in monetary policy priorities in 2005. In
April, the NBU allowed appreciation of the hryvnia
exchange rate against the US dollar by 4.8%
year-to-date (ytd), but since then the exchange rate
was maintained at 5.05 UAH/$. This allowed the
NBU to further accumulate reserves with a lower in-
flationary impact.

For most of 2004, exchange rate stability was main-
tained thanks to NBU purchases of excess foreign ex-
change. The foreign exchange currency fueled the in-
terbank market due to huge foreign trade surpluses,
large FDI and proceeds from Eurobond issues. How-
ever, accelerating price growth and political uncertain-
ties in the run-up to the presidential elections changed

the situation on the foreign exchange market in the fall

of 2004. The loss in public confidence in the hryvnia's
stability was reflected in considerable expansion of de-
mand for cash foreign exchange during Septem-
ber-December. The sudden demand swing caused
shortages of cash foreign exchange on the retail mar-
ket.In an attempt to curb large fluctuations in the cash
foreign exchange rate and restore public confidence in
hryvnia stability, the NBU introduced a 2% fluctuation
band for the cash exchange rate. To support the
hryvnia's stability, the NBU sold about $2 billion of for-
eign reserves during October-December 2004. As a re-
sult, gross international reserves declined to $9.5 billion
at the end of 2004, considerably lower than $12.1 billion
in September 2004, but still 37.4% higher than at the be-
ginning of 2004.

NBU Interventions on the Forex Market and Gross Interna-
tional Reserves, $ billion, 2003-2005
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As political instability associated with the presiden-
tial elections eased and Ukraine's foreign trade posi-
tion remained strong at the beginning of 2005, the
forex market stabilized. Robust inflow of foreign ex-
change allowed the NBU to replenish its interna-
tional reserves to the pre-election level at the end of
March; it gradually increased to $14.9 billion at the
end of October and surged to a record high $19.4 bil-
lion as a result of a buyout of the money received
from the re-sale of Kryvorizhstal. The year-end
gross international reserves were equivalent to
about 5 months of the successive year's imports cov-
erage, an increase from 2.8 months in 2004.

The central bank made progress in the liberalization of
the foreign exchange market. Starting April 1%, the
NBU abandoned its regulation requiring the manda-
tory sale of 50% of export proceeds. This restriction was
in effect since the financial crisis of 1998 when the
NBU was short of international reserves. As part of the
relaxation of the foreign exchange control measure,
the NBU liberalized the procedures for foreign invest-
ing in Ukraine and divesting from Ukraine by non-resi-
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dents.’ Starting September 2005, the NBU liberalized
interbank foreign exchange trading; commercial
banks were allowed to buy and sell foreign currency
within the same day, while previously the bank could
operate just on one side of the foreign exchange mar-
ket, and conduct forward foreign exchange operations
though with some limitations. At the same time, the
NBU introduced restrictions on non-residents' pur-
chases of government securities with maturities of less
than one year and a 20% reserve requirement on
short-term foreign exchange credit from non-resi-
dents. Since the latter measures are not considered
binding restrictions, considerable progress was
achieved in foreign currency market liberalization. Ex-
cept for a 1.5% foreign exchange transaction duty to
the Pension Fund of Ukraine, which was only margin-
ally reduced to 1.3% at the beginning of 2006, the main
impediments for developing foreign exchange mar-
kets and instruments were abolished.

Future Prospects

One of the main priorities of monetary authorities in
the medium-term is to reduce inflation to single dig-
its. Considering that the NBU expressed a firm inten-
tion to maintain the de facto peg in its 2006 Mone-
tary Policy Guidelines, this may be quite a
challenging task. The achievement of this objective
will also be complicated by the considerable influ-
ence of non-monetary factors on inflation and other
policy uncertainties (in particular, the stance of fis-
cal policy, the speed of adjustment of regulated ser-
vice and utility tariffs to cost-covering levels, the
rate of economic growth, world energy and commod-
ity prices, etc.). Based on these factors, it is unlikely
that inflation rate will be below 10% in 2006.

Uncertainties related to the March 2006 parliamen-
tary elections, further likely increases in gas prices

and looser fiscal policies may result in increasing in-
flationary pressures and speculative actions in the

foreign exchange market. Moreover, the exchange

rate may be increasingly under pressure by the

changing structure of Ukraine's balance of pay-
ments, in particular by the shift of the current ac-
count balance into small deficits in 2006. To maintain

exchange rate stability, the central bank will con-
tinue to intervene on the forex market by selling out

its international reserves at least during the first

half of 2006. The NBU has a certain degree of capac-
ity for such operations considering the high level of

reserves at the end of 2005 (4.9 months of imports).
Nevertheless, the NBU may allow greater exchange

rate flexibility to avoid an abrupt drop in interna-
tional reserves and reduce inflationary pressures.
More exchange rate flexibility is also seen as a pre-
requisite for effective functioning of the inflation

targeting regime — the ultimate goal of the NBU.
However, this regime is unlikely to be introduced in

the near future since considerable progress still has

to be made in developing the financial infrastruc-
ture and strengthening the monetary transmission

mechanism in Ukraine.

In 2006, commercial bank lending volumes are ex-
pected to continue their growth as commercial banks
are extensively expanding their consumer and mort-
gage crediting operations. Lending rates will decline on
the back of greater competition in the sector as the
number of foreign banks is growing. Deposit rates may
also continue to decline (though gradually, considering
forecasted double-digit inflation) due to commercial
banks' higher reliance on financial resources attracted
on international capital markets.

°In particular, Resolution #482, adopted in mid-October 2004, required the opening of multiple bank accounts and multiple foreign exchange conversions in order to in-
vest in Ukrainian companies or repatriate profits. In August 2005, the NBU adopted Resolution #280, outlining the new regulations for foreign investing in Ukraine.
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4. Equity Markets

Despite some slowdown in the country's economic
growth, Ukrainian securities markets grew signifi-
cantly in 2005. During the year, market capitalization
more than doubled and reached $29.17 billion, up from
$11.78 billion in 2004. Therefore, the share of the mar-
ket capitalization surged from 18.1% in 2004 to 35.2% in
2005. Trading activity also grew significantly. First
Trading Securities System (PFTS), which is the main
trading platform in Ukraine (holding almost 90% of all
organized market transactions), reported that its 2005
volume of trade reached $2.87 billion. The annual
growth of the PFTS volume of trade reached 217%
compared with the previous year when total amount
of securities trading was $1.32 billion. However, the vol-
ume of trade deals completing on the PFTS to the total
level of market capitalization still remains very low.
Moreover, it even dropped to 9.8% in 2005 (down from
11.2%in 2004 and 14% in 2003), which suggests the exis-
tence of large, unutilized potential of the Ukrainian
market.

Capital Market Development

2003 | 2004 | 2005
Market Capitalization, $ million 4,302 | 11,778 | 29,168
Market Capitalization, % to GDP 8.7 18.1 35.2
Volume of Trade on PFTS, $ million | 603 | 1,320 | 2,871
Volume of Trade on PFTS, o
% to market capitalization 14.0% | 11.2% | 9.8%

Source: PFTS, The Bleyzer Foundation

The volume of all types of securities traded on the
Ukrainian market grew significantly over 2005 with
the exception of municipal bonds. However, the com-
position of trade in securities experienced signifi-
cant changes, although the leaders still remain the
same. As in the previous year those are corporate
bonds, treasury bonds, and company stock. The
structural breakdown of trade on the PFTS shows
that over the last two years the most traded securi-
ties were corporate bonds, although their share
dropped to 44.7% in 2005 down from 62.0% in the pre-
vious year. The decrease in weight of trade in corpo-
rate bonds is mainly due to the increasing attractive-
ness of government securities and stocks, whose
shares increased from 9.3% and 15.4% in 2004 to
26.8% and 23.2% in 2005 respectively.

In 2005, the most rapidly growing instruments
were government securities, stocks, and invest-
ment certificates. The six-fold increase of trade in
government securities from $122 million in 2004
up to $768 million in 2005 was due to stable de-
mand for this type of security by domestic and for-
eign investors diversifying their portfolios. An in-
crease in trade of stocks by more than 3 times was
backed by (i) a rapidly growing demand for stocks

of "second echelon" companies from metallurgi-
cal, energy, machinery sectors and retail trade;
and (ii) stable demand for traditional "blue chips".
The top-5 individual stocks were represented by
Lukoil, Alchevsk Metallurgical Plant, UkrNafta
(oil company), Bank Aval, and retail trade group
"Velyka Kyshenya".

Structure of PFTS Sales in 2004, %

15.4%

9.3%

B Corporate Bonds
B Municipal Bonds

W Treasury Bonds Shares
B Investment Certificates Other

Source: PFTS

Structure of PFTS Sales in 2005, %

44.7%

26.8%

M Corporate Bonds
B Municipal Bonds

B Treasury Bonds Shares
B Investment Certificates Other

Source: PFTS

The 3.2-times increase in trade of investment certifi-
cates was mainly due to some improvements in the ac-
tivity of domestic mutual funds. However, in absolute
terms, the volume of this trade still remains very insig-
nificant; it did not exceed $17 million in 2005 with a to-
tal share of 0.6% in the total PFTS' turnover.

Fast development of the Ukrainian equity market is re-
flected in both domestic and international indexes. The
PFTS index increased in 2005 by 35.7% to 352.97 points,
up from 260.13 points in 2004 and 85.4 points in 2003. In
2005, the S&P/IFCF-Ukraine index grew by 52.8%,
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which is the second best growth in the S&P Eastern Eu-
rope Frontier Group after Romania, whose equity mar-
ket experienced a 61.1% rate of growth.

Overall, although the Ukrainian stock market shows
very rapid development, it still remains small. Only a
very limited number of financial instruments are
currently available. All these indicate a great poten-
tial for its further growth and numerous opportuni-
ties for investors.

Future Prospects

The Ukrainian equity market is expected to main-
tain substantial growth in 2006. The growth will be
fueled by the intentions of many Ukrainian compa-
nies to undertake public offerings, continued
privatizations, and improved financial market infra-
structure. In 2006, the Ukrainian equity market will

continue to experience some further changes in its
structure towards securities issued by relatively
new market players from food-processing, retail
trade, real estate, banking, and mutual funds. On
the other hand, the market desperately needs im-
proved regulations preventing any non-market prac-
tices. Passing by the parliament Joint Stock Com-
pany Law, which is in line with the existing OECD
standards, should fill many gaps in corporate gover-
nance legislation and allow the Ukrainian equity
market to operate more efficiently.

In 2006, the market for government securities will
experience moderate growth taking into account
the country's parliamentary election and time
needed for forming the new Cabinet and main princi-
pals of its economic policy. However, in the last quar-
ters of the year the market may receive the new im-
pulse for its development.
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5. International Trade and Capital

Throughout the last few years, Ukraine's external posi-
tion has remained strong. The current account surplus
reached record levels in 2004, whereas in 2005 it was
the financial account balance that peaked with an im-
pressive surplus, fuelling more than a two-fold in-
crease in foreign exchange reserves. Most Ukrainian
exports are still commodities with a low degree of pro-
cessing, while energy resources dominate imports. At
the same time, robust investment demand led to a ris-
ing share of high-tech investment goods in Ukrainian
imports over the last two years. In 2005, Ukraine man-
aged to attract a record high volume of foreign direct
investment primarily thanks to large privatization and
M&A deals, but also thanks to positive changes in coun-
try image and good macroeconomic environment.

Balance of Payments

Balance of Payments in 2000-2005, $ billion
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2005 saw a substantial change in the structure of
Ukraine's foreign exchange flows. On the one hand,
deterioration of external conditions reversed the
merchandise trade balance to a negative figure. This
caused a sizable decline in the current account bal-
ance, compared to the impressive $6.8 billion (10.5%
of GDP) reached in 2004. Nevertheless, the 2005 cur-
rent account balance remained positive reaching
$2.5 billion or 3.1% of GDP thanks to a healthy ser-
vice account surplus. Furthermore, the financial ac-
count turned to an exceptionally high surplus esti-
mated at $7.8 billion or 9.5% of GDP at the end of the
year. Such remarkable improvement in the financial
account (from $4.1 billion deficit in 2004) was due to
record high growth of net FDI of more than $7 bil-
lion as well as the intensification of private
borrowings from abroad. As a result, the stock of net
international reserves showed more than a two-fold
increase and reached $19.4 billion by the end of

2005, covering 4.9 months of future goods and ser-
vices imports.

Foreign Trade

Ukraine's cross-border trade flows are, to a large ex-
tent, driven by fluctuations in merchandise trade.
On the other hand, trade of services constitutes a rel-
atively stable source of trade inflows. Throughout

2005, the overall trade balance was declining

steadily driven by a substantial slowdown in goods

exports. Due to adverse external shocks, goods ex-
ports grew by 4.9% yoy reducing the overall exports

growth to 6.4% yoy. At the same time, imports main-
tained a relatively high growth rate: goods imports

went up by 24.6% yoy and total imports increased by

25.7% yoy. Although the resulting merchandise

trade balance posted a deficit of $1.8 billion, the over-
all trade balance (including merchandise and ser-
vices) remained positive, reaching $1.4 billion.

Transport services represent the largest share of ser-
vice exports (73% in 2005), with gas transit pay-
ments from Russia to Europe accounting for a sub-
stantial part. Exports of transport services grew by

11% yoy mostly on account of sea and air transporta-
tion services. Business services (judicial, accounting,
research, etc.) account for another 10% of total ser-
vice exports. Service imports are more diversified

than exports. The three major categories of im-
ported services include transport, state and business

services accounting for 22%, 20% and 16% of total ser-
vice imports respectively.

Merchandise Trade Dynamics in 1997-2005
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An important characteristic of Ukraine's merchan-
dise trade is the relatively high degree of concentra-
tion by commodity type. On the import side, mineral
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products represent the largest share of imports (35%
of the total). On the export side, the metallurgical
sector dominates with a 40% share. Insufficient di-
versification of commodities causes high depend-
ence of trade flows on external factors. This was evi-
dent in the dynamics of exports over the last two
years: the surge of goods exports in 2004 and the
sharp deceleration in 2005 were primarily caused by
changes in external demand for basic exporting com-
modities, particularly metals.

The low diversification of goods exports and the
high dependence on a few commodities is also re-
flected in the structure of Ukraine's industrial pro-
duction capacities. Large industrial enterprises built
in soviet times were designed to manufacture a few
specific products supplied primarily to other parts of
the Soviet Union. After the 1991 break-up of produc-
tion links with former Soviet republics, export-ori-
ented enterprises did not diversify, but successfully
managed to access new markets, in particular in Eu-
rope and Asia, thereby diversifying export destina-
tions. As a result, Ukraine became an important
player on world markets for some commodities. The
most prominent success was achieved in steel; in
2004, Ukraine was the seventh largest manufac-
turer of steel in the world, producing 3.7% of global
steel output. By commodity composition, exports re-
mained concentrated on a few types of
goods-namely, basic metals, fuels and some types of
chemicals. Exports are therefore highly dependent
on world prices for a few commodities. Even on
metal markets, Ukraine is still considered a
price-taker, mostly due to the homogenous nature
of products in which Ukrainian exporters specialize.

