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AN ASSESSMENT AND RATING OF THE UKRANIAN BANKING SYSTEM

I IntroductIon

The followmg assessment of the Ukramlan bankmg system has been produced under
contract to the Umted States Agency for InternatlOnal Development/ENIIPER by Michael Bonsh
and Company, Inc with support from Tnumph Technologies, Incorporated Michael Bonsh and
Company, Inc would hke to thank Jean Lange ofUSAIDIENIIPER, and Laune Landy of
USAID m Ukrame for theIr kmd support and gUIdance Michael Bonsh vIsIted Ukrame from
Apnl25-May I, 1998 m conjunctIon wIth thIs project

II Methodology of the Ratmg System

The ratmg system utl1lzed to assess the bankmg sector ofUkrame IS based on a revIew of
more than 200 Issues and tOpiCS that have been used to construct a dIagnostic methodology for
the revIew ofbankmg systems ThIs tool wIll be utIlized by USAID m other parts of ''transItion
Europe," and IS applIcable to vIrtually all bankmg sectors m the world

In ItS sImplest form, the ratmg system IS focused on four general areas ofactivity-based
on 28 "sub-categones," and subject to five general classificatIons The activitIes and sub­
categones are mcluded below

USAIDIENUPER Bankrng Sector Ratrng System Aet.v.t.es
General Areas ofActIVIty Sub-Categones

• Fmanclal Sector • General pollcy and system
Infrastructure • Legal framework

• Regulatory and supervisory capacity
• Payments systems
• Accountmg framework
• Ratmg agencies
• Fmanclal media
• ProfesslOnal associations
• Academic mstltutl0ns
• Miscellaneous areas relevant to finanCial sector mfrastructure-

telecommumcauons, postal, safekeepmg
• Econonuc Factors and • General trends

Indicators • Pnvate sector development Issues
• Monetary and related savmgs and credit matters
• FIscal conSiderations
• Exchange rates
• Balance of payments Issues

• Bankmg Structure and • Overview ofthe system and finanCial measures
System Profile • Profile ofownership structures

• Governance and management Issues
• Non-bank competition

• Bankmg Sector • Capital adequacy
Development Based on • Asset quality
Prudent.al Norms • Management capacity

• Earmngs
• LiqUidity
• Operatmg environment
• Transparency and disclosure
• SenSitIVIty to market risks



The followmg classIficatIons are utlhzed to provIde a sconng for the mdlvlduallssues
assessed, as well as 10 develop109 a composIte ratmg for the bankmg sector as a whole Annex 1
provIdes greater descnptlve detaIl about how the ratmgs apply by sub-category

USAIDIENUPER Banking Sector Rating System Scoring DeSCriptIOn
5 OutstandIng world class state-of-the-art best practices virtually no serious systemic risks
4 Sohd strong satisfactory competitive fev. systemic risks or problems and those are manageable
3 Adequate favomble trend Improvement needed potential for major systemIc risks
2 Inadequate weak slgmficant Improvements needed major potential for destablhzatlon via systemic riSks
1 Dismal monopohst resistant to competition and change no confidence WIdespread corruptIOn weak InstItutions

No effort has been made to weIght md]vldual vanables, or to quantIfy ratmgs along
mathematical hnes Rather, 28 major sub-categones of the four mam groupmgs were all rated
wlthm the five-pomt ratmg system, wIth allowances for pluses and mmuses m the event that the
dIrect numencal classIficatIon dId not fully match wIth performance The evaluation IS both
quahtatlve based on trends and assessments, and quantItative to the extent the figures are useful
and meamngful In general, the mformatlon available 10 Ukrame IS suffiCient to form a Judgment
at the macroeconomic level However, Ukrame has not yet converted to mternatlonal accountmg
standards, so firm-specific financial data-mcludmg financial statements for banks and the
bankmg system as well as bank data presented to the NatIOnal Bank of Ukrame-are Improvmg
10 quahty, but stIll mcomplete or maccurate LikeWise, because approxImately one-thrrd of the
economy operates as a "shadow economy," there are weaknesses m the data With regard to
pnvate sector trends and these hnks to macroeconomIc data

