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Preface

This guide provides an introduction to those topics that may be of interest to an
enterprise contemplating doing business in Ukraine. The business environment in
Ukraine is rapidly evolving and the information in this booklet should be regarded
only as illustrative and not definitive. It refers to the situation as of March 2007, and
it should be emphasized that whilst this book is intended to provide general
information in relevant areas, it is not an exhaustive work and does not provide
comprehensive and detailed information on which to base investment decisions.
Any company or individual wishing to invest in Ukraine should obtain detailed advice
from professional advisors.

We are pleased to discuss any matters relating to doing business in Ukraine with
you and to provide any additional information you may require. Please contact
KPMG in Ukraine at:

KPMG in Urkaine

11, Mykhaylivska Street

01001 Kyiv

Ukraine

Telephone: +380 (44) 490 55 07
Fax: +380 (44) 490 55 08
e-mail: info@kpmg.kiev.ua
www.kpmg.ua
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Chapter 1
Ukraine - a brief survey

Geography and climate

Ukraine is one of the largest countries in Europe, with a total land area of 603,700
sg km. Ukraine shares borders with Poland, Belarus, Russia, Slovakia, Hungary,
Romania and Moldova. Ukraine is chiefly flat, except for the Crimean mountains in
the South and the Carpathian mountains in the Southwest. In the South, Ukraine is
bordered by the Black Sea and the Azov Sea, along a coastline of 1,758 km.

Most of Ukraine has four distinct seasons and a moderate, continental climate, with
cold winters and warm summers. The Crimean coast, however, has a
Mediterranean climate, with mild, wet winters and hot, dry summers. In eastern
Ukraine, air masses from the steppes of Central Asia often make summers warmer
and winters colder. The average temperature in Kyiv is -6°C (21°F) in January and
20°C (69°F) in July. Precipitation in Ukraine averages 500 mm (20 in.) per year, with
considerable regional variation; levels are highest in the Carpathians and lowest on
the Black Sea coast. For most of the country, rainfall tends to be most frequent in
the summer months. Ukraine’s climate is generally favorable for agriculture and
tourism, especially in Crimea.

The present administrative structure of the country comprises 24 regions, or
Oblasts: Vinnytsia, Volyn, Dnipropetrovsk, Donetsk, Zhytomyr, Zakarpattia,
Zaporizhzhia, lvano-Frankivsk, Kyiv, Kirovohrad, Luhansk, Lviv, Mykolaiv, Odesa,
Poltava, Rivne, Sumy, Temopil, Kharkiv, Kherson, Khmelnytsky, Cherkasy, Chernivtsi
and Chernihiv and the cities of Kyiv and Sevastopol. In addition, Crimea, which
became part of Soviet Ukraine in 1954, is an autonomous Republic. Kyiv, with
around three million inhabitants, is the capital and the largest Ukrainian city. Four
other cities each have over one million inhabitants: Kharkiv, Dnipropetrovsk, Odesa
and Donetsk. Approximately 68 percent of the Ukrainian population live in urban
areas.
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Ukraine encompasses one time zone - two hours ahead of Greenwich Mean Time
(GMT +2) during the winter months. The country observes daylight savings time
from the last Sunday in March to the last Sunday in October by moving clocks one
hour clockwise and counterclockwise, respectively.

Land and resources

The total area of Ukraine is 603,700 sqg km (233,100 sgq m). The country extends
1,316 km (818 m) east to west and 893 km (555 m) north to south. Much of the
country is a rolling upland plain, with the highest elevations in the western half of
the country and the southeastern Donetsk region. A lowland region of wooded bogs
and swamps, called the Poles'ye (also called the Pripet Marshes), is located in
northern Ukraine, although much of this region has been drained and cleared for
agriculture. Low-lying plains are found in southern Ukraine in the lower Dnieper
(Dnipro) River Basin and the Black Sea coastal region. Ukraine’s coastline, including
Crimea, extends 2,782 km (1,729 m). The Carpathian Mountains in the extreme
west and the Crimean Mountains in the southern end of Crimea take up about 5
percent of Ukraine's territory. Mount Hoverla in the Carpathians is the country’s
highest peak at 2,061 m (6,762 ft).

Rivers and lakes

The Dnieper, Europe’s third longest river, flows through central Ukraine and forms
the country’s main river network. More than half of the country’s rivers belong to
this system. The Dnieper is Ukraine’s longest river, measuring about 980 km (about
610 m) in length within the country’s borders. Other major rivers are the Dniester
(known as the Dnister in Ukraine), the Boug (Buh), the Southern Boug (Pivdennyy
Buh) in the west, and the Donets in the east. The Danube (Dunay) forms part of
Ukraine's border with Romania in the extreme southwest. Except for the Boug,
which flows northward into the Wisla (Vistula) in Poland, all of Ukraine’s major rivers
flow southward and empty into the Black Sea or the Sea of Azov. Ukraine has more
than 3,000 small lakes that cover about 3 percent of its territory.

Plant and animal life

Ukraine’s four major zones of plant life, from north to south, are forest, forest-
steppe, steppe, and Mediterranean. In the forest zone, beech trees are widespread
in the west; linden, oak, and pine are found in the swamps and meadows in the
north and northwest; and spruce is prevalent in the northeast. In the central forest-
steppe zone, grasslands are interspersed with numerous trees, mainly oak. The
steppe zone, which covers the lower third of Ukraine, features grassy plains. In the
extreme south, the steppe is dry with thin-leaved grass. The Mediterranean zone,
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which encompasses a narrow strip along the southern Crimean coast, contains a
mix of evergreen and deciduous shrubs and grasses.

Wildlife in Ukraine includes elk, deer, wild boars, brown bears, and wolves. Species
such as bison and wild horses have long been extinct. Others, such as mouflon (wild
sheep), spotted deer, and muskrats, have been successfully reintroduced. A
network of 10 nature reserves and more than 100 wildlife refuges has been
established to protect wildlife, especially beaver, lynx, elk, and muskrat. Birds
include the Eurasian black vulture, steppe eagle, and gray heron. Ukraine has more
than 200 species of fish, including pike, carp, and sturgeon. There are 25 species of
domesticated animals, including cattle, hogs, sheep, and goats.

Natural resources

Ukraine possesses rich and conveniently located natural resources. About half of its
territory, especially the central and southern regions, consists of the exceptionally
fertile black chernozem, a type of soil that is ideal for agriculture. Forests cover 17
percent of Ukraine's territory. The Donets Basin in the southeast is especially well
endowed with large deposits of coal, while the east central Kryvyy Rih area is rich in
iron ore. Ukraine has some of the world’s largest manganese deposits, located in
south central Ukraine at Nikopol (Nykopil). There are also considerable deposits of oil
and natural gas in the Carpathian foothills, the Donets Basin, and along the Crimean
coast.

Environmental issues

Soviet policies of raising industrial and agricultural productivity with little regard to
ecological considerations have had a devastating effect on the environment. Air
pollution is especially severe in such industrial centers as Zaporizhzhia, Luhansk, and
Donetsk. Industrial and agricultural pollutants have contaminated soil in the south
and drinking water throughout the country. Ukraine lacks funds for recycling and
conservation programs, and pollution controls remain at a minimum.

The April 1986 explosion and core meltdown of a reactor at the Chernobyl nuclear
power plant in northern Ukraine had an enormous impact on the region’s
environment. Northern Ukraine and especially southern Belarus were the most
severely contaminated areas from the radioactive plume that was released in the
explosion. Radioactive materials from the accident seeped into the ground,
contaminating farmland and the water supply. The long-term impact on human
health and the environment is still being assessed. The four Chernobyl reactors, only
one of which was still in operation from 1996 through 2000, continue to be a major
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hazard, especially to Ukraine's water supply. The Chernobyl complex was finally shut
down completely in December 2000, with the financial assistance of Western
nations. The funds were to pay for the completion of two other nuclear power plants
that would produce enough power to make up for the loss of the power supply from
the Chernobyl plant.

The people of Ukraine

In 2006 the population of Ukraine was estimated at 46,710,816, giving the country a
population density of 77 persons per sg km (200 per sq m). The most notable recent
demographic trend has been a decline in population — with an estimated loss of
nearly 1.2 million between 1990 and 1997 — due to death rates exceeding birth
rates. Leading factors in the country’s low fertility and high mortality rates are
environmental pollution, poor diet, widespread smoking and alcoholism, and
deteriorating medical care. Some 68 percent of the population lives in cities and
towns. The largest cities in Ukraine are Kyiv, the country’s capital and economic,
cultural, and educational center; Kharkiv, noted for its engineering expertise,
machinery plants, and educational institutions; Dnipropetrovsk, a center of
metallurgical and aerospace industries; and Donetsk, known for mining and
metallurgy. Odesa (Odessa), on the Black Sea coast, is the country’s largest seaport.

Ethnic groups and languages

Ethnic Ukrainians make up 73 percent of the population of Ukraine. Russians are the
largest minority group at 22 percent. Jews (considered both an ethnic and a religious
group in Ukraine) and Belarusians each account for about 1 percent of the total.
Other numerically significant groups are Bulgarians, Poles, Hungarians, and
Romanians. Since the end of World War Il in 1945, the proportion of Russians nearly
doubled, while the Jewish population declined by about half as a result of
emigration. Ethnic clashes are rare, although some tension exists in Crimea
between Crimean Tatars and ethnic Russians. The Crimean Tatars, who were
forcibly deported to Central Asia in 1944, are being allowed to resettle in Crimea.

Of the 250,000 who have returned, about 100,000 still have inadequate housing and
70,000 have not yet received Ukrainian citizenship.

The official language of the country is Ukrainian, which forms with Russian and
Belarusian the eastern branch of the Slavic language subfamily of Indo-European
languages. Its writing is based on Cyrillic script. The Ukrainian language has been in
common use for at least ten centuries. Although Ukrainian has been the state
language of Ukraine since October 1989, Russian remains a widely spoken language
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and remains frequently used in business. English is now the most common other
foreign language.

Religion

During most of the Soviet period, the state imposed severe restrictions on religious
activity, banned many churches, and persecuted religious leaders. Many believers,
forced underground, continued to adhere to their faiths, however. Religious activity
remained relatively strong in Ukraine, and it has greatly expanded since the collapse
of the Soviet Union in 1991. A majority of the population adheres to Eastern
Orthodoxy through the Ukrainian Orthodox Church or the Ukrainian Autocephalous
(independent) Orthodox Church. Until 1990 all of the country’s Orthodox churches
were part of the Ukrainian exarchate, which was subsidiary to the patriarchate
(jurisdiction of the patriarch, or head) of the Russian Orthodox Church. In 1992 the
Ukrainian Orthodox Church split into two rival denominations when the Kyivan
patriarchate was formed, separating itself from the Moscow patriarchate. The
autocephalous church, which was banned by the Soviet government in 1930,
regained legal status in 1990. About 10 percent of the population, based almost
exclusively in western Ukraine, belongs to the Ukrainian Catholic (Uniate) Church, a
church of the Byzantine rite; banned in 1946, this church was officially revived in
1991. Other denominations include Roman Catholics of the Latin rite, Jews,
Muslims, and Baptists.

Culture

Ukraine's geographical location between Europe and Asia meant that much of its
early culture was a synthesis of Eastern and Western influences. When a developed
culture emerged in the medieval, or Kyivan, period, the influence of the Byzantine
Empire was paramount. In early modern times, major European currents such as the
Renaissance reached Ukraine via Poland. A cultural dichotomy today exists within
Ukraine, with western regions reflecting European, especially Polish, influence,
while in the eastern regions the impact of Russian culture is evident.

The well-developed and colorful folklore of Ukraine has helped Ukrainians retain a
cultural distinctiveness in the face of strong assimilatory pressures from neighboring
lands. During the Soviet period the government extensively subsidized cultural
activity, but culture was expected to serve as a vehicle for Communist propaganda.
In the late 1920s and especially in the early 1930s, the Soviet regime began
enforcing socialist realism as the only acceptable artistic style. Socialist realism
mandated that all artists and writers glorify the Soviet regime and its goal of
attaining communism. The collapse of the Soviet Union brought new freedoms for
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Ukrainian artists, but it also meant a sudden drop in government subsidies. Today
government support is minimal and a funding crisis exists. The Westernization of
cultural activity is moving ahead rapidly, with commercialized and previously taboo
activities such as pop concerts and production of pornography becoming
commonplace.

Literature

The literature that emerged between the 11th and 13th centuries was primarily
religious and based on Byzantine and Balkan models. It was written in Old Church
Slavonic, which diverged from the spoken language, and dealt with gospels, psalms,
sermons, and lives of saints. Historical and other secular topics were treated in
chronicles, notably the Primary Chronicle. The works of this period, produced in the
East Slavic state of Kievan Rus, are also the literary heritage of Belarus and Russia.

The second, or Cossack, literary period began in the 16th century, when the epic
songs (dumy) of the Ukrainian Cossacks, who developed an independent society
along Ukraine's southern steppe frontier, marked a high point of Ukrainian oral
literature. The Cossack chronicles describe the tumultuous history of the 17th and
18th centuries. Meanwhile, the rich polemical literature of this period reflects Polish
influence. It is concerned with the religious controversies of the time, and sermons
are a favorite topic.

The 19th century ushered in the third, or vernacular, period. Reflecting the influence
of Western romanticism, it is characterized by the use of spoken language for
literary purposes, a development pioneered by the classicist poet-playwright Ivan
Kotliarevsky, and by depictions of peasant and Cossack life. In the mid-19th century,
Ukraine’s most renowned cultural figure, romanticist poet-painter Taras Shevchenko,
wrote Kobzar (The Bard, 1840), a collection of poems demonstrating that the
Ukrainian language could be used to express a full range of emotion and profound
thought. In the late 19th century and early 20th century, realist and modernist trends
set in. From 1863 prohibitions imposed on the use of the Ukrainian language by
Russia’s imperial regime greatly impeded literary development. In western Ukraine,
which was then part of the Austrian Empire, writers lvan Franko and Vasyl Stefanyk,
among others, continued to develop all literary genres.

The most dynamic era in Ukrainian literary history came in the 1920s, when a brief
period of Soviet cultural leniency allowed for the appearance of dozens of prominent
writers and a great variety of literary trends. Pavlo Tychyna emerged as the most
renowned Ukrainian poet of the period. Soviet rule under Joseph Stalin brought this
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literary renaissance to an abrupt and brutal end when his regime imposed the
doctrine of socialist realism. In the 1960s the so-called shestydesiatnyky (those who
created in the sixties), including poets Lina Kostenko and Vasyl Symonenko, rejected
socialist realism and managed to revitalize Ukrainian literature. However, renewed
political pressures in the 1970s forced most authors either to accept Communist
Party controls or suffer repression. Only in recent years has literature obtained the
opportunity to evolve freely.

Art and architecture

Although prehistoric and Greek paintings have been discovered in Ukraine, the first
major style to develop was the religious iconography of the Kievan period. Between
the 16th and 18th centuries, long-standing Byzantine traditions gave way to
European influences during the Renaissance and the baroque period, when secular,
non-religious themes were introduced. Portraits were especially popular. When
eastern Ukraine lost its autonomy under Russian rule in the late 18th century, many
Ukrainian painters, such as Dmytro Levytsky, moved to Russia in search of training
and wider markets.

Renowned for his poetry, Taras Shevchenko is also considered the father of modern
Ukrainian painting. Historical themes and landscapes were a popular genre through
much of the 19th century. Realist tendencies appeared in the final decades,
represented most notably by Ilya Repin. Meanwhile, Oleksander Murashko and the
versatile Vasyl Krychevsky adopted impressionism. In the early 20th century, Kazimir
Malevich and Vladimir Tatlin were leading representatives of the avant-garde, while
Mykhailo Boichuk and his followers sought to provide art for the masses by
combining Ukrainian traditions with European models. After the cultural renaissance
of the 1920s, the state-imposed dogma of socialist realism limited artistic freedom
and experimentation. The collapse of the Soviet Union gave the artists of Ukraine a
chance to join the international artistic mainstream.

Ukrainian folk art is especially rich, particularly in the Carpathian regions of western
Ukraine. Outstanding examples of folk art are the famous intricately designed
Ukrainian Easter eggs, called pysanky, and embroidery.

The name of the State

For ages Ukraine has assumed many names. Among these names are Oriana,
Roxolania, Scythia, Sarmatia, and the State of Anths. In the 9th century AD, the
name "Rus" first appeared in Kyiv chronicle where it referred to the King and his
men. According to Arab and Byzantian written sources, in the 12th century AD Rus
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was on the Taman Peninsula (Tmutorokan). Thereafter, Chervona (Red) Rus (or
Halychyna), Bila (White) Rus (the territory of present-day Belarus), and Western Rus
Lands (Volyn) were referred to as Rus Provinces. Generally, the name "Rus" had
been applied to all the lands of Kyiv Rus since the 6th century AD.

In 1334, Mala (Small) Rus was the name first used in referring to the Halytsko-Volyn
Principality as a successor of the Great Kyiv Rus, which survived after the Mongol-
Tatar invasion. Later, the name spread to the entire Ukrainian territory.

At the same time, the name "Ukraina" (Ukraine) was used widely as an unofficial
version of "Rus". This name was first come upon in the Kyiv Manuscript (Ipatiev's
version) where it was used to describe Pereyaslav, Kyiv and Chernihiv. Halych
Ukraine is mentioned in the Halych-Volyn Manuscript in 1187 and 1213. In 1650, a
French engineer and traveler, G.L. de Beauplan, published a book titled, "Description
d'Ukraine" where he used the word "Ukraine" to describe Halychyna and Podilia (low
lands). During Cossack times, since the 16th century, Cossack lands which included
the lands along the Dnieper (Naddniprianshchyna) were called Ukraine. The
Cossacks' State headed by Bohdan Khmelnytsky was also called Ukraine. This is
corroborated in the documents of many hetmans (Cossack leaders, or headmen) -
from Khmelnytsky to Ivan Mazepa and P. Orlyk. Ukraine became popular in Western
Europe after 1661 owing to publications by G.L. de Beauplan.

