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The end-product of the research on the subject ‘Foreign Investments in Ukraine:
Venture Factors and the Ways of Their Diminution” will be in the form of an academic
report adjusted to different categories of users, i.e. representatives of Ukrainian legidative
and executive bodies, internationd financid inditutions, domestic and foreign consulting
agencies (both governmenta and non-governmentd) that provide legd and other advice to
the Government of Ukraine, foreign investors (both individuals and legd entities active in
Ukraine), lawyers, teachers, sudents, non-governmental organisations, etc.

The end-product will be structured in the same way as the Find Report and will
cover the following main aspects.

outlining mgor factors that deter foreign companies and individuas from investing
into Ukrainian economy (investment risks, or venture factors), their andysis and
uggestions asto their mitigation;

andyss of legd remedies as aman ingrument for mitigating invesment risks. The
end-product will mainly tackle domestic investment laws and bilateral agreements
on the promotion and mutua protection of foreign investment between Ukraine
and other foreign states as far as these legd systems reflect the specificity of the
regulation of invesment activities in Ukraine and play a mgor role in the
improvement of the investment dimeate;

coverage of the specific agpects of investment activities in Ukraine that present
the biggest problem to foreign investors: taxation issues, activity in free economic
zones, relations with Ukrainian governmentd authorities, etc.

The end-product will be supplemented with visud ads both in English and Ukrainian
(e.g. schemes, tables and presentation materias) that would make it possble to use the
report during seminars, conferences, and presentations. Such demonstration materials would
help people having a very common understanding of the problems touched to fully grasp the
ideas and concepts covered by the report.

Initidly, the end-product will be prepared in English, but in a few weeks after its
delivery to NATO it will be avalablein Ukrainian.



The research on the subject ‘Foreign Investments in Ukraine: Venture Factors and
the Ways of Their Diminution’ has been undertaken under a full financial support of
the North Atlantic Treaty Organisation, through the 1997/1999 Research Fellowship.

FOREWORD

Since Ukraine gained its independence in 1991 it chose and has been congtantly
following the path of the democratic development and reforms.

Ukraine s openness for fundamentad democratic vadues is firmly dated in its firs
independent legidative act, the Declaration of the State Sovereignty of Ukraine enacted by
Ukraine's Parliament (Verkhovna Rada) on 16™ July, 1990, Ukraine then il being a part
of the Soviet Union. In particular, the Declaration has on behaf of al Ukrainian people
expressed Ukrane's intention to build up a democratic society, to protect in al ways
possible human rights and freedoms, to procure politica, economic, socia and spiritud
development of Ukrain€'s people, and to develop alegd state’.

The provisons st forth in the Declaration were further enforced by the Act of the
Declaration of Ukraing's Independence adopted on 24™ August, 1991 that has become a
benchmark of Ukrain€ s independence and a precedent for al other Soviet Republics.

The peaceful way of gaining independence, the deep higtoricd roots of Ukrane's
gatehood, as well as a lawful and democratic nature of the first legidative acts enacted by
the newly created state were, probably, the mgor factors that led more than a hundred
foreign nations to recognise Ukraine' s independence shortly after it had been proclaimed.

The world's leading economies welcomed the emergence of a new democracy-
oriented European nation with a vast teritory, 52-million population, rich naturd,
manufacturing, and labour resources, and, most important, with untouched, and, thus, so far
unlimited, market expanson and investment opportunities.

Though many reservations were made with respect to Ukraine' s being for decades a
part of the Soviet system, as well asiits heavy dependence upon, and close ties with Russa,
the optimigtic expectations about Ukraine prevailed, especidly, when political and economic
reformsin new East European democracies brought first positive results.

! Prava ludyny. Mizhnarodni dogovory Ukrainy, declaratsii, dokumenty/ Uporyad. Y u.K. Kachurenko.
- 2-evyd. - Kyiv. - Yurinform, 1992,



For Ukrane, it meant a that time sgnificant amounts of technicd and financid
assstance from Western countries to support Ukraine during a trangition period, presence
of foreign experts and consultants exploring various aspects of the country’s potentid, first
atempts of investing into Ukrain€'s economy and occupying numerous free niches a the
Ukrainian market. Of course, dl this, and the promises of a more close partnership and
increased assistance, were made in return to a number of certain commitments from the part
of the Ukrainian Government, the commitments to be fulfilled in due time.

Generdly, the Western countries required the Ukrainian Government to adapt the
country’s politicd and economic sysem to a new democratic and market-oriented
environment for the purpose of Ukraing s gradud integration into a globa economic system
and internationa markets. In broad context, it involved:

carrying out political, economic and socid reforms

building-up the democratic ate and the open society

trangition to a market economy

developing stable laws adapted to a new political and economic environment
incorporation of progressive internationa practicesin variousfieds of activities.

From Polish, Czech and Hungarian experience of trangtion, the Western economic
community saw that this process would, as arule, take along time, but some steps were to
be performed in a quick and expedite manner to enable foreigners to penetrate to the
Ukrainian market and gtart investing into it a the initid stage of the trandtion. Such steps
usudly involved legal and other types of guarantees on the part of the Ukrainian Government
to protect foreign invetments in a volaile and rgpidly changing Ukrainian economic
environmen.

Basicdly, Ukraine has agreed to provide the globa community with the above
mentioned guarantees, and started the process of reforms in a number of spheres that
drengthened its pogtions in an internationa arena and enhanced the trust of the globa
community towards Ukrane. Many multinationals and private investors associated thelr
plans with Ukraine, and lots of them came here to do business and gain profits from their
investment activity.

In dmogt ten years since gaining its independence, Ukrainian market is ill the most
atractive invesment target in the region, but the investment history and statigtics show that
the amounts invested so far into Ukrainian economy are not sufficient to cover even the
country’s minimum demand of capita injections. According to Ukrainian satistics, as at 1%
January 1998, the tota amount of foreign investment into Ukrainian market through the
whole period of Ukrain€'s independence made USD 2,053 hillion, while the country’s
declared demand in foreign investment makes USD 40 billion for the next ten years”. By 1%
January 1999, the above figure increased by approximately USD 727 million and made
USD 2,78 hillior?.

2 Window on Ukraine, obzor ekonomicheskoy situatsii. - No. 30 (703), 12" March, 1998.
% The information provided by the Ministry of Statistics of Ukraine.



In my research, | have made an attempt to investigate the reasons for investors
reluctance to invest into Ukrainian indudtry, i.e. mgor venture factors (investment risks) that
deter the foreigners from investing into Ukraine, and the problems exiging in Ukrainian
economic and legd systems that should be tackled in order to improve investment climate in
Ukraine. | have aso made an analysis of Ukrainian investment and investment-related laws,
Ukraine's bilatera invesment agreements with other countries, as well as enforcement
mechanisms implemented in Ukraine to protect the rights and property of foreign investors.



GENERAL CHARACTERISTICS OF VENTURE FACTORS
(INVESTMENT RISKS) IN UKRAINE

1 Definition of investment risks

The investment risks are usudly defined as palitical, economic and legd factors that
could deprive the investors of their benefits, or profits resulting from ther activity in the
recipient country.

2 Investment risksin Ukraine

In generd, Ukraine possesses a strong potentid for attracting essentiad amounts of
foreign investments due to its advantageous geographical location, large market with
numerous free ‘niches, rich naturd resources, powerful manufacturing base, chegp and
well-educated labour force, and other important factors.

However, the amounts of foreign invesment in Ukraine remain a a very low keve
and are inadequate to facilitate the country’ s vigorous economic development.

Such a gdituation has been caused by a number of factors that not only defer the

investment processes in Ukraine, but aso affect its general economic development. These
factors are described below.

21  Legidation instability

Thisrisk is consdered to exert the most sgnificant influence on the amounts
of capita inflow to the country. In the Ukrainian context, it will be andysed more
thoroughly in the following sections.
2.2  Palitical volatility

Though not o unpredictable as in Russa, the voldile palitica environment
deteriorates the investment climate in Ukraine.



As aresult of the parliamentary eection that took place in March 1998, the
largest number of seats in the newly formed Parliament (123 out of 435) were taken
by the members of the Communist Party. Taking into account the fact that the
Speker of the Parliament, Alexander Tkachenko, is a member of a left-wing
Peasants Party of Ukraine, and the Socidist Party of Ukraine jointly with the
above mentioned Peasants Party support the policy of the Communist Party of
Ukraine, the leftist bloc within the Parliament is the most powerful one that has an
impact on the overdl dtate policy. As aresult of a strong pro-Communist influence
within the Parliament, scarce market-oriented reforms Ukraine managed to achieve
during the years of its independence are now under the threat, and the possibility of
any radicad reforms in the nearest future is quite doubtful because of a strong and
large-scd e antireformist movement.

The aforementioned tendencies have further enforced pessmist fedings
among foreign investors as to the feashility of Ukraing's trangtion to a market
economy which was aggravated by the consegquences of economic crigs in Asa
and, later, in Russa

However, according to the independent foreign experts, disagreements
arisng in Ukraine around poalitical, or economic issues, or other matters of generd
concern, are usudly settled without resorting to violence. The peaceful nature of al
political transdformations in Ukraine mitigates the risk of violation of investors' rights
guaranteed by Ukrainian laws (in particular, the risk of expropriation of foreign
capitd) and makes Ukraine by far more dtractive for foreign investors than Russig,
with its strong dependence on violent methods in solving the country’s internd
problems.