ill The UkralDe Rating

The composIte score awarded Ukrame was 2·, whIch generally reflects Ukrame's weak financIal
mfrastructure, poor macroeconomIc performance and outlook, dIstorted envIronment for pnvate
sector development, hmlted progress 10 developmg a well-governed and -managed bankmg
system, generally poor finanCial mdlcators, weak nsk management capaCIty, and hIgh senSItIVity
to market nsk Ukrame has begun to make progress 10 some of these areas At the
macroeconomIc level, monetary pohcy has succeeded m bnngmg the mflat]on rate down to near
smgle-dlg]t levels from hypermflatlOn a few years earher, whtle mamtammg reasonable levels of
exchange rate stab]hty 10 recent years At the structural level, payments systems work well
Ukrame IS also makmg good progress towards ]rnprovmg the legal and regulatory framework m
the bankmg sector based on better mformatlon and oversIght However, overall, the economy ]S
weak at the macroeconomic as well as the structural level 1'1 partIcular, the country's weak fiscal
posItion IS unsustamable Ukrame has depended almost entirely on monetary pohcy for
stablhzat]on m recent years Such fiscal weakness and Imbalance between monetary and fiscal
pohcy raIses the poss]blhty that Ukrame could expenence a balance of payments cnSlS, WIth the
bankmg sector among those segments of the economy that could be adversely affected Ukrame
]S generally at the begmnmg of a long structural adjustment process whIch WIll take many years
before mst]tut]ons and markets functIOn properly 10 support of sustamable economIc growth
Thus, as of summer 1998, the assessment of the Ukram]an bankmg system ]S as follows
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The UkrainIan Bankmg System-8ummer, 1998 I ComposIte Score 2-
Ukrame IS onI) begmnmg to establish a satisfactory legal and regulatory framework for banking Progress m the area
IS ahead of refonns m the real sector, where the formal economy contmues to deteriorate Ukrame has been slow to
move towards a sUItable Incenttve structure for strategic mvestment, as shown m the sluggIsh pace of privatl:zatlOn m
many key sectors and weak direct mvestment StatistiCS Where' pnvattzatlon has occurred thiS has generally been
through ownership transformation" WithOut mcremental capital mJectlons, strategic mvestment, or necessary changes
m governance and management This has hkewlse been true m the bankmg sector, where banks have generally
functIOned as dunng the Gosbank penod apart from the hard budget constramts and new prudential regulations that
have only recently been m effect Corruption IS rampant, and at least one third of 1997 GDP was estImated to be mthe
mformal economy Ukrame contmues to face slgmficant macroeconomic weaknesses m the form of high mterest rates
fiscal defiCits, and mountmg debt Arrears are pervasive throughout the economy and confidence m pubhc mstltutlOns
IS low ThiS IS both cause and consequence of Ukrame's flawed pubhc admmlstratlon and unsustamably weak fiscal
posltton that could lead the country to a balance of payments cnsls OffiCially registered unemployment of2 3 percent
reflects the absence of operatIonal restructurmg m the enterpnse sector as Ukraine enters what IS potentially Its mnth
consecutive year ofdecllmng GOP Purchasmg power IS nearly half levels from five years earher The Ukralman
bankmg system faces numerous weaknesses, mcludmg uncertamty about the solvency of Its major mstltutlons, stramed
liqUIdity, and hmlted potential for growth In the absence of a major restructurmg of the system and incentives Banks
generally operate as "pocket" banks or commercIal credit companies based on traditions of inSider and connected
lending that are only now bemg challenged The larger state and ex-state banks may be Insolvent or, at a minimum
capltal-Impatred Asset quality IS weak, With needed prOVISions estimated to be at least $1 btlhon, eqUivalent to nearly
two thirds of estimated total capital at year end 1997 Management IS sometimes prudent and cautious but nsk
management systems are conSidered elemental at best Earnings and cash flow are coming under pressure due to
shnnkmg spreads, high cost structures, needed expenditure for mvestment m modern mformatlon systems and tratmng,
and the Impact provlslomng Will have on earnmgs LIqUidity IS stratned due to the weak state of pubhc finances the
hIgh levels of money kept outsIde the banking system the shallowness of the capital markets, and hmlted direct
mvestment m the finanCial and real sectors The operatmg environment IS Improvmg and there are favorable trends
With regard to management mformatlon, pubhc disclosure, standards ofaccountablhty, and general transparency
However, Ukratne rematns susceptIble to market nsk due to Its macroeconomic and structural weaknesses, most
notably fiscal weaknesses nsmg debt, and the potential that such methods of defiCit financmg Will have an adverse
Impact on Ukrame's overall balance ofpayments In addition to the potentIal Impact a balance ofpayments cnsls could
have on the bankmg sector, there are several major nsks m the foreseeable future for the bankmg sector These mclude
fundamental credit nsk management and the management of off-balance sheet nsk as banks seek to mcrease earnmgs
from a hmlted earnmg asset base general matunty and prlcmg risk, governance and management capacity to set and
achieve reasonable strategic goals wlthm prudent risk tolerance levels, and the ablhty ofthe regulatory authorities to
prOVIde adequate supervisory oversight as needed m support of safety and soundness
• Seven of227 banks control about halfofbankmg system assets
• The top 20 banks account for about 80 percent of assets
• Only 23 foreign banks are operatmg, of which only seven are wholly foreign-owned
• Total assets pnor to prOVISIons and wrlteoffs are less than $12 btlhon-about $64 mtlhon on average per active

bank-but most banks had trouble meetmg the ECU I mdhon mlmmum capital requIrement by end 1997
• Nearly 50 banks are to be hquldated, and more than 20 others are m rehabilitation
• Provlslonmg requIrements are estimated to be a mlmmum $1 bllhon or nearly two thirds of total estimated

capItal
• Net credit to the government accounts for about one thIrd of total bankmg assets
• Tier I and II capital are nearly 15 percent of assets (unaudited) but needed provlslons/charge-offs could bnng thiS

down to 4 percent or less
• 1997 ROA (rough estImate) 15 percent
• 1997 ROE (rough estimate) 102 percent