Beginning in the 19th century, the name Ukraine was used to denote the entire
territory where Ukrainians lived. Thus, all other names irrespective of their origin and
length of use were removed.

After the declaration of the Ukrainian National Republic (1917), the Ukrainian Hetman
State (1918), the Western Ukrainian People's Republic (1918), and Carpathian
Ukraine (1939), "Ukraine" became the official name of the country. In 1919, Ukraine
was called the Ukrainian Socialists Soviet Republic, and from 1937-1991 it was
referred to as the Ukrainian Soviet Socialist Republic.

Finally, the historical name "Ukraine" was given back to the country after it declared
its independence in 1991. On June 28, 1996, this official name was entered into the
Constitution of Ukraine.

Historical overview
Kyiv, the capital of Ukraine, was founded in the 5th century AD. According to legend,

the capital is named after the eldest of the three brothers who founded the city. In
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the 9th century Kyiv was located on important trade routes and developed into the
most important city of the “Kyivan Rus” state, which included parts of present
Russia, Belarus and Ukraine. In the year 988 the introduction of Christianity as the
official religion by Prince Volodymyr the Great resulted in the development of
political and cultural relations with the Byzantine Empire, the Bulgarians, other
countries of Western Europe and the Near East. In the 11th century Kyiv became
one of the largest centers of civilization in the Christian World.

In 1240 Kyiv was almost completely destroyed by Tatar Mongols under the
leadership of Batu Khan, the grandson of Genghis Khan. Although the Tatar Mongols
ruled for almost a century, Kyiv remained an important political, trade and cultural
centre. In 1482 Kyiv was again almost completely destroyed by the Tatars.

Between 1363 and 1653 Ukraine was conquered by Poles and Lithuanians. In 1648
the people throughout Ukraine, led by the Ukrainian Cossack armies headed by
Hetman Bohdan Khmelnytsky, began an uprising that liberated Kyiv and large areas
of Ukraine. Faced with ravaging attacks by the armies of Polish and Lithuanian feudal
lords, Hetman Khmelnytsky sought the protection of the Russian Czar and
formalized the union of Ukraine and Russia by the Treaty of Pereyaslav. Ukraine
subsequently commenced a long period of domination by the Russian Empire.

In 1917 the Ukrainians sought independence and attempted to organize a
government. After civil war and invasion by the Red Army, Ukraine became a Soviet
Socialist Republic in 1922. In 1939, the U.S.S.R. absorbed the entire Ukrainian
territory. Stalin’s policy of “collectivization” and “industrialization” led to the
persecution of many Ukrainians: massive purges, executions and the exile of
millions to the labor camps of Siberia’s “Gulag”. During the Great Famine of 1932-
1933 while the Soviet Union was exporting Ukrainian grain to America and other
Western countries, seven to ten million Ukrainian peasants in Central and Eastern
Ukraine starved to death. The Great Famine was initiated by Stalin to control the
countryside by replacing private farms with large government-owned collective
farms and to destroy the backbone of Ukraine’s national identity, found in its
agrarian-based social structure.

In 1941 the German Nazis invaded and occupied Ukraine. Half of Kyiv was destroyed
during the invasion and thousands of people were killed. Some 100,000 Kyivites,
mostly Jews, were executed by the Nazis. The post-war years were focused on the
construction of new buildings, industry and roads. During Khrushchev's and
Brezhnev's leaderships of the USSR, the Kremlin intensified its policy of
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“Russification” by barring the Ukrainian language from government, education,
publishing, mass media and so on. In the 1980s the bureaucratic centralized
economic planning system was leading to stagnation. On April 26, 1986, a reactor at
Chernobyl exploded, precipitating the world’s worst nuclear disaster. Nearly 40,000
square kilometers of Ukrainian territory were contaminated by radionuclides. The
accident resulted in the loss of 4.7 million hectares of farmland, 3.1 million of it
arable. About 126,000 people had to be evacuated from contaminated areas.
However, with the passage of time the vast majority of Ukrainian territory can now
be safely inhabited.

Independent Ukraine in 1991-2007

Ukraine declared independence on August 24, 1991. The state that formed
independent Ukraine had the same borders as Soviet Ukraine, but remained without
a state currency for several years (the new currency — Ukrainian Hryvnia — was
introduced in 1996). In the presidential elections, held in July 1994, the former Prime
Minister Leonid Kuchma defeated the incumbent Leonid Kravchuk. The new
President appointed a new team of reformers to draft a comprehensive economic
reform program that was introduced to parliament in that October. Parliament’s
approval of Ukraine's accession to the Nuclear Non-proliferation Treaty and the
country’s agreement to destroy its arsenal of nuclear warheads was a major
breakthrough in Ukraine's relations with the West.

The Constitution was under discussion from 1992 and was only adopted by the
Verkhovna Rada (Parliament) of Ukraine on June 28, 1996. Subsequently, it has
remained a source of dispute between president and legislature, with the executive
branch gradually accumulating more powers. The Constitution allocated executive
power to the President and the government, legislative power to the Verkhovna
Rada and judicial power to the courts. The head of state and the head of the
executive branch is the President, who is elected for a period of five years. The
government is led by the Prime Minister, who is appointed by the ruling coalition of
the Parliament.

The unicameral Verkhovna Rada consists of four hundred and fifty members (or

Deputies). After changes to the Constitution in 2004, which became effective as of
January 1, 2006, all the members of the parliament are elected through a party list.
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These changes made Ukraine the parliamentary-presidential republic affecting the
President’'s powers by giving the majority of them over to the Prime Minister. These
amendments to the Constitution are now being disputed by many parliament
members, mainly from pro-presidential parties.

In the Presidential elections of October/November 1999, Leonid Kuchma was
reelected as the President of Ukraine in the second round of voting against the
Communist Party representative. In April 2001, Kuchma dismissed Viktor
Yushchenko, who held the position of the Prime Minister since December 1999, and
appointed Mr. Anatoly Kinakh in his place. In March 2002, Yushchenko exacted
some revenge in the new parliamentary elections when his faction “Nasha Ukraina”
(Our Ukraine) received over twice the popular vote (23.5 percent to 11.9 percent) of
the president’'s own faction “Za Yedynu Ukrainu” (For a United Ukraine). Our
Ukraine, The Tymoshenko Bloc (led by former vice prime minister of Yushchenko's
Cabinet of Ministers Yulia Tymoshenko, an avowed enemy of Kuchma), and the
Socialist Party (led by Oleksander Moroz) issued protest at what they saw as
electoral manipulations and the bribery of officials. The leader of faction "“Za Yedynu
Ukrainu”, Volodymyr Lytvyn, was then controversially appointed the Speaker of the
Parliament.

A bitter conflict raged since the 2002 elections between the “democratic
opposition” and the government. This conflict reached a peak during the 2004
presidential elections. Viktor Yanukovych, the Prime Minister and former governor of
the important industrial Donetsk oblast, was chosen to be the government's
candidate for president. The opposition forces chose Viktor Yushchenko as their
candidate for president. Yushchenko's followers claimed massive fraud during the
run-off elections between these two candidates held on November 21, 2004. The
controversial results were nonetheless certified by the Central Election Committee,
resulting in massive demonstrations in Kyiv and other cities which threatened to
plunge the country into political crisis. The Supreme Court of Ukraine, after
reviewing evidence of massive voter fraud, ordered the run-off elections to be
reheld on December 26, 2004.

After calculating final ballot results after re-voting, the opposition candidate and the
leader of the “orange revolution”, Viktor Yushchenko, was announced the third post-
Soviet President of Ukraine. His inauguration took place on January 23, 2005, in

Kyiv.

INVESTMENT IN UKRAINE 11



In February 2005, Yulia Tymoshenko was supported by the majority votes of
parliament members and appointed as the Prime Minister of Ukraine. However,
growing social outlays of Ms Tymoshenko's Cabinet, lack of understanding between
the former allies, and the announced war on corruption compromised by high-profile
mudslinging with the Government itself resulted in dismissal of the Tymoshenko
Government in early September 2005.

The 2006 Parliament elections held on March 26, 2006, resulted in revived popularity
of the Party of Regions led by Viktor Yanukovych. The initially region-based party
gained the majority of seats in the Parliament (more than 33 percent) overtaking the
Yulia Tymoshenko Bloc (22 percent) and the pro-presidential Nasha Ukrayina (13
percent). Based on the amendments to Ukraine’'s Constitution, which were adopted
as a result of a compromise between conflicting parties during 2004 Presidential
elections, the new Cabinet of Ministers is formed by a ruling parliamentary coalition
consisting of parties qualified to the Verkhovna Rada.

Despite all efforts and long-lasting negotiations, the “Orange” parties failed to
create the coalition and take the Cabinet seats. In August 20086, after submission of
the coalition made up of the Party of Regions, the Communist Party, and the
Socialist Party of Ukraine, the President of Ukraine signed Viktor Yanukovych as the
Prime Minister of Ukraine.

Political structure: Summary

Legal system
Constitution approved by the Verkhovna Rada on June 28, 1996 (as amended).

National legislature
Verkhovna Rada (Supreme Council, or parliament); unicameral assembly of 450
deputies.

National elections
March 26, 2006 (parliamentary), October 31 and December 26, 2004 (presidential);
next parliamentary election in 2011 and next presidential election in 2009.

Head of state
President, currently Viktor Yushchenko, elected in December 2004 and sworn in on
January 23, 2005.
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National government’
A coalition cabinet headed by Viktor Yanukovych appointed in August 2006.

Main political factions in parliament

The March 2006 election sharply reduced the number of factions in parliament. The
governing coalition comprises the Party of Regions (185 seats), the Socialist Party of
Ukraine (31 seats), and the Communist Party of Ukraine (21 seats). In opposition is
the Yulia Tymoshenko Bloc (125 seats). Our Ukraine (81 seats) has formally not yet
joined either side.

Cabinet of Ministers:

Prime minister: Viktor Yanukovych

First deputy prime minister and finance minister: Mykola Azarov
Deputy prime minister: Andry Klyuyev

Deputy prime minister: Dmytro Tabachnyk

Deputy prime minister and housing and communal services minister:
Volodymyr Rybak

Key ministers:

Agrarian policy: Yury Melnyk

Defence: Anatoly Hrytsenko

Economy: Volodymyr Makukha

Education & science: Stanislav Nikolayenko
Emergencies: Nestor Shufrych

Foreign affairs: Borys Tarasyuk?

Fuel & energy: Yury Boyko

Industrial policy: Anatoly Holovko

Interior: Vasyl Tsushko

Justice: Oleksandr Lavrynovych

Labor and social policy: Mykhaylo Papiyev
Transport & communications: Mykola Rudkovsky
Chairman of parliament: Oleksandr Moroz
Central bank governor: Volodymyr Stelmakh

1 All information is valid as of February 25, 2007.
2 Although the Parliament dismissed Mr Tarasyuk on December 1, 2006, a Kyiv court subsequently disputed
the legality of his dismissal.
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International relations

Ukraine is a member of a large number of international organizations, amongst
which are the UN, OSCE, CIS, IMF, and EBRD. It has observer status at the WTO,
but is awaiting full membership. In December 2006, the Ukrainian Parliament passed
all the laws required to enter the WTO and according to expectations of Ukrainian
officials, Ukraine may acquire full WTO membership by the end of 2007.
Furthermore, Ukraine’s long-term goal, as emphasized by President Yushchenko, is
to become an EU member state.

Living and working conditions

Visa requirements

Starting from September 2005, Ukraine introduced a free-entrance regime for a
number countries which amidst others include: USA, Canada, Japan, EU nations,
Switzerland, Liechtenstein, Andorra, Vatican, Iceland, Monaco, Norway, San Marino,
Mongolia, Lithuania and the countries of the Commonwealth of Independent States
(except Turkmenistan). Citizens of the these countries’ can now visit Ukraine
without a visa for periods of up to 90 days with a valid passport. Visas are still
required of other categories of travelers including those who intend to study, reside,
or work in Ukraine. Visitors to Ukraine should also note that Ukrainian law requires
them to obtain mandatory health insurance from the state joint-stock insurance
company Ukrinmedstrakh. For more information see the section on Medical
Insurance.

Visas should be obtained prior to arrival to Ukraine?. The main visas available are as
follows:

Tourist visas are issued to foreign citizens whose aims are recreational.

Business visas are issued to foreign citizens who enter Ukraine on business. The
entry visa is usually issued for a term of between 6 to 12 months and entitles the
holder to cross the border without limit during the term of the visa.

A copy of the certificate of registration of the inviting company may also be required.
An employee should obtain a work permit prior to being issued a visa, although in
practice this has not been necessary.

1 The list of countries with free-entrance regime is provided as of the end of February 2007. Please consult
the Ukrainian Embassy at your country before planning your visit.

Travelers who intend to visit Russia from Ukraine must also have a Russian visa.
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Personal visas are issued on the basis of a letter of invitation from a Ukrainian
resident.

Government visas are issued to foreign citizens who work for a foreign government
in Ukraine.

Presently, business visas can be extended in the Kyiv City OVIR (i.e., the
department for visas and registrations). In order to extend a visa in the Kyiv City
OVIR generally the following documents need to be submitted:

e acompleted visa application form

e  two photographs

e acopy of the applicant’'s passport

e acopy of any previous visas

e acopy of the sponsoring company’s certificate of registration

e acopy of the company's certificate of registration with the district OVIR in Kyiv,
e the work permit issued by the State Employment Centre.

Obtaining a work permit

Under Ukrainian law, all foreign citizens should obtain work permits if they intend to
work in Ukraine. Exemptions are only available for foreign employees of
representations of foreign entities in Ukraine, provided they are properly registered
with the Ministry of Economy. Work permits are issued by the State Employment
Centre of the Ministry of Labor. In order to obtain a work permit, the following
documents should be submitted by an employer to the regional (i.e. city, or oblast
employment center):

e an application letter

e acopy of the company's statute and registration certificate notarized by a notary
public

e alist of foreign citizens detailing their name, date of birth, passport number,
profession, gender

e acopy of the draft contract between an employer and individual (or a
secondment agreement)

e adocument permitting an employer to represent the individual’s interests

e copies of educational or professional documents of the individual

e acertificate given by the State Tax Administration,

e adocument evidencing payment of the relevant fee (currently UAH 170, i.e.,
around USD 34).
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Work permits are normally issued for a period of one year. The term of the work
permit may subsequently be extended. It should be noted that severe measures are
envisaged for those who work without proper permits. A foreign citizen who is
employed without a proper work permit can be immediately deported at the cost of
his or her employer. The employer will be also liable to a penalty amounting to UAH
850 (approximately USD 168).

Office and living accommodation
In Kyiv, the approximate office rental rates are currently between USD 35 and USD
60 per sg m per month. Outside the city centre prices are generally lower.

A number of real estate agents specialize in letting apartments to expatriates. As
with office accommodation, prices vary considerably according to location and level
of refurbishment.

Payments and cash

The Hryvnia (UAH) is the official currency of Ukraine. All shops and establishments
accept cash payments in Hryvnia. Similarly, many stores now accept internationally
recognized credit cards. Bureaux de change are found at regular intervals in the
streets where most currencies can be exchanged.

Ukrainian banks work with all types of payment cards and travelers’ cheques,
including Visa, Mastercard, American Express and others. Alternatively, there are
now cash machines (ATM's) dispensing UAH (and in some cases, even euro and
USD). ATM'’s can also be found in post-offices, shops, streets and metro stations.

National holidays

January 1 (New Year); January 7 (Christmas, Orthodox Church calendar); March 8
(International Women's Day); May 1-2 (Labor Day); May 9 (Victory Day); June 28
(Constitution Day); August 24 (Independence Day)
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Chapter 2
Business environment

The Economy: 2005 - 2006 Overview

Ukraine has enormous economic potential. It has a highly educated labor force,
fertile agricultural land and a variety of mineral resources. It borders the European
markets. The economy is based on industry and agriculture, which account for more
than 70 percent of gross domestic product (GDP). Ukraine is the world’s fifth largest
sugar producer, eighth largest steel producer, produces 40 percent of the world’s
manganese ore and is a primary producer of sulphur, titanium and beryllium. The
country is also endowed with a good mineral resource base (coal and iron) and
diversified industries. Metallurgical materials are Ukraine’s main export products.
Energy is by far the most important imported resource. Moreover, a fairly well
developed infrastructure provides a sound basis for future growth.

Since independence Ukraine has increasingly attempted to gain a positive image in
the eyes of the European community, although not always with much success. Its
strategically important geographical location, nearness to Central Europe and the
Black Sea make it economically attractive for Western investors. The way Ukraine
managed to overcome its financial crisis in 1998 proved the country’s relatively
stable financial position and the sound management policy of the National Bank of
Ukraine (NBU). Tactics by the government and the NBU, which turned out to be
effective, allowed Ukraine to control the Hryvnia devaluation and decrease the risk
of bankruptcies.

Ukraine entered 2006 in a gloomy mood and as the year progressed the situation
seemed to be deteriorating. The optimism of the 2004 "orange revolution" gave way
to a difficult economic reality. After Ukrainian voters chose a pro-Western candidate,
spurning the one backed by Moscow, economic and political relations with Russia
deteriorated. The economy slumped in 2005, expanding by just 2.6 percent. The
year started with a nasty energy standoff with Russia, as Ukraine's giant eastern
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neighbor hiked energy prices to market levels. President Viktor Yushchenko and his
reformist government lost popularity. Viktor Yanukovich, the erstwhile Moscow-
backed presidential candidate from the eastern part of the country, was brought in
as the Prime Minister.