The future strategy of Ukraine' s economic development depends greatly on
the results of the forthcoming Presidentid eection to be held in October 1999. The
confrontation between the Parliament and the President has been very tough during
the recent years, and a strong figure of the President supported by centrist forcesis
likely to become a bdance againg the pressure of the pro-Communist mgority in
the Parliament and to revive the reformsin the Ukrainian society and economy.

2.3  Tough fiscal policy and unfavor able economic environment

Before Ukraine' s investment issues are consdered in this context, it should
be noted that the risk of the ingtability of the governmental fiscd policy, and, as a
result, the crestion of the investment environment that does not attract, but, rather,
deters foreign investors from coming to the Ukrainian market is substantidly the
most complex one and consds of severd dements. Smultaneoudy, these dements
form an integrate group, one of them often resulting from the other, and require a
comprehensive and ba anced gpproach when examining them.



Inflation. The inflation in Ukrane leads to the indability of
Ukraine's nationd currency - gryvna (UAH). Having introduced gryvna in
September 1996, Ukraine' s government and the central bank - the National
Bank of Ukraine - managed to preserve the UAH:USD exchange rate
dability for over two years (the gryvnadollar exchange rate was
goproximady 2:1 over the whole period, with little fluctuation). This
remarkable achievement of the Ukrainian government was strengthened by a
0% inflation in August 1997 that brought around much optimism about
Ukraine among foreign investors.

However, the Adan and Russan financid crigs showed the
vulnerability of the Ukrainian economy and led to the gryvna devauation by
more than two times (currently the UAH:USD exchange rate amounts to
gpproximately four gryvnato one U.S. Dallar).

Hindered privatisation. The privatisaion process in Ukraine
darted in 1992, and the date agency responsible for carrying it out - the
State Property Fund - was established. In the course of privatisation, over
55.000 dae-owned enterprises were privatised through different
prlvatlsatlon forms®, induding:

preferentiad sde of shares to the management and employees of the
privatised enterprise;
sde of shares a public auctions and Ukrainian Stock Exchange for
compensation certificates (tradable securities introduced in 1996 as
ingruments for compensation to the Ukrainian citizens for the losses
inflicted to them by the devaduation of their savings with banks resulting
from hyperinflation which Ukraine had suffered from for a number of
years);
sde of shares for non-transferable privatisation certificates that have been
issued to each Ukrainian citizen and can be either exchanged for shares
a aspecid auction, or directly invested into companies,

shares sold for cash a commercia tenders where the winner is a bidder
who offers the highest price for the shares; and

shares sold a&  non-commercia tenders where the sdlection is in most
cases based on the investment commitments provided by the bidders.

The foreign investors can participate in al above mentioned forms of
privatisation, except for preferentid sale and operations with privatisation
certificates due to their specific nature, which means that equd treatment is
provided in this repect to both foreigners and nationas. In spite of this, it is
worth mentioning that few blocks of shares are sold for cash, with
preferentia saes prevailing through Ukrainian enterprises.

* The information provided by the Ministry of Statistics of Ukraine as at January 1, 1999.



Foregn invesors active in Ukrane have consdered the
participation in the privatisation of state-owned enterprises in Ukraine as a
promising and profit-making busness and many of them 4ill do, however,
there is a dominant feding that the privatisation process in Ukraine is
impeded in many ways to the extent that an active foreign participation in the
acquisition of Ukrain€'s dtate property will not be consdered until radica
changes are made in the current sate of affairs.

Fra of dl, foreign investors complan that the Ukranian
Government has exempted a grest number of date enterprises which
present attractive targets for investment from the privatisation. This includes
so-called «enterprises of a strategic importance», mostly, in energy sector,
the privatisation of which was banned by the Parliament. Even in case an
enterprise that presents any interest in terms of investment is put for sde, it is
practicaly impossible for an investor to purchase a strategic block of shares
because in most cases the state-owned stake with the enterprise remains at
arate of 25%t+1 share that alows the state to block any decisions adopted
by other shareholders. Such a practice is extremey discouraging for
potentiad investors because it deprives them of any managerid or voting
powers and provides no efficient mechanisms to protect their vested
interests.

The above Stuation is aso aggravated by a number of other factors
that maeke inveding into Ukrainian market economicaly unprofitable
excessvely high prices for shares, too large share packages offered for sde,
Onerous investment commitments, etc.

There is dso much lament about insufficiency and poor qudity of the
information available on the enterprises that are put for sde. This could,
however, be explained by the overdl deficiency of accounting and reporting
system used in Ukraine which has been inherited by the country from the
Soviet planning economy and, therefore, is quite archaic and has few things
in common with its internationdly gpplied andogues. Ukrainian enterprises
have officidly tranderred to Internationa Accounting Standards darting
from 1% January 1999, however, the information that is publicly available on
the objects under privatisation is il quite obscure and intransparent.

In this respect, the possbility of involving internationa advisory
sarvices should be consgdered which would not only make the due diligence
at Ukrainian enterprises more speedy and efficient, but would aso cregte
additiond incentives for foreign investors thinking of investing into Ukrainian
market.

Another reason for the investors reluctance to participate in the
privatisation of Ukrainian enterprises in various indudtries is high extent of
corruption and bureaucracy within - Ukrain€s governmenta  and



adminidrative gpparatus. It is mainly caused by the reminiscences of the
former Soviet practices when the state dominated al spheres of human
activities and the governmental officids had dmog unlimited powers.
Besides, employment with a governmentd agency usudly infers low sdaries
and arears making bribery and other unlawful ways of lobbying one's
interests a common phenomenon in the Ukrainian society.

As far as further development of privatisation process in Ukraine is
concerned, the Government’s privatisation strategy has been outlined in the
State Privatisation Program for 1999 adopted by the Decree of the
President of Ukraine on 24" February 1999°.

Gengdly, it has much in common with the Privatisation Programs
for 1998 and 1997, though some modifications were inserted into it.

The Privatisation program declares the attracting of funds for the
development, sructurd rebuilding of the economy and enhancing the
investors interest with respect to Ukrainian enterprises at internationa
markets among itstop priorities.

As diginguished from the privatisation programs for the previous
years, the 1999 Privatisation Program envisages the introduction of new
privatisation procedures involving exclusvely sde for cash. This step reflects
the findization of privatisation through the preferentid  and certificate sales
and creates more equa and fair conditions for the participation of foreign
investorsin the privatisation of Ukrainian enterprises.

The 1999 Privatisation Program aso enforces the right of foreign
investors to the information on the privatised enterprises specifying that the
information on the terms and conditions of holding open tenders with the
paticipation of foregn investors shdl be published in the informationa
bulletins of the State privatisation agencies, as well asin the centra and loca
press not later than 50 calendar days prior to the date of holding such a
tender.

However, the Program contains a materid redtriction as to the
privatisation of land by foreign investors. According to its provisons, foreign
legd entities, citizens of foreign daes internationd organisaions and
asociaions with participation of foreign legd entities of individuas, as well
as the enterprises fully owned by foreign investors can own the land on the
bass of along-term lease only, while the nationds of Ukraine can privatise
the land granted to them for the purpose of congruction together with the
object being congructed. The ban on privatisng the land by foreign

® Dekret Presydenta Ukrainy «Pro Derzhavny programy pryvatyzatsii na 1999 rik» (Decree of the
President of Ukraine «On the State Privatization Program for 1999») No. 209/99 dated 24.02.1999.



investorsis quite discouraging since it creates ared threet to the owners of
property built on the state-owned plot of land in away that such a property
could be eadly nationalised by the state through taking away the land.

High taxes and excessive powers granted to tax authorities.
The taxes in Ukraine are high and the taxation system is overloaded with a
great number of different taxes, more and more being introduced with

agonishing frequency.

The Law of Ukraine «On Foreign Investment Treatment»®, a major
lawv regulating foreign investment process in Ukraine, provides nationd
trestment to foreign investors which means that the latter enjoy the same
rights and privileges as nationa investors do, and no additiona benefits are
granted to them, the same applied to tax holidays. However, such benefits
can be granted to a foreign investor in case it is envisaged by the relevant
internationa agreement signed between Ukraine and the investor’s country.
In some cases, a preferentid treatment can be established for particular legd
entities if they are carrying out investment projects with attracting foreign
invesment under the Sate priority industries development programs.

Before the Law «On Foreign Investment Treatment» had been
enacted, the enterprises with foreign investments had a five-year profit tax
holiday, depending upon the amount of investment, in accordance with the
Decree of the Cabinet of Ministers of Ukraine «On Foreign Investment
Treatment»’ that was regulating invesment activities in Ukraine in 1993
1996.

As will be seen from the above, the satus of foreign investors in
Ukraine has worsened which couldn’t but cause the outflow of investment
from the country.

The gtuation is further aggravated by excessively broad powers
granted to the tax authorities in view of the frequent evason of taxes by
Ukrainian enterprises that, paradoxicaly, results from a heavy tax burden
the enterprises are suffering from. Usudly, carrying out most activities a the
‘black’ market and tax avoidance is the only way for the enterprise to
survive under the severe pressure of taxation.

A number of regulations have been adopted by the Presdent of
Ukraine, the Cabinet of Minigters, the Tax Agency and other executive
bodies that not only creste an unfavourable environment for busness

& Zakon Ukrainy «Pro rezhym inozemnogo investyvannya» (the Law of Ukraine «On Foreign Investment
Treatment») No. 93/96 dated 19 March 1996.