The baSIS for the composite IS descnbed by each of the four general actiVities and the 28 sub­
categones below A more detailed summary IS attached as Annex 2
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I Fmanclal
Sector
Infrastructure
Score 2-

1 1 PolIcy and
System. Score
2-

12 Legal
Score 2-

SectIOn 1 Assessment of Fmanclal Sector Infrastructure

Ukrame's financial sector mfrastructure IS generally weak with regard to
mstltutlOnal capacity, although trends are Improvmg on a number of fronts Laws,
regulatIOns and accountmg standards m the financial sector are slowly evolvmg m
the direction of mternatlonal standards Electromc payments systems and
transaction-related mformatlon flows m the bankmg sector are considered safe and
adequate relative to current levels of transactIOns Academic capacity IS satisfactory
for a wide range of trammg activIties News media appear reasonably objectIVe
There IS slow movement towards Improved telecommuDlcatlOns capacity However,
Ukrame stili suffers from old and fragmented orgamzatlonal structures which
weaken the ability of public mstltutlons to play an effective role m the delivery of
public services There IS an absence of agreed policy and coordmabon, mformatlOn
IS often mconslstent and frequently undisclosed, and declslOn-makmg can often be
discretionary and subject to fraud While the NatIOnal Bank has become effective at
Implementmg monetary pohcy and IS begmnmg to develop effective supervisory
capacity for the bankmg system, much of the rest of the pubhc sector appears to
serve as a constramt to formal prIVate sector growth ThiS, m turn, undermInes
publIc confidence, and adds to the downward spiral which IS partly reflected 10 and
caused by the debilitatIng fiscal defiCits faced by UkraIne's government

Ukrame s financial sector Infrastructure and overall economy are burdened by weak mstltutlons
While there IS clear respect for the rule of law and compliance With regulations In many areas
there IS also pervasive fraud and corruption that are simultaneously responsible for and reactIOns
to the downward spiral Ukraine IS faCing While there IS an orderly electoral process and
democratic mstltutlOns are In place, their effectiveness IS undermined by diVISion and economic
decline Much of the legal and regulatory environment IS stili insuffiCiently reformed for
conversIOn to a market-based economy The economy IS at the begInmng of Its transformation to a
market orientation but much of thiS development IS In the shadow economy With corollary
distortions than In the formal sector Much of the formal sector remains state-owned or
'prIvatized via ownership transformation rather than from strategic Investment There IS some
capital markets actlvlty-approxlmately ISO shares are traded on the over-the-counter market of
the Ukraiman Stock Exchange, where about 80 percent of trading actiVity occurs-but
capitalization IS low and strategic Investment IS mlmmal Banking IS likeWise relatively weak as a
sector haVing become two-tier but stili In the process of adapting to a more commercial
OrIentation There are a few banks that are perceived to have elements of modem management and
governance that may lead to effective bankmg In the future But for the moment, most large
banks appear to be 10 poor or uncertain finanCial condition, and most other banks are "pocket
banks that have served as captive finance or administrative vehicles for state enterprIses New
regulations seek to change these structures but It Will take time before such changes show their
benefiCial effects The wild card 10 the equation IS Ukraine s abJ1Ity to attract direct mvestment
from foreign sources To date, performance has been weak It IS expected that over tIme,
membership In the IMF and other multilateral organizations w111 help along With EU Partnership
and Cooperation Agreements However In the near term Ukraine may also be faCing a scenarIO of
such economic decline as to usher In a balance of payments CrISIS prior to a perIod of ambitiOUS
and meaningful economic and structural reform

Ukraine s laws have effectively moved the country away from the monobank system that eXisted
during the Soviet perIod and laid the preliminary groundwork for slow movement to a market
economy However, whl1e basiC laws are either In place or being drafted to accelerate reform,
institutIOnal capacity to effectively Implement such laws has been weak to date Above all while
many Ukralman mstltutlons have a reputation for being legalistic and compliant, Ukraine s
government also has a reputatIOn for corruption and fraud ThiS IS partly eVidenced by the shadow
economy approxlmatmg half of the offiCial economy Much of that shadow economy IS the result
of corrupt and cumbersome procedures frequently m the form of mspectlons, permits tax
payments fines and other enabling environment Issues that have undermmed satisfactory
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1 3 Regulatory
and
Supel'Vlsory
Score 2