However, after nose-diving in 2005, real activity staged a surprise rebound in 2006.
Fiscal policy in 2005-06 reshuffled resources from higher-saving businesses (mainly
by raising tax collections) to lower-saving households (mainly by raising public
pensions and wages), touching off a consumption boom, which has been reinforced
by rapid credit expansion. In 2005, this boom helped to offset the drag on the
economy from marked real currency appreciation, weaker steel exports owing to
intensified third-country competition, higher business-tax collections, and post-
Orange-Revolution reforms, which clamped down on tax loopholes, smuggling, and
corruption. In 20086, robust consumption was matched by stronger export markets,
including resurging steel prices, and more buoyant investment, as reforms began to
bear fruit in attracting higher foreign direct investment (FDI).

Inflation moderated through most of 2006, but has recently climbed back into double
digits, boosted by energy-price pass-through. Notwithstanding booming
consumption, high CPI inflation started to moderate in mid-2005, reflecting slowing
real activity, low import price inflation, and a host of one-off factors, including cuts in
import tariffs and temporary Russian import bans on Ukrainian meat and dairy
products. However, as pass-through of energy import price hikes accelerated in late-
2006, inflation surged back into the double digit range. Domestic price pressures, as
measured by the GDP deflator and labor costs, have remained significant throughout
this period.

Ukraine's steep terms-of-trade gains came to an abrupt halt in 2006. Ukraine's
cumulative terms-of-trade improvement during 2003-05 amounted to

some 20 percent, as skyrocketing prices for steel — Ukraine's main export — offset
sharply higher oil prices. However, amid a dispute with Russia in early 2006, the
price of imported natural gas was hiked by 65 percent. As one of the most
inefficient users of energy among transition economies and as a heavy net energy
importer, this price hike was enough to offset the impact of still higher average
metals prices and a higher fee for transit of gas. As a result, the terms of trade
deteriorated by about 1 percent.
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The current account has switched from large surpluses into deficit, but capital flows
have picked up and international reserves have reached healthy levels. With
domestic demand booming, export volumes slumping, and the terms of trade
reverting, the current account shifted from a surplus of 10.5 percent of GDP in 2004
to a likely deficit of about 1 percent of GDP in 2006. At the same time, capital
inflows, FDI in particular, have been buoyant, reflecting improved perceptions of
Ukraine as an investment location. As a result, foreign exchange reserves have more
than doubled to about 4.5 months of imports and are projected to exceed the level
of short-term external debt at end-2006.

The authorities have proven adept at hitting low fiscal deficit targets, and explicit
public debt has plunged. In 2005, despite a slowing economy and no financing
constraints (privatization receipts reached 5 percent of GDP), the tight general
government cash deficit target of 2.5 percent of GDP was met. Preliminary data for
2006 indicate that the general government cash deficit may have reached only
1.25 percent of GDP, compared the 2006 deficit target of about 3 percent of GDP,
reflecting robust Value Added Tax collections and expenditure restraint. A
combination of strong nominal growth and low deficits is likely to reduce explicit
public debt (including government-guaranteed debt) to a projected 17 percent of
GDP by end-2006, down from over 60 percent in 1999. However, contingent
liabilities remain at a still high 30 percent of GDP, largely reflecting claims from the
so-called lost savings deposits from the early 1990s hyperinflation.

Reflecting a redistributionist shift in fiscal policy, recurrent spending and tax
collections from businesses have both been ratcheted upward. In 2005, average
public wages and pensions were raised by over 50 percent (against an inflation
target of just under 10 percent). As a result, pension spending commitments soared
from 12 percent of GDP in 2004 to about 17 percent in 2005. To finance this
recurrent-spending boom, while reducing the fiscal deficit, the government curtailed
capital spending by some 1.75 percent of GDP and raised tax collections by some

6 percent of GDP, the latter especially through an across-the-board cancellation of
tax breaks for the free economic zones and administrative improvements. The 2006
budget largely preserved the thrust of these policies.

Monetary conditions have continued to adjust passively to the requirements of the
exchange rate peg. Although the National Bank of Ukraine (NBU) has allowed the
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interbank exchange rate to fluctuate within a narrow band of Hrv/US$5.00-5.06, the
exchange rate regime has remained a de facto peg. In this setting, base money
growth has been mostly driven by foreign-exchange interventions and changes in
government deposits at the NBU. During most of 2006, the NBU's reaction implied
an automatic tightening of the monetary stance, partly softened by the NBU
lowering reserve requirements and its main refinancing rate. More recently,
however, monetary conditions have loosened again, reflecting a pickup in foreign
reserve accumulation and drawdown of government deposits.

A long-lasting credit boom has increased the balance-sheet vulnerabilities of banks
and their borrowers. Real credit growth has averaged about 40 percent since 2001.
The corporate sector's debt (two thirds of which is denominated in foreign currency)
now exceeds 50 percent of GDP. Household sector debt, mostly in foreign
exchange, has also surged over the past 18 months, partly driven by banks' fierce
competition for market share. The boom has created substantial credit risk, in
particular indirect foreign-currency risk, since most borrowers are unhedged. It has
also raised banks' foreign exchange liquidity risk as banks have increasingly relied on
foreign funding, much of which is at short maturities. While an influx of foreign
banks since 2004 has improved credit-risk management practices in some parts of
the banking system, recent financial soundness indicators, particularly declining
capital-adequacy ratios, suggest that the sector as a whole remains vulnerable.

Financial markets remain underdeveloped, reflecting history, deficient policies, and
lagging legal frameworks. The government securities market remains illiquid and
shallow with no significant primary issuances between August 2005 and

October 2006. Equities markets also remain illiquid due to the delay in passing a
joint-stock company law that would protect minority shareholders. Domestic
corporate bond issuance has been more buoyant, but starting from a low level. A
key tax barrier to financial sector development, the foreign exchange transactions
tax, has been reduced marginally, but remains in place.
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Table 1. Ukraine: Selected economic and social indicators 2003-2007

2003 2004 2005 2006 2007

Prelim
Real economy (percent change unless indicated otherwise)
Nominal GDP (UAH, billion) 267.3 345.1 424.7 505.4 565.4
Real GDP (year-on-year, percent change) 9.6 121 2.6 6.3 4.3
Domestic demand 1.4 12.3 12.2 9.6 4.7
Net exports (1.8) (0.2) (9.6) (3.6) (0.3)
Unemployment rate (ILO definition, percent)? 9.1 8.6 7.8 7.5 7.5
Consumer prices (period average) 5.2 9.0 135 9.1 12.9
Consumer prices (end of period) 8.2 12.3 10.3 12.5 8.2
Consumer prices excluding energy (end of period) 7.7 11.2 9.4 8.3 8.3
Nominal monthly wages (average) 23.0 27.7 36.5 233 14.9
Real monthly wages (average) 16.9 171 20.3 13.0 1.8
Public finance (percent of GDP)
Cash balance (0.9) (4.4 (2.4) (2.4) (4.1)
Revenue® 35.9 35.0 41.3 43.0 43.2
Expenditure (cash basis) 36.8 395 43.6 454 47.3
Privatization proceeds 1.1 3.1 5.1 0.1 2.0
Net domestic financing (1.2) (0.1) (3.4) 1.7 0.0
Public debt” 30.6 25.5 19.4 16.8 16.2
Money and credit (end of period, percent change)
Base money 30.1 34.1 53.9 18.8 17.2
Broad money 46.5 323 54.4 33.7 30.5
Credit to non-government 63.4 31.2 61.5 64.0 35.3
Balance of payments (percent of GDP)
Current account balance 5.8 10.5 3.1 (1.0) (3.9)
Foreign direct investment 2.8 2.7 9.0 3.8 4.9
Gross reserves (end of period, USD billion) 6.9 9.5 19.4 211 235
Debt service (in percent of exports of goods and services) 6.2 4.6 4.9 5.1 4.6
Goods exports (annual volume change in percent) 14.1 18.2 (5.4) 6.7 7.9
Goods imports (annual volume change in percent) 30.3 13.8 14.6 1.2 6.9
Goods exports 47.4 51.6 42.3 395 374
Goods imports 47.9 45.8 43.6 43.8 44.8
Share of metals in merchandise exports (percent) 35.8 39.0 40.1 38.0 384
Net imports of energy (USD, billion) 5.1 6.0 6.1 7.9 9.5
Exchange rate
Exchange rate regime de facto peg de facto peg
UAH per USD, end of period 5.33 5.31 5.05 5.05
UAH per USD, period average 5.33 5.32 5.12 5.05
Real effective rate (percent change)® (5.7) 2.7 17.0 8.0

Social indicators
Per capita GDP: USD 1,747 (2005); Poverty (percent population): 31.7 (2001; national headcount index)
Life expectancy at birth: 68.2 years (2002); Infant mortality (per 1,000): 16.0 (2002)

Sources: Ukrainian authorities (NBU, Ministry of Finance of Ukraine, State Statistics Committee),; IMF staff
estimates and projections

" Projections in accordance with Ukrainian authorities' policies under the baseline external outlook. Policies include: (i) fixed
exchange rate; (ii) full pass-through of rising energy import prices to industry, but zero pass-through to consumers; (iii) fiscal
deficit target of 2.9 percent of GDP; and (iv) growth in the minimum wage of 12.5 percent.

2 Unemployment rate under International Labor Organization (ILO) definition may differ from the one reported by the State

Statistics Committee

3 From 2003 onwards, based on an accounting treatment that excludes offset-based amortization to Russia that decreases

revenues and increases net external financing (and the budget deficit) by 0.2 percent of GDP relative to previous years.

4 Government and government-guaranteed debt and arrears, plus NBU debt. Excludes debt by state-owned enterprises

5 Period averages; (+) represents real appreciation; based on GDP deflator and NIS trade weights (1999-2001)
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Table 2. Ukraine: General Government Finances 2004-2007"

(UAH, million)

Revenue
Tax revenue
Personal income tax
Enterprise profit tax
Payroll tax
Property tax
VAT
Other taxes on goods and services
Taxes on international trade
Other taxes
Non-tax, capital revenue and grants

Expenditure
Current expenditures
Wages
Goods and services
Subsidies
Transfers
Pensions® ®
Other
Interest
Capital spending
Net lending
Unallocated spending
Overall cash balance (without measures)
Measures (to be identified)

Overall balance (cash basis)
Net change in VAT refund arrears
Net change in energy and utility arrears
Net change in social arrears’
Non-cash property income®

Overall balance (commitment basis)

Financing

External

Domestic

Privatization

Statistical discrepancy

2004

120,944
100,621
13,213
16,162
29,042
2,293
14,808
14,961
5,067
5,276
20,123

136,148
113,689
25,597
19,646
7,468
57,768
41,810
15,958
3,210
20,665
1,102
692
(15,205)
0

(15,205)
0

(174)
(325)
518

(14,188)

14,980
4,738
(327)
10,669
225

2005

175,236
150,301
17,325
23,464
40,071
2,718
33,804
18,580
6,722
7,617
24,935

185,266
166,927
33,294
28,442
9,720
92,159
72,620
19,539
3,312
18,11
228

0
(10,030)
0

(10,030)
642

0
(2,255)
518

(7,899)

10,052
2,729
(14,546)
21,869
(22)

2006
Budget? Proj.
212,931 217,518
181,805 190,122
20,791 23,090
26,260 25,151
46,385 46,865
2,881 2,881
45612 50,247
23,943 22,434
7,632 7,327
8,402 12,126
31,126 27,396
229,040 229,622
206,214 206,727
43,907 43,907
36,476 40,241
14,407 14,548
106,956 104,695
79,477 77,895
27,479 26,800
4,469 3,336
22,083 22,083
743 634

0 178
(16,108)  (12,104)
0 0
(16,108) (12,104)
0 0

0 0

0 2,261

494 494
(15,615) (13,872)
16,108 12,104
3,065 3,064
8,428 8,566
4,615 474

0 0

2

Budget
First
Reading

241,830
217,257
28,789
25,033
59,616
3,200
55,161
23,677
8,455
13,325
24,573

258,492
229,634
46,774
41,047
17,720
119,404
90,310
29,094
4,690
23,337
1,981
3,640
(16,662)
0

(16,662)
0

0

0

503

(16,159)

16,662
5,811
264
10,687
0

2007

Budget?
Second
Reading

250,124
223,186
28,789
27,113
59,616
3,200
57,769
24,927
8,455
13,316
26,938

267,609
237,741
46,774
43,993
22,2567
119,404
90,310
29,094
5,315
27,948
1,785
136
(17,485)
0

(17,485)
0

0

0

503

(16,982)

17,485
5,811
520
11,154
0

Autho-
rities’
Policies®

244,266
217,374
30,609
25,905
57,462
3,006
53,406
24,319
8,260
14,407
26,892

267,609
237,741
46,774
43,993
22,2567
119,404
90,310
29,094
5,315
27,948
1,785
136
(23,343)
6,785

(16,559)
0

0

0

494

(16,065)

16,559
5,325
79
11,154
0

Sources: Ukrainian authorities (NBU, Ministry of Finance of Ukraine, State Statistics Committee)

1 Based on state budget expenditure appropriations, IMF staff macroeconomic and revenue estimates.

2 IMF Staff's estimate of the general government budget based on state budget, social funds, and partial local government

budget data.

3 Authorities' policies (see Table 1, footnote 1) under the baseline external outlook and macroeconomic framework.

4 In 2005, includes UAH 2.3 billion in advanced pension payments paid in December, due in January 2006.
5 In 2004-06, includes pensions on army, interior, emergency services, penitentiary, tax police and security paid directly by the
State budget. Administration of these payments was transferred to the Pension Fund from 2007 onwards.
6 Excludes USD 98 million of non-cash property income paid annually by Russia in exchange for amortization of Ukraine's debt

to Russia.
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Table 2 (continued). Ukraine: General Government Finances 2004-2007"

2004 2005 2006 2007
Budget? Proj. Budget’® Budget’  Autho-
(in percent of GDP) First ~ Second rities’

Reading Reading Policies®

Revenue 35.0 41.3 41.6 43.0 40.7 42.1 43.2
Tax revenue 29.2 354 355 37.6 36.6 37.6 384
Personal income tax 3.8 4.1 4.1 4.6 4.8 4.8 5.4
Enterprise profit tax 4.7 5.5 5.1 5.0 4.2 4.6 4.6
Payroll tax 8.4 9.4 9.1 9.3 10.0 10.0 10.2
Property tax 0.7 0.6 0.6 0.6 0.5 0.5 0.5
VAT 4.3 8.0 8.9 9.9 9.3 9.7 9.4
Other taxes on goods and services 4.3 4.4 4.7 4.4 4.0 4.2 4.3
Taxes on international trade 1.5 1.6 1.5 1.4 1.4 1.4 15
Other taxes 1.5 1.8 1.6 2.4 22 22 25
Non-tax, capital revenue and grants 5.8 5.9 6.1 5.4 4.1 4.5 4.8
Expenditure 39.5 43.6 44.7 45.4 43.5 45.0 47.3
Current expenditures 329 39.3 40.3 40.9 38.7 40.0 42.0
Wages 7.4 7.8 8.6 8.7 7.9 7.9 8.3
Goods and services 5.7 6.7 7.1 8.0 6.9 7.4 7.8
Subsidies 2.2 2.3 2.8 2.9 3.0 3.7 3.9
Transfers 16.7 21.7 20.9 20.7 20.1 20. 211
Pensions® ® 12.1 17.1 15.5 15.4 15.2 15.2 16.0
Other 4.6 4.6 5.4 5.3 4.9 4.9 5.1
Interest 0.9 0.8 0.9 0.7 0.8 0.9 0.9
Capital spending 6.0 4.3 4.3 4.4 3.9 4.7 4.9
Net lending 0.3 0.1 0.1 0.1 0.3 0.3 0.3
Unallocated spending 0.2 0.0 0.0 0.0 0.6 0.0 0.0
Overall cash balance (without measures) (4.4) (2.4 (3.1) (2.4) (2.8) (2.9 (4.1)
Measures (to be identified) 0.0 0.0 0.0 0.0 0.0 0.0 1.2
Overall balance (cash basis) (4.4) (2.4) (3.1 (2.4) (2.8) (2.9) (2.9)
Net change in VAT refund arrears 0.0 0.2 0.0 0.1 0.0 0.0 0.0
Net change in energy and utility arrears (0.1) 0.0 0.0 0.0 0.0 0.0 0.0
Net change in social arrears* (0.1) (0.5) 0.0 0.4 0.0 0.0 0.0
Non-cash property income® 0.2 0.1 0.1 0.1 0.1 0.1 0.1
Overall balance (commitment basis) (4.1) (1.9) (3.0) (2.7) (2.7) (2.9) (2.8)
Financing 4.3 2.4 3.1 2.4 2.8 2.9 2.9
External 1.4 0.6 0.6 0.6 1.0 1.0 0.9
Domestic (0.1) (3.4) 1.6 1.7 0.0 0.1 0.0
Privatization 3.1 5.1 0.9 0.1 1.8 1.9 2.0
Statistical discrepancy 0.1 0.0 0.0 0.0 0.0 0.0 0.0
Nominal GDP (UAH, million) 345,113 424,741 512,300 505,409 594,100 594,100 565,387

Sources: Ukrainian authorities (NBU, Ministry of Finance of Ukraine, State Statistics Committee)

1 Based on state budget expenditure appropriations, IMF staff macroeconomic and revenue estimates.

2 IMF Staff's estimate of the general government budget based on state budget, social funds, and partial local government
budget data.

3 Authorities' policies (see Table 1, footnote 1) under the baseline external outlook and macroeconomic framework.

4 In 2005, includes UAH 2.3 billion in advanced pension payments paid in December, due in January 2006.

5 In 2004-06, includes pensions on army, interior, emergency services, penitentiary, tax police and security paid directly by the
State budget. Administration of these payments was transferred to the Pension Fund from 2007 onwards.