Exports of Major Commodity Groups, $ billion
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As world metal prices started to decline in mid-2005,
exports of Ukrainian metals decelerated as well, but
still showed a high 7.6% yoy increase in nominal
terms. Outward trade flows were also affected dras-
tically by reductions in exports of machinery and

equipment. This happened due to a drop in demand
for Ukrainian products in Europe and the Americas.
Despite growing world fuel prices, exports of min-
eral products also slid down to 9% yoy due to trade re-
strictions imposed by the government in the first
half of 2005 to combat a hike in domestic gasoline
prices. However, metals and mineral products ex-
ports remained the major contributors to overall
goods exports in 2005.

By geographical breakdown, the composition of
goods exports underwent substantial changes over
the last two years. The share of European countries
in Ukraine's merchandise exports was 31.8% in 2005,
a significant reduction from the shares of 36.5% in
2004 and 39.7% in 2003. At the same time, CIS coun-
tries gained a stronger position in 2005, taking 31.3%
of Ukraine's goods, compared to 26.2% in 2004 and
2003. The reduction in the share of Europe in
Ukraine's exports destinations is explained mostly
by a slowdown of aggregate demand in Europe. Ex-
port flows were reoriented to CIS countries, the
Americas and Africa.

Geographical Breakdown of Goods Exports, % of total
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Large increases in merchandise imports in 2005
were caused by the expansion of domestic consump-
tion demand coupled with the real appreciation of
the hryvnia. Although the high growth rate of im-
ports contributed to the deterioration of the goods
trade balance, there was a positive change in the
commodity structure of imported products in favor
of investment goods. In particular, imports of ma-
chinery and equipment — the second largest import
item, representing 15% of goods imports — went up
by 33.8% yoy in 2005. This followed 36% yoy growth
registered in 2004. Such strong growth rates for in-
vestment goods imports indicates that obsolete pro-
duction capacities of Ukrainian enterprises are grad-
ually being renewed, thereby increasing the
efficiency of production. At the same time, imports
of mineral products slowed to modest growth rates
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of 6.7% yoy due to reduced supply of coal and
crude-oil from abroad. The latter was, however, sub-
stituted by imports of oil-products that took place
due to a reduction of import tariffs on oil products in
the first half of 2005.

The increases in inward trade flows in 2005 were also
caused by the liberalization of tariff barriers agreed
upon by Ukraine in light of Ukraine's accession process
tothe WTO. A significant reduction of import duties on
fruits, linen, underwear, footwear, and home equip-
ment took place at the beginning of the year. Imports
of textiles demonstrated record 41.7% yoy growth in
2005, compared to a 16.6% yoy rise in 2004. The de-
creases of import tariffs on a wide range of other prod-
ucts adopted later in 2005 will also trigger increases in
merchandise imports in the near future. These in-
creases are likely to happen, both because of an in-
crease in physical volumes of imported goods and be-
cause of reduced smuggling.

Imports of Major Commodity Groups, $ billion
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By geographical breakdown, the composition of mer-
chandise imports continued to evolve towards Europe.

Although Ukraine's imports are tied closely with en-
ergy materials supplied from the CIS countries (mostly
Russia and Turkmenistan), the share of imports origi-
nating in this region has been decreasing steadily
throughout the last six years. By the end of 2005, the
share of CIS countries was reduced to 47.1% compared
t0 51.3% in 2004 and 58% in 2000.

At the same time, the share of the EU and other Eu-
ropean countries in merchandise imports has been
on a steady rise, increasing to 35.1% at the end of
2005, up from 34.5% in 2004 and 30.9% in 2000. Euro-
pean countries are the major suppliers of invest-
ment goods to Ukraine, whereas imports from the
CIS countries consist mainly of energy materials.

Future Prospects

The trends in Ukraine's balance of payments observed
in 2005 are likely to continue in the nearest future. In
particular, the current account is expected to turn to a
modest deficit in 2006, which will be financed by finan-
cial account surpluses. The latter will be primarily
based on increasing long-term corporate debt as well
as a relatively high net inflow of FDI. As a result, gross
international reserves are likely to increase moder-
ately in 2006 and stay at rather comfortable levels in
terms of imports coverage.

Among the major factors affecting foreign trade dy-
namics in 2006 will be the recently negotiated in-
crease in prices on imported gas, development of

metal prices, and liberalization of import barriers.

At the beginning of 2006, Ukraine and Russia signed
an agreement that changed conditions for natural
gas supply to Ukraine and transit of Russian gas to
Europe through the territory of Ukraine. The agree-
ment made imported gas for Ukraine approximately
42% more expensive in 2006 than in 2005. The major
part of imported gas (around 60% of net imports) is
consumed by the industrial sector, principally by ex-
port-oriented metallurgy and chemistry. Heating
suppliers utilize another 25% of net imports, with
the rest used for other purposes.

From the international trade standpoint, an increase
in gas prices will directly affect the value of imports
raising its nominal volumes, and is likely to have a
sizeable indirect effect on exports. Higher prices on
natural gas will add to production costs of many in-
dustrial enterprises, especially in export-oriented
chemistry and metallurgy, which use outdated en-
ergy-intensive technologies. The costs of producing
chemicals, especially chemical fertilizers, will in-
crease sharply due to their high share of natural gas.
This will make Ukrainian products less competitive
on external markets. In addition to higher costs, the
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metallurgical sector will be affected by a moderate

reduction in world metal prices anticipated in 2006.
After the sharp growth in 2004 and some slowdown

in 2005, metal prices are expected to decrease fur-
therin 2006, though they should still remain at a rela-
tively high level. Thus, coupled with a lower output

price, an abrupt increase in gas prices will adversely

affect exports of metals and metal products. How-
ever, such an input price shock will stimulate invest-
ments in new energy-saving technologies, thereby

increasing the competitiveness of the Ukrainian

economy in the medium-run.

The substantial liberalization of tariff trade barri-
ers that took place in 2005 will be another factor
fuelling imports in 2006. Reduction of import tar-
iffs on a wide range of products adopted in
mid-2005 is likely to prompt merchandise imports
through increase in physical volumes of imported
goods and reduced smuggling.

As aresult of continuing slowdown of goods exports

and acceleration of goods imports, the merchandise

trade balance deficit is expected to widen in 2006.
The deficit in the goods balance will be somewhat

compensated for by a higher surplus in the services

trade from an increase in the gas transit fee. How-
ever, the overall trade balance is expected to turn

to a deficit driving the current account balance be-
low zero.

Foreign Direct Investment

After the 2004 presidential election, Ukraine found

itself in an extremely favorable position to attract

FDI. A new image of Ukraine as a country striving

for democracy and market economy increased the in-
terest of foreign investors in an economy that has a

large domestic market, low labor costs, and the po-
tential to make considerable progress in market re-
forms. Although this positive image has been some-
what breathed on by episodes of state interventions

in price setting mechanisms and re-privatizations,
the progress that Ukraine made in attracting FDI in

2005 was remarkable.

Before 2005, the amount of funds invested in the
country by foreigners was small compared with
sums received by other countries in the region. From
1991 to 2004 Ukraine managed to attract only $8,353
million of foreign investment, which translated into
14.2% of 2004 GDP. This figure is far below the levels
of FDI attracted by more advanced countries in the
region, such as Bulgaria or the Czech Republic. A
cross-country comparison of FDI stock per capita
also demonstrates that a meager $192 of FDI per
head kept Ukraine far behind even in comparison
with its nearest neighbors.

Gross FDI Stock in Selected Transition Economies
in 2004, as % of GDP
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The Bleyzer Foundation
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However, despite a limited number of deals, the coun-
try attracted large amounts of FDI in 2005. During the
year, the net inflow of foreign investment reached $7.3
billion, which almost equals the total amount of FDI at-
tracted since independence. The bulk of this sum was
received thanks to the successful re-privatization of
the country's largest metallurgical plant Kryvorizhstal
to Mittal Steel, sold for $4.8 billion. The acquisition of
one of the biggest local banks by the Austrian
Raiffeisen International Bank brought about $1 billion
of FDI. These acquirements will bring new know-how
and management technologies to Ukrainian metal-
lurgy and banking, thereby increasing the competitive-
ness of these sectors and the economy as a whole.

Without the two large deals, net inflow of FDI
amounted to almost $2.5 billion in 2005. This is about
10% higher than in 2004, but it is still low as a number
of fundamental factors hinder the inflow of FDI. The

Copyright © SigmaBleyzer, 2006. All rights reserved.

23



& SigmaBleyzer

Ukraine Odyssey: Economy 2006 and Investment Climate

PART ONE: Economy 2006

unstable and unpredictable legal environment,
over-regulation, a complicated tax system, and high
level of corruption make it difficult for foreign firms to
operate in Ukraine. The Ukrainian government has at-
tempted to carry out some measures to improve the sit-
uation; however, the lack of implementation capacity
has hindered progress. In fact, reform measures will be-
come effective only if coupled with fundamental pub-
lic administration and tax system reforms.

Net FDI Flows to Ukraine, $ million
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Regional Structure of FDI

Regional Distribution of FDI Stock

Region / City 2;82:];“;?3;1' % to total FDI
City of Kyiv $3619 32.6%
Dnipropetrovsk Region $1,717 15.5%
Kyiv Region $591 5.3%
Odesa Region $595 5.4%
Donetsk Region $586 5.3%
Zaporizhya Region $550 4.9%
Kharkiv Region $468 4.2%
Republic of Crimea $460 41%
Total for Listed Regions $8,586 77.3%
Other Regions $2,523 22.7%
Total FDI* $11,109 100.0%

*Excluding most of the amounts recetved from the sales of the metal-
lurgical plant Kryvorizhstal and Aval Bank.
Source: State Statistics Committee

By the end of 2005, around 11,500 Ukrainian enter-
prises had received funds from abroad in the form of
direct foreign investments®. By regional breakdown,
FDI was concentrated in the country's capital and
surrounding region, five regions that have large

industrial capacities, and the Republic of Crimea fa-
mous for its health and recreation facilities. Overall,
these regions accounted for more than three quar-
ters of total FDI stock.

Traditionally, the food processing industry and do-
mestic wholesale and retail trade have been the
most attractive sectors to foreign investors. These
sectors are oriented towards domestic consumers
and usually give investors a quick return on invest-
ment and lower risk compared to other industries.
Food processing and wholesale trade account for
about one fourth of total FDI. Machine building and
communications also received attention from for-
eign investors due to the high potential for growth.

The financial sector is becoming more attractive to
foreign investors after the financial crises in 1998.
Thanks to good supervision by the central bank,
Ukrainian banks developed from the highly risky
and vulnerable institutions to more competitive
and healthy financial intermediaries with a wide
customer base. Nevertheless, the high level of
non-performance loans in the banking sector may
continue to limit the interest of foreign investors to
a small number of large and secure local banks.

Distribution of FDI Stock by Sector*, $ million
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*Excluding most of the amounts recetved from the sales of the metal-
lurgical plant Kryvorizhstal and Aval Bank.
Source: State Statistics Committee

Major Foreign Investors

Overall, 117 countries have invested in the Ukrai-
nian economy. The largest volumes of FDI have
come from Cyprus, the US, the United Kingdom,
the British Virgin Islands, Germany, the Nether-
lands, Russia and Switzerland. Together these
eight countries contributed more than 70% of the
total FDI in Ukraine.

% Here and below we report FDI figures based on the enterprise surveys, which do not account for most of the amounts received from the sales of the metallurgical plant

Kryvorizhstal and Aval Bank.
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Although Cyprus has become the major foreign in-
vestor in Ukraine, funds coming from this offshore

zone are likely to originate in other countries. In par-
ticular, many Ukrainian firms are known for using

the advantages of Cyprian tax legislation. Thus, the

rapid increases of investments from Cyprus (by

14.8% in 2004 and by 42% in 2005) suggest that Ukrai-
nian capital that earlier flowed out of the economy is

gradually returning. The same seems to be the case

for inflows from the Virgin Islands (which grew by

47.9% in 2004 and 18.3% over three quarters of 2005.)

Capital coming from off-shore zones was invested

mainly in domestic trade, real estate and financial in-
termediation. In 2004 and 2005, Cyprus also in-
creased its investment in services sectors, such as

transport, communication, hotels and restaurants.
Investment from the Virgin Islands in machine build-
ing grew by four times in 2005.

Major Foreign Investors in Ukraine*, $ million

Cyprus
14.1%

Other
27.3%

USA
12.4%

Switzerland
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Germany

0/
Netherlands 11.9%

6.5%
Virgin
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6.29% Russia
° 2%

United Kingdom
10.4%

*Excluding most of the amounts recetved from the sales of the metal-
lurgical plant Kryvorizhstal and Aval Bank.
Source: State Statistics Committee

Among non-offshore regions, the US has the leading

place among foreign investors operating in Ukraine.
Some US multinational companies, such as Coca-Cola,
Procter & Gamble, McDonald's, Phillip Morris,
Gillette, and others, have propelled the US to the sec-
ond top position on the list of foreign investors in

Ukraine, with their proactive expansion and invest-
ment strategy. By the end of 2005, the US share of FDI

constituted $1.37 billion or 12.4%. The largest amount

of the US investments went to domestic trade. In 2005,
investment in wholesale trade increased by 23.3% yoy

driving the share of the sector to 17.6% from 16.5% in

2004. Slightly lower amounts of US funds were in-
vested in food processing. FDI in this industry grew by

12.8% yoy in 2004 and 14% yoy in 2005, preserving the

share of the sector at 13%.

The United Kingdom, Germany, the Netherlands
and Switzerland were the major foreign investors
on European side. Together these four countries

contributed to approximately one-third of total
FDI volume. British investors were rather active
in the Ukrainian wholesale trade sector, which ac-
counts for 17% of total FDI from the UK. Metallur-
gical and chemical industries gained much atten-
tion from German investors. Around 54% of FDI
from Germany went to metallurgy and another
11% to chemicals. At the same time, investments
from the Netherlands were highly concentrated
in food and food-processing, constituting about
one-half of total FDI from this country.

Russian companies were also actively penetrating
Ukrainian markets. Investment from Russia grew
by 17.8% in 2004 and by 11% in 2005. In previous
years, Russian investments in Ukraine were moti-
vated mainly by desire to regain lost markets and
re-establish production links that had been formed
in the Soviet era. Thus, Russian investors targeted
those Ukrainian sectors that were closely linked
with Russian industries, like coke and oil refinery.
To take a practical example, shortly after Ukraine's
independence, Russian oil companies acquired al-
most all Ukrainian oil-refineries, which in Soviet
times were constructed specifically for processing
Russian oil. Another object of interest at that time
was healthcare complexes in the region of Crimea.
However, preferences of Russian investors have
gradually moved to industries with high potential
for growth. In 2004 and 2005, transport and commu-
nication services, wholesale trade, as well hotel and
restaurant services were the most attractive sectors
for Russian investments.