" Dekret Kabinety Ministriv Ukrainy «Pro rezhym inozemnogo investyvannya» (the Decree of the
Cabinet of Ministers of Ukraine «On Foreign Investment Treatment») No. 55-93 dated 20 May 1993.



development, but dso violate fundamentd rights and freedoms guaranteed
by Ukrainian laws.

Thus, the regulation was introduced dlowing the tax agencies to
write off in an indisputable extrgudicid manner the funds from the accounts
of the enterprises that have falled to pay dl the taxes to the Sate budget in
time. Such a practice entrenches the principle of the inviolahility of private
property consdered to be the main dement of a market economy and
guaranteed by the Condtitution of Ukraine. Moreover, the gpplication of this
procedure has shown that the results achieved by means of it are opposite
to the expected ones: the taxes are till undercollected, the enterprises try
not to accumulate funds at their banking accounts and, insteed, resort more
frequently to barter transactions, and that causes the outflow of capital from
the country.

Another regulation adopted by the Chief Tax Adminigration of
Ukraine in August 1998 requires Ukrainian commercid banks to submit to
tax authorities upon their request the information on the operations
peformed a ther customers accounts, thus conflicting with the superior
Law of Ukraine «On Banks and Banking Activity» that says. «All bank
employees are obliged to keep secrecy with respect to the operations,
accounts and deposits of the bank’s customers and correspondents»
(Article 52)%. This requirement undermining the very princple of the
presumption of innocence caused a broad negative resonance in business
cirdes sgnce it made legd entities epecidly vulnerable towards  the
interference of tax authorities into al spheres of ther activities, and forced
many of them to switch to operations beyond the banking system, i.e.
«shadow economy».

Ukrainian tax authorities are aso entitled by the Resolution of the
Cabinet of Ministers of Ukraine® to use so-caled ‘indirect methods for
identifying the amount of operations subject to value-added tax. Such
‘indirect methods mainly involve unlawful and arbitrary mechanisms for
reveding presumably undisclosed earnings, for example, defining the amount
of the vaue-added tax by means of comparing the activities of the taxpayer
with anadogous activities of other taxpayers, or identifying the incongstency
of the standard of life of entrepreneurs, and the members of their families,
with the profits declared by them, etc. By legaising ‘indirect methods the
Cabinet of Minigers of Ukraine has violated the underlying principles of a
legd date, including the presumption of innocence. Besdes, ‘indirect
methods alow tax authorities to write-off the funds from the accounts of the

8 Zakon Ukrainy «Pro banky ta Bankivsky diyalnist» (the Law of Ukraine «On Banks and Banking
Activity») enacted by the Resolution of Verkhovna Rada of Ukraine No. 873-12 of 20.03.91.

® The Resolution of the Cabinet of Ministers of Ukraine «On the approval of the Procedure of
Application of Indirect Methods for Identifying the Amounts of VAT taxable operations» No. 1997

dated 18.12.98.



enterprises in an extrgudicia manner, without bringing the case to a court of
arbitration which is aso agross violation of fundamental legal rules'®.

It is worth saying that dl these negative practices and abuses were
litigated in the Supreme Court of Arbitration of Ukraine, however, the
rulings are pending so far and the outcome of the confrontation between the
Ukrainian enterprises and tax agenciesis il unpredictable.

In addition to the mgor investment risks that explain the foreigners unwillingnessto
invest into Ukraine, one could aso name a number of less important, but <till discouraging
factors. Among them are;

- the underdeveloped socid and transportation network, including low-quaity
sarvices, poor sate of Ukrainian roads, ill-functioning infrastructure;
- lack of good hotels. A satisfying hotel accommodation could be found in Kiev and
some other large cities only, though they dso need sufficient renovation and
improvement of hotel service. There are plenty of old buildings in the centre of Kiev
that could be recongtructed to five-star hotels and bring dgnificant income, but
recongtruction works have been suspended due to the lack of finance and
disagreement between investors and local authorities.

few people spesking foreign languages which incurs additional expenses for
trandation services,
- lack of certainty in the irrevershility and success of reforms among foreign
investors.

As it could be seen from the given aove andyss of investment risks in Ukraine,
most deterrent factors for foreign investment could be iminated by carrying out a complex
st of measuresin dl spheres of investors activity which would require Sgnificant efforts and
agreed policy from al legiddive, executive and judicid authorities.

3 Rdations with inter national financial ingitutions

Asdde from the influence of investment risks on the amounts of foreign invesment
coming to Ukraine, such amounts have aways been highly dependent upon Ukraine's
relaions with globd financid and lending ingtitutions, such as Internationa Monetary Fund,
the European Bank for Reconstruction and Development, and the World Bank.

The Internationd Monetary Fund assists Ukraine by providing lending support under
Extended Fund Facility (EFF) subject to Ukrain€'s commitments to carry out economic
reforms, including, inter alia, T-bills converson, speeding-up privatization processes and
making them more transparent, market deregulation, etc. As of 3¢ May 1999, Ukraine was

19 By the time of the completion of this Report, the above mentioned Resol ution was suspended by the
Resolution of the Cabinet of Ministers of Ukraine «On the Suspension of the Effect of the Resolution
adopted by the Cabinet of Ministers of Ukraine No. 1997 dated 18.12.98» dated 01.06.99.



granted USD 485 miillion within EFF framework™, with IMF's commitment to grant an
overdl amount of USD 2.6 hillion within next three years.

So far, the Internationa Monetary Fund has expressed no satisfaction with the
reforms carried out by Ukraine which usudly add up to promises of reforms from the part of
the Ukrainian Government, with no actua achievements that could revive the country’s
economic development. This means that, in order for Ukraine to get further financid
assistance, Ukraine has to persuade IMF and other internationd financid indtitutions of the
irreversibility and enlargement of reform processes.

The European Bank for Reconstruction and Development and the World Bank co-
operate with Ukraine in smilar ways by providing finance and lending facilities to Ukrainian
enterprises. For example, the EBRD has established an SME credit line facility that enables
amall and medium enterprises in Ukraine to get loans through Ukrainian commercid banks at
quite reasonable interest rates.

The EBRD Annuad Meegting hdd in Kiev in May 1998 has become a prominent
event in the course of the development of investment processes in Ukraine. This mgor
internationd gathering of key banking, financid and business representatives in Ukraine has
given an opportunity for them to jointly address the problems exigting in the country’s
economy and to outline the future prospects of Ukrain€s development. A generd
disappointment was expressed with repect to awesk business environment, extremely high
interest rates, poor economic indicators, excessve interference of the state authorities into
business activity, and imperfect taxation sysem making foreign investment quite complicated
under such conditions. The EBRD officids stated that Ukraine had not used its potentid to a
full extent and declared their intention to push the Government to hold the reforms in a more
prompt manner.

The EBRD has ds0 announced three main trends amed at fecilitation of Ukrain€'s
economic development under which it would be working in the country:

credit line for smal and medium enterprises provided through commercid banks
a the amount of USD 120 million;

large credit and investment facilities, with three target Ukrainian manufacturers
being identified - «Ukrrechflot» (river trangportation), «Svitoch» (confectionery),
and «Obolon» (brewery).

investment into infrastructure, including energy sector, telecommunications, and
municipa projects™.

According to the EBRD officids, 26 projects were opened for Ukraine by the date
of the beginning of the Annud Mesting, including 20 projects for private sector enterprises
and 6 projects for public sector, with the amount of finance from the part of the EBRD
equalling to USD 600 million and total investment amount of USD 1 billion™.

" “Business newspaper. No. 18 (329), 3.05.1999.- page 9
12 Kijevskie vedomosti’ nespaper. - 11.05.1998
B |bid.



Within the framework of the EBRD Annua Mesting, over 100 business negatiations
were held and an exhibition «Ukraine. A look into XXI century» was organised where 164
investment projects were presented with total investment demand of USD 5 billion™*,

The EBRD Meeting has created the following important consequences for Ukraine's
further economic devel opment:

reassured Ukraine of investors continuing interest in making capitd injections into
Ukrainian market;
pointed out mgor chalenges Ukraine has faced on its way towards quick and
efficient economic development;
provided the Ukrainian Government with a clear and unprejudiced strategy of
further economic and politica reforms,
helped Ukrainian businessmen to present their businesses to the representatives
of the world' s leeding financid inditutions and multinationds,
gave a push to anumber of large investment projects.

By holding its Annua Meeting in Kiev and dedicating it to Ukrain€s specific
investment and business issues, the EBRD has recognised Ukraine a part of the globa
economic system.

Three months later, Ukraine has shown itsdf a pat of this sysem, with al its
negative influences and breskdowns, when Russan-Asan economic criss affected
Ukrainian financid and banking sector.

As it was described above, the criss caused the depreciation of the nationa
currency by two times and led to the establishing of a new currency band for 1999 (UAH 4-
4.6 to 1 US Dollar) ingtead of former band at a rate of UAH 1.95-2.25 to 1 US Dallar).
The hryvna devauation has serioudy hit the banking system in Ukraine and led to the overdl
downfal of Ukrainian economy, though not so dragtic asin Russa

Lesspainful consequences Ukraine suffered due to the financid crigs, if compared
to Russa, could be explained by the following facts.

politica dtuation in Ukraine is characterised by a greater Sability;

Ukrainian financid markets, including T-bills and sock makets, are
underdeveloped and have few foreign participants, and the withdrawa of funds
therefrom has not affected Ukrainian financid sector to such an extent asit did in
Russa

the crisisin Russia has preceded the one in Ukraine, therefore, Ukraine had some
time to assess its threats and undertake measures for the minimisation of its

impact.