6 Excludes USD 98 million of non-cash property income paid annually by Russia in exchange for amortization of Ukraine's debt
to Russia.
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Table 3. Ukraine: Medium-Term Macroeconomic Framework'

2004 2005 2006 2007 2008 2009 2010 2011 2007-
20117
Authorities’ Policies
Output and prices

Nominal GDP (UAH, billion) 345.1 4248 5054 5654 6289 7004 784.0 8857
Real GDP growth (percent change)  12.1 2.6 6.0 4.3 4.8 4.7 5.0 5.3 26.5
Consumer prices (percent change;

end of period) 12.3 10.3 12.5 8.2 7.3 6.7 6.5 6.2 40.2
Consumer prices excl. energy

(percent change; end of period) 11.2 9.4 8.3 8.3 7.3 6.8 6.5 6.3 40.2
Consumer prices (percent change;

average) 9.0 13.5 9.1 12.9 7.7 7.0 6.6 6.4 47.5

Wages

Minimum wage (UAH per month)  237.0 332.0 400.0 450.0 5050 564.0 631.0 695.0
Nominal monthly wages (average) 27.7 36.5 23.3 14.8 121 1.5 11.4 1.2 77.8
Real monthly wages (average) 171 20.3 13.0 1.7 4.0 4.2 4.5 4.6 20.5

Public finance (percent of GDP)

Cash balance (4.4) (2.4) (2.4) (2.9) (2.5) (2.5) (2.5) (2.5)
Revenue and grants 35.0 41.3 43.0 43.2 41.7 41.2 40.8 39.7
Expenditure and net lending 39.5 43.6 45.4 46.1 44.2 43.7 43.1 42.2

of which: current expenditure 329 39.3 40.9 40.8 39.2 38.7 38.1 37.2
of which: interest payments 0.9 0.8 0.7 0.9 0.7 0.6 0.6 0.6

Commitment balance (4.1) (1.9 (2.7) (2.8) (2.4) (2.5) (2.5) (2.4)

Privatization receipts 3.1 5.1 0.1 2.0 1.5 1.2 0.9 0.9

Net domestic financing (0.1) (3.4) 1.7 0.0 0.4 0.7 0.8 0.7

Net external financing 1.4 0.6 0.6 0.9 0.6 0.7 0.9 0.9
Public debt (end of period)® 255 19.4 16.8 15.5 14.5 14.0 14.2 14.3

Domestic 6.3 4.7 4.6 4.1 4.1 4.4 4.7 4.9
External 19.2 14.7 12.2 1.3 10.3 9.7 9.5 9.4

External sector
Current account balance

(percent of GDP) 10.5 3.1 (1.0) (3.9) (6.6) (8.4) (9.0 (8.5)
Goods exports, value

(percent change) 40.8 4.8 12.9 6.0 4.8 6.3 6.5 7.8
Goods imports, value

(percent change) 23.7 218 21.3 14.3 12.8 10.9 8.5 6.4
Foreign direct investment

(USD, billion) 2.7 9.0 3.8 4.9 4.5 4.4 4.3 4.3
Gross official reserves (period end)

in billions of USD 9.5 19.4 211 235 229 20.3 17.0 14.3

in months of imports of goods

and services 2.7 4.6 4.2 4.2 3.7 3.1 24 1.9

Sources: Ukrainian authorities (NBU, Ministry of Finance of Ukraine, State Statistics Committee)

" Under baseline external outlook and authorities' policies. These are assumed to include: (i) a fixed exchange rate through
2009, followed by a gradually widening exchange rate corridor; (ii) full pass-through of rising energy import prices to industry,
but zero pass-through to consumers; (iii) a general government fiscal deficit of 2.9 percent of GDP in 2007 and 2.5 percent
thereafter; and (iv) annual real wage growth of 5 percent.

2 Percent change for 2007-2011 represent a cumulative percent change.

3 Government and government-guaranteed debt, and NBU debt. Excludes debts by state-owned enterprises.
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Despite turbulent politics, the economy has proven resilient and has become better
balanced. Growth has returned to near trend, and CPI inflation moderated through
most of 2006. Moreover, after several years of large surpluses, the current account
is close to balance, foreign-exchange reserves are at a comfortable level, and the
hryvnia’s previously large margin of undervaluation has narrowed considerably. The
authorities have also shown their mettle in achieving fiscal-deficit targets, and
explicit public debt has fallen to low levels.

However, surging prices for energy have rekindled short-term macroeconomic
tensions, and external prospects are uncertain. Higher prices for energy imports
amount to a negative productivity shock. To their credit, the authorities passed
through energy-import price hikes in 2006, notwithstanding the short-run inflationary
impact. Looking ahead, prices for imported natural gas seem set to continue to
approach Western European levels. At the same time, there are uncertainties
related to prospects for steel prices and capital flows.

According to the IMF staff estimates’, Ukraine also needs to address three longer-
standing challenges. First, and despite measurable progress over the last 1% years,
the country lags in adopting market-friendly institutions, and, as a consequence, falls
far short of reaching its potential income level given available human and real
resources. Second, the present monetary framework, which is anchored by a de
facto peg, is likely to face increasing difficulties in maintaining internal and external
balance given Ukraine's volatile macroeconomic environment. Finally, financial
dollarization remains high, and a long-lasting credit boom and heavy external
borrowing by banks and corporates have created mismatches on banks’ and
borrowers’ balance sheets. This has increased concerns about the banking sector’s
stability, particularly if large adverse shocks should materialize.

A coordinated package of policies is needed to address Ukraine’s short- and long-
term challenges. Allowing continued pass-through of higher energy prices to
consumers, introducing a more flexible exchange rate, tightening income policies,
and restraining monetary and fiscal policies would be the best policy option for
maintaining external and internal balance, regardless of the size and direction of
external shocks. At the same time, the banking sector’s ability to cope with adverse
shocks needs to be strengthened.

1 IMF Country Report No. 07/50, February 2007
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Finally, accelerating structural reforms and reversing the recent shift to a
consumption-oriented budget structure should boost underlying growth.

Against this backdrop, the authorities’ fiscal framework intentions are welcome, but
budget plans for 2007 raise concerns. The new government'’s intentions to target a
general government deficit close to 2% percent of GDP, while reversing the recent
surge in recurrent spending over the medium term, fit policy requirements well. But
the adopted 2007 budget represents a lost opportunity as regards containing
recurrent spending, and it also appears to be based on overly optimistic
macroeconomic assumptions. Moreover, specific undertakings to hike sectoral
subsidies and the intention to reopen, albeit partially, tax breaks in the free
economic zones are not appropriate, particularly as they may turn out to be only first
steps down a slippery slope. The authorities should continue allowing full pass-
through of energy prices in 2007 and beyond to help raise Ukraine’s low energy
efficiency and avoid quasi-fiscal deficits in the energy sector. Social groups
vulnerable to energy price increases can and should be protected using targeted
support.

According to the IMF staff estimates, from several perspectives, a more flexible
exchange rate would be better suited to Ukraine's evolving challenges. It would
facilitate external price adjustment and help improve control of inflation, regardless
of whether external upside or downside risks materialize. And, by withdrawing the
present de facto exchange rate guarantee, it would help stem financial dollarization,
while providing scope for developing hedging markets for foreign-exchange risks.
Thus, preparatory steps taken by the NBU toward introducing inflation targeting are
welcome. However, as a matter of insuring against risks, the authorities should
accelerate the transition to inflation targeting beyond the presently envisaged very
gradual pace. And the government should support the transition by flanking
measures, including by eliminating the foreign-exchange transactions tax and by
pursuing a deficit-financing strategy more focused on developing domestic
securities markets.

Rising balance-sheet vulnerabilities, particularly related to foreign-exchange lending,
call for more proactive regulation and supervision of the banking sector. Given an
unabated domestic credit boom, increasingly driven by household lending, and
heavy external borrowing, the ability of many banks to cope with rising risks may be
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called into question. In this context, the NBU's recent steps to improve regulatory
and supervisory safeguards in the banking sector are welcome. However, over the
medium term, there is a need to better match bank-specific capital requirements
and risk management with bank specific risks. An increase in the minimum capital-
adequacy ratio from 10 to 12 percent would therefore provide an additional
safeguard for banking stability until risk-management practices improve.

Ukraine's difficult investment climate and underdeveloped financial markets are key
binding constraints on Ukraine’'s economic development. Priority steps should
include WTO accession, adopting legislation to strengthen investor rights and
removing legal inconsistencies between laws, reactivating a transparent and fair
privatization process, and reforming the energy sector to boost efficiency and
transparency. Retrograde steps, such as the recent introduction of restrictions on
grain exports, should be reversed.
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Chapter 3
Foreign investment

Foreign investors’ participation

Foreign investors, being either a legal entity or an individual, may generally acquire
up to a 100 percent participation in a Ukrainian business. Virtually no restrictions are
set for the form of the contemplated investment in Ukraine. Capital contributions
can be in cash or in kind (either tangible or intangible assets). However, government
licensing and administrative bodies may restrict the business areas of investment.
Foreign investment in armaments, explosives, and other areas of national interest
are restricted.

Legal regime for foreign investments

Generally, foreign investors, Ukrainian legal entities and individuals are equal in their
rights and obligations. However, the Law of Ukraine “On The Regime Of Foreign
Investment” provides certain guarantees to foreign investments. This Law defines
“foreign investment” as investment by foreign investors in compliance with
Ukrainian law with the aim to gain profit or achieve a social effect. A Ukrainian legal
entity is recognized as a company with foreign investment if it has at least 10
percent foreign ownership in its charter capital (i.e. share capital); no
minimum/maximum foreign capitalization requirements are stated. Registration of
foreign investment with the local authorities is required in order to benefit from the
foreign investment guarantees.

Types of investments
The Law recognizes that foreign investment can take place in a variety of forms,
including:

e formation of a joint-venture company

e acquisition of stock (shares) in existing enterprises

e  buying movable or immovable property

e creation of a company, wholly-owned by a foreign investor

e acquisition of property rights by purchasing securities

e buying the right to use land and concessions to exploit natural resources.
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Foreign investors have the right to invest by using the following forms:

e hard currency

e Ukrainian currency as a re-investment into existing or newly established
enterprises

e any movable or immovable property and property rights connected therewith

e shares, bonds, other securities and other corporate rights

e monetary claims and claims under contracts, valued in hard currency and
guaranteed by first-rank banks

e any intellectual property rights with confirmed estimation in hard currency
according to the laws of the investor’'s country of residence, including
copyrights, trademarks, firm names, know-how, and others, and

e rights in respect of economic activities, including exploration and utilization of
natural resources valued in hard currency and conferred and valued under the
laws of the investor's resident country.

Foreign investment can be performed in the form of a contribution of fixed assets in
return for an ownership interest in the share capital of a Ukrainian company.
Currency transfer can be easily executed whilst the contribution in kind requires that
some special procedures are undertaken by foreign investors. Under current
Ukrainian legislation, foreign investment in kind (i.e. fixed assets) is exempt from
import duties. However, if the investment assets are disposed of within three years
after the date they are recorded in the books of the Ukrainian entity, all applicable
import duties should be paid to the Ukrainian budget.

Guarantees
Some of the guarantees for foreign investors that are set out in Ukrainian legislation
are as follows:

e 10 year grandfathering clause permitting any qualified investor to enjoy
favorable treatment and guarantees contained in the Law in the event of a
subsequent change in legislation

o foreign investment is exempted from nationalization, except for cases of natural
disaster

o foreign investors may seek damages (lost profit and moral damages) resulting
from negligent acts by or failure to perform by the state (if confirmed,
compensation is payable in hard currency)
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e when terminating its activity, an investor has six months to return its
investment in kind or in cash without payment of customs duties, as well as any
profits earned in kind or cash at their real market value, and

e foreign investors are guaranteed unhindered and immediate rights to repatriate
their profits abroad after complying with the withholding tax regulations.

State protection of foreign investment

Ukrainian legislation on foreign investment sets out effective protection for foreign
investment in Ukraine against state confiscation except for cases of national
emergency. Such cases include evacuation / rescue measures in connection with
disasters, accidents or epidemics. Foreign investors are eligible for compensation of
losses caused by government bodies with respect to the above cases.

The year 2005 was characterized by frequent and quite aggressive statements from
Ukrainian officials in respect of the free economic zones and zones with special tax
treatment within Ukraine that resulted in closing all existing economic zones. Such
territories were alleged to be tax loop-holes and many investors were deprived of
the privileges associated with free economic zones.

In 2006, many such privileges were reinstated for prior investments. In addition,
proposals have been submitted to again provide for the creation of specific
economic zones.

Anti-monopoly regulations

In order to protect Ukrainian markets and their participants (suppliers and
consumers) from the negative effects of monopolization and abuse of a dominant
position, the Law of Ukraine “ On the Protection of Economic Competition” of
January 21, 2001 (as amended), requires that an approval be obtained from the
Antimonopoly Committee of Ukraine (AMC) for a transaction if that transaction may
or will lead to an “economic concentration” in a specific segment of the Ukrainian
market. For example, AMC notification and clearance may be required in respect of
mergers, consolidations, acquisitions of shares and incorporation of a new company
involving a foreign investor, if all three provisions of the following threshold test are
met:

e the participants’ (including control relationships) combined assets or turnover
worldwide exceed EURO 12 million for the last financial year

e  each of two participants (including control relationships) has assets or turnover
worldwide exceeding EURO 1 million as of the last day of the financial year, and
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e atleast one participant (including control relationships) undertaking has assets
or turnover in Ukraine exceeding euro 1 million as of the last day of the financial
year.

The anti-monopoly regulations may be subject to rapid changes, and it is very
important to consider the potential application of such regulations on a
merger/acquisition transaction. The complexity of the antimonopoly issues usually
requires the assistance of a professional advisor to ensure compliance with
antimonopoly regulations.
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Chapter 4
Business entities

Legal entities in Ukraine

Under the Soviet system, legal entities were owned by the state and controlled
centrally. As reforms in Ukraine have progressed, these entities have been replaced
by and integrated with various types of market-oriented entities. As a result of
legislation designed to encourage market reform, Ukraine has seen a substantial
growth in the number of newly established legal entities.

Effective January 1, 2004, two new basic legislative acts that significantly amend
the Ukrainian legal system, the system of legal forms of business and legal entities
in Ukraine, have come into force in Ukraine: the Civil Code and the Commercial
Code. Unfortunately, the Civil and Commercial Codes are not uniform in their
approaches to the regulation and resolution of various issues, thus creating potential
for legal uncertainty. Due to the lack of practice in application of the Codes, it is also
not clear how such uncertainties are to be resolved by courts. Nevertheless, the
adoption of the new Codes is a generally positive step in the legal development of
Ukraine, because these Codes are more market-oriented than the previous
legislation.

Joint stock companies

A joint stock company (JSC) is a common form of legal entity used in Ukrainian
business. In general, it resembles a US corporation limited by shares or a British
limited liability company. Shareholders of a JSC are not liable for the company’s
obligations and the risk of personal loss is limited to the value of their shares in the
JSC. The minimum capital of a JSC must be not less than 1,250 minimum monthly
wages as set by Ukrainian legislation. As of March 1, 2007, the minimum monthly
wage equals UAH 400, which implies a minimum capital of UAH 500,000
(approximately USD 99,000 as of March 1, 2007).

Any legal entity(ies) and/or individual(s) can be founders of a JSC. The new
legislation authorizes the creation and existence of a JSC with a single shareholder.
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Subject to one restriction, however: a JSC cannot be founded by a legal entity which
is also a single shareholder company. A JSC should be registered with the Ukrainian
registration authorities (local municipal authorities) to acquire the status of a legal
entity.

The Civil Code creates new net assets/charter capital ratio requirements. If after two
years of a JSC's existence its net assets are less than the charter capital of the JSC,
the charter capital should be decreased accordingly. Moreover, if the net assets are
less than the minimum charter capital for a JSC, the JSC is potentially subject to
liquidation. This provision appears to be rather onerous for JSCs, and may create
difficulties with practical application.

A joint stock company may be either “open” or “closed"”. The shares of an “open”
joint stock company can be distributed by an open subscription and may be traded
on the stock exchange. The shares of a “closed” joint stock company are divided
among the founders or a pre-defined range of recipients and cannot be distributed
by subscription and traded on the stock exchange. A closed joint stock company can
be converted into an open joint stock company by registering its shares in
accordance with the legislation on securities and the stock exchange and amending
its by-laws accordingly.

The principal managing body of a JSC is the general meeting of shareholders, which
has the ultimate authority to resolve any issues arising in the course of the JSC's
business. The executive body that is responsible for the day-to-day management of
a JSC is the board or another managing body specified in the charter of a JSC. The
executive body can be collegiate (board, directorate) or individual (director, director
general). A JSC may also have a supervisory board responsible for monitoring the
activities of the executive body and protection of the rights of shareholders. Any JSC
that has more than 50 shareholders shall have a supervisory board. Finally, a JSC
should have in its corporate structure an audit committee.

Shareholders of an open JSC may alienate their shares freely. The shareholders of a
closed JSC, however, are restricted by the right of first refusal granted by the
Ukrainian Commercial Code to their peer shareholders. The shareholders of an open
JSC also enjoy the pre-emptive right as to newly issued shares of their JSC.

An open JSC should arrange for annual external audits of its financial statements
and file the audited financial reports with the Ukrainian Securities and Exchange
Commission.
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All joint stock companies, including those entirely held by foreign owners, are
Ukrainian legal entities and, therefore, generally enjoy the same rights and
obligations as legal entities without foreign participation. Legal entities having a
foreign participant may enter into agreements, take on legal obligations, acquire
property, and sue and be sued in their own names. Furthermore, these entities may
engage in any commercial activity envisaged by their foundation documents
(charter). Accounting records must be kept in UAH and comply with Ukrainian
National Accounting Standards (NAS), although accounts may also additionally be
compiled according to any applicable international standards.