Future Prospects

Expectations for further increases in foreign direct
investment inflow remain quite promising, although
the record figure of 2005 is very unlikely to be
achieved again. In 2006, net FDI inflow is expected
to reach $2.6 billion. Inflow of FDI is likely to inten-
sify in the second half of 2006, after political uncer-
tainty associated with parliamentary elections and
enforcement of constitutional reform abates. A sub-
stantial amount of foreign funds is expected to be in-
vested in the banking sector, as negotiations about
acquisitions of several large domestic banks were
completed at the end of 2005.

Overall, it would be beneficial for Ukraine to attract
FDI from as many countries as possible. However,
capital from the more advanced economies, like the
EU and the US, can bring benefits that are more rele-
vant for the long-term growth and development of
the Ukrainian economy. Factors linked to FDI from
these economies such as new production, manage-
ment and marketing technologies, better labor
skills, improvement in risk management, etc., make

Copyright © SigmaBleyzer, 2006. All rights reserved.

25



& SigmaBleyzer

Ukraine Odyssey: Economy 2006 and Investment Climate
PART ONE: Economy 2006

firms more competitive and productive. Thus,
Ukraine's progress with WTO membership, grant-
ing market economy status by the EU and the US
and Ukraine's aspirations towards membership in
these organizations will contribute to an increasing

share of capital coming from more advanced econo-
mies, thereby strengthening the economic potential
of the country.

26

Copyright © SigmaBleyzer, 2006. All rights reserved.



Ukraine Odyssey: Economy 2006 and Investment Climate

6. Public Debt and International Lending

S THE
BLEYZER

&/ FOUNDATION

6. Public Debt and International Lending

Ukraine's public debt position has improved sig-
nificantly over the last four years and the total

amount of public debt as a percentage of GDP

has declined significantly. In 2005, the public

debt to GDP ratio reached 18.7%, down from

24.8% in 2004, 29% in 2003, and 33.2% in 2002 com-
pared with a peak at about 55% registered in

1999. The existing public debt to GDP ratio is a

relatively low ratio among other emerging mar-
ket economies. During 2005, the total amount of

public and publicly guaranteed debt decreased

by 3.9% or $622.6 million to $15.47 billion. This de-
crease is mainly due to the country's strategy of

limited borrowing. Additional factors attributed

to a decrease in the public debt to GDP ratio were

significant economic growth over the last few

years, strong fiscal discipline and sound external

debt management.

Commercial Banks' Deposits by Currency and Maturity
Structure, 2002-2005
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Ukraine's current level of public debt is moderate by
international standards, which means that the risk
of the country's insolvency is very low. Strong macro-
economic fundamentals and thoughtful public debt
management contributed greatly to reservation of
the country's sovereign rating by the major interna-
tional rating agencies at BB—.

Further improvements in the country's credit-
worthiness in the coming years will depend on ef-
fectiveness of undertaking economic reforms.
However, it can be forecasted with a very high
level of certainty that public debt repayment and
public debt service in 2006 should not be a prob-
lem due to the government's prudent fiscal perfor-
mance and high level of international foreign re-
serves accumulated by the NBU.

Domestic Debt

During 2005, the country's domestic debt (guaran-
teed and non-guaranteed) decreased to $3.8 billion

down from $3.95 billion in the previous year. At the

same time, the share of the domestic public and pub-
licly guaranteed debt in the total structure of the

country's domestic debt has not been changed and

remained at a level of 24.6%.

The decrease in Ukrainian domestic debt is mainly

due to the Ministry of Finance strategy towards re-
duction of cost of borrowing. During the year, the

weight of the public direct debt decreased by $149

million, which represents a decline by 3.8% yoy. The

decrease in public direct debt is attributed to exceed-
ing the public domestic debt repayments over public

domestic borrowing. In 2005, this overlap was $286

million. The overlap appeared as a result of the

ahead of schedule repayment of the T-Bills issued in

2000, which were owned by the NBU. This repay-
ment was anticipated by the state budget, which em-
powers the Ministry of Finance to restructure gov-
ernment budget debts. Another factor that

supported the decline in the amount of domestic

debt was appreciation of the national currency. In

2005, as a result of hryvnia appreciation against the

dollar and the euro, domestic debt declined by

around $65 million.

Stock of Official Domestic Debt (end of period), $ million
2000 | 2001 | 2002 | 2003 | 2004 | 2005

Domestic
Government |1,921.5|2,000.2(2,061.1(1,898.7(2,119.6|1,984.8
Bonds

Bl 1,999.2|1,965.5|1,974.0 1,833.9|1,833.9|1,814.8
Institutions

Other

ety 0.2 0.2 0.2 0.2 0.2 0.2
Total

Domestic 3,921.013,965.9 [4,035.3|3,732.8|3,953.6 | 3,799.8
Debt

Source: Ministry of Finance

In 2006, Ukraine's domestic debt is likely to increase
only marginally by around $60 million. This is antici-
pated by the state budget for 2006. The government
is planning to borrow around $0.9 billion on the do-
mestic market, while the expected volume of repay-
ment on past borrowing is projected at $0.84 billion.

Foreign Debt

Since the 1998 financial crisis, Ukraine's external debt
has been declining steadily. The settlement of gas sup-
ply-related debt to Russia and the restructuring of
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debt to Paris Club members also contributed to the re-
duction of the stock of external debt. Throughout 2005,
Ukraine's foreign debt ratio declined to 14.1% of GDP,
down from 18.7% in 2004, and 21.3% in 2003.

Stock of Official External Debt in 2005 (end of period)

$ millions | % share of total

Multilateral 4,048.5 34.7
EU 139.5 1.2
EBRD 268.3 2.3
IMF 1,1875 10.2
WB 2,453.1 21.0
Bilateral 2,385.5 204
France 22.7 0.2
Italy 79.3 0.7
Turkmenistan 105.6 0.9
Japan 113.0 1.0
USA 211.2 1.8
Germany 368.1 3.2
Russia 1,485.6 12.7
Debt Owed to Private Creditors 5,240.1 44.9
Foreign commercial banks 1,537.7 13.2
Eurobonds 3,702.4 31.7
Total foreign debt 11,674.0 100.0

Source: Ministry of Finance

During 2005, total external debt (guaranteed and
non-guaranteed) went down by $447 million and
reached $11.7 billion. During the period, the structure
of the country's foreign debt has experienced some

changes. In particular, the weight of the direct debt
has increased from 72.5% in 2004 to 74.6% in 2005.

One of the major achievements of Ukraine in 2005 in

its debt management policy was a very successful

Eurobond placement. In October 2005, the Ministry

of Finance successfully placed EUR 600 million

worth of 10-year Eurobonds with a record low yield

to maturity of 4.95% per annum. Moreover, the ac-
tual demand for this security was EUR 2 billion

higher than it was offered to the market. The ex-
tremely high demand for Eurobonds issued by the

government in 2005 and their low yields indicate

that country's image as a reliable partner was signifi-
cantly improved.

In 2006, Ukraine's foreign debt should be expected
to increase marginally by $232 million. However, the
country's foreign debt to GDP ratio is likely to con-
tinue to demonstrate a downward trend and reach
around 13% at the end of the year. The 2006 fiscal
budget anticipates the total value of borrowing at
about $1.39 billion and the banking system may well
absorb this amount. The significant growth of the
NBU's liquid international reserves over the last two
years provides a solid base for meeting debt obliga-
tions. In 2006, Ukraine will repay $1.16 billion on its
past obligations.

28

Copyright © SigmaBleyzer, 2006. All rights reserved.



Ukraine Odyssey: Economy 2006 and Investment Climate
Overview

THE
BLEYZER
FOUNDATION

PART TWO: Investment Climate

Overview

An emerging country wishing to reach sustainable eco-
nomic growth should pay attention to increased levels
of investments. At the same time, there is growing evi-
dence that although physical and human capital accu-
mulation is crucial for economic growth, their effects
became much stronger if combined with increase in
the productivity of these factors. In fact, in many coun-
tries such as China and Chile, increases in investments
explain only part of the rates of economic growth. The
rest is explained by increases in total factor productiv-
ity that is generated by better management skills,
knowledge, information systems, technology and tech-
nical change. The increase in total factor productivity
can be spurred by welcoming foreign investments,
which are an extremely important source of spreading
these value-enhancing factors. With the wave of
globalisation, FDI inflows help countries with emerg-
ing markets to better integrate into the world economy
by making them more competitive and by improving
their living standards. Thus, the policies and efforts di-
rected at improving the country's investment climate
can be seen as an indicator of general progress towards
achieving sustainable economic growth.

In order to identify the main factors affecting a coun-
try'sinvestment climate, SigmaBleyzer embarked on a
comprehensive research effort. The level of FDI was
considered to be a good gauge defining the adequacy of
a country's investment climate. The study reviewed
100 countries around the world and carried out statisti-
cal analyses to identify the policy measures that have
the greatest impact on the flow of FDI. It identified the
most important measures that a government can take
to improve the business environment of a country and
attract foreign direct investments.

Through benchmarking, it also identified best prac-
tices in economic reforms in a number of successful de-
veloping countries. Also, a model was built to predict

the flows of foreign direct investments that a country

could receive based on the implementation of these

key "policy" investment-drivers. Our benchmarking,
statistical analyses and business surveysindicated that

a significant portion of the variations in foreign direct

investments in the group of over 100 developing coun-
tries can be explained by nine economic policy drivers.
Furthermore, studies showed that whereas there was

a high correlation between the nine policy drivers and

the flows of FDI, there was also a low correlation be-
tween FDI flows and the "natural characteristics" of a

country (e.g., geographical location, country size, popu-
lation, etc.).

The key investment drivers are presented below in
the order of current priority for Ukraine at the cur-
rent time:

1) Public governance includes policies and actions to
increase the capacity of public administration to
implement economic reforms and to improve the
efficiency of the system;

2) Macroeconomic stability, which includes policies
and actions that ensure stable domestic prices and
foreign exchange, as pre-requisites to minimize
economic risks for investors;

3) Policies to create a stable and predictable legal en-
vironment with well-defined "rules of the game"
for all businesses, without discrimination or pref-
erential treatment and with capacity to enforce
business contracts;

4) Business liberalization and de-regulation poli-
cies to permit firms to operate freely in a competi-
tive environment by removing barriers to market
entry, barriers to operations and barriers to exit,;

5) Policies to develop sound corporate governance
that would guide the activities of business in the
best interest of their shareholders, protecting own-
ership rights;

6) Policies to liberalize foreign trade and interna-
tional capital movements to facilitate the exports
and imports of goods and the transfer of capital in-
ternationally with a view to increase economic
competitiveness and efficiency;

7) Policies to create a healthy financial sector capa-
ble of meeting the financing needs of growing
businesses;

8) Actions to minimize corruption and protect busi-
nesses from abuse of power by government
officials;

9) Actions to minimize the effects of political uncer-
tainties on business activities and promote and in-
form investors about business opportunities in
the country.

The performance of Ukraine in the respective areas
is discussed below.
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The driver includes policies and actions to improve the capacity of
the country's public administration design and implement economic
reforms and to modernize and increase the efficiency of the public
administration system. The reform of public administration is the
key reform that is needed to facilitate and make possible the imple-
mentation of all other reforms. If well done, this reform will put the
country on a different path, on an accelerated course to faster devel-
opment and growth.

A second element of Public Governance is the transfer of revenue gen-
erating activities that do not involve a "public good" to the private sec-
tor. The objective of privatization-related policies is to improve the
efficiency of resource use through private ownership, minimize the
posstbilities of undue market power by the authorities, and concen-
trate government resources on public goods. Key elements here in-
clude sound legislation to ensure a competitive privatization process,
an independent agency in charge of privatization, along with private
ownership of land.

Public Administration System

Ukraine's current government structure retains

many of the problems inherited from the former So-
viet Union, which includes a cumbersome deci-
sion-making process, a high level of bureaucracy,
and unclear division of responsibilities among gov-
ernment agencies. As a result, the existing system of

developing, passing and implementing economic poli-
cies stifle economic reforms aimed to improve

Ukraine's business environment. Therefore, there is

a clear need for its reform.

The transition process from the old-soviet-style admin-
istration to democratic public governance in Ukraine is

rather slow. Starting from the time of gaining inde-
pendence, Ukrainian governments declared transpar-
ency, openness and citizens' involvement as the main

priorities of the country's public governance. How-
ever, there was always a gap between proclaimed ap-
proaches and actual outcomes. During the last couple

of years, Ukraine has made some progress in liberaliz-
ing the economy and creating an enabling business en-
vironment for private sector development. Neverthe-
less, little progress has been made in creating a similar

favorable enabling institutional environment for the

public sector. That is, little has been done to provide

the "incentives" and "control" systems that would posi-
tively influence the behavior of government organiza-
tions to achieve a well defined role for the government.
The major obstacles include weak central and sub-na-
tional governments' capacity in developing and evalu-
ating public policies and poor citizen involvement in pol-
icy making and policy implementation.

The limited success of previous governments to im-
plement economic reforms that could improve the

country's business environment and investment cli-
mate was primarily due to a dysfunctional system of

developing, passing and implementing economic poli-
cies. A legacy of the communist past, Ukraine's cur-
rent government structure is plagued with

bureaucracy, vested interests and corruption. Deci-
sion-making is quite cumbersome, with unclear re-
sponsibilities among government agencies. Even mi-
nor decisions require a large number of
consultations and approvals. Due to low salaries, pub-
lic servants are faced with the difficult choice be-
tween doing their job impartially and surviving on
rather low official salaries, or engaging in corrupt ac-
tivities. The public sector has become a bottleneck to
the country's development, particularly by delaying
the implementation of economic reforms.

In Ukraine, the size of the Central Government in
terms of numbers of people is relatively small. How-
ever, there are an excessive number of central pub-
lic agencies with poorly defined roles. Moreover,
many of these agencies have overlapping responsibil-
ities. This leads to coordination problems and cum-
bersome decision-making, with multiple consulta-
tions. In addition, this situation breeds
administrative corruption.

Inadequate control is one of the leading sources of prob-
lems in the country's governance. Existing govern-
ment agencies need a higher level of transparency and
control, which will ensure that their actions align with
the organization's overall strategic goals. A higher de-
gree of openness should instill public confidence and
trust in government institutions. Although over 70% of
the budget is now used for "social" purposes, these sec-
tors suffer from large inefficiencies.

Reform Agenda for Public Administration

Without transforming the way government agen-
cies work now, it is likely that the numerous obsta-
cles for investment listed below in this paper will be

removed very slowly. On the other hand, if well

done, public administration reform will stimulate

fast implementation of other reforms, make the pub-
lic sector less prone to corruption and red-tape, and

improve country image; this will put the country on

a different path, on an accelerated course to attract

investment and faster development and growth.
Public administration will become a facilitator

rather than an obstacle for implementation of other

economic reformes.