1« Capital’ magazine. - July-August 1998



Despite the smoother nature of Ukrainian financid crigs, the foreign investors have
been procragtinating with further investments into Ukrainian economy and waiting for better
times. The crigs has undoubtfully led to the suspension of most potentia investment projects,
including those agreed upon during the EBRD Annua Mesting. However, the economic
gtuation during April and May 1999 has proven to be more or less sable which has
produced expectations about the reviva of investment activity in Ukraine,

4 Successful investment history

Notwithstanding numerous obstacles and deterrent factors the Western businessmen
are facing in Ukraine, investing into a number of spheres and specific businesses has proven
to be profit-making and mutudly beneficid for both foregners and their Ukrainian
counterparts.

Banking sector. The banking sysem has undergone sgnificant reforms,
including transfer to IAS by 1% January 1998, and is now up to international banking
standards. Numerous foreign banks have penetrated into Ukrainian financia market
and are now operating under the same conditions as domestic banks do. However,
a favourable business environment in Ukrainian banking sector was deteriorated by
globd financia crids, and there was a precedent of a foreign bank closng its
activities in Ukraine in spring 1999. Other banks have adapted their activities to a
new dtuation, and ae now operating quite successfully under the modified
Strategies.

Presently, the banks are mainly involved in lending and trade finance
transactions, though incurring high risks, but providing high yields. The loans are
mainly granted againg aliquid collaterd, usudly making 125-200% of the tota vaue
of the credit facility. Still, the banks often face the problem of identifying the title of
the collateral because of numerous complicated and often contradictory procedures
for the title establishment.

Stating from March 1999 the State Chatteds Pledges Register was
introduced in Ukraine which gives the registered creditor a preferentia right to the
pledged property before the unregistered creditor. Such a centralisation of the
information on the pledged assets would make it easier for the creditor to trace the
title thereto. The pledge of immovables and trangportation vehicles must be
notarised, according to the requirements set forth in the Law of Ukraine «On the
Pledge»™.

Debt market. Before the crigs, foreign investors could also get good yidds
from investing into Ukrainian debt market, with low risks and high profitability both
in hryvnas and in US dollars. However, due to the overdl economic crigs in the

15 Zakon Ukrainy «Pro zastavy» (the Law of Ukraine «On the Pledge») enacted by the Resolution of
Verkhovnarada of Ukraine No. 2655-12 dated 02.10.1992



country, Ukrainian Government had to announce the exchange of the outstanding
treasury bills with more long-term ones. Such debt restructuring has inevitably
shattered the investors' trust to the Ukrainian Government and caused the outflow of
funds from Ukraine. It is expected, however, that, with the hep of IMF's funds,
Ukraine would be able to repay its debts to the internationa borrowers in June this
year.

Other sectors. In addition to the above mentioned, active investment
processes with high revenues are observed in the sphere of tdecommunications,
energy production, municipa services, food processing, chemistry, and engineering.

5 Conclusons

The andysis of venture factors (investment risks) in Ukraine made in this section
leads to a number of important conclusions:

Ukraine has been internationaly recognised as an independent state with rich
resources and high potentid;

Foreign investors have been congantly showing their interest in investing into
Ukrainian economy and Ukraine has an experience of recaiving invesment in
amog al sectors,

In spite of some progress made in transforming the country’s economy into a
free market one, the Ukrainian legidative and executive bodies are ill dow to
reect to the requirements sat forth by the internationd business community the
implementation of which is a prerequisite of extended financid assstance to
Ukraine.

As one of the mgor priorities, Ukraine has to remove onerous bureaucratic
procedures that usudly cause a dday in obtaning permits, licences and
regigrations for an indefinite period of time;

In the course of privatisation, the authorities should put for sde Ukrainian ‘blue-
chips, create equd conditions for both domestic and foreign investors, facilitate
the avallability of sufficient and trangparent information on the enterprises to be
privatised, replace certificate privatisation with cash privatisation, and smplify
privatisation procedures,

the powers of tax authorities must be restricted to purely lawful, transparent and
democratic functions conggtent with fundamentd rights and freedoms;

Ukraineg's politica stability could be further enforced by achieving a consensus
between legidative and executive branches of power and their more coherent
actions.



I DOMESTIC LEGAL REMEDIESFOR MITIGATING THE
INVESTMENT RISKS

1 Therole of domestic legidation in mitigating investment risks

The role of legd remedies provided by Ukrane's internd legidation should be
andysed in two different contexts:

the ingtability of internd investment legidation as a mgor investment risk; and
the role of domestic legidation anong other ways of legd protection of foreign
investments.

1.1 Ingability of domestic legidation asa major investment risk

The andysis of investment risks made in the previous section has shown that
it is impossble to tackle the problem of investment risks without eaborating and
carrying out a complex set of measures in the spheres rdated to investment activity,
nor without an agreed and uniform policy hed by dl legidative, executive and
judicid authorities.

In order to achieve such unified actions under a sngle strategy throughout
the country, a stable and developed legd base must be created with establishing a



clear divison of powers among different governmental agencies and specifying the
datus of foreign investors and foreign investment.

The risks described above give vivid examples of the inefficiency of
scattered attempts to reform Ukraine's economy and show how the failure to
edtablish adigtinct and unambiguous balance of powers within the state could lead to
numerous abuses, excessive interference of governmenta authorities into the private
sector, and the violation of fundamenta rights and freedoms.

Therefore, the indability of the internd legidation is consdered to be the
mgor investment risk that casts distrust among foreign investors to the country and
creates unfavourable environment for business activity.

The extent to which Ukraine has managed to mitigate this risk will be
discussed hereunder.

1.2  Domestic legidation among other legal remedies

The legidaive and law enforcement systems existing in each country and
internationdly usudly possess a number of legd remedies to protect foreign
investments from the negative influence of venture factors. They include:

domedtic laws and regulations,
internationa (multilateral and bilaterd) agreements, and
court judgements.

In the present research, an attempt is made to reved specific features
pertaining to the nature of investment processes in Ukraine, and, therefore, only
those lega ingruments that could show such specificity are andlysed herein.

In this respect, it is worth mentioning that domestic laws and regulations, as
wel as Ukranes bilaterad agreements on the mutud protection of foreign
investments could be refered to such specific ingruments, while multipartite
agreements and court rulings remain Imilar to the practices exiging in other
countries.

Multipartite agreements cover the interests of dl the sgnatories thereto,
and, thus, could be concluded upon generd issues only. In contrast to the bilaterd
agreements, they frequently do not reflect the peculiar nature of relations between
the parties. Neverthdess, multipartite agreements play a sgnificant role in defining
the form and scope of the bilatera agreements related to a specific issue and
procure their consstency with internationd law rules.

Some words should adso be said aout court proceedings in Ukraine. The
Ukrainian judicia system experiences the same problems as the country’s whole



adminigtrative apparatus. The low-paid judges are apt to bribery, legd proceedings
often take along time before a decision is made, and the courts lack mechanisms to
enforce their decisons.

This, of course, undermines the whole law system of the country, making the
exiding laws and regulations nomina and deprived of a binding force as far as no
legd system could be caled gableif it is unable to enforce the rules it establishes.

Deprived of the specific nationa features and, therefore, not gpproached in
this research, multipartite agreements are nevertheless important for the deineation
of the subject matter and context of bilateral investment agreements and, sometimes,
domestic laws and regulations, while the court system is designated to facilitate the
enforcement and observance of the rules contained therein.

2 Review of domestic investment related legidation

During the years of its independence Ukraine has developed a rather detailed and
profound investment and investment-reated legidation which is generdly consstent with
internationd standards and based on the fundamental democratic rights and freedoms.

Asde from the Congtitution of Ukraine and the Civil Code where mgor principles
of civil and public relations are st forth, Ukrainian legidative power has drawn up the laws
that tipulate the procedures under which certain kinds of investment and investment-related
business activities are carried out in Ukraine, in particular, the Laws of Ukraine «On Foreign
Economic Activity», «On the Trestment of Foreign Investment», «On Investment
Activities», «On Enterprises in Ukraine», «On Business Activity», «On Privatisation of the
Assets of State-Owned Enterprises», «On Genera Principles of Creation and Functioning
of Specia (Free) Economic Zones», «On Securities and Stock Exchange», «On Banks and
Banking Activity», and anumber of other laws and bylaws.

It isworth mentioning thet, in line with the generd legidation governing various kinds
of busness activities, Ukraine has developed specific investment laws which marks a
progressive step forward as far as many countries have not concentrated the rules on
investment in a separate branch of law, but incorporated them into other laws on business
activity.

Thus, Ukraine possesses a dructured and well-organised lega base for the
regulation of investment processes garting from its initid stage (regiration) and ending with
dispute settlement procedures.

Ukraine has dso made another sgnificant achievement in its investment law-making
process, namdy, it has established a two-levdl approach towards the regulaion of
investment relaions with participation of foreign investors, and, in particular, towards the
protection of foreign investment.



The two-level approach in the sphere of investment processes giverning supposes
the exigence, in addition to domestic rules which form the firg leve, of the bilaerd
invesment agreements edtablishment, i.e. the second levd of the country’s investment
legidation.