Limited Liability Companies

The limited liability company (LLC) is possibly the most popular form of corporate
organization in Ukraine. The LLC has similarities to both a US corporation and a US
partnership. It is similar to a corporation in that it is a limited liability company in
which the interest holders are liable only to the extent of their capital contributions.
It is similar to a partnership in that ownership interests are expressed in terms of
contractual rights arising from statutory documents.

There is a lower initial capital requirement of 100 minimum monthly wages in UAH
(UAH 40,000 or approximately USD 7,920 as of March 1, 2007).

Similar to a JSC, an LLC can be created by one or more persons. As with the JSC,
the LLC cannot be founded by a legal entity which is also a single participant
company. According to the Civil Code, if the number of LLC participants exceeds a
statutorily defined limit, an LLC should be converted into a JSC within one year.
However, the effective Ukrainian legislation does not set the maximum number of
participants for an LLC. This number is expected to be set by a long-awaited Law of
Ukraine “On Joint Stock Companies” but it appears that this law is unlikely to be
passed by the Ukrainian Parliament in the near future.

Founders of an LCC should pay 50 percent of the declared charter capital to the
temporary bank account of the LLC prior to the state registration of the company.

The Civil Code creates a new net assets/charter capital ratio requirement. If after
two years of an LLC's existence its net assets are less than the charter capital of the
LLC, the charter capital should be decreased accordingly. Moreover, if the net
assets are less than the minimum charter capital for an LLC, the LLC is potentially
subject to liquidation. This provision appears to be rather onerous for LLCs, and may
create difficulties with practical application.
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An LLC has two governing bodies, being the general meeting of participants and the
directorate (board of directors or single director) and a controlling body — the audit
committee. An external audit is not mandatory for an LLC (except when required by
any of the LLC's participants).

A participant in an LLC may alienate its ownership interest, unless provided
otherwise in the LLC’s charter. The other participants of the LLC have the right of
first refusal which the alienating participant should respect, unless provided
otherwise in the charter of the LLC or agreed by the participants themselves.

LLCs have a slightly simpler registration process than joint stock companies (due to
the absence of issue of shares to be registered with the Ukrainian Securities and
Exchange Commission), and, compared to a JSC, permit simpler procedures as
regards increase of capital and changes in management.

Joint ventures

Joint ventures in Ukraine are generally established in the common corporate forms
of a joint stock company or a limited liability company. Joint ventures enjoy the
status of a Ukrainian legal entity and do not have to comply with any additional
special requirements.

Joint activity without establishment of a legal entity

Ukrainian legislation provides a foreign investor with the right to invest in Ukraine
without creating a legal entity by entering into a joint activity agreement (simple
partnership agreement envisaged by the new Civil Code, joint production or joint co-
operation agreement with Ukrainian partners). Such investment is subject to state
guarantees and should be registered as discussed above. A foreign investor is
granted the right of return of their investment and the right to repatriate the profit
arising from such investment.

Private company

This form of corporate organization appears to be the simplest. A private company
can be created by a single or several individuals or by a legal entity. There is no
charter capital requirement for a private company, and its internal corporate
structure is also not spelled out in detail by Ukrainian legislation. Generally, the legal
status of a private company is not sufficiently defined in Ukrainian legislation which
may create legal uncertainties in the course of a private company’s operation.
However, some investors prefer this form because of its relative simplicity.
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Representative offices of foreign companies in Ukraine

A representative office of a non-resident in Ukraine is the place of the non-resident’s
business activity in the territory of Ukraine. Non-resident legal entities, which carry
out their activities via a representative office in Ukraine, do not have the status of a
legal entity in Ukraine and are subject to the legislation of the country of their
permanent residence. Representative offices undertake accounting and reporting in
accordance with Ukrainian legislation.

The registration of representative offices is carried out by the Ministry of Economy
and European Integration of Ukraine (official Web site: www.me.gov.ua). The
business activities of representative offices are regulated by the relevant Laws of
Ukraine. The foreign investment activities of representative offices are regulated by
Ukraine's legislation on foreign investment. The procedures for the registration of a
representative office of a foreign company in Ukraine are established by the
Instruction of the Ministry of Foreign Trade of January 18, 1996, No. 30 (see
Appendix ).

If a representative office qualifies as a permanent establishment for the purposes of
Ukrainian tax legislation, a representative office will be subject to taxation in Ukraine
as if being independent of its foreign headquarters and will have to be properly
registered as a Ukrainian taxpayer.

Bankruptcy

Bankruptcy cases are initiated exclusively against legal entities and not against
separate structural units such as representative offices, departments or branches.
Under Ukrainian insolvency rules, bankruptcy procedures can be initiated against an
individual, but only if this individual is registered as an entrepreneur. Under Ukrainian
insolvency legislation, bankruptcy is defined as the failure of any legal entity or
individual entrepreneur to meet, within a set period of time (three months), its tax
liabilities and creditors’ claims due to a lack of assets. Another requirement for
bankruptcy proceedings is that the debtor owes debts of no less than 300 minimum
monthly wages in UAH (UAH 120,000 or approximately USD 23,762 as of March 1,
2007).

Bankruptcy proceedings can be initiated by submitting a written claim to the
commercial court. Any creditor (including individuals) may initiate bankruptcy
proceedings when a legal entity or individual entrepreneur fails to meet its
obligations within three months of an appropriate demand. A debtor may apply to
the commercial court at its own initiative if it is insolvent.
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Mergers, liquidation, reorganization

In accordance with Ukrainian legislation the termination of the activity of a company
takes place by means of its reorganization (consolidation, merger, division, or
transformation of corporate form) or liquidation. The termination can be either
voluntary — when the company takes a decision on reorganization or liquidation — or
mandatory — by the decision of a court of law or other duly authorized state authority
in accordance with Ukrainian legislation. Ukrainian legislation also provides for the
compulsory liquidation of a company that is abusing its monopoly position in the
relevant product market. As a result of reorganization, all rights and liabilities of a
company are transferred to its successors.

A company may be terminated:

e by a decision of its highest management body (i.e. general meeting of
shareholders for JSCs or participants’ assembly for LLCs)

e upon expiration of the term for which it was established

e Dby a court decision if the company has become insolvent, and

e Dby a court decision in specific cases set forth in the Ukrainian legislation (e.g.,
failure to notify a change of name, corporate form or legal address to the
registration authorities; recognition of the registration as being void due to
irregularities during the registration procedures, etc.)

The liquidation of a company is conducted by a liquidation committee established by
the company’s owners or an authorized body (e.g., a commercial court). The
liquidation committee assumes the management and control over the company,
prepares the interim liquidation balance sheet, estimates the asset value of the
company, pays the company’s creditors, and prepares the final liquidation balance
sheets which it submits to either the owners or the body that appointed the
liquidation committee.
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Chapter b
Financial services

The banking system.

Banking and currency regulations

The banking system includes the NBU and 190 registered commercial banks of
various classifications. Of these, around 165 are operational, with total statutory
capital in October 2006 amounting to UAH 22 billion (5 percent of GDP) — an
approximate doubling over the past two years. 11 banks are 100 percent foreign-
owned.

Seven domestic institutions control almost half of the sector's total assets. Aside
from around 20 medium-sized banks, the rest of the sector consists of small,
undercapitalized banks. The two largest banks — Raiffeisen Bank Aval and
Privatbank — are private ones established since independence. The two have market
shares of around 10 percent each. The other dominant banks include two state-
owned banks, Ukreximbank and Oshchadbank, as well as three privatized banks —
Prominvestbank, Ukrsibbank and Ukrsotsbank. Foreign investors have a majority
stake in three of the seven main banks.

Foreign banks have been involved in Ukraine since the late 1990s. The earliest to be
involved were Calyon (France, formerly Crédit Lyonnais), Raiffeisenbank (Austria),
ING (Netherlands), Kreditanstalt (Germany) and Citibank (US). Banks from
neighbouring countries, including Alfa Bank and National Reserve Bank (both from
Russia), as well as Kredyt Bank and Pekao (both from Poland), have also entered the
market. However, until recently, foreign involvement in Ukraine's banking sector
was still relatively minimal.

This situation only began changing following legislative amendments introduced in
2005 - as a result of which foreign investors began to target the handful of large
"system" banks in Ukraine. In August 2005 Raiffeisen International (Austria) paid
slightly more than USD 1 billion for a 93.5-percent stake in Aval bank, which
possesses one of the most developed retail banking networks in Ukraine and ranked
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second in the country in terms of total assets. The sales price exceeded the bank’s
own capital by a factor of four. The bank is now called Raiffeisen Bank Aval.

In December 2005 BNP-Paribas (France) purchased 51 percent of Ukrsibbank — the
fifth-largest bank in Ukraine — for a similarly high price in terms of the price/capital
multiplier.

Subsequent sales saw buyers pay at least six times more than the banks' capital,
including the pending purchase by Banca Intesa SpA (Italy) of Ukrsotsbank,
Ukraine's fourth-largest bank; by Credit Agricole SA (France) of Index Bank (a
considerably smaller business) in March 2006; as well as the sale by Raiffeisen
International of its Ukrainian subsidiary, Raiffeisenbank Ukraine, the eighth-largest
local bank, in May 2006 (this was the first instance of a foreign-owned bank in
Ukraine being acquired by another foreign-based buyer). Raiffeisenbank Ukraine was
acquired by OTP Bank (Hungary).

In December 2006 — beginning of 2007, several more banks announced their
intentions to close deals or acquire Ukrainian banks. In particular, Erste Bank
(Austria) has announced plans to open as many as 400 retail branches in the country
over the next three years. The investment strategy calls for outlays of around euro
235 million (USD 311 million), to be made in conjunction with local Prestige Bank, in
which Erste Bank currently holds a 50.5% stake.

On February 14, 2007, a leading Swedish lender Swedbank signed an agreement to
purchase Kiev-based lender TAS Commerzbank, the country’s 13th-largest bank, for
a total price of around USD 1 billion.

Under the terms of the deal, which requires regulatory approval, Swedbank will
purchase a nearly 100-percent stake in TAS Commerzbank for USD 735 million and
has also agreed to a capital injection of USD 50 million. Swedbank has also
committed to investing as much as USD 250 million over the next three years to
expand the bank’s operations.

Taken in whole, Ukraine’s financial sector recorded dynamic growth in recent years,
and the interest of foreign players increased significantly. Financial intermediation is
nevertheless still limited, and all parts of the sector are still underdeveloped. They
generally suffer from insufficient capital, an unsatisfactory legal infrastructure and
limited investment opportunities.
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Exchange controls and currency regulation

In 1992, Ukraine introduced the Karbovanets as its temporary currency. As a result,
Ukraine fell out of the scope of the rouble zone of the former Soviet Union. In
September 1996, in accordance with the provision of the new Ukrainian
Constitution, the Hryvnia replaced the Karbovanets as the official currency. The
Ukrainian Hryvnia (UAH) is the only legal tender within the territory of Ukraine.

The Ukrainian currency control regulations underwent dramatic changes during
1998/99. The National Bank of Ukraine introduced new currency controls as a
temporary anti-crisis measure, which was expected to have some short-term
negative impact on foreign investment in Ukraine. Most of these measures have
since been lifted or relaxed. However, like in many countries worldwide, Ukraine has
strict money laundering regulations in place.

Foreign currency can be purchased for the following main purposes:

e payment to overseas suppliers of goods/works/services

e payment of dividends, interest, royalties abroad

e repayment of a hard currency loan registered with the NBU, and
e purchase of hard currency denominated securities

A Ukrainian entity is required to obtain an individual license from the NBU in respect
of the following transactions:

e establishment of a subsidiary company in another country and transferring
capital to fund its operations

e making investment abroad, including purchasing securities from a non-resident

e opening bank accounts with foreign banks and making placement on such
accounts, and

e purchasing securities of Ukrainian issuers from non-residents, including
acquisition of Ukrainian sovereign bonds.

A Ukrainian legal entity that contracts with a foreign supplier should comply with the
following requirements:

e  Ukrainian legislation sets down a so-called “90-day rule” for payments and
supplies due to Ukrainian companies from their foreign contractual partners.
Pursuant to this rule, goods/works/services imported by Ukrainian entities or
money that is due for goods/services exported from Ukraine, should be actually
delivered/paid to a Ukrainian counterpart within 90 calendar days from the
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payment for foreign goods or actual export of Ukrainian goods abroad. Any
delays in delivery of goods/services or payments in excess of 90 days without
authorization from the NBU may result in penalties for the Ukrainian company
equal to 0.3 percent of the customs value of goods or value of services/amount
due for each day of delay.

e In addition, according to the Regulation of the NBU of December 2003,
payments abroad under certain transactions (supply of services, transfer of
intellectual property rights, redemptions of promissory notes) are also subject to
bank control. A Ukrainian company transferring money under a contract with a
value exceeding euro 100,000 (or its equivalent in another currency) should
receive the conclusion of the State Information Analytical Center for Monitoring
of External Commodity Markets confirming that the contract price corresponds
to market prices. Absent such a conclusion, a Ukrainian company must receive
the consent of the NBU for effecting payments under the contract.

Procedure for Making Foreign Investment in Ukraine

In 2004, the Board of the National Bank of Ukraine adopted Resolution No. 482
which introduced “Regulation on Making Monetary Foreign Investments in Ukraine
and the Divestment of In-Kind Investments to Foreign Investors and the Repatriation
of Profits, Income and other Funds Resulting from Investment Activity in Ukraine”
(the Regulation). The Regulation provides for a number of new rules which should
be complied with by foreign investors. The monetary foreign investment in Ukraine
should be performed only in UAH through the bank account opened with a Ukrainian
bank. The Regulation determines the procedure for making foreign investment in
Ukraine as follows:

o the foreign investor shall open 2 (two) bank accounts in Ukraine (in the local and
foreign currency)

e foreign currency funds in the foreign investor’s account shall be sold at the
inter-bank currency market of Ukraine, and the UAH proceeds of such sale are
to be remitted to the foreign investor’s account in UAH.

The Regulation has been subject to legal challenges and general dissatisfaction

within the investor community, and there is much speculation about possible
modifications.
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Table 4.
Ukraine: Financial Soundness Indicators for the Banking Sector

2002 2003 2004 2005 2006'
(in percent, unless otherwise indicated)

Ownership
Number of banks 157 158 160 165 166
Private 155 156 158 163 164
Domestic 135 137 139 140 132
Foreign 20 19 19 23 32
of which 100% foreign-owned 7 7 7 9 11
State-owned 2 2 2 2 2

Concentration

Share of assets of largest 10 banks 54.1 53.7 53.1 53.8 53.4
Share of assets of largest 25 banks 71.0 71.7 72.0 735 74.0
Number of banks with assets less than USD 150 million 140 132 124 121 111

Capital adequacy
Regulatory capital to risk-weighted assets 18.0 15.2 16.8 15.0 13.9
Capital to total assets 14.7 12.3 131 1.5 1.2

Assets Quality

Credit growth (year-on-year) 47.3 60.8 31.2 61.5 63.5
Credit-to-GDP ratio 19.4 26.6 271 35.6 44.8
Change of credit-to-GDP ratio (percentage points) 4.8 7.3 (2.4) 8.5 1.4
NPLs to total loans® ® 21.9 28.3 30.0 19.6 17.9
NPLs (excluding part of timely serviced substandard loans)* * 8.5 8.9 5.5 4.7
NPLs net of provisions to capital® 66.6 144.6 147.2 110.2 112.8
Specific provisions to total loans 37.0 22.3 211 25.0 246
8.1 6.3 6.3 6.0 5.4
Foreign Exchange-Rate Risk

Loans in foreign currency to total loans 395 39.3 39.2 40.5 45.0
Deposits in foreign currency to total deposits 32.2 335 36.5 34.2 395
Foreign currency loans to foreign currency deposits 139.8 134.7 120.5 133.8 149.3
Total net open positions in foreign currency to regulatory capital 215 17.7 14.7 8.6 8.8
Banks' net foreign assets to capital 2.3 (14.9) (8.3) (57.8) (76.9)

Total foreign currency assets (including loans) to total foreign
currency liabilities (including deposits() 130.4 119.5 110.2 100.4 105.3

Total short-term foreign currency assets (including loans) to
total short-term foreign currency liabilities (including deposits) 132.0 100.0 101.8 69.5 71.4

Liquidity Risk

Liquid assets to total assets 13.5 15.3 16.7 16.4 12.6
Customer deposits to total loans to the economy 87.6 87.1 89.2 88.5 76.2
Long-term assets to long-term liabilities 94.8 108.9 113.1 116.3 129.6
Short-term assets to short-term liabilities 129.7 118.3 117.9 1115 101.2

Sources: National Bank of Ukraine; IMF staff estimates

' As of October 1, 2006.

2 Nonperforming loans (NPLs) are those classified as substandard, doubtful, and loss.

3 Increase in nonperforming loans (NPLs) in 2003 partly due to new classification rules.

* The NBU estimates that as of end-March 2004, 6.2 percent of loans classified as substandard
were being timely serviced.