The reform of public administration is an undoubt-
edly ambitious task that will require strong will, a
long time and consolidation of various forces. But
this is the key reform that is absolutely necessary to
facilitate and make possible the implementation of
all other economic and social reforms needed to re-
vive investment in the country. Moreover, with
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changes to the Constitution that give more chances
for the new Cabinet of Ministers to find support in
Parliament and to stay in the office longer than its
predecessors, it is now a unique time to embark on
public administration reform.

The reform of public administration should include
the following actions /components:

Redefinition of the Government's Role towards
Supporting Private Sector Activities

As a first initial step to reform the public sector,
there is a need to clearly define the main objectives
and role of the government. The role of the govern-
ment will not be to compete with the private sector
in revenue generating activities, but to support the
private sector in these activities. The government
role shall be based on the premise that productive
and revenue-earning activities will be carried out es-
sentially by the private sector in a free and competi-
tive market environment. The government will de-
liver essential services that are not normally
provided by the private sector, such as: infrastruc-
ture services, non-commercial activities in educa-
tion, health and environment, protection of the poor,
market-oriented regulations of trade, communica-
tions, labor and other private sector activities, law
enforcement, foreign affairs, national security and
defense, and similar non-commercial activities.

This clear definition of the role of the government
should discourage some of the recent previous govern-
ment "initiatives" such as the creation of new state en-
terprises to "complement" the private sector in such
markets as oil refining, titanium production, grain dis-
tribution, etc. It would also discourage excessive inter-
ventions of the government on businesses. Some of
these interventions — such as price controls — inter-
fere with free market pricing and destroy business con-
fidence, discouraging investments.

Increase Public Transparency and Access to
Government Information

As a second step in the reform of the public sector,
the government should quickly make government in-
formation more transparent and available to the

public, except for national security reasons. This can

be achieved by expeditiously passing legislation on

Free Access to Government Information on any

non-national security matter. Public procurement

procedures should also be made more transparent.

Improving information transparency and openness

will also be an important weapon to combat corruption,
which is a major cause of distortions in public sector be-
havior. Information disclosure should also aim at build-
ing popular support — among businesses, unions, stu-

dents, the press, the civil service — for policy reform
and for the role of the Government.

Undertake Functional, Operational and Civil Service
Reviews

A comprehensive review of the public sector activi-
ties should be performed at the third step. A com-
plete "audit" of all public sector functions, opera-
tions and activities should be carried out in order to
identify functions or programs that do not service
public interests and to detect areas of overlapping re-
sponsibilities. Unnecessary or irrelevant functions of
the central government should be eliminated; others
should be transferred to the private sectors or to lo-
cal authorities. The review should also analyze
day-to-day activities of the state agencies and quali-
fications of government staff in order to streamline
the decision-making procedures, which are cur-
rently burdensome and time-consuming, and up-
grade the quality of civil service. In general, the com-
prehensive review can be performed in three stages:

® The main objective of the functional review would
be to identify the central government's core func-
tions, roles and responsibilities and allocate re-
sources to priority areas in order to provide
effective, affordable government. This will in-
clude (i) organizing ministries along "functional"
lines rather than by branch or sector, (ii) consolidat-
ing and reducing the number of ministries and
state agencies to minimize duplication, avoid over-
lapping responsibilities and introduce a system of
clear accountability, (iii) streamlining the current
collective process for decision making that re-
quires multiple signatures for most matters by
transferring most decision-making power to single
line ministries, etc.

® Once the functional reviews have been completed
and new organizational set ups established, opera-
tional reviews of all ministries and government
agencies should be undertaken to simplify their
modus operandi, including improvements in inter-
nal processes, practices and procedures. The re-
view would eliminate unnecessary regulations and
licenses of business activities. In order to increase
the effectiveness of the government decision-mak-
ing process, policy formulation and analysis should
be separated from policy implementation.

e Civil service review would aim to upgrade the qual-
ity of government staff. This can be achieved
through reducing the number of civil servants
while increasing the salaries of the remaining
staff, introducing effective training programs in or-
der to approach civil servants' qualifications to EU
standards and introducing a system of incentives
discussed in more details below. These measures
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should make civil servants less prone to rent-seek-
ing (corrupt) behavior.

Introduce Effective "Incentives" and "Control"
System

The core of the public administration reform is cre-
ation of an enabling institutional environment in the
public sector based on "incentives" and "control"
that would lead public servants to carry out govern-
ment functions in an effective manner. The "incen-
tives" and "control" system for the public sector
shall be designed in the image and likeness of the sys-
tem that naturally worksin the private sector. In the
private sector, free prices and free trade allow firms
to seek profits, thus creating an incentive for busi-
nesses. Control is performed by presence of competi-
tion: those that are not improving efficiency and
seeking continuous improvements to satisfy their cli-
ents will be thrown away from the market through
bankruptcy. A similar system shall be introduced in
the public sector in the process of implementing a
comprehensive public administration reform.

International experience suggests that an effective

way to introduce an incentives system is to develop

the concept of "programs" (or "projects") accompa-
nied by performance-based budgeting, manage-
ment and reporting. The most important characteris-
tic of a program is its emphasis on the desired output

rather than on the logic of production. Provided the

objective of the program as well as actions and re-
sources necessary to achieve this objective are

clearly defined, it will be possible to undertake the

cost-benefits analysis of the program and to evalu-
ate the rationality of its implementation. Apart from

this, it will be possible to define, measure, and moni-
tor performance indicators and assess performance

of the agency, department, or team of public ser-
vants responsible for its implementation. This will al-
low introducing the performance-based budgeting,
management and reporting as a backbone of public

administration functioning.

Within the described framework, adequate compen-
sation of state servants linked to performance will be
a main ingredient of the incentive system. To moti-
vate performance, a key measure will be to link a
substantial part of the compensation (about
20%—30% for most staff) to the achievement of objec-
tives of the program or its part. As for now, salaries
of civil servants not only fail to reflect individual per-
formance but also are formed in an opaque manner
with high emphasis given to bonuses and pay incre-
ments as compared to the base salary. Non-mone-
tary incentives should also be enhanced; in particu-
lar, the perceived stature and professionalism of
government employment should be strengthened
by involving employees in setting objectives and

work out programs, and by providing them with suf-
ficient autonomy and accountability to produce the
expected outcomes.

To introduce a control mechanism similar to one that
operates in the private sector, a set of laws and regu-
lations will be needed. These regulations should al-
low for the "competitive" environment for public
agencies, their behavior, and the way of conducting
business. Greater competition can be achieved by es-
tablishing more than one government agency provid-
ing a service. Competition among providers for the
funds will keep them under continuous pressure to
seek more efficient and effective ways of reaching
the defined objectives. The control mechanism
should also include measures to improve informa-
tion for accountability. Public institutions normally
are not subject to the test of the marketplace to eval-
uate performance and ensure accountability. In the
absence of a market test, transparency and open-
ness of information and public processes and perfor-
mance based on quantitative targets are the best
ways to ensure accountability.

Public policy recommendations:

® (Clearly redefine the role of the government,
which will be based on the premise that produc-
tive and revenue-earning activities are essen-
tially carried out by the private sector in a free
and competitive market environment, while the
government will deliver essential services that
are not normally provided by the private sector;

® Increase transparency and accountability of the
government by securing public access to govern-
ment information through passing legislation on a
Free Access to Government Information on all
non-national security matters;

® Undertake functional, operational and civil ser-
vice reviews in order to streamline the deci-
sion-making procedures of all government
agencies;

® Introduce effective "incentives" and "control" sys-
tem that would lead public servants to carry out
government functions in an effective manner.

Privatization

Over the 14 years of privatization that started in 1992,
Ukraine has managed to privatize (fully or partially)
more than 11,000 enterprises. About 67% of all state
property was transferred to private ownership
through privatization. After completion of mass privat-
ization of small and medium-size enterprises in 1999,
the State Property Fund of Ukraine (SPFU), an agency
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in charge of privatization in the country, commenced
selling large enterprises. This process is still underway
with some attractive companies in machine-building,
food-processing, transport, and other industries being
prepared for transfer to private ownership.

It shall be noted that the legislative base of privatiza-
tion in Ukraine has for a long time been far from per-
fect. Since 2000, privatization of state-owned compa-
nies has been conducted on the basis of the State

Privatization Program for 2000—2002, as later versions

of the program failed to pass Parliament. Further-
more, the main document regulating SPFU activity,
the Temporary Regulation on SPFU, was adopted as

long ago as in 1992 and can be characterized as fairly

outdated. In 2005, the Parliament approved the Law

on SPFU, which defined the functions and responsibili-
ties of the Fund, but the bill was vetoed by the Presi-
dent, who found that it contradicted the Constitution

of Ukraine. There is also some uncertainty on the fate

of strategically important enterprises and state monop-
olies, as the list of enterprises barred from privatiza-
tion is changed quite sporadically without any specific

criteria for examining the importance of the company

for the state.

Notwithstanding the deficient legislative framework,
the SPFU proved to be quite successful in transferring

state enterprises to private ownership. In addition,
some positive development in the legislation regulat-
ing privatization is expected soon. At the end of 2005,
the government drafted a new State Privatization Pro-
gram for 2005—2007 and made it available for public

evaluation, which indicates state authorities' strive for

a transparent privatization process.

Ukrainian legislation in this area of private owner-
ship of land is much more up-to-date, although it re-
mains quite prohibitive. In 2001, Parliament passed

the Land Code, which provided the legal basis for

transactions with land. In addition to acknowledging

ownership rights to agricultural land, the Land Code

provides for foreign ownership of non-agricultural

land and clarifies the rights of foreign investors.
However, the development of land relationship is

hindered by the latest amendments to the Land

Code adopted in 2004 that extend the moratorium

on the sale of agricultural land until 2007 and pro-
long the validity of the regulation that restricts agri-
cultural land ownership by Ukrainian individual or

company to 100 hectares until 2015.

A troublesome period in the newest history of
Ukraine's privatization was the so-called "re-privat-
ization" process initiated by Ukrainian authorities
just after the Orange Revolution. The new govern-
ment announced plans to reconsider privatization
deals for as many as 30 to 3,000 enterprises. It was an-
nounced that the results of previous privatization

tenders would be examined in courts. If a court de-
cides that privatization of an enterprise was fraud,
the company is to be returned to state ownership
and privatized again. Not surprisingly, these plans
triggered much concern among businesses, espe-
cially among foreign investors.

However, in practice, the "re-privatization" campaign
was limited to just two large enterprises that had been
previously acquired by local investors on auctions with
purposefully restrictive conditions. One of them, the
biggest local metallurgical plant Kryvorizhstal, has al-
ready been resold to the world's second largest metal-
lurgical company Mittal Steel on a transparent and fair
auction. In addition, a clear message was sent to the
public that despite popular pressure to continue re-pri-
vatization, the government will be seeking to negotiate
with the current owners of companies rather than initi-
ate the re-privatization procedure. By conducting an
open and transparent resale of Kryvorizhstal, Ukraine
restored its reputation and enhanced its attractiveness
as a country in which to make investments, whereas
the promise to stop re-privatization procedures elimi-
nated much of the remaining fears and increased confi-
dence in Ukraine as a country that strives to respect
property rights and obey market-economy rules.

Rather slow progress in reforming corporate and pub-
lic governance to make these practices compliant with
international standards was reflected in a lower rating
compared to new EU-member states and countries ac-
ceding to the EU. However, Ukraine performs much
better than other new EU-frontier countries.

Public policy recommendations:

® (Clearly define the policy of the government on
"re-privatizations";

® Prepare and adopt a law on the State Property
Fund that does not contradict existing legislation
to ensure a clearer definition of the Fund's role and
to avoid abuses of power;

® Establish adequate procedures to ensure that the
further privatization process is transparent and
competitive;

® Accelerate the privatization of the remaining state
enterprises, particularly the local utility compa-
nies and telecommunications monopoly;

® Based on specific criteria, regularly review the list
of strategically important companies barred from
privatization,;

® Develop expeditiously the regulations to facilitate
land trade.
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The chart below compares public governance in governance to levels comparable to those of its more
Ukraine with three groups of countries: new EU successful neighboring countries.

member states (in blue), which are some of the most

successful emerging market countries (Poland, the Public Governance

Czech Republic, Estonia, Hungary, the Slovak Repub-
lic, and Slovenia), countries acceding to the EU in
2007-2009 (Romania, Bulgaria and Croatia marked ol-
ive green) and other countries that represent the new
EU frontier (Albania, Bosnia and Herzegovina, Mace-
donia, Serbia and Moldova marked dark green).
These countries have similar conditions to Ukraine
(marked red), and are moving from a planned to a
market economy. The chart below indicates that
Ukraine has a long way to go in improving its public

80
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2. Macroeconomic Stability

The basis for sound macroeconomic performance and sustainable

economic growth is macroeconomic stability, which is defined as

long-term stability in prices (domestic stability) and foreign ex-
change rates (external stability). Investors need stable prices and cur-
rencies since they are the main elements affecting investment

profitability. Stable prices and currency are also needed to minimize

business risks and reduce the rate of return required by investors.
This will increase the range of projects that could be attractive to in-
ternational investors. Therefore, to encourage tnvestments and en-
hance private sector confidence in the country, a major

pre-condition is that the economy must be stable, that is, the rates of

inflation and currency depreciation should be under control. The de-
terminants of macroeconomic stability are sound fiscal and mone-
tary policies that are achieved through the government's ability to

maintain control over the fiscal budget balance, on the one hand, as

well as control over the money supply, on the other.

Despite increased political instability on the eve of

2004 presidential and 2006 parliamentary elections,
a set of political conflicts and a number of external

shocks that hit the Ukrainian economy in 2005, the

country managed to preserve macroeconomic stabil-
ity. The exchange rate of the hryvnia with respect to

the US dollar remained very stable with only one ex-
ceptional episode of a notable 4.8% appreciation in

spring 2005, which was aimed at preventing inflow

of hot money in the economy and reducing inflation-
ary pressures. This and other measures have also al-
lowed for maintaining the inflation rate at levels ac-
ceptable for a transition economy.

Stability of the exchange rate was supported by con-
tinuous central bank interventions in the foreign ex-
change market coupled with rather strict control
over cross-border capital flows. This exchange rate
regime of implicitly pegging the Ukrainian hryvnia
to the US dollar was adopted in 2000 and has been
maintained since. During the turmoil of the 2004
presidential elections, there was strong devaluation
pressure on the hryvnia caused by high political un-
certainty. However, thanks to the professional and
timely steps of the NBU, the stability of the ex-
change rate was preserved. In April 2005, the NBU
undertook an unexpected step and reduced the offi-
cial exchange rate of the hryvnia from 5.33 UAH/$
to 5.05 UAH/$. This unprecedented event in Ukrai-
nian modern economic history prevented the inflow
of foreign speculative funds into the domestic gov-
ernment bonds market and helped to contain the
growing inflationary pressure. Since then, the NBU
has continued to support the exchange rate at the
new level through foreign exchange interventions.