14 Payments
System. Score 4

1 5 Accountmg
Score 2

development of a formal pnvate economy WhIle laws and theIr apphcatlOn m the financIal sector
are not consIdered quite as egregIous-the National Bank appears to enJoy an Independent
reputation wIth a mandate to enforce-the weakness ofJudICial institutIOns and other public
offices undermines the rule of law and makes It more dIfficult for the banking sector to function In

a sound and effiCIent manner

Ukrame IS at the begmmng of a long process dedIcated to bulldmg effectIve regulatory and
supervIsory capacIty for the bankmg system There are several strong pomts to efforts achIeved to
date, largely with targeted donor assistance These mclude development of an ambitiOUS strategIc
plan for the NBU s bankmg supervIsIon department, an mcreasmgly clear mandate for supervIsIon
to enforce regulatIOns, the mtroductlon of new regulatlOns which get prudential norms closer to
internatIonal standards, movement towards adoptlOn of lAS for the generation of more meanmgful
mfonnatlOn, mvestment In mformatlOn technologies to asSiSt WIth the tImely flow of mformatlon,
Improvements 10 the organIzatIOnal structure of bankmg supervISIon to encourage better
coordmatlon of informatIon and pohcy, and an mtegrated superviSIon approach whIch leverages
off of a combmatlOn of on-sIte mspectlons and off-SIte survelllance These are all pOSitIve steps
forward WhICh, 10 due tIme, should strengthen the mstltutlOnal capacIty of the NBU to momtor for
nsks 10 the bankmg system as banks themselves engage 10 nskler actIVItIes It IS partIcularly
Important that donor support be sustamed 10 these areas to help NBU address exIsting nsks, to
plan for contmgencles, to contain future nsks, and to generally budd capacity It IS hkely that the
emergence of a banking cnSIS would be exacerbated by the curtadment of such needed support
There are stdl many weaknesses With regard to regulations and superviSion New regulatIOns have
recently been Introduced, and It will take some time for banks to effectIVely adapt In some cases,
such as minimum capital, regulations support the eXistence of very small banks whIch may add to
the cost of supervision AdditIOnally, It will take time before suffiCient human capItal IS developed
to ensure superviSion IS able to Identify, evaluate, momtor and contain nsks In a timely fashIon
However slgmficant progress IS being made With the provIsIon of techmcal assIstance for on-sIte
inSpectIons, off-SIte survelllance and general policy coordmatlOn These are all necessary bUIlding
blocks for effectIve superviSion Ifthe SUperviSOry functIOn IS mdeed weak, the trend IS favorable
as long as support IS sustained

The payments system functions well 10 Ukrame and IS reputed to be the best among FSU
countnes The system IS based on electromc funds transfers-checks are not used Real time gross
settlement IS reported to take place wlthm 20-30 minutes Uknune currently processes about
500,000 transactions per day, and capacity exists for slgmficantly greater volume
NotwIthstanding other problems m the economy, the payments system IS conSidered highly
effectIve and effiCient, and reasonably well protected from credit, lIquldlty and systemIc nsk
Credit nsk IS essentially non-exlstent as the recipient receIves funds only after the payer has
wntten such payments off hiS account and transferred them to the payee account LiqUidIty nsk IS
substantIally reduced due to the prevalence of real bme settlement Systemic nsk IS reduced due to
the exclUSIon of overdrafts Thus, despite risk management weaknesses at the banks, the payments
system applIes controls that substantially mitigate a cnsls through the payments system This helps
to prOVide some underlymg stablhty to the mterbank market Assummg the NBU focuses on the
largest banks actlVltles-the Interbank market IS currently dommated by two banks (e g, Bank
Ukrama and Pnvat Bankr-and requlres banks to mamtaln suffiCient reserves, these nsks should
be IdentIfiable and mitigated The electromc payments system prOVides additIOnal defense for
these efforts The payments system has also helped reduce the mCldence offraudulent mterbank
payment documents

Ukrame s accountmg standards are slowly evolVing towards mternatlonal standards Banks are
reqUIred as of January I 1998 to report according to lAS To accommodate thIS conversIon as
well as regulatory reporting requIrements recently mtroduced by NBU NBU has mtroduced a new
chart of accounts Whde Ukramlan accounting standards-pnnclples and procedures-have not
yet been offiCIally Introduced that are lAS the new chart of accounts for bank reportmg IS broadly
consistent WIth the lAS framework Key weaknesses that currently eXist m the bankmg sector WIth
regard to the production of accountmg mfonnatlOn Include fragmented branch reportmg, the need
for Improved venficatlOn ofJournal entries (e g , for the detectIon of pOSSible fraud regardmg
credIt and secuntles transactions, regIstratIon of collateral and guarantees), and the general need
for stronger mternal controls Key bankmg sector weaknesses With regard to the use of accountmg
mformatlon mclude the general notion that the mformatlOn produced IS pnmanly for regulators,
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16 Ratmg
AgenCIes
Score 2-