Two leves of investment processes regulation differ in anumber of ways, namely:

the structure and form of the instruments that are the elements of two
levels. Domedtic rules are mainly issued by the country’s legidative body in the
form of alaw, regulation, decree, order, etc., while bilateral agreements are at
first dgned by two sgnatory states, and only after that incorporated into domestic
legidation;

the number of subjects of regulation. On the firs leve, the force of an
indrument extends to the subjects of investment activity of one country, while on
the second leve it covers two signatory countries themsalves, or the nationds of
the two countries;

the nature of guarantees and commitments provided. In case of domestic
legidation, the date provides the guarantees on the protection of foreign
investment in a unilaterd way, and in case of bilaterd investment agreements, the
parties agree upon mutua lega protection and facilitation of foreign investment
and, thus, have equa commitments in the sphere of investment.

enforceability. The disputes arisng out of the implementation of domegtic
investment laws are, in case the date is a paty to a dispute, subject to
congderation in Ukrainian courts, and bilatera agreements dipulate the the
possihility of digoute settlement in internationa arbitration, or the Internationd
Centre of Investment Disputes, as the case may be.

The peculiarities of Ukrain€'s bilaterd investment agreements with other countries
are described in the next section hereunder, and this section proceeds with certain issues of
investment activity covered by Ukrain€ sinvestment and investment-rel ated legidation.

2.1 Themain issues of investment activity in Ukrainian domestic laws

Ukraine's internd legidation provides a broad and detalled regulation of
main issues pertaining to the investment activities in Ukraine, covering the following
aspects:

General principles. The Congdtitution of Ukraine adopted on 28
June 1996 provides major condtitutiona rights and freedoms, and, among
others, guarantees the right to ownership and inviolability of private property
(Article 44)*° that are conddered to be essentid prerequisites for the
development of afree market economy in Ukraine.

16 K onstytutsia Ukrainy (the Constitution of Ukraine) dated 28.06.1996



Satus of foreigners and property owned by foreigners in
Ukraine. The datus of foreigners and foreign property in Ukraine is
established by the Conditution of Ukraine, the Law of Ukraine «On
Property», and the Law of Ukraine «On the Legad Status of Foreigners»
declaring the equdity in rights and obligations between Ukranian and
foreign citizens. The Law «On Property» specificaly states the equdity of
rights and freedoms with respect to the property belonging to foreignersin
the territory of Ukraine (part 2, Article 11)*".

Guarantees of the governmental protection of foreign
investment. In the Law «On the Treatment of Foreign Investment», the
Ukrainian state provides the following guarantees as to the protection of
foreign investment in Ukraine:

(1) Guaranteesin case of change of legidation The state provides a 10-year
delay for the entry into force of any dterations made to the guarantees
provided by Ukrainian investment lawsin force;

(2) Guarantees againg forcible seizure and illega actions of governmentd
bodies and their officids. The law protects foreign investments from the
nationdisation and bans governmental bodies to seize them, except for
peforming salvage measures in cases of naturd cdamities, accidents,
epidemics and epizootics. To carry out such a seizure, the corresponding
governmenta body must obtain an authorisation of the Cabinet of
Minigters of Ukraine.

The law aso dipulates the right of investor to gpped the decison on the
nationalisation of its investment in court, but as far as the dat€' s interests
are concerned the court rulings will hardly be in favour of foreign
investors, and, therefore, it is not worth relying upon an unpregudiced
ruling ddivery in this case.

(3) Compensdion and indemnification for the damage incurred by foreign
investors. Foreign investors are guaranteed, on the following quite fair
conditions, the compensation for the losses, including mora damage and
lost proflt caused by the fault or omission of the governmenta bodies:

such losses must be compensated on the basis of market prices
prevailing a that time and/or the losses assessment confirmed by
an auditors firm.

the compensation must be prompt, adequate and effective.

the amount of compensdion for the naiondisation of the
investor’ s property is defined as a the moment of the termination
of ownership title;

17 7akon Ukrainy «Pro vlasnist» (the law of Ukraine «On Property») enacted by Resolution of
Verkhovna Rada of Ukraine N0.885-12 dated 26.03.1991



the amount of the compensation for the damage incurred by the
foreign investor as a result of illegd actions committed by the
governmenta bodies is defined as a the moment of the actud
enforcement of such illega decision

the compensation must be made in the currency in which the
investment was made, or another currency acceptable for the
foreign investor and congstent with Ukrainian laws then in force.
For the period when the right for compensation commences and
until it is actudly paid out the interest will accrue on the sum of
the compensation at aLIBOR rate.

(1) Guarantees in case of the termination of investment activity. If a foreign
investor would be wishing to terminate his investment activity in Ukraine,
the state ensures the investor’s right to return his investment within sx
months in full amount, and dl proceeds from such an investment.
However, different rules may be edtablished for the termination of
invesment activities by other laws of Ukrane and internaiond
agreements which Ukraine is a party to.

(2) Guarantees of transfer of profit, revenues and other proceeds from
foreign invesment. Foreign investors are guaranteed unhindered and
immediate transfer abroad of al their profit, revenues and other proceeds
from foreign investment.

Treatment of foreign investment in Ukraine. The Law of
Ukraine «On the Treatment of Foreign Investment» establishes the nationa
trestment for the foreigners investment activities in Ukraine and thereby
grants equa rights to foreign and domegtic investors. Exceptions to this
provison could be specified in other laws and internationd agreements of
Ukraine.

The foreign investment can be subject to any guarantees and
preferences set out by Ukrainian laws and regulations only in case it is
regisered in the established order with gppropriate governmenta bodies
(state adminigrations).

In terms of preferences and taxation, the Law provides less
favourable conditions for foreign investors than previous invesment
legidation. According to the Decree of the Cabinet of Ministers of Ukraine
«On the Treatment of Foreign Investment»'® that was adopted in 1993 and
governed foreigners investment activities in Ukraine until cancdled by the
above mentioned Law «On the Treatment of Foreign Investment», the
enterprises with so-cdled «qudifying» foreign investment were exempted

18 Dekret Kabinety Ministriv Ukrainy «Pro rezhym inozemnogo investuvannya» (the Decree of the
Cabinet of Ministers of Ukraine «On the Treatment of foreign Investment») No. 55-93 dated 20.05.1993.



from profit tax for the period of five years. For the purposes of the
aforementioned Decree, the «qudifying» foreign investment meant a foreign
investment in the amount of not |ess than twenty per cent of the enterprise’s
charter capitd and, smultaneoudy, not less than:

USD 1Mio for the banks in case of cash investment;

USD 500 000 for other enterprises and organisations in case of
cash investmernt;

USD 100 000 for the banksin case of in-kind investment;

USD 50 000 for the enterprises and organisations in case of in-
kind investment.

The newly adopted Law has cancelled this tax holiday and
eiminated qudifying invesments by establishing a generd 10% celling of
foreign investment in the charter fund of an enterprise to be qudified as an
enterprise with foreign investment.

Such a deterioration of investment environment has led to lodging a
number of lawsuits with Ukrainian courts of arbitration by the enterprises
that enjoyed tax holidays in accordance with the Cabinet of Ministers
Decree. In the mgority of cases the courts of arbitration ddlivered decisons
in favour of such enterprises and awarded the return of tax holidays to the
enterprises entitled to them under the Decree which caused a new wind of
confrontation between different branches of power.

The conflict around tax preferences for the enterprises with foreign
investment reached its culmination point upon the issuance by the President
of Ukraine of the order requiring to suspend foreign economic activities of
37 foreign investment enterprises with tax holidays, as wdl asthe operations
on their LORO accounts related to the settlements under foreign economic
contracts, until the consderation by the Condtitutional Court of Ukraine of
the suits on the officid interpretation of the laws on foreign investment™.

«The 37S case», as it was cdled, reflects the indability of
Ukrainian invesment legidaion and the lack of efficent enforcement
mechanisms alowing foreign investors to protect their rights.

The exemption from import duties of property imported into
Ukraine as an investment into the charter fund of an enterprise seems to be
the only obvious preference established for foreign investors by the Law
«On the Treatment of Foreign Investment».

9 Rasporyazheniye Prezidenta Ukrainy «O nekotorykh voprosakh vneshneekonomicheskoy
deyatel nosti. (the Order of the President of Ukraine «On Some Issues of Foreign Economic Activities»)
No. 42/99 dated 26.02.1999



However, it has dso been redricted in comparison with the
cancelled Decree of the Cabinet of Ministers. The Law sets out athree-year
ban for the dienation of the property imported into Ukraine as an investment
into the enterprise’ s charter fund and exempted from import duties, while no
time redtrictions for the dienation of such property were dipulated in the
cancelled Decree,

Settlement of disputes with participation of foreign investors.
The man principles of the condderation of disputes with participation of
foreign individuas and legd entities are established by the Civil Procedurd
Code of Ukraine®.

In paticular, it establishes the equdity of domestic and foreign
individuas in procedurd rights, without providing such an equdity to foreign
enterprises and organisations. The Code adso admits the possbility of the
redriction of procedurd rights enjoyed by individuas and legd entities of
those countries that goply specid redtrictions to the Ukrainian individuds
and legd entities.

A specific procedure for the settlement of investment disputes is
envissaged in the Law of Ukrane «On the Treatment of Foreign
Investment». According to it, the disputes between foreign investors and
the Sate arigng out of the state regulation of foreign investment and activities
of the enterprises with foreign investment are subject to consderation in
Ukrainian courts, unless otherwise provided in Ukraine's internationa
agreements. All other disputes may be considered in courts and courts of
arbitration both in Ukraine and abroad.