® About half of the drop in the provision to NPL ratio from end-2002 to end-2003 is due to new
loan classification rules.
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Table 4 (continued).
Ukraine: Financial Soundness Indicators for the Banking Sector

2002 2003 2004 2005 20
(in percent, unless otherwise indicated)
Earnings and Profitability

Return on assets (after tax; end-of-period) 1.2 1.0 1.1 1.3
Return on equity (after tax; end-of-period) 8.0 7.6 8.4 10.4 1
Net interest margin to total assets 6.0 5.8 4.9 4.9
Interest rate spreads (percentage points; end-of-period)
Between loans and deposits in domestic currency 14.9 9.9 9.6 8.3
Between loans and deposits in foreign currency 5.3 4.0 4.2 4.8
Between loans in domestic and foreign currency 10.5 6.9 6.2 4.7
Between deposits in domestic and foreign currency 0.9 1.1 0.8 1.2

Number of banks not complying with banking regulations

Not meeting capital adequacy requirements for Tier | capital 1 1 2 1
Not meeting prudential regulations 16 9 14 3
Not meeting reserve requirements 2 0 11 3

06'

1.7
4.0
5.2

7.2
6.0
3.3
2.1

Sources: National Bank of Ukraine; IMF staff estimates

The banking sector is generally sound. The supervisory framework governing banks
has improved, and the sector recovered relatively quickly from the financial turmoil

sparked by political uncertainty in late 2004. The regulator has tightened capital
requirements and is now backing measures to ensure further consolidation in the
sector. Although capital-adequacy ratios have fallen, they are still above 15%. Net
banking sector assets have risen steadily in recent years, and the ratio of non-
performing loans (NPLs) has fallen sharply.

Demand for financial services will continue to grow rapidly over the medium term,
helped by macroeconomic stability and economic expansion, as well as deepening

confidence in the financial sector. The increase in demand will also reflect an
extremely low base of comparison, as financial intermediation is still low in Ukrain
in comparative terms. Considerable funds are still estimated to be held outside of

e

the banking system, and will continue to enter the banking sector over the medium

term. This will reflect a further increase in confidence, as well as growing interest
the expanding range of banking services available, such as direct deposits and
credit/debit cards. This will help to mitigate the effect of declining deposit interest
rates.

in

The growth in deposits expected over the medium term will help to ensure a rapid

increase in lending from the commercial banks, which is still lower than in the mo

' As of October 1, 2006.
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developed transition economies in central Europe despite several years of rapid
expansion. Both short-term and long-term lending will rise strongly during the
forecast period, albeit at somewhat slower rates than in 2000-2006. The growth in
lending will be attributable to particularly rapid growth in consumer credit, albeit
from a very low base, and better lending possibilities in the corporate sector, as
enterprises' finances improve. It will also reflect a healthier banking sector, with
banks continuing to reduce their exposure to bad loans and increasing their reserves
for provisioning against bad loans. However, stubbornly high real lending rates will
slow the rate of increase somewhat, at least until Ukraine sees greater penetration
by foreign banks.

This trend has begun in earnest over the past year, and is expected to continue over
the medium term, thereby helping to ensure cheaper credit resources; the cost of
borrowing at present still remains prohibitively high for most enterprises, despite the
aggressive interest rate policies of the NBU that have reduced nominal commercial
bank lending rates in recent years.

Even by the end of the decade, Ukraine's financial sector will suffer from an
inadequate legal infrastructure and excessive segmentation. These constraints are
likely to affect all components of the sector. Under-capitalization will also remain a
problem, although measures taken by the authorities will ease this somewhat.
During the first quarter of 2006 the NBU made capital requirements more stringent
and prepared a draft law that will further tighten requirements and thereby
encourage further consolidation in the banking sector. If adopted, the NBU's law
would in effect prevent the emergence of new small banks, particularly the so-called
pocket banks that have been a feature of Ukraine's banking sector since
independence.

Financial markets

Corporate securities (equities and bonds), and government and municipal bonds are
traded in Ukraine. The market for these remains relatively small. All government and
municipal bond trades, as well as the vast majority of corporate bond trades, occur
on the country's main market, the First Stock Trading System (PFTS). Although
trading volumes on the domestic bond market almost doubled in 2006 (90 percent
year-over-year increase), they still remained relatively low. Government bonds worth
just USD 1,672 million were traded in 2006, along with USD 195 million in municipal
bonds and USD 2,362 million in corporate bonds.
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Government bonds, which the Ministry of Finance places through auctions
organized by the NBU, continue to be of comparatively short maturities. The
market's liquidity is reduced by the fact that most of the government's outstanding
bonds are held by the NBU itself. Non-residents, who are not permitted to buy
government bonds of less than one-year maturity, have focused on one of the more
liquid parts of the market, namely that for the government's five-year value-added
tax (VAT) bonds. These were issued in 2004 to securitize UAH 2 billion in VAT
reimbursement arrears. The municipal debt market is constrained by tight
restrictions on municipal borrowing. Until 2002 the market was moribund, in the
wake of the regional financial crisis of the late 1990s (during which the city of
Odessa had defaulted on a municipal bond).

Corporate bonds now account for roughly 70% of the domestic bond market; up
from below 30% two years earlier. This reflects concerted government efforts since
2005 to reduce the stock of outstanding government debt, as well as a doubling in
the corporate bond market in 2005. However, only a portion of the USD 2.7 billion in
outstanding corporate bonds are actually traded, as a majority of Ukrainian bonds are
still placed for reasons such as tax optimization.

Non-pension funds

Ukraine had 54 registered non-state pension funds in the first half of 2006.

However, assets remain very limited, and only around one-quarter of the funds are
attracting pension contributions; many of them are so-called captive funds created to
help enterprises lower their corporate tax payments. Moreover, the vast majority of
accumulated pension money is currently kept in bank deposits, with only a fraction
going to the securities market. For many funds, the extremely limited scale of their
assets in effect precludes investment in securities. Additional constraints come from
slow progress in developing the regulatory infrastructure needed for pension and
mutual funds to operate effectively.

Insurance and other financial services

Ukraine's insurance sector grew rapidly until early 2005, when the volume of
premiums dropped sharply as a result of government measures to clamp down on
tax evasion. These prompted a more than one-third drop in premiums over the
course of 2005 (to UAH 12.7 billion or approximately USD 2.5 billion), which in effect
erased most of the surge in premiums recorded the previous year. Companies had
previously relied heavily on insurance and reinsurance activities to minimize their
taxes and to transfer capital abroad. This had inflated the actual size of the country's
nascent insurance market.
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The government's tighter policies brought a particularly sharp drop in demand for
voluntary property insurance, particularly financial risk insurance. Similarly,
reinsurance activity also fell precipitously, as the government began targeting the
large capital outflows caused by schemes involving foreign re-insurers. Reinsurance
premiums as a percentage of total premiums fell from 60 percent in 2004 to 48
percent in 2005, and far more reinsurance now takes place on the domestic
reinsurance market.

Following the 2005 corrections, the ratio of payments to premiums rose to almost
15 percent in 2005, well above the artificially low ratio of 8 percent recorded in 2004.
The ratio of premiums to GDP was also affected, and is now around 3 percent of
GDP (compared with more than 5 percent in 2004). The new, lower ratio is roughly
in line with central European levels, but still far behind those in the EU.

Only around 10 percent of risks are deemed currently to be insured, and demand for
life insurance remains extremely muted. Even though life insurance premiums rose
from UAH 73 million (USD 14.45 million) in 2003 to UAH 321 million (USD 63.56
million) in 2005, they still accounted for less than 5 percent of all premiums.
Although the introduction of mandatory automobile insurance has increased the
percentage of automobiles insured, a lack of co-ordination with the road police has
constrained growth. Overall, the mandatory insurance market in 2005 remained
small at less than UAH 780 million (USD 154.45 million).

The insurance market in Ukraine remains highly fragmented, with over 400 firms still
in the market. Nevertheless, a high degree of sectoral specialization means that
particular firms maintain a tight hold on certain segments of the market. The top
insurance companies in Ukraine tend to be composites, and do not specialize in any
particular line, apart from life-insurance companies. The state-owned company
Oranta dominated the non-life market until 2000. However, the local Lemma
Insurance Company took over in 2001, and has since been the market leader in
terms of total insurance premiums written. Avantye, Aura, Etalon, Garant, Ostra-Kiev
and Aska are other large players. The major life insurers are Grawe Ukraina, which is
a subsidiary of Grawe (Austria), and ALICO AIG Life, which is a subsidiary of the
American Life Insurance Company (ALICO).
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Foreign involvement in insurance market

The UK and US together account for over half of foreign investment into the
insurance market, with the UK alone accounting for more than one-third. Denmark,
Poland, Austria and Russia are also important investors, together accounting for
almost one-third of total foreign investment in the sector.

Foreign companies involved in the market include: QBE Insurance Group (Australia),
which set up QBE Ukraine in 1998; ALICO, which established the AIG Ukraine
Insurance Company, in addition to ALICO AIG Life; and Rosno (Russia), which is a
joint venture involving Allianz (Germany). Rosno formed a subsidiary, Rosno Ukraine,
in May 2005 and has since taken over two Ukrainian insurance companies, Helios
and Helios Life.

Since the start of 2006 other foreign players have also joined the market. Kazakh
investors have bought a 45 percent share in Oranta, one of the major Ukrainian
insurers, and Generali Vienna Group (Austria) has purchased a majority stake in
Garant Life and Garant Auto. SEB Bank, which is owned by SEB Vilniaus Bankas
(Lithuania), established the SEB Life Ukraine insurance company. Ceska pojistovna
(Czech Republic) opened an affiliate company, and Wiener Stadtische Allgemeine
Versicherung (Austria) purchased existing insurers.
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Chapter 6
Accounting

With effect from January 1, 2001, Ukraine implemented National Accounting
Standards (NAS), which are primarily based on International Financial Reporting
Standards (IFRS), but with a number of differences and omissions.

Background

Since 1991, the newly independent countries took significant steps to develop
market economies. However, this has not been followed by development in their
accounting practices. The nature of the economic system in the Soviet Union
required a different set of accounting principles. Soviet management did not require
all information that market-oriented management requires and in the Soviet Union,
accounting focused on:

e the implementation of production objectives at the calculated cost price

e the preparation of reports in a specific form (monthly, quarterly and annually) for
the authorities to monitor a company’s operations,

e the use of unified systems of accounts, which were intended to provide
statistical information required by the national economy.

Accounting was organized so that reporting to authorities was more important than
the enterprise’s own management information needs. Ukrainian accounting remains
primarily a means for computing tax liabilities.

The principal features of the present Ukrainian accounting system are:

e financial statements, with itemized schedules, are prepared on state approved
forms

e the chief accountant manages the accounting and preparation of financial
statements

e foreign-owned Ukrainian entities must adopt and follow the Ukrainian chart of
accounts and accounting principles (but simultaneously may use their own
system)
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e the accounts must be prepared in compliance with the chart of accounts and
directions for making entries according to NAS

e all “local” accounting material must be in Ukrainian

e  Ukrainian Hryvnia (UAH) is the basic accounting currency unit. Any transactions
denominated in foreign currency must also be recorded separately in UAH
(generally at the rate of exchange ruling on the date of the transaction) for
official accounting and tax purposes

e the financial year of a Ukrainian enterprise is the calendar year.

Manual accounting is some times in use and the system is built around pre-prepared
forms. These printed forms are journal sheets on which individual business
transactions are recorded. In addition, there are memorandum sheets to combine
one or more forms and for subsequent entries into the ledger. With its numerous
forms and summaries, Ukrainian accounting is administratively burdensome and
time consuming from an external observer’s viewpoint. Nevertheless, during the
past five years, the accounting software has been used more extensively.
Accounting software enables completion of the forms and ledgers automatically.

Format of accounts

Previously Ukrainian financial statements focused on the balance sheet. A number
of items were grossed up in the balance sheet. External readers often found this
difficult to understand. The volume of transactions through various equity accounts
in the balance sheet also led to confusion.

The most obvious difference between IFRS and NAS is the calculation of the net
profit or loss. Since calculation of profit or loss occurred primarily through balance
sheet accounts, the Ukrainian income statement constituted merely additional
information appended to the balance sheet. Even with its notes, the income
statement does not contain the detailed information external readers generally
require.

Under NAS, financial statements consist of the balance sheet, income statement
and cash flow statement. These are now more in line with internationally
recognizable formats; however, they are still on pre-printed forms and based on a
specified chart of accounts.
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Accounting principles
The most important Ukrainian accounting principles are:

e accounting is based on historical cost, and cost in the past has been subject to
inflation adjustments

e the accounting directives are aimed at certain uniformity and continuity

e the prescribed form of the accounts is established in National Accounting
Standards

e the form of a transaction, rather than its substance, dictates its accounting

e accounting rules are defined by NAS

Comparison with IFRS

There are still many differences between accounting under NAS and IFRS, although
these are considerably fewer than was previously the case. As both IFRS and NAS
are constantly evolving, we recommend that you consult with your accounting
professional when attempting to understand the differences between IFRS and
NAS.

Audit and filing requirements

With the exception of financial institutions and security issuers, statutory audit
reports are generally not required for Ukrainian companies. Companies must file on
a quarterly basis their commercial financial statements with the Ministry of
Statistics. In addition stock issuers must provide annual reports to the Commission
on Securities and Stock Exchange by the end of September of the year following for
the reporting one.

Qualified statutory auditors can be either an individual with the appropriate
qualification or a company or firm employing registered auditors. Auditors should be
appointed by the director or the key shareholder of the company. They normally
conclude a separate agreement for each set of financial statements audited.

Corporate profit tax declaration (CPT) should be filed quarterly, during 40 calendar
days following the reporting quarter. The CPT report for the financial year to
December 31, must be filed in the same way. In general, reports on Value Added
Tax (VAT) should be filed monthly. Nevertheless, under several conditions a tax
payer is allowed to report on a quarterly basis. The threshold for VAT registration is
USD 60,000 of taxable operations during the preceding twelve calendar months.
Reports to the Social Security Funds (four in total) should be filed quarterly, during
twenty calendar days following the reporting quarter.
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Chapter 7

Labor

The main body of laws covering the Ukrainian labor rules is the Labor Code of
Ukraine ( Labor Code). According to the relevant provisions of the Labor Code, a
Ukrainian employee can conclude only one employment agreement with the same
employer.

The Ukrainian labor legislation is inherited from Soviet times and, therefore, the
emphasis is made on protecting the rights of the employees rather than of the
employers. An illustration is article nine of the Labor Code, which states that the
provisions of the individual employment agreements which worsen the working
conditions of the employees compared to those stipulated by the Ukrainian labor
legislation are considered ineffective in Ukraine.

Under Ukrainian law, all business documentation is required to be made in the
Ukrainian language. Accordingly, for foreign entities it is advisable to ensure that
employment agreements are prepared both in English and Ukrainian. This is
especially important in view of the fact that all disputes under these agreements are
envisaged to be settled in the Ukrainian courts.

Ukrainian legislation introduced in 1991 allows individuals to choose their place of
work and enter into direct employment agreements with employers. Additionally,
Ukrainian foreign investment law allows enterprises with foreign investment to hire
Ukrainian employees and enter into collective agreements or individual employment
agreements.

Employment agreements

The Ukrainian labor legislation provides a typical form of an employment agreement
and provisions to be included in such an agreement, but failure to comply with this
form does not give rise to sanctions. According to Ukrainian legislation, any
enterprise may be required to honor its employees’ requests to conclude a collective
agreement, even if there is no trade union presence at the enterprise.

INVESTMENT IN UKRAINE 53



An employment relationship is subject to labor legislation, internal employer
regulations, the collective agreement with the employer, and direct employment
agreements. An employee is entitled, as a minimum, to the rights and benefits
afforded under Ukrainian labor laws. In addition to these rights, Ukrainian labor
legislation also governs such areas as duration and termination of agreements.

Rights of employees
Ukrainian labor legislation provides certain guarantees to employees, including the
following:

e right to reinstatement in a prior job upon the expiration of the term of an elected
office

e wages for time spent away from work for performing functions of a trade union
officer, appearing in court, voting and fulfilling other state or social
responsibilities

e the right to keep one’s job when on a training program

e wages while hospitalized

e compensation for the depreciation in value of an employee’s tools, when used
for an employer’s work

e  severance payment in certain situations

e certain social benefits: maternity leave, paid holidays and vacation time, and

e minimum pay guidelines.

In addition, the following is provided by the labor legislation:

e the length of a working week is not to exceed 40 hours

e overtime may not exceed four hours during two consecutive days or 120 hours
per year. In practice, many employees of foreign firms work more or less than
the normal working week prescribes, subject to their voluntary individual
agreements with an employer

e In general, employees are entitled to annual leave of 24 calendar days. Some
employees, such as those involved in training, research or investigation may be
entitled to more than 24 days of annual leave.

Women are entitled to paid maternity leave for 70 days prior to, and 56 (sometimes

70) days after, childbirth. A woman will be entitled to partially paid leave until the
child reaches the age of three.
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Employees have the right to organize trade unions and participate in the
management of production. The local committee of the trade union at the enterprise
represents the interests of employees, manages social funds, oversees compliance
with the terms of the collective agreement between enterprises and the local trade
union committee, and participates in resolving labor disputes according to Ukrainian
law.

Labor book

Ukrainian labor legislation requires that a labor book be kept for each employee
working for an enterprise longer than five days. This is a basic document containing
information on the employee’s activities, reasons for dismissal, etc. As the labor
book is a legal requirement, all enterprises are generally required to sign, stamp and
hold such labor books for their employees. In order to hire a Ukrainian citizen, an
employer should generally receive the employee’s labor book, individual taxpayer's
ID (i.e., taxpayer's certificate given by the State Tax Administration to individuals),
and passport.

Duration of agreements

A labor agreement may be concluded for an indefinite period of time, a specific term
which is settled through mutual consent of the parties, or for the time necessary to
perform the work.

Generally, the probation period of an employee may not exceed three months but,
depending on the classification of such a worker, the time may be reduced to one
month. During the probation period, the employee is entitled to all rights and
protection under Ukrainian law. If the employee continues to work after such period
has expired, the employee is considered to no longer be on a probationary status.