17 Fmanclal
Media
Insufficient
Basis/ora
Score

18
Pro/esslonal
Associations
Score
Insufficient
Basis/ora
Score

19 Acadenuc
Insufficient
Basis Fora
Score

110
Miscellaneous
Score
Insufficient
Basis Fora
Score

and that It IS of margmal usefulness for management purposes Notwlthstandmg these weaknesses
It IS expected that banks will learn to utlhze accountmg mformatlon increasingly for management
purposes and not solelv for regulatory reportmg purposes It IS also expected that as banks adapt
to new standards that companIes In the real sector wIll hkewlse begin to report accordingly ThiS
wl1l be partIcularly true If Ukraine IS to attract needed foreign dIrect Investment as well as to
move forward and more fully develop Its capital markets In both cases, lAS will be a fundamental
element of valuations due dlhgence and Investment deCISIOn-making (both for dIrect Investment
and portfoho Investment) New standards will among other things bring' market-based values
of companies closer to reahty due to new standards for provIsIOning and allowable deductions
UkrainIan accounting standards currently distort Income statement and balance sheet measures In

the enterprise sector thereby dIstorting the quahty of banking portfolios and contributing to a
misrepresentatIOn of banks earnings and balance sheets As UkraIne expenenced SIgnIficant
portfoho outflows m late I997-symbollzlng the hrolted depth of Its markets and Its vulnerablhty
to 'hot money -It Will be In the Interests of Ukraine from a macroeconomic as well as a
structural POint of vIew to accelerate the conversIOn of systems to lAS ThiS Will have to be
comprehenSIve, from charts of accounts that are useful In generating meaningful information all
the way through to transparent methods of disclosure for both public and private consumption All
the major international accounting firms are active In the Ukraine, and thIS should help with the
process

The major international rating agencies became active In the Ukralman market In ] 997 UkraIne s
ratings In February 1998 were generally unfavorable In terms of the long-term outlook There are
no domestiC rating agencies, although one firm ranks' banks based on finanCIal measures In
general there appears to be only hmlted informatIOn on banks and companies Part of thIS may
have to do With traditIOnal reluctance to dIsclose information, as well as the quality of informatIOn
that has been prOVided to date ConversIon to lAS and mtroductlon of stricter standards of
governance and scrutinY might Improve the SituatIOn but thiS WIll take time More information IS
aval1able on government secuntles and debt, largely due to finanCing needs and market
requirements The potential eXists for domestIC rating agencIes to playa useful role In market
development, but a weak economy and traditional non-disclosure have undermmed such potenttal
to date

No partIcular effort was made to assess the finanCIal media. However there are several
newspapers that report finanCial informatIOn Press coverage of tax legal and accounting Issues IS
conSidered satisfactory There IS an effort to utlhze the media to mstlll finanCial dlsclphne In

banks There IS one English-language Journal whIch prOVides broad and seemingly responSIble
coverage of government and economic Issues Media coverage IS generally conSidered responSible

No particular effort was made to assess associations In Ukraine However there are a few
profeSSional asSOCiations In Ukraine for finanCial sector indiViduals and groups The major
asSOCiatIOn m banking IS the AsSOCiation of Ukralman Bankers which has been a useful
institutional vehIcle for coordlnatmg donor-financed tramlng activities In accountmg, finanCial
management, and other areas of relevance for banking The ASSOCiation has also been active m
lobbymg for Input mto the draftmg process although not always In a manner that reflects an
adequate understandmg of market-based banking and internatIOnal norms Some programs
offering finanCIal traImng that IS adminIstered by asSOCiatIOns lead to certificatIOn Standards are
generally conSidered to be highly profeSSIOnal

No particular effort was made to assess the number or quality of academiC institutions m Ukrame
Nor was there a systematic effort to speak WIth bUSiness/management school offiCIals However,
there are promment schools and institutes In Kiev, Lvov, Odessa and other major urban centers
There are also some think tanks that make a slgmficant contrlbutton to economic and finanCial
sector development