The settlement of disputes between the enterprises with foreign
investment can be performed in the international commercid arbitration,
according to the Law of Ukraine on International Commercia Arbitratior?™.
The Law is strongly based on the provisons of a standard law adopted by
the United Nations Commission on International Trade Law in 1985 which
makes it condgent with principd internationd Standards existing in this
sphere.

The Law on Internationd Commercid Arbitration ensures the
principle of equa treatment of both parties to a dispute and provides much
freedom to the parties in defining the conditions and procedure of the
dispute settlement.

2 Tsyvilny Protsesualny Kodeks Ukrainy (the Civil Procedural Code of Ukraine) enacted by the Law of
Ukrainian Soviet Socialist Republic «On the Approval of Civil Procedural Code of Ukrainian Soviet
Socialist Republic» dated 18 July 1963, with alterations and supplements.

2 Zakon Ukrainy «Pro mizhnarodny komertsiyny arbitrazh» (the Law of Ukraine «On International
Commercial Arbitration») enacted by the resolution of Verkhovna Rada of Ukraine No. 4003-12 dated

24.02.1994.



In Ukraine, the international commercia arbitration proceedings are
caried out by the Internationa Commercid Court of Arbitration a the
Chamber of Trade and Commerce of Ukraine.

3 Special (free) economic zonesin Ukraine

Ukraine has developed a number of specid laws for the regulation of activities in
free economic zones created in Ukraine.

The Law of Ukraine «On the Treatment of Foreign Investment» Stipulates that the
principles of regulation of foreign investment in free economic zones shdl be established by
gpecid laws on free economic zones, but such principles cannot cregste worse investment
conditions than those set out in the Law itsalf.

Specid laws and regulations on free economic zones in Ukraine include the Law of
Ukraine «On Genera Principles of Creation and Functioning of Specid (Free) Economic
Zones», laws and regulations on each free economic zone created in Ukraine, the Resolution
of the Cabinet of Ministers of Ukraine «On the Concept of Creation of Free Economic
Zones in Ukraine», etc.

Ukraine's legidation on free economic zones has established a quite complicated
procedure of such zones creation. According to the Law of Ukraine «On Generd
Principles of Creation and Functioning of Specid (Free) Economic Zones»?, each free
economic zone is created through the adoption of a particular law by Verkhovna Rada of
Ukraine which usudly takes arather long time.

In order to amplify this procedure, a draft law has been drawvn up sipulating the
cregtion of each free economic zone in Ukraine on the basis of a decision of the Cabinet of
Minigters of Ukraine and, in case it is adopted, the process of establishing free economic
zonesin Ukraine will go in amore easy and expedient manner.

The Law «On Genera Principles of Creation and Functioning of Specid (Free)
Economic Zones» confirms the al guarantees provided by the Law «On the Trestment of
Foreign Investment» in free economic zones created in Ukraine, and further specifies the
following guarantees:

unhindered export of the capitd invested in a free economic zone and proceeds thereof
from both such azone and Ukraine;

2 7akon Ukrainy «Pro zagalni zasady stvorennyai functsionuvannya spetsialnykh (vilnykh)
ekonomichnykh zon» (the Law of Ukraine «On General Principles of Creation and Functioning of Special
(Free) Economic Zones») enacted by the Resolution of Verkhovna Rada of Ukraine No. 2674-12 dated
13.10.1992.



freedom of economic activities in a free economic zone, including the freedom of choice
of the types, forms and ways of carrying out activities in a free economic zone, provided
they are conastent with Ukrainian laws in force;

free transfer of income of foreign employees working in a free economic zone abroad,
including their savingsin the banks located in such a zone;

protection of interests of participants of a free economic zone in case of its liquidation.

The recommendations as to the developing of the mechaniams of crestion of free
economic zones in Ukrane and delinegting the principles of ther functioning ae
incorporated into the Concept of the Creation of Specia (Free) Economic Zones in Ukraine
approved by the Resolution of the Cabinet of Ministers of Ukraine®.

The Concept based on the Law «On Generd Principles of Cregtion and Functioning
of Specid (Free) Economic Zones» gives explanations as to the objectives and priorities of
the creation of free economic zones in Ukraine, outlines the measures needed to be
undertaken for the developing of favourable invesment climate in Ukraine; introduces the
principle of the conceptud integrity of gpproaches which should be observed in order to
form effective and flexible adminigrative mechanisms in a free economic zone, eaborates on
the types of free economic zones that can be created in Ukraine, and declares among the
top priorities the congstency of the strategic development of free economic zones with the
overal grategy of Ukraine' s economic devel opment.

In accordance with the Law «On Generd Principles of Creation and Functioning of
Specid (Free) Economic Zones», favourable tax and customs conditions are established in
such zones, including preferentia taxation trestment, specid governmenta  investment
system, and financid and banking conditions, tc.

However, specific benefits for each free economic zone are set out in alaw adopted
by the Ukrainian Parliament to govern its activities. By now, the laws have been adopted on
the functioning of the following free economic zones in Ukrane «Svad» (Northern
Crimea), «Yavoriv» (Western Ukraine, near Lviv), Savutich (Chernobyl region),
«Donetsk», «Azov» (Southern Ukraine, near Mariupol), Truskavets (recreation zone in the
Carpathean Mountains, Western Ukraing). Additionally, a specid (preferentid) treatment of
investment activities was established by the Decrees of the Presdent of Ukraine for the
Trans-Carpathean region (Western Ukraine) and for the priority development territories in
Lugansk region (Eastern Ukraine).

Thus, the Law of Ukraine «<On Some Issues of Currency Regulation and Taxation of the
Subjects of «Sivash» Experimental Economic Zone»™ egtablishes the following benefits for
the participants of the experimenta economic zone:

% postanova K abinetu Ministriv Ukrainy «Pro Kontseptsiyu stvorennya spetsialnykh (vilnykh)
ekonomichnykh zon v Ukraini» (the Resolution of the Cabinet of Ministers of Ukraine «On the Concept
of the Creation of Special (Free) Economic Zonesin Ukraine») No. 167 dated 14.03.1994.

# 7akon Ukrainy «Pro deyaki pytannya valyutnogo regulyuvannya ta opodatkuvannya sub’ ektiv
eksperymentalnoi ekonomichnoi zony «Sivash» (the Law of Ukraine ««On Some Issues of Currency
Regulation and Taxation of the Subjects of «Sivash» Experimental Economic Zone») enacted by the
Resolution of Verkhovna Rada of Ukraine No. 66/96-BP dated 23.02.1996



profit tax reduction up to 50% in case of the re-investment of profits,

exemption from vaue-added tax and duties on materials and equipment imported for
the company’ s own production;

no obligatory sde of currency at the interbank currency exchange in case of re-
Investment.

Additiona benefits established for «Sivash» experimenta economic zone by other
laws include the exemption from VAT and duties on exports of the companies working in
the zone, and lifting licenang and quoting export restrictions.

In spite of the established benefits, in case of the Sivash zone, the foreign investors
have faced the problems that are common for Ukraine. The complicated mechanisms of the
cregtion and regigration of free economic zones, long-lasting procedures of business plans
consideration and approva (18 investment projects out of 27 submitted were selected),
procrastination and unwillingness to co-operate from the part of central and local authorities
have cast disgppointment and pessmism with foreign investors as to the success of the zone
development which has led to asgnificant shortfdl of capitd inflow into the region.

Beddes, after the introduction of the above mentioned benefits Verkhovna Rada of
Ukraine made severa attempts to cance the benefits it granted to the Sivash zone. Due to
the strong resistance to such unpopular measures, the benefits were restored, but such a
practice makes it doubtful that smilar attempts will not be repested in the future.

The disurbance and volatile legd environment in the Svash zone resulted in a
reduced number of investment projects from 60 having declared their intention to work in
the zone to 4 that are really working there™.

Notwithgtanding dl the difficulties the participants of the Sivash zone have faced in
the course of ther activities, the progress achieved over the period the zone's functioning
gnce its regidration in  September 1996, with the complete collgpse of the nationd
economy in the background, looks quite impressive:

the amount of sdles reached the level of USD 40 million;
USD 2.5 million transferred to the state budget;

benefits granted for the amount of USD 1 million;
reinvestment of profits equalling to USD 650 000;

USD 700 000 of foreign investment attracted;

120 working places created and 4 000 saved;

the balance sheet profit made USD 2 000 millior?®.

The working projects show good results and a number of new ones are being
prepared, in particular, the power plant congtruction project in the Crimea jointly with a
German investor (Siemens).

% ‘Capital’ magazine.- July-August 1998.
% | bid. For the purposes of convenience, the statistics in gryvnas was rounded and converted into U.S.
Dollars at an approximate rate of 2 gryvnas per 1 U.S. Dollar existing at that period of time.



The types of benefits granted to other free economic zones in Ukraine are quite
gmilar to those exiding in «Svadw experimenta economic zone, differing mainly in the
rates and periods of time for which such benefits are provided. The common scheme
involves complete or partid exemption from the profit tax for the first two or three years and
further gradua increase of the tax rates over the following years. The specid treatment of
some zones requires a qudified investment for being granted tax benefits, though the amount
of such aqudified investment varies from zone to zone.