Although the constant exchange rate greatly con-
tributed to the stabilization of the Ukrainian econ-
omy, the continuation of this policy has been ques-
tioned by the international organizations. In
particular, the IMF constantly calls on Ukrainian au-
thorities to allow for more flexible management of
the exchange rate, which will be one of the prerequi-
sites for adopting an inflation targeting regime.

Over recent years, Ukraine has managed to main-
tain the inflation rate at a level comfortable for tran-
sition economies. However, bringing price growth
under better control remains an important issue for
local authorities as high growth rates of consumer
prices may endanger macroeconomic stability.

In 2004 and 2005, inflation was mainly rooted in fiscal
policy that became more expansionary. Increases in so-
cial payments coupled with structural imbalances on
select agricultural markets caused acceleration of infla-
tion. On a very positive note, monetary policy was prov-
ident enough not to reinforce temporary inflationary
pressures. Even though the money supply has been
growing rather rapidly over recent years (at more than
40% on average), monetary expansion had little effect
oninflation, and at the same time accommodated grow-
ing demand from the real sector. Moreover, apprecia-
tion of hryvnia, although widely criticized by the pub-
lic, helped to contain inflation. It affected price growth
in two ways: directly, through lower prices on im-
ported goods and fuels produced from imported oil,
and indirectly, through slowing down money supply
growth. However, the National Bank of Ukraine
should prepare itself for cautioning inflationary pres-
sure with monetary policy instruments, not through
abrupt changes in the exchange rate, which may have
large negative side-effects. For this, the NBU needs to
develop the necessary monetary policy instruments,
improve the inflation forecasting capacities, and strive
for better coordination of monetary and fiscal policies
inter alia. Structural reforms in the agricultural sector
and trade liberalization should also be pursued as key
measures for maintaining price stability through bal-
ancing domestic markets.

Macroeconomic Stability
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The chart shows that macroeconomic stability in
Ukraine has a medium rank when compared to
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other countries. It is also significantly worse than
the ratings achieved by Ukraine in 2000—2004, im-
plying that major efforts are needed to propel the
country to more economic stability.

Public policy recommendations:

Pursue prudent fiscal policy free of political moti-
vations and based on medium-term strategy;

Pave the way for adopting monetary policy
based on inflation-targeting, in particular, by
gradually introducing more flexibility to foreign
exchange rate policy, developing appropriate

monetary instruments, improving inflation fore-
casting capacities and better coordination of fis-
cal and monetary policies;

Accelerate reforms in the agricultural sector to
avoid regular occurrence of misbalances at agri-
cultural markets. If made efficient and competi-
tive through reforms, the agricultural sector will
not be hurt by lower trade barriers;

Reduce trade barriers. With the free flow of goods
across borders, the temporary disequilibrium in
domestic markets will be quickly eliminated with-
out evoking price hikes.
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3. Stability and Predictability of the Legal Environment

This driver includes policies and actions to enact and implement sta- Ukrainian codes and laws are riddled with ambigu-

ble and preglzctable laws and Tegulq.tzons that would support and en- ities, internal conflicts and inconsistencies with
courage private sector businesses in a free market. It calls not only

for a solid legislation and its ef fective implementation, but also for a other legislative acts. This allows for broad interpre-
Zztj;‘zz]x;‘;g]udlcmryandrecogmtwnofmternatzonalcontmcts and tation of the definitions and provisions by regula-
tory agencies and courts, thus encouraging corrup-
tion, increasing uncertainties and costs of doing
Legislation business in Ukraine.
After the collapse of the Soviet Union, Ukraine made The most glaring example of inconsistencies in cur-
enormous efforts to create and bring its legislation to rent legislation is the conflicting provisions of the
the standards of a democratic society and mar- Commercial and Civil Codes. Both codes became ef-
ket-based economy. A stable and predictable legal envi- fective at the beginning of 2004 and constitute the
ronment and well-functioning judiciary are critical for basis for the whole legal system. Although formally
economic growth, reducing the cost and risk of doing the codes should complement each other, in practice
business and attracting foreign direct investments. they have different approaches to the regulation of
During the last few years, the Ukrainian legal frame- business activities (in particular, issues related to
work was improved through adoption of a number of regulation of securities, bank accounts, contracts,
fundamental laws, such as the Civil Code, Administra- etc.). Moreover, the Commercial Code has a number
tive Proceedings Code, the Law on Mortgages, the Law of provisions, which are considered to be inconsis-
on the Business Permit System and many others. Good tent with market economy principles. Although nu-
progress has been achieved in improving the legisla- merous collisions between the codes and subordi-
tive framework in the areas of intellectual property nate laws were revealed since their enforcement,
rights protection, money laundering, insurance, finan- litle improvement has been made so far.
cial intermediation, stock market, deregulation of busi-
ness activities and liberalization of foreign trade and The comprehensive review of the existing legisla-
others, streamlining and bringing legislation to west- tion in order to eliminate gaps, inconsistencies and
ern standards. The great number of legislative initia- ambiguities should be initiated by the government
tives was developed with assistance from international through appointment of a task force of qualified le-
agencies like the World Bank, IFC, USAID, and others. gal experts. The revision may take years given the
number of laws passed by the Verkhovna Rada, Res-
Ukraine has passed legislation that allows the country olutions of the Cabinet of Ministers, Presidential De-
to acknowledge and execute certain decisions of for- crees and regulations issued by other state authori-
eign courts (in civil, labor and family cases, as well as ties. This process can be more efficient if the task
particular aspects of criminal cases) and honors deci- force concentrates on a set of issues that create the
sions of foreign arbitration courts, though their en- largest problem for local and foreign businesses and
forcement remains rather difficult. Ukraine is using an tackles them first.
International Commercial Arbitration Law that paral-
lels commercial arbitration laws set forth by the The large number of deficiencies in the legislation signi-
United Nations Commission on International Trade fies that Ukraine has serious problems with the law
Law. Also, Ukraine is a member of the New York Con- drafting process. Although some of the draft laws
vention of 1958 on the Recognition and Enforcement of could be of high quality, as a result of the passing
Foreign Arbitration Awards. In 2000, Ukraine ratified through the parliament the document may change be-
the Washington Convention, which provides for the yond recognition. The changes to the drafts and amend-
use of the International Center for Settlement of In- ments to the laws often occur as a result of the change
vestment Disputes (ICSID) for resolving investment in political situation or on the behest of individual or
disputes between investors and the government of business group interests. Generally, poor law drafting
Ukraine. Similarly, decisions of the European Court for quality may also be explained by the lack of consensus
Human Rights on cases involving Ukrainian citizens between various groups in the parliament on the funda-
are also enforced in the country. mentals, such as land and land-related issues, and ab-
sence of strategic vision of the country's development.
Although Ukraine has made good progress across a However, the lack of effective, fair and consistent law
broad front of legal and regulatory issues, it still implementation raises even more concerns. In addition
needs to address major areas. The areas of concern to already mentioned inconsistencies inside and be-
are lack of consistency and coherence of legislation, tween the laws, the enforcement problems arise from
the institutional capacity of Ukrainian authorities little or insufficient attention of the law drafters and
and the judiciary to implement the legislation. members of parliament to assess whether enough re-
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sources will be allocated for the proper enforcement
and what should be done to fully implement the law.
Poor law enforcement is also closely related to the state
of the judiciary system in Ukraine.

The Judiciary

Although the Law on the Judiciary provides for judi-
ciary independence, it still remains dependent on

and subject to various pressures. The judiciary con-
tinues to be criticized for complex and intricate pro-
cedures, unpredictability of decisions, inefficiency

and corruption. An inefficient judiciary system is

considered to be one of the major constraints in im-
proving the investment climate in Ukraine.

One of the reasons for the slow progress in this area is

the variance between the workload and the courts' fi-
nancing. While the workload has been increasing,
courts remain persistently under-financed. For exam-
ple, in 2005 the number of administrative cases in-
creased by about 20% in 2004 compared to 2003 and by

about 70% compared to 2000. The increase in workload

can be explained by the growing economy, the in-
creased legal culture of the Ukrainian population and

businesses. At the same time, even considering the

rather substantial increases in budget spending in

2005, the funding of the judiciary system remained

fairly low, representing about 2.2% of consolidated bud-
get expenditures during 2003—2005.

Extremely low financing of the courts makes judges
vulnerable to demands from different government
bodies, from local authorities to law enforcement
agencies and utilities suppliers. As a consequence of
continued under-financing, courts are largely under-
staffed. This situation has made the judiciary sys-
tem desperate for new employees, and has resulted
in under-qualified personnel being hired to fill the
vacant positions. Also, the judges are often insuffi-
ciently qualified to resolve some modern issues in
company law, taxation, bankruptcy, and intellectual
property. All this affects the quality of justice and
undermines public confidence in the judiciary.

There was a broad understanding in the new govern-
ment appointed after the 2004 presidential elections

of the need for comprehensive judiciary reform. Dur-
ing 2005, the government tried to tackle the problem

of the courts' under-financing. In particular, the

amended 2005 State Budget envisaged about a 30%

increase in budget expenditures to the judiciary sys-
tem. Court financing in 2006 is expected to be fur-
ther increased, as foreseen in the 2006 Budget Law.
In addition, judges' salaries will be increased almost

fourfold in 2006. This may increase courts' independ-
ence (particularly financially) and the prestige of

the judiciary, and reduce corruption.

During 2005, there was some progress in improving ju-
diciary-related legislation. In particular, the Adminis-
trative Procedural Code was adopted in July 2005 and
came into effect in September, together with the Civil
Procedural Code and the Law on Access to Court Deci-
sions, which was enacted at the end of December. The
latter requires court decisions to be posted on official
web-sites of judicial authorities, published or disclosed
electronically, which may positively affect enforce-
ment of court decisions and increase public confidence
in Ukraine's legal system.

The above measures will have a positive impact on

the judiciary system development, although they

are clearly insufficient to considerably improve the

situation in this area. To develop the strategy for car-
rying out comprehensive judiciary reform, the spe-
cial Commission on Reforming the Judiciary System

was established by the President of Ukraine in May

2005. Many international organizations are actively

engaged in reforming the judiciary system and

strengthening the rule of law, providing for techni-
cal support and access to external technical assis-
tance to the reform process.

Although Ukraine has made good progress in im-
proving the legal framework, considerable efforts
should still be made to reform the judiciary sys-
tem, improve enforcement of laws and court deci-
sions, improve the drafting process and reduce in-
consistencies in the existing legislation. Compared
to new EU-member states and candidate coun-
tries, Ukraine's legal environment is still far be-
hind these countries.

Stability and Predictability of Legal Environment
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Public policy recommendations:

® Improve the practice of thorough consideration of
any legislative act to be adopted, including their
correspondence with existing legislation;
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Faster development of a strategy on comprehen-
sive judiciary reform and ensure endorsement all
legislation necessary for its implementation;

Further improve financing of courts to ensure
their independence;

Improve financial management of the courts' bud-
gets;

Enhance hiring, qualifying, and disciplining proce-
dures for judges and court staff employees;

Develop comprehensive training programs for
judges in contemporary issues, including company
law, financial services issues, taxation, bank-
ruptcy, intellectual property, human rights, etc;

Encourage creation of free of charge legal advice
centers and law school legal clinics;

Enhance commercial courts for settling disputes;
Develop sound computerized databases for court

decisions and legislation that can be accessed by
judges across the country.

Copyright © SigmaBleyzer, 2006. All rights reserved.
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4. Liberalization and Deregulation of Business Activities

This driver includes government policies and actions that reduce gov-
ernment interventions, enabling private businesses to operate freely
and make profits in a competitive environment. Favorable condi-
tions must be created for the three major components of business ac-
tivities: entry, operations and exit.

In 2005, Ukrainian authorities made noticeable prog-
ress in addressing the issue of reforming the regula-
tory environment for business. The government has
been working on improving the quality of new laws
and legal acts through introduction of the regula-
tory impact analysis mechanism required for all le-
gal acts. However, building such progressive regula-
tory practices across state agencies was difficult and
slow. The low level of liberalization of business activ-
ity, on the one hand, and the over-regulated busi-
ness environment on the other hand, still remain sig-
nificant barriers for further improvements in the
Ukrainian business climate.

In 2005, the main government efforts related to de-
regulation of business activity were concentrated in
the following areas:

® decreasing the number of existing regulatory acts
concerning business activity through the introduc-
tion of the "Regulatory Guillotine™" mechanism’;

® removing barriers for starting new businesses
and operating existing ones.

The recently introduced concept of the Regulatory
Guillotine™ is a new one for Ukraine. It was designed
to "clean" the existing regulatory environment by re-
viewing a large number of regulations, and eliminat-
ing those that are damaging for further business de-
velopment. These efforts were undertaken by all
government agencies with the participation of the
non-governmental institutions. As a result of the
first phase of this deregulation initiative, 9,340 regu-
lations were reviewed and around 5,000 were consid-
ered inconsistent with the Law on State Regulatory
Policy and were amended or repealed by the end of
2005. The same initiative was also undertaken on a lo-
cal level, which led to the repealing or amending of
1,358 local regulatory acts. Although these efforts
were a very positive step towards clearing away the
Ukrainian regulatory environment, the results were
not as significant as initially expected. The second
phase of quick deregulation is a sector-oriented one
and should be implemented in 2006. During the sec-
ond phase, all specific sector irregularities that con-
tinue to impede business growth in specific sectors
and in the economy as a whole should be identified
and eliminated.

Duration of Procedure Required to Start Business in 2005

Duration
(days)
Register for VAT and Income Tax 10

Type of Procedures

3

Register with Tax Police

Register the Company

Make a Company Seal

Notify the District Tax Inspectorate

Notarize Deeds

Open Temporary Bank Account

Pay Registration Fee at Savings Bank

State Statistics Committee

File with Pension Fund

File with Employment Fund

File with Social Insurance Fund
File with Industrial Accidents Fund
Approval of Ministry of Internal Affairs of Seal

[ || | e e (D)D) QO

Open a Permanent Bank Account
Total

Source: World Bank

wW
=

The simplification of procedures to open a business has
been a concern of the Ukrainian government over the
last couple of years. These efforts are mainly related to
the procedures of the new companies' registration.
However, the gained results are not sufficient enough
and more efforts are required. The actual number of
procedures in the country is estimated at as much as 15
and has not been changed starting 20032 At the same
time, the total amount of time needed to fulfill all neces-
sary requirements went down from 40 days in 2003 to
34 days in 2005. With this move, Ukraine was put well
above such advanced transition economies as the
Czech Republic, Hungary, Estonia, Slovenia and even
above some western European countries as Greece,
Germany and Spain.

Closing a business in Ukraine is relatively easy. The
duration of the closing procedures for limited liabil-
ity companies does not exceed 2.9 years, which
makes Ukraine compare favorably with other transi-
tion countries.