There has been slow movement towards pnvatlzatlOn and modernizatIon of the
telecommumcatlons market While Ukraine earher allowed cellular operations, the major
telecommUnicatIons monopoly Ukrtelekom IS stili wholly state-owned PnvatIzatlon may begin
m 1998 The telecommumcatlons sector has Improved In major metropohtan areas In recent years
but still IS conSIdered ineffiCIent unrehable and costly by global standards Further companIes
have reported the need to pay a nearly $900 unoffiCial payment for installation per line up from
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$550 per lIne In 1994 Uknelekom's reputation is respected with regard to capacity provided for
cntlcal finanCial sector mstltutlons such as the electronic payments system However branches
have trouble connectmg by phone with head offices Hence, basiC services for most companies and
households is weak to non-existent Postal services appear adequate and largely trrelevant to the
bankIng sector due to the effiCiency of the electrOniC payments system SafekeepIng from a
phySical and logistical standpomt also appears adequate although the rehance on cash adds to
secunty nsks between the NBU banks' horne offices, and bank branches No systematlC effon
was made to review thiS
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II Econonuc
Faetorsand
IndIcators
Score 2-

21 General
Score 2-

SectIOn 2 Assessment of Economic Factors and Private Sector Indicators

Ukrame's economy IS generally weak from a structural standpomt, with mixed
reviews from a macroeconomic standpomt that are bound to worsen over time
unless direct mvestment mcreases and structural reforms accelerate The good news
from a macroeconomic standpomt IS that monetary pohcy has been effective over
the last two years m brmgmg down the mflatlon rate Year on year, the mflatlon
rate (CPI) was only 10 percent at end 1997, compared with 40 percent at end 1996
and hypermflatlon Just a few years earher Ukrame also does not appear to have a
slgDlficant current account problem, with a deficit averagmg about 3 5 percent
smce 1995 However, there are warnmg signs of rlsmg fiscal deficits, mcreasang
debt, and general crowdmg out of potential private mvestment Such a trend could
ultimately spiral downward, maDifestmg Itself m a balance of payments CtlSIS as a
result of depleted foreign exchange reserves, exhausted debt capaCity, and
unsustamably high mterest rates offered on securities Ukrame has shown Itself to
be vulnerable to portfoho mvestment Combaned with a poor track record an
attractmg direct mvestment, Ukrame's balance of payments are hkely to depend
mcreasmgly on donor financmg unless there IS a major acceleration of strategic
prlvatazatlon There IS potential mterest rate and exchange rate risk due to
Ukrame's financmg needs m the event donor financmg gets off track For such a
scenarIO to be aVOided, Ukrame will have to accelerate structural reforms ThiS will
require better performance m attractmg foreign direct mvestment and acceleratlOg
the privatIZation of large-scale enterprises Even more fundamentally, changes over
time will have to mclude tax reform, admlDistratlVe reform, and reduced public
expenditure The sooner these changes occur, the sooner Ukrame should begm to
benefit from economic growth The UkralDlan private sector IS primarily m the
shadow economy, with growth constramed partly due to a poor enabhng
environment characterIZed by corruption, fraud, and excess bureaucracy ThiS IS
closely linked to an arbitrary and mefficlent tax system which IS poorly
admlDistered Pubhc expenditure will need to be reduced to brmg down fiscal
defiCits ID the absence of a viable fiscal base Meanwhile, structural reforms focused
on economic competitiveness should have development of a viable tax base as one of
Its key medlum- and long-term obJectives to restore confidence One of the key risks
to Ukrame's ablhty to accomplish needed reforms IS pohtical OffiCially registered
unemployment IS likely to mcrease with reforms, and It IS questionable If
government Will have resources for the needed SOCial safety net that has slowly
deteriorated m recent years even without reform Overall, current fiscal problems
may serve as a mixed blessmg GIVen the government's cash crunch, It may have
little chOice but to accelerate prlvatazatlOn of key enterprises m the energy,
chemicals, airline and telecommuDlcations sectors Short of thiS, the economy IS
likely to contmue IDto Its Dlnth year of attrition

The economy IS weak m Ukrame WhIle monetary pohcy has succeeded m brmgmg down
Ukrame s hIgh mflatlOn rates, m most other categories the outlook IS negatIve FIScal defiCIts are
hIgh The stock of debt IS growmg as a percent of GDP particularly domestIc debt, remforcmg a
crowdmg out syndrome whIch only adds to pubhc expendIture at a tIme when fiscal defiCIts are

deepening While current account figures are not womsome the structure of Ukrame s capItal
account weIghted towards portfoho mvestment exposes the country to volatlhty as experienced m
late 1997 Meanwhile, the sheer weakness of Ukrame s real sector actiVIty prOVIdes httle hope for
growth, preCIsely what IS needed for a broadening and deepemng of Ukrame's finanCIal markets to
reduce the country s overall vulnerablhty to balance of payments swmgs OffiCIal statIstICS
showed average enterprise losses to approxImate 5 8 percent of GDP m 1996, a figure that hkely
worsened In 1997 due to the lack of workmg and mvestment capItal Ukrame s foreIgn trade
balance was positIve m 1997 but based on a $2 5 bllhon dechne m Imports rather than growth m
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exports MeanwhIle the current account worsened due to a reduction In the surplus In nonfactor
services Thus Ukrame's general economIc outlook IS negatIve with the exception of an
Improving inflation rate scenarIo PartIcularly wOITIsome IS the weak fiscal posItIOn of Ukraine
and the negatIve ImphcatlOns thIs IS hkely to continue to have on Ukraine's debt profile Unless a
major reversal of trends occurs, there IS a growing posslblltty that fiscal defiCIts and mounting
Interest payments on debt WIll lead to a balance ofpayments cnsls