4 Ingtitutional infrastructurefor facilitating foreign investment in Ukraine

In Ukraine, an indtitutiona system of specid organisations, governmenta bodies and
other structures was formed to protect the rights and property of foreign investors. It
indudes the following main dements:

The Foreign Invesment Advisory Council & the Presdent of Ukrane's
Office. The Advisory Council was founded in 1997 for the purpose of drawing up
recommendations as to the improvement of investment climate in Ukraine and
providing them to the top officids of the country, firs of dl, to the President of
Ukraine. The members to the Council are top Ukrainian governmenta officids
specidising in the sphere of investment and economy, as well as key executives of
mgor foreign companies active in Ukraine.

The Coundil’s definite advantage lies in providing the possbility for foreign
investors to address to the Government the problems they are facing in the course of
carrying out investment activitiesin Ukraine, and to build up a congtructive and open
didogue with the governmental bodies that are regulating such investment activities.

For the Ukrainian Government, the Council plays an important role in
defining main deterrent factors that discourage foreign investment into Ukraine, and
providing an unprgudiced evauation of the economic developments in Ukraine
based on internationd experience and standards. The Government would benefit
greatly from dlowing foreign investors to participate as advisors in the lav-making
process in the spheres of investment and other kinds of economic activity in the
country.

The recommendations discussed at the Council’s mestings, further
elaborated in expert groups and findly provided to the Ukrainian Government have
practical effect asfar astheir are the basis for drawing up draft laws and regulations
amed a mitigation of investment risks in the country.

The Chamber of Independent Experts a the President of Ukraine's Office
for the Invesment Affars. Like the Advisory Council, the Chamber presents an
advisory body composed of the leading foreign and domestic experts in the fields of
law and economy, and performs the functions of a non-binding arbitration in the




settlement of disputes between foreign investors and state authorities. The Chamber
has dready managed to enforce the rights of foreign investors in a number of
disputes.

The Nationa Agency of Ukraine for Recondruction and Development.
According to the Provison «On the National Agency of Ukraine for Reconstruction
and Development»”’, The Agency is a central executive body subordinate to the
Cabinet of Minigters of Ukraine.

The Agency plays a co-ordination function in the sa€'s relations with
internationd financid organisations and inditutions for the purpose of attracting
loans, grants, foreign investments, and internationd technica and humanitarian ad,
participates in the preparation of proposds as to the improvement of the legidation
in the above mentioned spheres, enforces existing laws and regulations, organises
and takes part in the ate investment projects and programs.

Ukrainian State Credit and Investment Company. The company is a state
enterprise founded by the Cabinet of Ministers of Ukraine in 1995.

The Company exercises operationa and controlling functions, including the
atraction of credits and investments into the priority sectors of Ukraine s economy,
evauation, sdection, financing and support of invesment projects, servicing of
foreign loans, etc.

The creation of a network of governmenta bodies and organisations the activities of
which are aimed at the promotion of co-operation between foreign investors and Ukraine's
state authorities shows the readiness of the latter to seek for constructive gpproaches to the
improvement of investment climate in Ukraine and the development of its economy. An
active participation of foreign advisors and experts could speed up this process to a greet
extent and an openness of the Ukrainian Government towards the recommendations and
proposads made by them would facilitate the creation of Ukrain€'s podtive image a an
internationa arenaand among globd financid inditutions.

However, as it could be seen from the description of such organisations and
governmentd bodies, the scope of their respongbilitiesis often limited to purdly advisory, or
supportive and co-ordination functions depriving them of red powers, or a decisve vote in
determining the investment drategy of the country. By vesting a part of adminidrative and
regulatory functions to the inditutiona infrastructure desgnated to support foreign
invesment, the Government would benefit from a more uniform and agreed investment
policy developed with due regard to the interests of dl the parties concerned. Moreover, if
permitted to participate in governmenta or near-governmental bodies and organisations for
the investment issues, foreign investors would bring to Ukraine the experience of successtul
regulation of investment processes a a date levd.

% polozhennya «Pro Natsionalne agentstvo Ukrainy z rekonstruktsii tarozvytku» (the Provision «On
the National Agency of Ukraine for Reconstruction and Devel opment) approved by the Decree of the
President of Ukraine No. 771/96 dated 30.08.1996.
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Conclusons

Ingtability of the country’s domestic legidation presents mgor investment risk for
foreign investors and makes any other positive transformations aimed &t attractive
foreign invesment into the country impossible;

Ukraine has a rather developed legidation in the sphere of business activity.
Specid laws for the regulation of investment processes in Ukraine have been
adopted, thus, forming a separate field of law - investment law. This marks a
sgnificant progress made in the law-making processin Ukraine, if compared to a
number of other post-Communist and former Soviet Union countries that have
developed only generd legidation for the regulation of dl kinds of busness
activity;

The two-leve gpproach towards the regulation of investment processes has been
formed in Ukraine with domedtic laws and regulations providing unilatera
guarantees from the part of the sate at the fird leve, and a system of bilaterd
agreements on the mutua protection of foreign investments concluded between
Ukraine and a number of other countries at the second leve;

Ukrainian investment and investment related laws are generdly consgent with
internationd standards and provide foreign investors, a leest nomindly, with
magor guarantees as to the protection of their rights and property in the course of
carrying out investment activity;

Though possessing a strong legidative bads for the attraction of extengve finance
from doroad, the internationa opinion is that Ukraine is lacking enforcement
mechanisms to make its lavs work more effectively and procure concrete
protection to foreign investors. Thisis mainly caused by the insufficient progress
made in reforming adminidraive and judicid systems, lack of harmonised
drategy in legd, fiscd and taxation fields, disconsent between the legidative and
executive branches of power, bribery and corruption among governmental
officas

Ukraine has established a so-called ‘nationd’ treatment towards foreign investors
which actudly means the deprivation of privileges and tax holidays granted to
them by previoudy acting laws. The tougher fisca and taxation policy naturaly
led to the withdrawvad of large amounts of foreign capitd from the Ukrainian
market. In order to restore the trust of foreign investors in the irreversibility of
reforms in Ukraine, the state should renew al benefits cancelled by it and create
more favourable environment for investors.

The only examples of granting benefits to foreign investors in Ukraine are
investments into free economic zones. The Government promises attractive and
profitable conditions for those willing to invest into free economic zones,
however, the problems investors face in such zones are quite smilar to those
exiging in the ret of the Ukranian teritory: burdensome sdection and
registration procedures for investment projects, abuses from the part of loca
authorities, as well as atempts of the reversd of the tax holidays and other
exemptions guaranteed to foreign investors by the date.



The inditutiond infrastructure for the support of foreign investment in the country
has limited access to red decison making mechanisms and is seen only as
advisory, or auxiliary system. The aforementioned network of organisations could
serve as a two-way channd for communication between governmenta officids
and the representatives of foreign companies active in Ukraine. Moreover, this
can be a good opportunity for the foreigners to take part in the country’s
decison-making processes. Such paticipation would in this case be fully
controlled by the state and, thus, would present no threst to the nationd interests
and security of Ukraine.

[11 UKRAINE'SBILATERAL INVESTMENT AGREEMENTSASAN
EFFECTIVE INSTRUMENT FOR FOREIGN INVESTMENT
PROTECTION

1 Correélation of bilateral investment agreementswith domestic laws and
multilater al agreements

Bilateral agreements on the promotion and mutua protection of foreign investments
cregte an efficient legd mechanism for the protection of the investor’'s rights as far as they
represent the state’'s commitment to exercise such protection before another state, in return
to the equal commitments of the latter.



The sydem of bilaerd invesdment agreements facilitates further progressve
development of domegtic investment laws and creates additiond enforcement possibilities
for foreign investors because a bilaterd investment agreement is binding for both sgnatories
and is not changed so easily asinternd laws and regulations. If incorporated into the nationd
legidation and duly harmonised with it, the bilaterd investment agreements system presents a
reliable and attractive simulus for foreign investors to place their capitd with an economy of
a country that is a party to such an agreement. In this case, the two systems, national and
internationa, reinforce each other perfectly.

As far as the interaction of bilaterd and multilaterd invesment and investment
related agreements is concerned, the following distinctive features could be pointed out:

in contrast to multilaterd agreements, bilaterd agreements involve only two
parties that dlow to take into account al specific issues of their rdations in the
investment sphere;

bilateral investment agreements cover a more narrow scope of issues, with
paying more atention to the detalls of lega and investment relationship between
the two sgnatory states. Smultaneoudy, multilateral agreements usudly outline
the form of particular bilatera investment agreements and the typicd provisons
that should be covered by them, and ensure their consstency with the
internationd lega standards.

2 Treatment of bilateral investment agreementsin Ukraine

As discussed in the previous section, Ukraine has developed a rather positive two-
level gpproach towards the regulaion of rdations arisng out of invetment activities in its
territory, including both specid domedtic investment laws and bilaterd investment
agreements system.

However, it is necessary to define the role of hilaterd investment agreements in the
system of domestic investment laws, and to anadlyse the question of supremacy between
these two levels of the nationd investment legidation.

According to the Conditution of Ukraine, dl duly ratified international agreements
concluded by Ukraine with other dates, or internationd organisations, are a part of
Ukrane's domedtic legidation, however, such agreements cannot conflict with the
Condtitution. The ratification is carried out through the adoption by Verkhovna Rada of a
separate ratification law for each agreement, as dated in the Law «On the Internationa
Agreements of Ukraine»®,

The aforementioned law aso stipulates that in case internationa agreements establish
the provisons other than those established by domestic laws, the provisions et forth in the

% 7akon Ukrainy «Pro mizhnarodni dogovory Ukrainy» (the Law of Ukraine «On the International
Agreements of Ukraine») enacted by the resolution of Verkhovna Rada of Ukraine No. 3768-12 dated
22.12.93.



internationd agreements are gpplied. Thus, in addition to the equa legd effect of domestic
laws and internationa agreements provided by the Congtitution of Ukraine, the supremacy
of the latter is established in Ukraine s nationd legd system.