The system of permission that existed in Ukraine was
a significant barrier for business development. In 2005,
there were 61 different types of permits, with the total
amount estimated at as much as 1,200. Ukrainian com-
panies needed to spend on average 81 days to obtain all
necessary permits for operating their businesses with
average payments of around $202. The existing permis-
sion system was regulated by more than 60 laws and
by around 100 decrees issued by the Cabinet of Minis-
ters. In addition, many local government bodies had

7 The term and the strategy of "Regulatory Guillotine™" was introduced by Jacobs and Associates and registered as a trade mark.

8 World Bank and IFC, Doing Business in 2006. Creating Jobs. Washington DC, 2006.
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the right to issue their own permits to operate specific
types of businesses in their own regions. The nature of
the overregulated and non-unified system that existed
in 2005 was due to the fact that 80% of the 2,000 legal
acts regulating the procedures for obtaining permis-
sions were issued by different local bodies.

In January 2006, the new Law on Permission Sys-
tem in Economic Activity came into effect. This law
introduces clear, unified and transparent proce-
dures for obtaining permissions by private busi-
nesses. This law terminates a number of the regula-
tory acts issued by local bodies as those were
inconsistent with the Ukrainian laws. An important
innovation related to the functioning of the coun-
try's permission system is the introduction of
one-stop permissions centers, where entrepreneurs
would be able to receive all needed permits.

The existing system of licensing is competitive com-
pared with other emerging economies. The average
number of procedures through which the Ukrainian
company should go in order to obtain requested li-
censes in 2005 was 18. For instance, in Czech Repub-
lic this number is 25, in Poland and Hungary 31. The
same refers to the duration of the requested proce-
dures. While Polish companies need to spend around
322 days and Slovakian companies 272 days, in
Ukraine all requested procedures will be fulfilled on
average in 265 days.?

In Ukraine, more than 60 types of business activities
are requested to be licensed. Although the overall
level of legal support of licensing is on an appropri-
ate level, the major problems in this area are related
to unclear procedures while applying for necessary
licenses, the large number of required documents to
submit, and frequent changes in the respective legis-
lation. All these problems create some misunder-
standing among the private businesses.

Inspections are serious obstacles for further business
development in Ukraine. The annual number of inspec-
tions conducted throughout the country by different
controlling bodies exceeds 1.5 million. More than 91,000
state workers are constantly working in inspections,
which costs the government around UAH 637 million.
The majority of Ukrainian businesses believe that the
procedures of fulfilling inspections are unclear, compli-
cated, and non-transparent.

Currently, there are around 40 different govern-
ment controlling bodies in Ukraine. Their list is not
stable and has experienced frequent changes. The
existing system of inspections does not fulfill its
main function of preventing abuses of law and

serves mainly for punitive function. This practice,
on the one hand, helps to increase the revenues of
government agencies; on the other hand, it nega-
tively affects private businesses. There is a clear
need for a new approach to inspections to be devel-
oped. It should address several important issues:

® Implementation of EU norms of risk management
regarding businesses and specific companies that
should be inspected;

® Introduction of the maximum term for inspection;

® Increase transparency in the regulatory environ-
ment related to inspections;

® Define and limit the full list of the controlling bod-
ies and type of inspections.

Business Liberalization and Deregulation
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Public policy recommendations:

® (learly define procedures required for starting
and closing a business and increase the level of
their transparency through the implementation of
the public awareness program and development of
e-governance programs;

® Increase stability of the existing legal system by
avoiding frequent changes in legislation concern-
ing business activity;

® Improve coordination between central and local
government bodies on regulatory policy issues by
avoiding conflict of interests between different
levels of executive power and making clear dis-
tinctions in the area of their responsibilities;

¥ World Bank and IEC, Doing Business in 2006. Creating Jobs. Washington DC, 2006.
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® Increase efficiency of the existing registry ® Secure effective implementation of the second
one-stop-shop offices by staffing them with quali- phase of the quick deregulation strategy, the
fied experts and equipment; Laws on Principals of State Regulatory Policy, On

Permission System in Economic Activity.
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5. Corporate Governance

The objective of corporate governance policies is to establish appro-
priate rules, relationships, systems and processes that would ensure

effective distribution of rights and responsibilities among different

participants in the company (managers, board members, sharehold-
ers and others). This, in turn, helps to improve financial perfor-
mance of companies and guide their activities in the best interest of

their shareholders, protecting ownership rights. Key elements here

include disclosure of information about corporations, shareholders'
rights protection, equal treatment of all shareholders, and use of

transparent accounting practices.

The interest in good corporate governance practices
for the economic health of the company and the econ-
omy as a whole has been increasing in both developed
and emerging markets. The need for corporate gover-
nance improvements even in developed economies be-
came obvious following a number of international cor-
porate scandals, including the collapse of Enron, one of
thelargest US corporations. For emerging markets and
transition economies, corporate governance practices
are of no less importance than financial indicators. Com-
panies that found domestic financial resources scarce
and rather costly have an increasing interest in attract-
ing funds from abroad. The companies that maintain
high corporate governance standards have more
chances to attract foreign investors and succeed, thus
contributing to economic growth in the country.

Since independence, Ukrainian authorities have been
actively introducing rules to regulate the creation and
functioning of joint stock companies. Although
Ukraine is making progress towards developing an ef-
fective corporate governance framework, important
flaws exist (mainly due to inefficient legislation), allow-
ing for non-disclosure of information, insider dealing,
asset stripping, shares dilution and voting fraud, to
name a few. Weak corporate governance is one of the
reasons for the sluggish stock market development
and low level foreign direct investments in Ukraine.””
The progress made so far in a number of corporate gov-
ernance areas was primarily driven by Ukraine's aspi-
ration to seek EU membership.

Corporate governance legislation in Ukraine in-
cludes the Law on Enterprises, the Law on Securi-
ties and the Stock Exchange and the Law on Busi-
ness Associations. All these laws were enacted in
1991, shortly after independence. Although these
laws have been amended several times to bring
them closer to EU standards, corporate gover-
nance-related legislation in Ukraine still requires
considerable improvement.

In particular, although formally the Law on Enter-
prises requires the equitable treatment of all sharehold-
ers, in practice current legislation provides for insuffi-
cient protection of minority shareholders, which

allows majority stakeholders to exercise unlimited con-
trol over the company with no regard to other owners'
needs. One of the most glaring examples of violating

corporate governance principles is provision in the

State Budget Law requiring profit transfers to the

state budget for all enterprises with state-owned eq-
uity stakes in the proportional amounts.

Though certain progress has been made in the area

of information transparency and disclosure in

Ukraine, disclosure rules concerning company infor-
mation are inadequate. Timely and accurate infor-
mation regarding a particular enterprise's financial

position, ownership, major customers/suppliers,
governance is important not only for direct partici-
pants but also for market players, potential inves-
tors and sometimes the whole society. However, this

information is rarely publicly available and can not

be found out easily. For instance, the difficulties in

the negotiations between Ukraine and Russia dur-
ing the recent gas dispute were partly related to the

lack of transparency of the joint venture

RosUkrEnergo (particularly, information on the

ownership), the intermediary-monopolist of the nat-
ural gas supply to Ukraine.

Although current laws require companies to publish
their annual reports in the media, including on spe-
cialized web sites, the value of such information for
foreign investors may be fairly low considering that
information is usually disseminated on an annual ba-
sis and based on Ukrainian accounting practices,
which are still in the process of adjusting to Interna-
tional Financial Reporting Standards.

Starting 2004, the new Civil and Commercial Codes

came into effect, which can be considered an impor-
tant step towards improving the corporate gover-
nance legislative framework. The codes regulate the

business entity's set up, operation and termination

and embrace better protection of shareholders'
rights, including the rights of minority shareholders

and greater assurances to investors that interna-
tional contracts will be honored in Ukraine. At the

same time, the codes overlap each other on a num-
ber of issues, sometimes providing for conflicting

and difficult to interpret regulations. This creates

difficulties for the legal application of the codes pro-
visions, undermining the generally positive impact

of the codes introduction.

With the aim of improving corporate governance
practices in Ukraine and protecting the interests of
investors, the State Commission on Securities and

10 The record high FDI inflow in 2004-2005 is primarily attributed to privatization and re-privatization of the largest Ukrainian metal plant "Kryvorizhstal" and a number
of mergers and acquisitions. At the same time, Ukraine's per capita net FDI inflows were among the lowest in the CEE region.
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Stock Market developed the Principles of Corporate

Governance in Ukraine, which were adopted at the

end of 2003. The Principles were developed based on

the OECD Principles, though adapted to the legal

and economic environment in Ukraine. Since they es-
sentially serve just as guidelines for doing business,
their enforcement is rather low in Ukraine. At the

same time, there are a growing number of enter-
prises that develop their own internal corporate gov-
ernance codes (i.e., the state telecommunication mo-
nopoly "Ukrtelecom").

Adoption of a Joint Stock Company Law, complying
with international standards, could be a remedy for
the existing drawbacks in current corporate gover-
nance legislation. The draft law, which encompasses
the key rules and regulations necessary for the intro-
duction of sound corporate practices compliant with
international standards, was prepared in the late
90s. Since then, the draft has undergone many revi-
sions and amendments; however it was not passed
by the parliament. After the recent parliamentary
elections, accelerating the adoption of the Joint
Stock Company Law will be an important task for
the new parliament and government.

In general, the process in improving the level of corpo-
rate governance in Ukraine is still primarily driven by

various international NGOs and technical assistance

providers with the support of the government and in-
creasing participation of corporate entities. The grow-
ing number of business entities with participation of

foreign capital observed in recent years (either as

owner, manager, investor or creditor) may speed up

the improvement of corporate governance in Ukraine.
This is particularly true for the banking sector. In 2004,
there were 19 banks with foreign capital in Ukraine,
while this number increased to 23 in 2005 as a result of

several mergers and acquisitions. According to the IFC

Survey of corporate governance practices in the Ukrai-
nian banking sector carried out in 2004, in general,
banks with foreign ownership have better corporate

governance practices than banks without any foreign

capital. In addition, to expand their resource base, com-
mercial banks more and more frequently apply for bor-
rowing from abroad. To receive long-term and cheap fi-
nancing from abroad, banks improve their corporate

governance practices. These developments, in turn,
may shortly translate into other sectors of the economy

as the banks may set similar requirements for business

entities applying for bank financing.

During 2005, Ukraine made considerable progress in in-
tellectual property rights protection. In connection

with WTO accession, Ukraine amended a number of

legislative acts regulating copyrights. In particular,
Ukrainian laws on manufacturing, export and import

of laser-readable discs and respective equipment and

raw materials for their manufacturing were brought

in line with WTO requirements. In addition, the respon-
sibility for violations in this area was strengthened to

criminal. However, enforcement of the current legisla-
tion may still lag behind considering the inefficient law

enforcement as a whole in the country.

Corporate Governance
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Public policy recommendations:

® Accelerate the adoption of the Joint Stock Com-
pany Law, complying with international corpo-
rate governance standards;

® Speed up the adjustment of Ukrainian accounting
standards to international accounting standards;

® Enhance the external and internal audit of com-
pany's finances and operations;

® Removeinconsistencies between the Civil and the
Commercial Codes by eliminating the Commer-
cial Code and passing some of its provisions to the
Civil Code;

® Enact stringent rules for disclosure of the owner-
ship structure of the company, information about
company's members of the board, management
and their remunerations, related-party transac-
tions and other relevant information;

® Improve the overall law enforcement in the country.
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6. Liberalization of Foreign Trade and Capital Movements

This driver includes policies and actions to facilitate the export and terests. Still, such politically sensitive issues are likely
import of goods and transfer of capital internationally. This in- to be resolved after the Parliament's reshuffle after
cludes the following actions: removal of restrictions to both exports

and imports (including non-tariff restrictions), streamlining cus- March 2006.

toms procedures and certification requirements, and liberalizing the
foreign exchange regime. o ) )
Another aspect of WTO accession is completion of bilat-

The Euro-Atlantic development strategy for Ukraine, eral negotiations with WTO members regarding access
proclaimed by President Yushchenko just after his in- to the market of goods and services. According to the
auguration in February 2005 and actively imple- Ministry of Economy, as of January 1, 2006, Ukraine
mented by his governments, led to significant develop- signed 40 bilateral protocols, 10 of which were en-
ments in the area of foreign trade liberalization. In dorsed in 2005. Overall, 50 WTO members expressed
2005, Ukrainian authorities undertook much effort in the desire to negotiate access to goods and services
facilitating foreign trade relations, simplifying cus- with Ukraine. Among the remaining countries, negotia-
toms procedures, fighting corruption at customs, bring- tions with Australia are expected to be quite tough due
ing local trade legislation in line with the World Trade to a strong disagreement between Ukrainian and Aus-
Organization (WTO) requirements and continuing bi- tralian authorities regarding protection of Ukraine's
lateral negotiations with WTO members. agricultural market.

Although the ambitious goal to join the WTO in 2005 Ukraine's bilateral relationship with the US and the
has not been achieved, the progress in this direction EU improved significantly in 2005 and 2006. Recog-
was remarkable taking into account the short period nizing Ukraine's progress in intellectual property
of time at the disposal of Ukrainian authorities. rights protection, which for a long time was a stum-
Thanks to consolidation of political efforts, the bling-block in bilateral relations, trade sanctions im-
Verkhovna Rada adopted many (though not all) of posed by the United States on Ukraine in 2002 were
the radical changes to current legislation required lifted. At imposition, the cost of the sanctions (in the
for WTO accession. form of 100% duty on 23 of Ukraine's export goods)

was estimated at $53 million.
The most significant progress was made in liberaliza-

tion of tariff barriers for imports. In July 2005, the The most prominent achievement in relationship
Parliament voted for a set of amendments to the cus- with the EU and the US was their recognition of
toms tariff that significantly decreased import tar- Ukraine as a market economy. At the end of 2005,
iffs on about 90% of Ukraine's imports, including EU officials declared that Ukraine has fulfilled all
highly-disputable tariffs on agricultural goods. Ex- technical requirements for market economy status.
cisable commodities and textiles were the only two The status was officially granted to Ukraine at the
groups for which import tariffs remained unrevised. beginning of 2006, after completion of all formalities.
As a result, the level of overall tariff protection was The US granted Ukraine the status of a market econ-
almost cut in half. The adopted amendments also en- omy in March 2006. Received market economy sta-
visaged a unification of privileged and full-scale tar- tus will facilitate trade relations, including prompt
iff rates, which is another important step in trade lib- resolution of existing anti-dumping allegations, thus
eralization. Apart from furthering Ukraine's WTO promoting Ukraine's exports. Furthermore, it will
aspirations, the reduction of import tariffs will pro- expedite Ukraine's accession to the WTO and may
mote legalization of shadow imports and discourage help in advance negotiations on signing a free-trade
corruption, although lower tariffs may stimulate an agreement with the EU and the US.
inflow of goods from abroad, reducing Ukraine's
trade balance. Ukraine also advanced in finalizing long negotiated
agreements with the EU. After several years of negotia-
Other essential steps towards WTO membership in- tions in 2005, Ukraine and the EU signed an agreement
clude elimination of discriminatory treatment of for- on steel trade for 2005 and 2006 that establishes an in-
eign firms in insurance and auditing activities, reduc- versely proportional relationship between quotas for
tion of export duties on sunflower seeds, adoption of Ukraine's steel exports to the EU and the level of ex-
changes to the law on food product safety and others. port tariffs on ferrous metal scarp levied by Ukraine.
Yet, several draft laws important to WTO accession, in- Another agreement lifted the remaining restrictions
cluding those that envisage reduction of export duties on trade in textiles and clothing products. The trade re-
on live cattle, hide and metal scrap as well as removal lationship with Russia has also undergone some posi-
of import quotas on sugar, failed to pass the tive changes, despite the upsurge of political tensions
Verkhovna Rada, as their approval would reduce state between the countries. In particular, Russia and
protection of certain industries hampering vested in- Ukraine agreed on elimination of exemptions from the
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bilateral free trade agreement that concern import du-
ties on sugar, confectionaries, tobacco and pure alcohol.
Recently however, some other tensions have been de-
veloped in trade relations with Russia, particularly re-
garding livestock and gas.