The' enabltng' envIronment In Ukraine IS one of the weakest In the regIOn While pflvatlzed
enterpflses numbered about 57,000 and total small pnvate businesses numbered as many as 93,000
In 1997, the pnvate sector share of GDP was estImated to be only 50 percent In mld-1997 Most of
these enterpnses are small-scale and of httle consequence to the offiCIal economy, although they
serve as a bulwark of the shadow economy Most have been pflvatlzed largely through ownershIp
transformatIOn' methods-management and/or employee' buyouts -WIth httle Incremental
capItal, strategIc Investment, or change m governance and management MeanwhIle most of the
"larger' mdustnal enterpnses and farms remain m state hands WIth regIstered unemployment at
only 2 3 percent at end 1997 and eIght consecutIve years ofnegative GDP growth, It IS apparent
that the real sector has yet to restructure for long-term cOmpetltlVeness Pnvate bUSinesses are
hindered by the cntlcal need for admlmstratlve reform mthe public sector to free the pnvate sector
from needless mspectlons and taxatIon PervasIve fraud and corruptIon, and inconsIstent, unclear
and cumbersome hcensmg and permIt requuements only serve to undermine the tax base and dnve
the economy mcreaslngly 1Oto the 1Oformal sector A 1996 survey indIcated that average
"unoffiCIal' fees for busmesses to obtain servIces was a hIgh volume bUSiness, WIth payment
frequency per VISIt or servIce rang10g from halfthe tIme (e g, "VISIts" by tax 1Ospectors) to most
ofthe tIme for most servIces" (e g, enterpnse reglstratlon, VISIts by health and fire Inspectors,
phone mstallatlon, export-Import license reglstratlon) to all the time for border crOSSIng Rates In
1996 10cluded $894 per telephone hne 1Ostallatlon, $278 per Import hcense regIstratIon, $211 per
border crossmg, $176 for company regIstratIon, and $123 per export hcense regIstratIOn Most
charges were about the same In 1996 compared to 1994 although rates for phone InstallatIon and
Import hcense regIstratIon had matenally Increased whl1e rates for export hcenses had matenally
decreased These payments along WIth smaller payments for each VISIt by tax fire and health
1Ospectors, have contrIbuted slgmficantly to a "very hIgh mcrease" 10 the unoffiCIal economy, WIth
only war-burdened GeorgIa and Azerbaijan shOWing hIgher growth among a large samplIng of
European and Central ASIan transition countnes Enterpnses 10 general contInue to show
Increas10g losses In 1996, "accountmg losses" were nearly 6 percent of GDP exceedmg wage and
other arrears several times over and makmg It Virtually Impossible to operate Net 1Oter-enterpnse
arrears, mainly In the state sector, approximated UAR 28 4 bl1hon at end 1997, or 31 percent of
offiCIal GDP Much ofthiS IS financed by promIssory notes, much ofwhich IS quasI-money of
dubiOUS quahty Wage and pension arrears approxtrnated UAR 62 bdbon at end 1997 or nearly 7
percent ofGDP (and nearly IdentIcal to the fiscal defiCIt for 1997) In general, Ukraine's pnvate
sector IS essentially 1Oformal, and operatIng on a cash basiS 10 the shadow economy The formal
sector remains largely state-controlled Untt! the enabhng envIronment trnproves and there IS a
pohtlcal mandate to move to a market-based economy the Ukralman economy wdl remaIn
uncompetltlve, mefficlent and poverty-stncken