Termination of agreements
Grounds for termination of employment under the Ukrainian Labor Code include:

e agreement of the parties

e expiry of the term of the employment agreement

e drafting or enlistment of a manual or office worker into military service

e criminal conviction and incarceration of an employee which prevents the worker
from continuing his work

e the transfer of a worker, with the worker’s consent, to other work, or to another
position
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o refusal of a worker to be transferred to work in another location upon the
employer's relocation

e termination of an employment agreement at the employee’s initiative (as set
forth below)

e termination of a labor agreement at the initiative of an employer.

In general, an employee may terminate an agreement concluded for an indefinite
term by giving a two-week notice in writing. An employment agreement for a
definite term may be terminated by an employee under the following conditions: if
he/she is injured or disabled and unable to perform the required work; management
violates labor legislation, the collective agreement or employment agreement; or if
an employee has other good cause.

In general, an employer may terminate an employment agreement under the
following circumstances: changes in the organization of production and work (e.g.,
dissolution of an enterprise, reduction in personnel; reinstatement of a worker who
previously performed the job; systematic non-fulfillment of work duties without
good cause; absence from work without good reason; and absence from work for
more than four months as a result of a temporary disablement (not including
maternity leave) and unless a longer period of time for retaining the position is
established by applicable legislation in the case of a specific illness, etc.) The
employment contract may specify additional reasons for termination (e.g., disclosure
of confidential information, failure to achieve certain economic indicators, etc.).
Dismissals cannot be discriminatory or arbitrary (e.g., for pregnancy or personal
reasons unrelated to employment).

In addition, an employee must be warned of essential changes in work terms no
less than two months in advance. If the former terms cannot be maintained and the
employee disagrees with the new terms, the labor agreement can be discontinued.
In this case, the employee shall receive severance payment.

Upon being dismissed from a job as a result of redundancy ensuing from changes in
the organization of production and work, the employer shall pay the dismissed
employee a severance payment equal to one monthly salary. If the redundant
employee promptly registers with the state employment service, they will receive
an unemployment allowance from the state.
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An employee can be transferred to a temporary job only based on his/her consent.
No consent, however, is required if such transfer is due to safety reasons (to
prevent accidents or industrial disasters, etc.). The duration of such transfer should
not exceed one month and should not be harmful to an employee’s health.

Compensation Issues

Salaries of employees are determined in accordance with the employment
agreement. Such salaries cannot be lower than the minimum salary set by the
Ukrainian government (UAH 400 or approximately USD 80 as of January 1, 2007)".
The Ukrainian Labor Code provides for additional compensation for overtime,
holidays, as well as night-time work. Salaries must be paid at least once every two
weeks.

! According to the State budget for 2007, the minimum salary is subject to gradual increase
over the year. In particular, it shall equal UAH 420 and UAH 450 as of July 1, 2007, and
December 1, 2007, respectively.
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Chapter 8
Taxation

Corporate residence

Ukrainian corporate income tax law distinguishes between domestic companies and
foreign companies based on their place of incorporation. Domestic companies (i.e.,
those incorporated in Ukraine) are taxed on their world-wide income whilst foreign
companies are subject to corporate income tax on profits from business activities
carried on in Ukraine via a permanent establishment as well as certain other profits
subject to withholding tax (e.g., interest, dividends, etc.) unless exemption is
available under the applicable international tax treaty on the avoidance of double
taxation and tax evasion (refer to Table 5).

Permanent establishment of foreign legal entities

Non-residents engaging in business activities via a Permanent Establishment (PE) in
Ukraine are subject to Ukrainian corporate profits tax. However, there are several
methods of tax treatment for a PE, including the direct method, split balance
method and gross income method. According to the direct method, taxable profit is
determined as gross taxable income (i.e., income of a permanent establishment
received offshore or onshore) less allowable expenses incurred by the permanent
establishment. Such taxable profits are subject to the applicable corporate profits
tax. According to the split balance method, a non-resident should provide the tax
authorities with financial and other data on the company’s activities worldwide and
in Ukraine. On the basis of this data the local tax office apportions some part of the
overall net profit to the Ukrainian operations. Such deemed profit will be subject to
the applicable corporate profit tax liability. According to the gross income method,
taxable profits are considered as the difference between gross income and deemed
gross expenses. Deemed gross expenses are calculated as gross income multiplied
by 0.7. Profit calculated using this method is subject to tax at the (current) rate of 25
percent, and the effective taxation is 7.5 percent of the gross income.
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Taxable base

Taxable profit is determined based on adjusted gross income reduced by tax
deductible costs and tax depreciation. For corporate income tax purposes, adjusted
gross income means gross income (i.e. a company'’s world-wide income) received
(accrued) during the reporting period either in cash, or in kind. Gross income
includes total income from the sale of goods (work, services), fixed assets and
receipt of gratuitous transfers.

Ukraine uses aspects of both accrual and cash methods to record expenses. Income
is recognized at the earlier of the goods or services being supplied or cash being
received (e.g., if there is a prepayment).

Deductions
The existing law generally allows reasonable business expenses as tax deductible,
with the exception of expenses explicitly disallowed or restricted by the law.

The disallowed or restricted expenses include the following:

e 50 percent of fuel for cars and car rental costs (except where the company’s
business is transportation, then such expenses are fully deductible)

e contractual penalties

e expenses associated with warranty repairs (deductibility is restricted to 10
percent of the total price of such goods sold and still under warranty)

e expenses incurred in connection with receptions, celebrations and similar
events held for advertising purposes and connected with business activity
(deductibility is limited to 2 percent of the taxpayer's taxable profit for the
respective period), and

e other expenses not connected with business activity.

Tax rates and payment dates

From January 1, 2004, the corporate income tax rate is 25 percent. Special tax rates
may apply to certain types of income (e.g., income earned from Ukrainian sources
by non-residents not engaged in business activities in Ukraine through a permanent
establishment).

Corporate tax liabilities are self-assessed by taxpayers. Tax is payable on a quarterly

basis. Quarterly tax returns are due within 40 days from the end of the reporting
quarter. For corporate income tax purposes the tax year is the calendar year.
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The Statute of limitations for tax liabilities is generally three years, but this may be
extended in instances of willful tax evasion and/or if a relevant tax return was not
filed. If the tax authorities identify additional liabilities relating to past periods, they
may assess penalties in addition to the liability, and late payment interest may be
accrued on these items if not paid within ten days of assessment.

Payments to related parties

Transactions between related parties should be executed on the basis of “fair
market"” prices, consistent with what would be paid under similar conditions to third
(non-related) parties.

In order to be deductible, expenses should be supported by documentary evidence.
In respect of payments to individuals or entities associated with the taxpayer, the
law explicitly states that the absence of documentary evidence concerning
payments for services rendered can lead to disallowance. In practice, this
requirement becomes particularly important in respect of management fees,
payments under secondment contracts, and other inter-group cost re-allocations.

Payments to non-residents in deemed tax havens

A restriction applies to the deductibility of payments made to non-residents in
deemed tax haven locations. Such payments, provided that they are allowable
deductions, can only be deducted at 85 percent of their total amount. Tax haven
locations are referred to as those that are listed in the relevant resolution of the
Cabinet of Ministers of Ukraine.

Interest

Interest payments on loans required for the taxpayer’s business are deductible. The
Corporate Profit Tax Law of Ukraine restricts the tax deduction available for interest
paid by Ukrainian resident companies to non-resident shareholders or their related
parties. In general terms, this restriction is set at 50 percent of available taxable
profits of a taxpayer, adjusted for any interest received, interest paid and tax
depreciation charges. Interest expense thus disallowed can be carried forward to
subsequent periods indefinitely. Some double taxation treaties may override this
domestic provision, but each case should be examined separately. Also, this
restriction does not apply if the parties are unrelated (e.g., if the loan is provided by
an unrelated financial institution).
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Exemptions
The following are not included in taxable profit:

e capital contributions in return for a share in the equity (i.e., in return for
corporate rights)

e contributions in cash or in kind under joint activity agreements in Ukraine
without creation of a legal entity

e share premium received by a share issuer (the difference between the price of
a share and its nominal value)

e dividends received provided that they were taxed upon distribution in
accordance with the Corporate Profit Tax Law (apart from dividends received
from non-residents).

Foreign tax credit

A tax credit system exists to avoid double taxation of income derived from abroad. A
credit may be allowed for foreign taxes paid up to the amount of the Ukrainian tax
due on such income, provided that there is a tax treaty with the state in which the
tax was paid (and proof of taxes paid can be provided).

Taxation of non-residents: withholding tax

Certain Ukrainian source income of non-resident legal entities is subject to
withholding (repatriation) tax. Ukrainian source income includes the following:
dividends, interest, royalties, rents, lottery winnings (except for those from the state
lottery), real estate sales proceeds, remuneration for certain cultural, entertainment
and sports activities, charitable donations, freight payments, proceeds from sales of
securities and other corporate rights, brokerage fees, commission and agency fees
and certain other income of non-residents. Income received as consideration for
goods provided to a resident is excluded from the definition of Ukrainian-source
income.

In general, the 15 percent withholding tax rate is applied to the majority of Ukrainian-
source income, with the exception of (a) freight income, which is taxed at six
percent, (b) certain insurance-related income, which is taxed either at zero percent
or 15 percent rate depending on the financial criteria of an insurer, (c) income from
advertising services provided in Ukraine (taxed at 20 percent), and (d) interest or
discount income received from certain securities issued by the state that are
exempt from taxation.
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The tax is levied on the so-called repatriation of income (hence, it is often referred to
as the “repatriation tax"”). The resident Ukrainian payer of such income is required to
withhold and remit to the state the amount of the tax before the actual payment to a
non-resident is made. The applicable withholding rate for dividends, interest and
royalties is usually reduced by the double tax treaties entered into by Ukraine.
Ukraine has declared that it will honor the obligations under the treaties of the
former U.S.S.R to the extent that they do not contradict the Ukrainian Constitution
and effective legislation. At present, Ukraine has effective tax treaties with the
countries shown below:

Table 4. Ukraine:
Withholding tax rates for treaty countries on income paid in Ukraine

Recipient residing in: Withholding tax rates
Dividends Interests Royalties

Algeria 5 (25)'/15 10 10
Armenia 5(25)15 10 0
Austria 5(10)/10 2/5 0/5
Azerbaijan 10 10 10
Belarus 15 10 15
Belgium 5 (20)/15 2/5 0/5
Brazil 10 (25)/15 15 no more than 15
Bulgaria 5 (25)/15 10 10
Canada 5 (20/15 10 0/10
China 5 (25)/10 10 0/10
Croatia 5 (25)/10 10 10
Cyprus 0 0 0
Czech Republic 5 (25)/15 5 10
Denmark 5 (25)/15 0/10 0/10
Egypt 12 12 12
Estonia 5 (25)/15 0/10 10
Finland 5 (20)/15 5/10 0/5/10
France 5(20/15 2/10 0/10
Georgia 5 (25)/10 10 10
Germany 5 (20)/10 2/5 0/5
Greece 5 (25)/10 10 10
Hungary 5 (25)/15 10 5
India 10 (25)/15 10 10
Indonesia 10 (20)/15 10 10
Iran 10 10 10
Israel 5 (25)/10/15 5/10 no more than 10
Italy 5 (20)/15 10 7
Japan 15 10 0/10
Kazakhstan 5 (25)/15 10 10

! Indicates the minimum share of ownership (in percent) that grants an actual dividend owner
the right to apply the tax rate indicated prior to parenthesis. Numbers divided by “/" indicate
that different tax rates may be applied depending on terms and conditions specified. In
addition, Ukraine has concluded double tax treaties that have not yet been ratified (treaties with
Luxemburg, Israel, and Malta) or are not yet in force (Cuba).
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Recipient residing in:

Korea
Kyrgyzstan
Latvia
Lebanon
Lithuania
Macedonia
Malaysia
Moldova
Mongolia
Netherlands
Norway
Poland
Portugal
Republic of South Africa
Romania
Russia
Slovakia
Spain
Sweden
Switzerland
Syria
Tajikistan
Thailand
Turkey
Turkmenistan
United Arab Emirates
United Kingdom
USA
Uzbekistan
Vietnam
Yugoslavia

Withholding tax rates

Dividends Interests
5/156 5

5 (50)/15 10
5 (25)/15 10
5 (20)/15 10
5 (25)/15 10
5 (25)/15 10
15 15

5 (25)/15 10
0 0

5 (20)/15 2/10
5/15 0/10

5 (25)/15 10
0/10/15 0/10

5 (20)/15 10
10 (25)/15 10
5/156 10

10 10

18 0

5 (20)/10 10
5 (20)/15 0/10
10 10

0/10 0/10

10 (25)/15 10/15
10 (25)/15 10
10 10

5 (10)/5 0/3

5 (20)/10 0
5 (20)/15 0
10 10

10 10

5/10 10

Royalties

5

10
10
10
10
10
10/15
10
0
0/10
5/10
10
0/10

10/15
10
10
5/0
0/10
0/10

0/10

Group/consolidated tax returns and loss relief
Group/consolidated tax returns are allowed for resident taxpayers and their branches
or other units without legal entity status. There is no group relief for losses and
profits of separate Ukrainian legal entities. An application to switch to payment of
tax on a consolidated basis should be filed before the new reporting year. The
detailed procedures for paying consolidated tax are established by the State Tax

Administration of Ukraine.

Theoretically, resident taxpayers are allowed to carry losses forward without any
time limitations, but, in practice, the Annual State Budget Laws tend to impose

timing restrictions on use of these items. The carry-forward can be started

subsequent to the year in which such losses occur.
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Dividends

Dividends distributed to Ukrainian legal entities or individuals are taxed in the form of
advance payments of profits tax. An advance payment is made by a taxpayer who
distributes dividends (i.e., currently a 25 percent tax applies for the full amount of
dividends declared for distribution, which means that the tax is withheld at source).
This tax is paid prior to or at the moment of distribution of dividends and can be
offset against the taxpayer’s liability arising in the reporting period in which the tax is
paid. A recipient of dividends is generally free from tax obligations on the received
dividends, and, if further criteria are met permitting it to qualify as a holding
company, additional dividend distribution is not subject to advance payment of
profits tax.

Value added tax

The VAT law provides for the uniform treatment of both production and
merchandizing entities: under the VAT law, VAT due to the State is assessed as the
difference between VAT collected from customers and VAT paid to suppliers.

All turnover from the sale of goods and services in Ukraine is within the scope of the
tax (but subject to specific exemptions or exclusions as noted below), as well as
imports of goods and services (again, subject to certain exemptions or exclusions).

VAT rates
The law distinguishes between the following major types of transactions which are:

e subject to VAT and are taxed at the standard rate of 20 percent. This applies to
all goods and services apart from the exceptions set out below

e subject to zero-rate VAT. The list of transactions primarily includes: sales of
goods outside Ukraine (export of goods)

e non-VATable transactions, such as: transfer of property for leasing from
Ukrainian lessor to a lessee and its return to the lessor on the termination of the
lease; rent payments under financial leases; insurance and reinsurance
transactions, social and pension insurance; most banking services, etc., and

e VAT-exempt transactions: export of certain services; education services; artistic
and cultural services; healthcare services; certain mass media services;
privatization services, etc.
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Registration for VAT purposes

In general, VAT is payable by an entity with a volume of VATable transactions in
excess of UAH 300,000 which currently is approximately USD 59,405) for any
preceding 12 months of operation and an importer of goods, services or works.

VAT registration is compulsory for all Ukrainian companies and individuals who
qualify as VAT payers. A voluntary registration as a VAT payer is also possible under
the current legislation. Foreign legal entities engaged in production or other
commercial activity in the territory of Ukraine are considered to be VAT payers and
are required to register for VAT purposes. Foreign legal entities registered as VAT
payers are required to collect and remit VAT to the budget in the same manner as
Ukrainian enterprises.

Foreign companies terminating their activities in Ukraine are obliged to file a final tax
return with the relevant tax authorities.

VAT recovery

Under Ukrainian law, VAT is recoverable provided that the goods (works, services)
are meant for business purposes. VAT incurred on business expenses may normally
be recovered as a credit against output VAT or as a refund, with the exceptions of
VAT on inputs corresponding to exempt supplies.

There is no clear or effective mechanism for a VAT refund to foreign entities that are
not registered as VAT payers in Ukraine. Also, currently it is a significant issue that
the government rarely provides cash refunds for VAT credits.

Usually the reporting period for VAT is monthly. In certain limited cases, a taxpayer
can at its discretion use either monthly or quarterly reporting periods for the future
calendar year. If a taxpayer chooses a quarterly reporting period, they are obliged to
inform the tax authority of this approach one month prior to the new calendar year.

For VAT payers whose reporting period is one month, VAT returns are required to be
filed no later than the twentieth day of the subsequent month. For those VAT payers
whose reporting period is quarterly, VAT returns are required to be filed within forty
days of the end of that quarter.
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Under VAT legislation, all VAT-liable transactions must be properly documented with
tax invoices. The VAT law provides for an explicit list of items to be included in a tax
invoice, including the selling price, VAT amount, registration number of the taxpayer,
etc.

To be treated as tax credit (i.e., deductible from VAT), VAT paid to suppliers should
be supported with appropriate tax invoices. Tax invoices can only be issued by
entities (individuals) registered as tax payers for VAT purposes.

Late payment interest
Interest is charged on late VAT payments at the rate of 120 percent of the National
Bank of Ukraine prime rate (currently 8.5 percent per annum).
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Chapter 9
Taxation of individuals

Individuals are subject to personal income tax in Ukraine. The current Personal
Income Tax Law (PIT Law) came into force on January 1, 2004. The good news for
taxpayers is, undoubtedly, the replacement of the progressive tax rates, which often
reached 40 percent of gross personal income, with a low flat rate (15 percent
effective from January 1, 2007). However, there are certain exceptions to the

15 percent tax rate, and lower as well as higher tax rates (30 percent from January
1, 2007) may be applied to certain types of income.