Specid investment laws, for example, the Law «On the Treatment of Foreign
Investment», further enforce the internationa law supremacy rule by gpplying it to a specific
sphere of invesment relaions. Therefore, bilaterd investment agreements concluded
between Ukraine and other ates can establish a more preferentid trestment for the foreign
investors from these tates in Ukraine than the nationd legidation does.

3 Specific featuresof bilateral investment agreements concluded between
Ukraineand other states

By now, Ukrane has entered into, and ratified, bilaterd agreements on the
promotion and mutua protection of foreign investment with the following countries.
Argentina (year of execution - 1995), Armenia (1994), Audtria (1996), Azerbaidzhan
(1997), Bearus (1995), Bulgaria (1994), Canada (1994), Chile (1995), China (1992),
Croatia (1997), Cuba (1995), the Czech Republic (1994), Denmark (1992), Egypt (1992),
Estonia (1995), France (1994), Georgia (1995), Germany (1993), Greece (1994), Hungary
(1994), Indonesia (1996), Israel (1994), Iran (1996), Italy (1995), Kazakhstan (1994),
Korea (1996), Kyrgyzstan (1993), Latvia (1997), Lithuania (1994), Macedonia (1998),
Moldova (1995), Mongolia (1992), the Netherlands (1994), Poland (1993), Slovakia
(1994), Spain (1998), Sweden (1995), Switzerland (1995), Turkey (1996), the United
States of America (1994), Uzbekistan (1993), and Vietnam (1994).

A number of other Ukrain€ s bilaterd investment agreements are not ratified by the
other contracting party.

The term of mogt bilateral investment agreements concluded by Ukraineisten years,
normaly, with the possbility of their further prolongation by the tacit consent of the parties.

It is worth mentioning that amogt dl bilateral invesment agreements concluded by
Ukraine are (@) dmilar in dructure, and (b) characterised by the uniformity of legd
mechanisms for the protection of foreign investment.

3.1  Structural smilarity

The structure of bilaterd investment agreements between Ukraine and other
datesis usudly asfollows.

- preamble where mutual assurances are given as to the willingness to
enlarge and promote the economic co-operation between the two
contracting parties,



- definition of terms, such as ‘invesment’, ‘investor’, ‘income’, ‘intellectua
property rights , ‘citizens, ‘companies, ‘financid indtitutions’, ‘territory’,
etc. Though the ligt of termsis bascdly the same in dl agreements, it may
differ in details, and some agreements may include the terms which are
not contained in the others;

- the provisons as to the trestment of foreign investment in the territories of
the contracting parties. Normdly, the most favoured nation trestment is
edablished, though some agreements have separate aticles that
additiondly provide for the nationa trestment in certain cases, for
example, the Agreement Between the Government of Ukraine and the
Government of Canada on Investment Promotion and Protectior?;

- gQuarantees of the compensation in cases of foreign investment
expropriation, and free transfer of investments, and/or proceeds
therefrom;

- subrogation clauses, in case of agreements with a number of countries,
e.g. Poland, Germany, Hungary, Canada, €tc.;

- the procedure of the settlement of disputes arisng out of  investment
relations between the parties.

- find provisons setting out the term of the agreement and the procedure of
its coming into force.

The mgority of bilateral investment agreements which Ukraine is a party to
are dructured in a way described above, with dight differences resulting from
specific relations between Ukraine and another contracting party.

3.2  Uniformity of foreign investment protection mechanisms

Mog hilateral investment agreements concluded by Ukraine incorporate the
following provisons and guarantees for the promotion and protection of foreign
investment:

edablishing a non-discrimination trestment for the investors, and
investment, of the other contracting party that envisages ajust and equa
atitude towards them as well as procuring a full protection and security
thereto;

establishing the most favoured nation trestment as to the investments
belonging to the nationals of the contracting parties.

establishing of a nationd trestment as to the individuds and legd entities
of the contracting parties. As mentioned above, sSome agreements specify
other cases when the nationd treatment is applied. Thus, in case of the
bilaterd investment agreement with Canada, a separate article has been
included therein that provides for establishing a nationa trestment with

# Agreement between the Government of Ukraine and the Government of Canada on Investment
Promotion and Protection; signed on 24.10.94, ratified on 02.06.95 by the Law of Ukraine N0.203/95-BP



respect to the enlargement, management, dienation, sde, or placement of
investments®.

establishing of a nationd trestment in case of indemnifying the investors of
the contracting parties for the damages caused by wars, armed conflicts,
natural caamities, state of emergency, revolutions, disturbances, etc.,

the expropriaion of foreign invesment may only take place for public
purposes on a non-discriminatory bass, subject to a just, adequate and
prompt compensation. Interest must be paid for the period from the date
of actua expropriation till the full repayment of compensation,;

ensuring a free and immediate transfer of investments, proceeds
therefrom, and of compensation is guaranteed to the investors of the
contracting party (however the kinds of funds subject to a free transfer
vary dightly from one agreement to another);

granting the right of a contracting state to subrogation (transfer of
investor's rights and clams to the contracting dtate in case it makes
guarantee, or insurance, payments under the agreements concluded with
such investor);

setting out the principle of the settlement of dl disputes arisng out of
investment agreementsin an amicable way, by means of negotiations,

in caxe the paties fal to sHtle the disoute in an amicable way, the
procedure of the dispute settlement in the courts of arbitration is gpplied;
in the course of arbitration proceedings, each party nominates an
arbitrator, and such arbitrators are responsible for nominating a third
arbitrator who, in the most cases, would be the Head of the Court of
Arbitration. The court delivers a decison by a mgority of votes. Such
decisons are find and binding for both parties participating in the dispute;
the parties may usudly choose between the courts of the recipient
country, the Internationd Centre for the Settlement of Investment
Disputes (ICSID) founded in accordance with the Convention on the
Settlement of Investment Disputes Between the States and Nationas of
Other States (1965 Washington Convention), provided one of the
contracting parties is a member to such a Convention, or to an
internationa or ad hoc court of arbitration established in accordance with
the UNCITRAL (United Nationd Commisson of International Trade
Law) Arbitration Rules.

4 Conclusions

Bilateral investment agreements concluded between Ukraine and other states and
duly ratified by Verkhovna Rada are a part of the Ukrainian domestic investment
legidation and have equd legd force and effect with such domegtic invesment
laws,

¥ Ibid.



In Ukraine, the supremacy of the internationd agreements is established which
dlows to create more favourable conditions for foreign investors than those
provided by the nationd legidation;

Ukraine has bilaterd agreements with alarge number of countries that revedsthe
interest of the internationa community towards investing into Ukrainian market;
The provisons of Ukrain€e s agreements on the protection of foreign investments
with other sates basicaly overlap the principles of investment activities set forth
in the domedic legidation, and this gives an additiond evidence of the
conggency of Ukrainian internd investment laws with internationa standards.

AFTERWORD

The andlys's of venture factors (investment risks) existing in Ukraine undertaken in
this research and the atempt to outline the most effective ways of their mitigation leave good
grounds for optimism.

Ukraine's outstanding potentid and its pogitive politica image in the world make it
one of the mogt attractive targets in the region, and many potentia foreign investors express
their readiness to dsart co-operation with Ukrainian partners as soon as favourable
conditions are created for this. As could be seen from the conclusons made in the previous
sections, such conditions mainly alow for carrying out structurad economic reforms in the
country.



Ukraine has demondtrated rather a progressive pace ahead in the course of holding
such reforms by developing a strong lega base consgtent with the internationd standards,
including the bilaterd investment law system, that provides protection to foreign investors
rights and property, and guarantees as to treating them in a equitable and lawful manner.

As a country in trangtion, Ukraine is gill in the process of cregting a working
enforcement system to support the investment legidation, and, in the course of carrying out
this objective, faces a number of difficulties that are mainly inherited from the time when
Ukraine was a pat of the Soviet Union (such as unclear divison of powers between
legidative, executive and judicia branches, overcentraized economy, bureaucracy, abuse of
power by the governmentd authorities, fear of foreign penetration into the country, etc.).

All these, and other problems that dow down economic transformations in the
country and deter foreign individuas and companies from investing into Ukraine show dl the
controverses the country experiences when switching to another economic system. On the
example of Ukraine, it could be perfectly seen how ambiguous and unaccorded actions of
different branches of power could completely block postiveinitiatives, if not reverse them.

Currently, the top priority of Ukrain€'s palicy is to integrate dl its forces and to
elaborate a Sngle drategy of reforms implementation on dl levels and in al spheres of the
country’s life. Without a uniform agpproach towards the improvement of current economic,
socid and politica gtuation, it would be impossible for Ukraine to meet the chalenges
exiding in the globa environment, and to integrate into the internaiond economic
community.

Ukraine should become more open to an international business, since the
penetration of foreign capitd and intellectua property would not only revive the pardysed
industrial sector of the country and, thus, decrease the level of unemployment, but would
raher help to create new resource saving industries based on the latest technologica
developments which would facilitate Ukraine's new birth as a technologicaly advanced
date.

Foreign investors are awvaiting for the posshility to sart exploring Ukraine's rich
resources, and creating a favourable climate for that would give a rise to Ukraine' s future

prosperity.