Although Ukraine's progress in reducing import tar-
iffs was fairly notable, non-tariff barriers remained
significant restrictions on international trade. These
range from import licensing, standards, and certifi-
cations to various sanitary, ecological, veterinary,
etc. controls. The Ukrainian government undertook
several actions aimed at fighting corruption at cus-
toms, reducing customs formalities and accelerating
the process of customs considerations through intro-
duction of "one-window" customs procedures. How-
ever, comprehensive reform is needed to change the
overall system penetrated by corruption and selec-
tivity of the authorities.

Ukraine advanced significantly in liberalizing

cross-border capital flows. The most prominent step

was in August 2005 when the NBU substituted a

highly prohibitive resolution regarding foreign in-
vestments with a much softer regulation. The new

regulation eliminates the need to open special invest-
ment accounts and no longer contains a requirement

to convert foreign currency into hryvnia when in-
vesting in Ukraine from abroad and repatriating

profits. These restrictions were considered as seri-
ous impediments for foreign investors as they com-
plicated the transfer of funds and contributed to an

increase in operational costs associated with unneces-
sary currency conversions. It is worth noting that

the new regulation still leaves much room for im-
provement as it is far from being perfect. Further

progress in this direction is expected soon when the

NBU adopts the amendments aimed at eliminating

some inconsistencies in new regulation. In addition,
the NBU officials announced that procedures of capi-
tal inflow and outflow are going to be simplified in

the nearest future. This primarily concerns attrac-
tion of foreign banks' deposits and credits by domes-
tic banks.

The NBU has also adopted several measures on liber-
alizing operations with foreign currencies in the in-
terbank foreign exchange market. Among the most
important changes were permission to conduct arbi-
trage operations with certain foreign currencies, in-
troduction of forward operations and simplification
of trading session rules. These measures allow banks
to hedge currency risks, as well as to speed up satis-
faction of their clients' requests.

Monetary authorities recognized that liberalization of
capital movements will not only help to attract strate-
gic investors, but may provoke speculative capital
flows. Striving to discourage hot-money inflows that

could destabilize foreign exchange market and ex-
haust foreign exchange reserves, the NBU

toughened rules of short-term borrowings from

abroad. In particular, commercial banks are required

to reserve 20% of a foreign loan amount, if the loan is

disbursed for less than 180 days. This constraint is de-
signed as a specifically targeted measure, as it in-
creases costs of short-term cross-border capital flows

in the form of loans, thus discouraging speculative in-
flows, but has no effect on long-term strategic

investment.

Another change in the foreign exchange market reg-
ulation positively affecting foreign trade was the

abolishment of the 50% surrender requirement. This

restriction was imposed after the financial crisis of

1998 to lift the strong devaluation pressure on the

hryvnia. After the foreign exchange market stabi-
lized in 2000, the restriction became fairly redun-
dant. Nevertheless, it was not abolished until re-
cently due to fears that its elimination could

destabilize the foreign exchange market. The repeal

of the surrender requirement reduces operational

costs of exporting enterprises, thus increasing their

flexibility in daily operations.

Overall, Ukraine's significant progress with WTO ac-
cession and liberalization of cross-border move-
ments of commodities and capital was reflected in
the upgrades of country's scores by international or-
ganizations, such as the European Bank for Recon-
struction and Development and the Economist Intel-
ligence Unit. Nevertheless, the country's rank
among other transition economies is still low, due
mainly to remaining deficiencies in its customs ad-
ministration, problems with VAT refunds to export-
ers, and the fact that Ukraine is still not a member of
the WTO. However, it is expected that Ukraine's ef-
forts in WTO accession and further liberalization of
capital movements will substantially improve its po-
sition among other transition economies.

Liberalization of Foreign Trade and Capital Movements
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Public policy recommendations: ® Soften export restrictions; in particular, eliminate
corruption and rent-seeking activities in VAT re-
® Ensure entry into the WTO as soon as possible; for imbursement and ensure timely and accurate re-
this, enact pending necessary legislation and sign fund of VAT to exporters;
protocols on mutual market access with the re-
maining countries in order to pave the way for ® Eliminate import non-tariff restrictions that often
WTO entry; function through licensing, standards and certifica-
tions, sluggish performance of government agen-
® Promote signing free trade agreements with the cies, etc,;
EU and the US;
® Fase the system of certification and standardiza-
® Continue streamlining customs procedures and for- tion to acknowledge international standards and
malities to ensure prompt consideration and to certificates for quality, safety, etc.

avoid opportunities for rent-seeking behavior;
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7. Financial Sector Development

This driver includes policies and actions to develop a healthy finan-
cial sector capable of meeting the financing needs of growing busi-
nesses. To achieve this, a country needs an independent central bank
capable of effective bank supervision, large share of private commer-
cial banks, including foreign ones, functioning lending and deposit
markets with liberalized interest rates, along with developed stock
market and effective insurance system in place.

Banking Sector

The Ukrainian financial market grew significantly
after the 1998 financial-crisis. However, the develop-
ment of the country's financial market was mainly
concentrated in the banking sector. Over
2001—-2005, the net assets of the banking sector in-
creased in hryvnia terms by almost five times and
reached UAH192 billion ($38 billion). The size of
these net assets is equivalent to around 44% of the
country's GDP. However, this number is consider-
ably lower than corresponding indicators in most
transition countries where banking assets account
for an average of about 60% of GDP.

Currently there are 163 active commercial banks in
Ukraine. Over the last five years, this number has
slightly increased from its level in 2001 when the
number of active banks was 152. Despite some
growth in the number of banks, this figure is well be-
low the historical peak in 1995 when it reached 230
entities. Over the last decade, the decrease in the
number of banks was mainly due to improved super-
vision over commercial banks' activity from the side
of the National Bank.”?

Structure of Banking Sector, 2001-2005

2001 | 2002 | 2003 | 2004 | 2005*
Rumberof 152 | 157 | 158 | 160 | 163
ngﬁﬁfﬁfn) 50,785 | 67,774 | 105,559 | 140,332 192,007
OAfSEfIgSPquj Share| 549 | 30 | 400 | 410 | 440

* As of October 1st, 2005.
Source: National Bank of Ukraine

The main concerns over the banking sector develop-
ment include:

® Jow capitalization;
® low profitability;

® high concentration;

® high operating costs and interest rate spreads
(7.5—8%);

® very rapid credit growth over recent years imply-
ing concerns over the quality of the loan portfolio;

® inadequate rules for loan classification and
provisioning, which tend to underestimate the
level of non-performing assets;

® poor risk allocation as a few large firms receive
the lion's share of total credits;

® Jow transparency and lack of good corporate prac-
tices.

The banking sector still remains small with a signifi-
cant degree of concentration. According to NBU sta-
tistics, the top ten banks (two of which are
state-owned) accounted for as much as 54% of total
banking sector assets, while the top 24 banks own
70% of total assets in October 2005. Moreover, assets
of the three largest banks alone totaled over one
quarter of this amount while as many as 108 banks
hold 12.8% and reported a cumulative number of
UAH 23.3 billion of total assets, out of which only
UAH 5.5 billion was their own capital. Small and inef-
ficient banks have often survived due to political con-
nections or support from the industrial groups to
which they belong.

Being largely under-capitalized, local banks engage

in syndications with other local or foreign banks to

accommodate the growing needs of businesses.
Faced with a shortage of inexpensive resources in

the country, Ukrainian banks have started to bor-
row from European financial markets by taking syn-
dicated loans or issuing Eurobonds. Nevertheless,
foreign participation in the banking sector is modest

but growing with some of the world's largest banks

being very active in Ukraine. These include

Raiffeisenbank, Citibank, ING Bank, Credit Suisse

First Boston, CalyonBank (seven foreign-owned

banks in total). Some other banks have for-
eign-owned stakes (13 banks). The foreign participa-
tion accounts for no more than 20% of total banking

sector assets. Entry of foreign banks used to be regu-
lated due to limitations placed on their activities by

the Ukrainian legislation, and through heavy lobby-
ing from local banks.”

1 IMF data.
12 National Bank of Ukraine.

13 See the Ukrainian Law on Commercial Banks for more details.
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The level of capitalization of the Ukrainian banking
system remains extremely low despite several years
of strong asset growth and steady but insignificant
earnings. The current minimum statutory capital re-
quirement of the NBU necessary to obtain a general
license for nationwide banking activities is set at
EUR 5 million. This minimum capital requirement is
even lower for the many smaller institutions that op-
erate only on a limited regional basis. For operating
banks, the major current source of capitalization re-
mains retained earnings, which are not increasing at
the same pace as loan growth. Furthermore, the low
level of capitalization is even more serious given the
high level of non-performing loans in the banking
sector. According to IMF estimates, the level of
non-performing loans is likely to be about 5 to 6
times higher than the "official” level of about 4% of
total assets. It is likely that these high levels of
non-performing assets will result in the failure of a
number of small/medium banks in the near future.

The banking industry in Ukraine is concentrated in
the capital city — Kyiv, and several big regional cen-
ters. The capital of Ukraine is the wealthiest city in
the country with GDP per capita 50% higher than
the next wealthiest region in the list. As of January
2005, Kyiv's population and businesses placed 37%
of all banking system deposits. The average size of re-
tail deposits of Kyivites is equal to UAH 4,740, which
is more than four times that in the Dnipropetrovsk
region, the second in the list by the amount of depos-
its placed with the banking system. Combined depos-
its of the population and businesses of
Dnipropetrovsk and Donetsk region (the highly pop-
ulated regions of Ukraine) amount to 22% of total de-
posits placed with the banking system.

More than half of all banks operating in Ukraine are

registered in Kyiv. And there are several regions in

the country where not even a single bank is regis-
tered. As for the number of banking outlets through-
out the country, Ukraine is severely under banked.
On average, there are slightly more than 3 banking

branches per 100,000 people, while the correspond-
ing figure in the eurozone reaches 50 bank outlets.
For the new EU members this ratio amounts to 7.

Non-banking Financial Sector

Currently, the Ukrainian non-banking financial sec-
tor remains highly underdeveloped and relatively
small, which negatively affects the country's overall
economic development. The insignificant size of the
existing non-banking financial institutions (NBFI)
significantly limits their actual involvement into pro-
viding local businesses with financial services and fi-
nancial resources in particular. In contrast, in the
most advanced transition economies, NBFI play a

very important role in the countries' development.
This role is defined by the importance of such institu-
tions in providing domestic companies with a vari-
ety of services and instruments, which are not of-
fered in such broad spectrum by banks. As a result,
both financial sector and the economy as a whole re-
ceive additional impulses for its own development.

In 2005, the Ukrainian market capitalization experi-
enced significant growth. During the year it in-
creased more than twofold and reached almost $30

billion or 35.2% of GDP. However, many of the com-
panies listed on PFTS are not liquid. Companies'
shares traded on PFTS in 2005 constitute 23% of the

total trade on this stock exchange or $0.65 billion in

absolute value. Therefore, the actual market capital-
ization is substantially lower. Aggregate market capi-
talization of five companies with the biggest volume

of the market capitalization (i.e., Kryvorizhstal,
Ukrtelecom, Ukrnafta, Mariupol Metallurgical

Plant, and Azovstal) is $11.15 billion or 13.6% of

GDP. Low level of liquidity of the Ukrainian market

is a serious obstacle for further NBFI development.
Moreover, lack of available financial instruments re-
strains activity of insurance companies, pension

funds and other economic agents. As a result the

country's financial market develops rather slow com-
pared to peer countries.

The existing underdevelopment of the equity mar-
ket reflects insufficient legal support for further fi-
nancial market development. In particular, the exist-
ing weaknesses in corporate governance, including
lack of efficiency in information disclosure for pub-
licly listed companies, and delays in passing the
Joint Stock Company Law.

Financial Sector Development
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Significant efforts of Ukraine undertaken in 2005
substantially improved its financial sector. Al-
though Ukraine performed much better than
many other countries in the region, its financial
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sector development is still behind many other Eu-
ropean emerging markets, in particular EU-mem-
ber states and candidate-countries. From this
point of view, further improvements in Ukraine's
financial sector are required.

Public policy recommendations:

® Ensure equal "playing conditions" for domestic and

foreign banks by adopting specific amendments to
the current law On Banks and Banking Activity,
which will allow foreign banks and non-banking in-
stitutions to fully operate in Ukraine;

Provide specific mechanism able to ensure deal-
ing with unsecured debts issued by commercial
banks by adopting a special Degree of the Na-
tional Bank of Ukraine;

Continue practice of the NBU to ensure stability
on the retail financial market by increasing the
size of individual deposit insurance by introduc-
ing $1,500-coverage for deposits;

® Encourage stock market transactions to be maid on

the organized market through better development
of the country's depositary and registry system by
adopting amendments to a Law on Depositary Sys-
tem and abolish existing inconsistencies in policies
of NBU, Stock Market State Commission, Commit-
tee for Regulation Financial Services Market and Se-
curities, and State Depositary;

Support implementation of a modern system of
corporate governance by introducing additional
requirements to financial market operators in
terms of information disclosure in-line with the
existing OECD and EU practices/standards;

Stimulate development of non-banking financial
sector by introducing a frame law on non-bank-
ing financial institutions, which will incorporate
all main principles needed to support this sector
growth.
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8. Corruption Level

This driver includes policies and actions to minimize corruption and
protect businesses from abuse of power by government of ficials. Key
measures here range from creating the legal framework to ensure
better enforcement of anticorruption measures to measures to pre-
vent corruption and raise public awareness of the problem.