The PIT Law also introduces substantial changes in taxation of foreign individuals
who receive Ukrainian sourced income. To start with, the concept of determination
of tax residency incorporated in the Law is now similar to that of most double
taxation conventions drafted on the basis of the OECD Model Tax Convention.
Specifically, unlike the prior legislation, which linked the taxable status of a foreign
individual only with his/her physical presence in Ukraine during more than 182 days
in a calendar year, the PIT Law lays down a number of other conditions (i.e.,
domicile, center of vital interests, citizenship, etc.) under which a foreign individual
may be treated as a tax resident in Ukraine.

For those foreign individuals who are deemed to have a non-resident status, the PIT
Law contains less advantageous provisions. Based on the PIT Law, it appears that
income paid to such individuals by non-residents (i.e. either legal entities or
individuals) should be taxed at double the resident tax rate (i.e., at 30 percent from
January 1, 2007).

Amongst other important features of the PIT Law is incorporation of the concept of
a tax deduction (called “tax credit” in the PIT Law), i.e., the possibility to deduct
certain expenses (e.g., for education, medical treatment, donations, payment of
insurance premiums, and interest under housing mortgage loans, etc.) from the
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individual's gross income. In addition, interest on an individual’s deposits will be
taxed at 5 percent (from January 1, 2009); dividends and royalties are taxed at 15
percent from January 1, 2007.

The PIT Law also introduces rules on the taxation of transactions with real property,
movable property, taxation of gifts and inheritance taxation, and taxation of lease
income.

Payroll taxes

An employer, whether a Ukrainian business entity or a permanent establishment of
a foreign entity, is generally required to make monthly contributions to the State
Pension Fund, Employment Fund, Disease Security Fund and Accident Insurance
Fund.

The statutory payments are made in one lump sum for all employees and are
calculated as a percentage of the employees’ cumulative gross monthly salary as
follows:

e  Pension Fund contributions — 33.2 percent
e Employment Fund contributions — 1.3 percent
e Disease Security Fund contributions — 1.5 percent

Additionally, an employer is obliged to withhold from an employee’s salary the
following (the rates are applied to the gross salary):

e  State Pension Fund contribution - 0.5 to 2.0 percent1
e  Employment Fund contributions - 0.5 percent
e Disease Security Fund contributions - 0.5 percent

The taxable base for the employer’s and employee’s contributions to social funds
(except for pension contributions) is currently capped at UAH 7,875 (approximately
USD 1,559) per month. For salaries exceeding UAH 7,875 per month deductions and
contributions are based on UAH 7,875 rather than on the actual gross amount.

These payments must be made by an employer directly to the relevant authorities at
the same time or before payment of the salary.

' 0.5 percent tax rate applies to salaries not exceeding UAH 525 whereas 2.0 percent tax rate
applies to salaries exceeding this threshold.
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Chapter 10
Other taxes and charges

Excise duty

Excise duty is an indirect tax on luxury and monopolized goods (products), which is
included in the price of those goods (products). Business entities producing or
importing excisable goods (products) are required to pay excise duty.

The list of excisable goods currently includes alcoholic beverages, tobacco and
tobacco products, imported cars, tires, fuel, and jewellery.

The amounts of excise levied on transport vehicles depend on their engine capacity.
Excise duties are not levied when excisable goods are exported for foreign currency.

Customs duties
In addition to excise tax (if applicable), the following customs duties are payable by
an importer on importation of goods into Ukraine:

e customs fees at the rate of two percent of the customs value of the good but
no more than USD 1,000 (for goods whose customs value exceeds USD 1,000)

e customs duty in accordance with the Unified Customs Tariff

e under Ukrainian law, there may be reduced rates of customs duties applied
depending on the country of manufacturing or origin

e the reduced duty rates generally apply to goods manufactured in countries that
have signed trade agreements with Ukraine for most-favored nation status.

Tax on owners of motor vehicles

Legal entities and individuals who own motor vehicles registered in Ukraine pay this
tax. The tax rate depends on the power output of the vehicle’'s engine, but is
generally immaterial.
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State duty

State duty is levied on legal entities as well as on individuals for the issue of certain
documents by specified authorities (i.e. notaries, state authorities). The rate of duty
varies depending on the deed executed.

Hop and vine-growing tax

Legal entities that are wholesalers and retailers of alcoholic beverages and beer are
required to pay this tax. The amount of the tax is one percent of the revenues from
the sale of such products.

Geological tax
Payers of this tax are subsoil users which extract minerals in the territory of Ukraine.
The rate of this tax depends on the type of minerals extracted.

Payment for the use of natural resources

There are certain payments for the use of natural resources (e.g., water use, forest
use, wild animal use, etc.). Entities that use these natural resources are required to
make such payments that are rather immaterial.

Rent payments

Entities that conduct business activities connected with gas and oil extraction in the
territory of Ukraine are required to make rent payments. Entities that transport either
oil or gas by pipeline in the territory of Ukraine should also pay rent payments
specified in the effective legislation.

Land tax
Land tax is paid by owners or users of land. The rate depends on the nature and
location of the land and is paid monthly.

Local taxes and duties

There are certain rather immaterial local taxes and duties in Ukraine, the principal
ones being the advertising tax and the municipal tax.
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Chapter 11
Intellectual property rights

Background

The system of intellectual property protection in Ukraine has developed greatly since
independence. The system is primarily based on the principles and general rules
established by the major international treaties on intellectual property to which
Ukraine is a party. To the extent that these duly ratified international treaties conflict
with Ukrainian legislation, the provisions of the treaties prevail.

The international treaties to which Ukraine is a party and that form basis for the
international system of intellectual property protection include the following:

e the Paris Convention for Protection of Industrial Property of 1883 (the Paris
Convention)

e the Berne Convention for Protection of Literary and Artistic Works of 1886 (the
Berne Convention)

e the Madrid Agreement on International Registration of Marks of 1891

e the Universal Copyright Convention of 1952

e the Nice Agreement on Classification of Goods and Services for the Purposes of
Registration Marks of 1957 as amended in 1979

e International Convention for Protection of Performers, Producers of
Phonograms and Broadcasting Organizations (the Rome Convention) of 1961

e the Convention Establishing the World Intellectual Property Organization (WIPO)
of 1967

e the Patent Cooperation Treaty of 1970

e the Geneva Convention for Protection of Producers and Phonograms Against
Unauthorized Duplication of their Phonograms of 1971

e Nairobi Treaty on Protection of the Olympic Symbol of 1981
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e the Protocol Relating to the Madrid Agreement on International Registration of
Marks of 1989

e the WIPO Copyright Treaty of 1996, and

e the 1977 Budapest Treaty on the International Recognition of the Deposit of
Micro-organisms for the Purposes of Patent Procedure.

Ukraine's legislation on intellectual property protection is comprised of laws and
numerous governmental regulations. The principal laws are as follows:

e the Law of Ukraine “On Protection of Rights to Inventions and Utility Models”
of December 15, 1993

e the Law of Ukraine “On Protection of rights to Marks for Goods and Services”
of December 15, 1993

e the Law of Ukraine “On Protection of Rights on Industrial Designs” of
December 15, 1993

e the Law of Ukraine “On Copyright and Neighboring Rights” of July 11, 2001

e the Law of Ukraine “On Protection of Plant Varieties” of April 21, 1993

e the Law of Ukraine “On Protection of Rights in Layouts of Integrated Circuits”
of November 5, 1997

e the Law of Ukraine “On Protection of Rights to Appellations of Origin”.

Certain laws that are not explicitly linked to intellectual property rights per se may
also contain provisions on protection of intellectual property rights (i.e., Criminal
Code, Administrative Code, the Law of Ukraine “On Protection Against Unfair
Competition”, etc.)

Ukraine has taken several important steps aimed at enhancing its intellectual
property rights protection system, harmonizing it with the EU and WTO intellectual
property protection standards and avoiding accusations by various intellectual
property organizations and governments that its policies to combat intellectual
property piracy, especially in the area of compact disc production and distribution,
are ineffective.

Copyright and neighboring rights

Ukrainian Copyright Law sets down a non-exclusive list of works by authors to
which copyrights protection is extended. For example, verbal and written literary
works, dramatic works, musical works, architectural, audiovisual and photographic
works, computed software and databases, as well as other literary, artistic and
scientific works are protected under Ukrainian Copyright Law.
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In general, copyright protection is provided to:

e citizens of Ukraine, individuals, who are not Ukrainian citizens but have a
permanent residence in Ukraine, and legal entities that have a place of business
in Ukraine irrespective of the country where the work was originally made
public or the country where the work is in fact located

e individuals and legal entities irrespective of their nationality, permanent
residency or place of business provided that the work is first made public in
Ukraine or, if not made public, is in fact located in Ukraine

e individuals and legal entities irrespective of their nationality, permanent
residency or place of business whose work is first made public outside Ukraine
but subsequently made public within thirty days in Ukraine

e individuals and legal entities irrespective of their nationality, residence or place
of business whose work are protected in accordance with international treaties
to which Ukraine is a party.

Ukrainian Copyright Law recognizes two types of rights inherent in copyright: moral
rights and economic rights. The moral rights that belong to an author include:

e the right to demand recognition of his/her authorship

e to prohibit revealing the author’s name during public performances of the work
is he or she wishes to remain anonymous

e to use pseudonym instead of the author’s real name

e to demand respect for the integrity of the work and to prevent any deformation,
distortion, alteration or other derogation of the work that may be the author’s
reputation and dignity.

Moral rights belong to the author independently of economic rights and may not be
transferred to others or inherent by the author’s heir and are permanently protected.

Contrary to moral rights, economic rights provide:

e an exclusive right to use a work
e an exclusive right to allow or to forbid the usage of the work by other persons.

Economic rights may be transferred or licensed by the copyright owner to another
individual or entity. Upon such transfer, a transferee becomes the owner of the
copyright or neighboring rights, and upon any licensing, the licensee obtains such
rights of use as are provided in the license agreement, which may be exclusive or
non-exclusive.
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Under the Copyright Law, if a person creates a work during an employment
agreement, he/she is considered to be the author of such a work and shall have
moral rights to the work. However, the exclusive economic rights to the work
created by an employee belong to an employer, unless otherwise provided in an
employment agreement. An employee shall nevertheless be entitled to
remuneration for the creation and use of a work with the amount of such
consideration being set down in an employment agreement. These provisions are
addressed by the new Civil Code that gives economic rights to a work created by an
employee in the course of employment to both the employee and employer, unless
otherwise stated by an employment agreement.

Trademark protection

Under the Trademarks Law, legal protection is granted to any mark for goods or
services not contravening the public interest of principles of humanity
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Appendix |
Procedure for registration of a

representative office

Foreign legal entities that intend to start a representative office in the territory of
Ukraine should submit the following documents to the Ministry of Economy of
Ukraine:

1. An application letter addressed to the Ministry of Economy of Ukraine for
registration of a representative office. The application, printed on the official
letterhead of the company, should contain the following information:

e the official name of the company

e the name of the country where the head office operates

e its legal and postal addresses (if they differ), telephone and fax numbers

e the name of the city where the representative office is planned to be started
with indication of its future address and the number of any planned branches
within Ukraine

e in case offices are planned to be opened in other cities in Ukraine, these cities
should be indicated

e the number of employees of the company

e the date of incorporation of the company

e the legal status of the company

e the name of the bank where the company has its account and the account'’s
number

e information about the types of the company's activities

e the number of foreign citizens to be employed in the representative office (not
more than three persons)

e the reasons for establishment of a representative office and the scope of its
activities and information about business contacts with Ukrainian partners.
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2. A power of attorney issued in accordance with the law of the country of the
company's residence, authorizing a specific person to perform representative
functions in Ukraine with an indication of the powers/authorities granted to the
representative (including authorization to open bank accounts of the
representative office with Ukrainian banks).

3. Extract from the trade or banking register of the country where the company is
resident attesting to its registration (including the date of registration and
registration number of the company).

4. Letter of good standing from the bank in which the company maintains its official
account with identification of the account number.

5. Articles of incorporation of the company.
6. If different, the by-laws of the company.

7. A copy of the resolution of the company’s management to open a representative
office in Ukraine and to appoint a representative.

These documents should be notarized at the place of issue, duly apostilled (or
legalized at the Consulate of Ukraine in the country of residence of the company),
and translated into Ukrainian with translation attested by the notary (if translation
into Ukrainian is done outside Ukraine, the stamp and signature of a
translator/notary-translator should be attested). All these documents should be
submitted to the Ministry of Economy of Ukraine within six months of the date of
their issue.

The state registration fee is currently USD 2,500 and is to be transferred upon
acceptance of the application for registration of a representative office by the

Ministry of Economy of Ukraine.

Upon registration of a representative office with the Ministry of Economy, the
representative office receives a certificate confirming its registration.
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Appendix |l
Procedure for opening a bank account

The procedures for opening a bank account are relatively straightforward under
Ukrainian law. In general, the list of documents may vary depending on the form of
ownership; however, the following documents are required to open a bank account:

e  application form in prescribed format

e notarized copy of the company’s statutory documents and relevant corporate
approvals

e cards with sample signatures of the person(s) in charge of the account, attested
by the notary

e notarized copy of the company’s registration certificate

e notarized copies certifying registration with the District Tax Administration,
Accident Insurance Fund, and Pension Fund.

For some businesses (i.e., representative offices of foreign entities) a legalized
power of attorney authorizing the specific person(s) to operate the bank accounts is
required.
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Appendix Il

Brief list of important agencies

President of Ukraine
11, Bankova vul., Kyiv
Tel.: +38 (044) 291 5333
www.president.gov.ua

Government institutions
Parliament of Ukraine

5, Hrushevskoho vul., Kyiv
Tel.: +38 (044) 291 7840
www.rada.gov.ua

Cabinet of Ministers of Ukraine
2, Hrushevskoho vul., Kyiv
Tel.: +38 (044) 253 1663
www.kmu.gov.ua

National Bank of Ukraine
9, Instytutska vul., Kyiv
Tel.: +38 (044) 253 0180
www.bank.gov.ua

Ministries

Ministry of Economy of Ukraine
12/2, Hrushevskoho vul., Kyiv
Tel.: +38 (044) 253 9394
WWW.Mme.gov.ua

Ministry of Finance

12/2, Hrushevskoho vul., Kyiv
Tel.: +38 (044) 253 4517
www.minfin.gov.ua

Ministry of Foreign Affairs

1, Mykhaylivska Ploscha, Kyiv
Tel.: +38 (044) 226 33 79
www.mfa.gov.ua

Ministry of Justice of Ukraine
13, Horodetskoho vul., Kyiv
Tel.: +38 (044) 278 3723
Www.minjust.gov.ua
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Ukrainian Parliament Commissioner
for Human Rights

21/8, Instytutska vul.,

Kyiv, 01008

Tel.: +38 (044) 253 2203
www.ombudsman.kiev.ua

Courts

Supreme Court of Ukraine
4, P. Orlyka vul., Kyiv
Tel.: +38 (044) 253 3313
WWWw.scourt.gov.ua

Kyiv City Court
15 Volodymyrska vul., Kyiv
Tel.: +38 (044) 278 25 14

Customs Institutions

Ukrainian State Customs Services
Department

11, Dehtyarivska, Kyiv

Tel.: +38 (044) 247 2706
WWW.customs.gov.ua

Kyiv Regional Customs Departments
8 Lepse blvd, Kyiv
Tel.: +38 (044) 457 9677
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State Property Fund of Ukraine
18/9 Kutuzova vul., Kyiv,

Tel.: +38 (044) 284-40-82
www.spfu.gov.ua

State Statistics Committee
3, Shota Rustaveli vul., Kyiv
Fax: +38 (044) 235-37-39
www.ukrstat.gov.ua

International Institutions
International Monetary Fund

24/7, Institutska vul., office 6, Kyiv
Tel.: +38 (044) 247 7003

Fax: +38 (044) 247 7005

Representation United Nations
1, Klovsky Uzviz, Kyiv

Tel.: +38 (044) 293 9363

Fax: +38 (044) 293 2607
www.un.kiev.ua

European Bank for Reconstruction and
Development

27/23 Sofiyivska vul, Kyiv 01001

Tel.: +38 (044) 464 0132

Fax: +38 (044) 464 0813



Tax Administration
Head-office of the State Tax
Administration

8, Lvivska Ploscha., Kyiv
Tel.: +38 (044) 272 4520
wWww.sta.gov.ua

Kyiv Tax Administration
2, Sofiyivska vul., Kyiv
Tel.: +38 (044) 226 3384
www.kyivsta.gov.ua

Delegation of the European
Commission

to Ukraine

10 Kruhlo-Universytetska St.,
01024 Kyiv, Ukraine

Tel.: +380 (44) 462—-00-10
Fax : +380 (44) 230-23-90
www.delukr.cec.eu.int
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Appendix IV
List of acronyms and abbreviations

used in the text

AMC Antimonopoly Committee of Ukraine

CPI Consumer Price Index

EU European Union

FISIM Financial Intermediation Services Indirectly Measured
GDDS General Data Dissemination System

GDP Gross Domestic Product

IFRS International Financial Reporting Standards

IMF International Monetary Fund

NAS Ukrainian National Accounting Standards

NBU National Bank of Ukraine

NPISH Non-profit Institutions Serving Households

OVIR Department for visas and registration

PCA Partnership and Co-operation Agreement between the European
PE Permanent Establishment

SPF State Property Fund of Ukraine

PPI Producer Price Index

SDDS IMF Special Data Dissemination Standards

SWIFT Society for Worldwide Interbank Financial Telecommunications
UAH Ukrainian Hryvnia (national currency of Ukraine)

UNO United Nations Organization

usSb Dollar of the United States of America

VAT Value Added Tax

WIPO World Intellectual Property Organization

WTO World Trade Organization
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