Corruption remains one of the gravest impediments to
the successful development of a competitive market
economy in Ukraine. To a large extent, corruption was
inherited by Ukraine from the former Soviet Union,
characterized by a highly restrictive system of re-
source allocation. During the Soviet period, the so
called "blat", the informal use of personal relationships
to get access to scarce goods, services and resources,
even the most basic ones, was a vital element of every-
day life. One would suggest that after the collapse of
the central planning and democratic transformations,
the country should have faced a reduction in corrup-
tion. In reality, after a short cooling off period that may
be attributed to the break-up of former relations, cor-
ruption has quickly become a wide-spread phenome-
non in Ukraine. The fast spreading of corruption dur-
ing the early stages of transition may be partly
explained by the deep-rooted habit of the population
to use corrupt practices as the best way of solving prob-
lems. However, the main reason was institutional weak-
ness of the new state. The slow formation of the "new"
institutions, compatible with the market economy,
when the "old" ones were already disrupted, created a
favorable environment for corruption-generating ac-
tivities. Moreover, the unique situation when both polit-
ical and economic systems were simultaneously in the
process of transforming created unprecedented oppor-
tunities for those that happened to be in power. The co-
alescence of public and private interests in Ukraine be-
came a common phenomenon, undermining the
credibility of public institutions.

It is a problem that spreads through nearly all as-
pects of the country's economic, political and social

life. According to Transparency International's 2005

Corruption Perception Index, Ukraine is placed at

107" out of 159 countries surveyed, sharing this posi-
tion with Belarus, Honduras, Kazakhstan, Palestine,
Vietnam and Zimbabwe. There is, however, im-
provement compared to 122"¢ position out of 146

countries in 2004. At the same time, Ukraine's cor-
ruption rating improved from 2.2 in 2004 to 2.6 in

2005. According to the recent EBRD-World Bank

Business Environment and Enterprise Performance

Survey, more than 40% of firms indicated that cor-
ruption is a problem of doing business in Ukraine

and more than 20% of firms identified corruption as

a major constraint. This indicator is higher than the

average for European and Central Asian countries.
At the same time, 2005's indicator is significantly

lower than that registered by the similar survey in

2002 (about 52%).

Although corruption at all levels remains a preva-
lent and persistent problem, there are reasons for op-
timism. The Orange Revolution has stemmed the
tide of outright corruption and reduced the size of
the unofficial "shadow" economy. Maintaining mac-
roeconomic stability and fighting corruption were
among the key priorities of President Yushchenko's
and the new government's programs.

Attempts to develop a legal framework addressing the
corruption-related issues beganin 1995, and since 1998
are governed by a seven-year presidential strategy —
the 'Anti-Corruption Concept for 1998—2005". The
anti-corruption plan is administered by the Coordi-
nating Committee against Corruption, which reports
to the President. There is also a committee within the
Verkhovna Rada (the Parliament) that deals with orga-
nized crime and corruption. Each of the line ministries
charged with responsibilities in anti-corruption poli-
cies have specialized units to that effect. Ukraine hasre-
cently established a specialized unit within the Prosecu-
tion service to deal unequivocally with corruption and
organized crime.

The new government launched an extensive
anti-Smuggling campaign — Smuggling-STOP —
aimed at reducing the size of the shadow economy
and deregulating customs clearance. The cam-
paign proved to be successful as the State Cus-
toms Committee collected more customs duties
than originally targeted.

In order to tackle corruption, the authorities
launched a number of legislative initiatives. In par-
ticular, the drafting of the National Program on
Combating Corruption was initiated. In November
2005, the Presidential Decree on Priority Actions to
De-shadow the Economy and Combat Corruption
was issued. At the end of 2005, the President signed
a Decree that establishes an inter-agency commis-
sion of the National Security and Defense Council of
Ukraine for combating corruption.

Over-regulation of the economy and low state offi-
cials' salaries provides a breeding ground for cor-
rupt and rent-seeking activities. Bribery remains a

basis to affect decision making on different levels.
According to the recent WB-EBRD Investment Cli-
mate Survey, about 25% of firms reported that unof-
ficial payments are frequent in Ukraine. The 2005's

progress in deregulation of business activities (intro-
duction of "one-stop-shop" procedures at customs,
regulatory guillotine, elimination of most tax privi-
leges and exemption to name a few) and the increase

in wages for public sector servants may also contrib-
ute to reducing corruption.
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Ukraine participates in global and regional anti-corrup-
tion organizations and initiatives. Ukraine was among
eighty countries that signed the United Nations' Con-
vention Against Corruption soon after it was adopted
in October 2003.In 2005, Ukraine became a member of
GRECO— Group of States Against Corruption,
shortly after the Verkhovna Rada's ratification of the
Civil Law Convention on corruption.

Corruption Level
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Despite some progress, Ukraine is still riddled with
corruption scandals, casting a shadow on the coun-
try's image and damaging foreign investments, pub-
lic respect to government authorities and the rule of
law. Ukraine's level of corruption is substantially
higher compared to new EU-member states and can-
didate countries. That is why it is placed far behind
these countries, indicating there is considerable
room for improvement in this area.

Public policy recommendations:

® Implement public administration reform to im-
prove transparency of decision-making process
and procurement procedures;

® Reduce the ambiguity and discretionarily of gov-
ernment regulations and raise accountability of
the public servants for their decisions by introduc-
tion of e-governance resources;

® Strengthen the capacities of the internal audit of-
fice and make it fully accountable for public;

® Raise accountability of public servants for their
decisions.
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9. Country Promotion and Political Risk

This driver includes policies and actions to minimize the effects of po-
litical uncertainties on business activities and improve its image as per-
ceived by foreign and domestic investor. Key measures include the
government's consistent and detailed action plan to improve the coun-
try's image, support to current investors in resolving problem issues,
ensure the effective functioning of the authorities unimpeded by
vested interests, elimination of power abuses by the authorities, and
minimizing the risks of civil disturbances that may affect businesses.
Ukraine's "Orange Revolution" became one of the
prominent events in recent Ukrainian history. Al-
though the highly strained election process was ac-
companied by massive gatherings of Ukrainians in
major cities, the struggle of Ukrainians for freedom
and democracy was peaceful. The peaceful transfer
of powers as a result of the revolution made the coun-
try well-known on the world stage. Taking advan-
tage of the favorable perception of Ukraine by
world community, the government actively started
to mend Ukraine's external relations, which were in
stagnation for nearly a decade.

The recognition of Ukraine's political and economic

achievements by the investor community was re-
flected in the development of the country's sover-
eign ratings assigned by leading international rating

agencies. Just after the political situation stabilized,
Moody's changed its outlook on Ukraine's B1 ratings

from developing to stable. More distinctly, Fitch up-
graded the country's long-term ratings from B+ to

BB—- with a stable outlook, which was changed to

positive after a while. The improvement in sover-
eign ratings was also made by Standard & Poor's,
which increased long-term ratings from B+ to BB—

with a stable outlook.

Although at first the new government made a num-
ber of controversial movements (like re-privatiza-
tion, interventions in markets, elimination of special
economic zones, etc.), efforts by the Cabinet of Minis-
ters aimed at correcting the outcomes of these mea-
sures in the second half of 2005 were welcomed by
world diplomatic circles in general and by foreign in-
vestors in particular. The revival of foreign inves-
tors' confidence in Ukraine was reflected in high de-
mand for the recent issue of Ukrainian Eurobonds
that were placed at a record low annual yield rate of
4.95%. In addition, the U.S. Overseas Private Invest-
ment Corporation (OPIC) has recently confirmed its
plans to resume investment in Ukraine, after a
long-time investment dispute that forced OPIC to
stop its operations in the country is resolved. On top
of this, approval of market economy status for
Ukraine by the EU and the US, abolishment of trade
sanctions by the United States and repeal of applica-
tion of the Jackson-Vanik Amendment by the US
point to a warming attitude towards Ukraine and
overall improvement in the country's image.

At the same time, the political events during the presi-
dential and parliamentary elections have created ten-
sions in the country. Furthermore, due to Ukraine's lo-
cation between Russia and the enlarged EU, the
country finds itself in the middle of increasing pres-
sures from both sides. In 2005, the new government de-
clared its strategic objective to move towards deeper
cooperation with the EU while maintaining good rela-
tions with Russia. Ukraine is on the Euro-Atlantic
agenda. The perspectives of EU integration play a criti-
calrole in the process of increasing stability in the coun-
try, fostering economic reforms and ensuring its move-
ment toward a democratic society. At the same time,
Ukraine's participation in the initiatives of former So-
viet countries has for the most part been formal. More-
over, one of the results of the events during the Orange
Revolution was the general cooling of the relationship
between Ukraine and Russia.

Currently, Ukraine is on the road of transforming
the political system. After March 2006 parliamen-
tary elections, the Law "On Introduction of Amend-
ments to the Constitution of Ukraine" became fully
effective. The constitutional reform envisages a
shift to a parliamentary-presidential republic, reduc-
ing presidential power and giving more authority to
the Parliament. In particular, the power of the Presi-
dent of Ukraine is limited to the appointment of the
Minister of Defense, the Minister of Foreign Affairs,
the Head of the National Bank, and the Prosecutor
General with the subsequent approval of the Parlia-
ment. The Prime Minister will be selected by a major-
ity coalition in the Parliament and he will be con-
firmed by the President. However, the President
will have the right to dissolve the Parliament if it
fails to form a majority coalition within one month of
parliamentary elections or if it fails to form the Cabi-
net of Ministries within 60 days of the Cabinet's res-
ignation. In case of the Parliament's dissolution, the
Cabinet of Ministries will also be automatically dis-
missed. The powers of the Parliament of Ukraine
were widened to include the right to approve other
Ministers (except those mentioned above) and heads
of key state committees by motion of the Prime Min-
ister, without the need for Presidential approval. In
case of early termination of the President's powers,
the Head of the Parliament (not the Prime Minister)
will act as President until the new presidential elec-
tion. This transfer of power should ensure better co-
operation between executive and legislative bodies.

Some political instability, which existed in Ukraine
during 2005, led a lowering of its position in the rank-
ing of countries by the level of political risk. This is
mostly explained by political and policy uncertainties
related to presidential and parliamentary elections,

Copyright © SigmaBleyzer, 2006. All rights reserved.

53



& SigmaBleyzer

Ukraine Odyssey: Economy 2006 and Investment Climate

PART TWO: Investment Climate

unexpected changes in the Cabinet of Ministers and,
consequently, in the approach of achieving the goals

of the government's economic policy. Despite a num-
ber of positive outcomes, Ukraine needs to present

more evidence of its adherence to democracy and

market-economy principles. So far, by the level of

country promotion and political risks, Ukraine's posi-
tion remains lower than those of new EU member

states and candidate countries.

Country Promotion and Political Risk
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Public policy recommendations:
® Strive for government stability;

® Dissipate the current friction between the East
and the West of the country;

® Take measures to eliminate power abuses at dif-
ferent levels of government;

® Ensure stability of the legal environment;

® Compensate losses to investors operating in spe-
cial economic zones and avoid further radical
changes in the rules of game;

® Resolve outstanding investment disputes with for-
eign investors; ensure fair treatment of foreign in-
vestors in courts;

® Use high-level political summits, meetings, con-
ferences, etc. to educate representatives of other
countries on Ukraine's achievements in building a
strong democracy and a functioning market econ-
omys;

® Engage the country's embassies and other mis-
sions to disseminate up-to-date information on
Ukraine and its business opportunities;

® Continue timely repayment of foreign debt and
other international obligations; participate in in-
ternational programs and initiatives;

® Avoid any government interventions into private
business activity and concentrate government ef-
forts only on provision of public goods and ser-
vices by formulating a clear statement regarding
the mission of the government and its goals.
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Appendix
Appendix
Source 2000 2001 2002 2003 2004 2005* | 2006(f)**
GDP
GDP nominal (UAH bn) 170.1 204.2 225.8 267.3 345.1 4185 480.6
GDP/Capita (US$) 639 784 883 1,053 1,372 1,740 2,044.1
Real GDP (% yoy) 5.9 9.2 5.2 9.6 121 2.6 2.5%k
SSC Private Consumption (% yoy) 2.5 9.5 9.5 11.2 15.1 15.9 7.1
Gross Fixed Capital Formation (% yoy) 12.4 6.1 3.4 22.3 10.2 —4.0 3.3
Agricultural Output (% yoy) 9.8 10.2 1.2 —-11.0 19.1 0.0 —
Industrial Output (% yoy) 12.4 14.2 7.0 15.8 12.5 3.1 —
Public Finance
Consolidated Fiscal Balance (% of GDP) 0.6 -0.3 0.7 —0.2 -3.2 -1.8 —2.6%*
MinFin |Revenues (% of GDP) 28.9 26.9 274 28.2 26.3 32.0 315
Expenditures (% of GDP) 28.3 27.2 26.7 284 29.5 33.8 34. 1%
Monetary Statistics
SSC Consumer Price Index (% yoy, eop) 25.8 6.1 —-0.6 8.2 12.3 10.3 12.5
Monetary Base (% yoy) 40.7 37.4 33.6 30.1 34.1 53.9 30.2
Money Supply-Ms3 (% yoy) 46.1 419 41.8 46.5 32.4 54.3 31.7
NEU Average Exchange Rate (UAH/$) 5.44 5.37 5.33 5.33 5.32 512 5.11
Average Exchange Rate (UAH/Euro) 5.03 4.81 5.03 6.02 6.61 6.39 —
External Sector
Merchandise Exports (US$bn) 14.6 16.3 18.0 23.1 32.7 34.3 —
Merchandise Imports (US$bn) 14.0 15.8 17.0 23.0 29.0 36.1 —
SSC Exports of Goods & Services (US$bn) 18.1 19.8 22.0 27.3 38.0 40.4 455
Imports of Goods & Services (US$bn) 15.1 16.9 18.2 245 31.1 39.1 49.2
Net Foreign Direct Investments (US$bn) 0.52 0.69 0.93 1.30 2.22 7.31 2.60
Gross International Reserves (US$bn) 1.48 3.09 4.42 6.94 9.52 19.39 19.9
NBU Gross International Reserves (months of imports) 1.1 1.7 1.9 2.4 2.8 49 —
Current Account Balance (US$bn) 1.48 1.40 3.17 2.89 6.80 2.53 —1.0%**
Debt
NBU Gross External Debt (US$bn) — — — 14.38 19.65 25.91 —
External Public Debt (US$bn) 10.35 10.12 10.19 10.69 12.15 11.67 —
MinFin
Domestic Public Debt (US$bn) 3.82 3.97 4.01 3.85 3.95 3.80 —

Abbreviations: SSC — State Statistics Committee of Ukraine, NBU — National Bank of Ukraine, MinFin — Ministry of Finance of Ukraine,
NBU — National Bank of Ukraine, eop — end of period, (f) — forecast
Notes: * preliminary data;
** Unless specified, forecasted indicators are from Consensus Forecast published by Ministry of Economy of Ukraine as of March 2006;
*** The Bleyzer Foundation forecast.
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