Monetary pohcy has been successful In recent years mtammg the 1OflatlOn rate The GDP deflator
from 1990-95 was hypermflatlonary at 1,040 5 percent Based on CPl figures at year end the
mflatlon rate had dropped to 40 percent by end 1996 and 10 percent by end 1997 However due to
problems throughout the rest of the economy, about half of all money IS held outside the banking
system This percentage has mcreased through the 1990s-m 1991, 125 percent of currency was
held outside banks nsmg to 20 percent m 1992 27 percent m 1993,38 percent by 1995 and 49
percent by end 1997 This has been dnven by several factors, which Include the growth of the
shadow economy which reportedly operates strictly on a cash basIS lack of confidence m the
bank10g system, and a deSire to Withhold 1Oformatlon from tax authontles These developments
have had a broadly negative Impact on sav10gs and credit, and have made It difficult for banks to
playa slgmficant mtermedlary role 10 the economy ThIS IS 10dlcated by the percentage of broad
money to offiCial GDP-only 11 6 percent m 1996 and 13 6 percent m 1997 DepOSits were only
6 6 percent of offiCial GDP m 1996 and 6 9 percent m 1997 Thus low levels of resource
moblhzatlon make It Virtually ImpOSSible for banks to play much of a role In economic growth
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Fiscal developments In 1997 showed a deficit of nearly 7 percent of GDP This was largely due to
detenoratlon In the government s abilIty to collect revenues Itself a function of structural
weaknesses In the economy Revenue collectIOn declined more than 10 percent Meanwhile
expenditure was relatively flat but would have accounted for a 3-4 percent of GDP deficit even If
revenues collected had matched 1996 totals Major areas relative to budget where revenue
collectIOns came up short were for the Chemobyl plant social funds, VAT and personal Income
taxes The authontles consequently over-collected I from the enterprIse sector by nearly 50
percent above what was budgeted This likely explams some of the harassment reported bv the
enterprIse sector at the hands of the tax authorIttes Meanwhile nearly two-thirds of expenditure
was for social funds and social/cultural mstttuttons-presumably health, education and other
social mfrastructure UnlIke other countries where expenditure appears to be the mam culprIt
behmd budget defiCits and high mterest rates Ukraine IS faced With the challenge of revlVlng Its
economy to expand the fiscal base to ensure It has needed revenues for basiC social services ThiS
Will require polItical Will, and tax and administrative reform Short of major reforms Ukrame runs
the nsk of Its fiscal problems leadmg to an unsustamable debt load that could ulttmately prompt a
balance of payments cnsls As banks are a major source offinancmg for the government through
purchases ofT-bills such fiscal detenoratton could have a major adverse effect on the bankmg
sector

Exchange rate policy has been reasonably steady smce the new currency-the hrvvma-was
mtroduced m 1996 The macroeconomy has achieved some relIef from high mflatton rates due to
effective monetary poltcy, whtle the current account defiCit has averaged 35 percent over the last
three years Questions about future exchange rates pend Increasmgly on the ability of government
to brmg down fiscal defiCits to restore confidence among portfolio mvestors, to attract higher
levels of direct mvestment, and to come to agreement With external donors on new debt In a worst
case scenano, government finances would collapse there would be a further reduction m
confidence portfolio outflows would further mcrease, Ukrame would attract little to no direct
mvestment, and there would be a breakdown of negotiations With the IMP Under such
circumstances the exchange rate would hkely not be sustamed wlthm the eXlstmg or a minImally
expanded band This IS particularly true gIVen low levels of reserves-net foreign reserves are
margmally negative-and mcreasmg debt service agamst a dechne m 1997 export sales levels of
nearly $1 billton Whtle thiS scenario may not be probable, there may be a worsenmg of
circumstances that could prompt a further devaluation of the currency The global market fallout
In May 1998 which prompted the Central Bank ofRUSSia to trIple ruble mterest rates to 150
percent IS Itkely to have spillover effects m Ukrame for the foreseeable future ThIS makes
agreement WIth the IMF all the more necessary to trigger SIgnIficantly greater Investment from
direct and portfolto mvestors

Ukrame's balance of payments figures showed some weakenmg m 1997 The current account
defiCit mcreased to 3 4 percent of GDP from 2 7 percent m 1996 ThIS IS not an alarmmg rate but
It was combined With an overall decrease m trade volume mamly With FSU countries Trade In
goods and services decltned 8 4 percent In total, and by 23 4 percent With the FSU region
However, the country s capital account showed vulnerabilIty to portfolto mvestment compounded
by growing domestiC debt-which generally needs to be serviced m 12 months or less at higher
rates-and poor performance m attracting direct mvestment The general financmg weaknesses
experienced by Ukraine are rooted m structural weaknesses and the absence of measures and
institutions to budd a competitive economy Thus, unttl major structural reforms are mtroduced
and effectively Implemented In government (e g tax public admmlstratlOn) and the real sector
and more fully advanced m the bankmg and finanCial sector, balance of payments problems are
ltkely to persist
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Section 3 Assessment of Bankmg Structure and System Profile

The Ukramlan bankmg system IS now almost wholly prlvate 10 ownership, but 10

most cases weak by mternatlonal standards There were 227 registered banks at
year-end 1997, but pald-m capital was only UAH 1 6 billion (about $838 million), or
about $3 7 million on average Total capital was estimated at UAH 3 3 billion
(about $1 75 bllhon), but these capital figures are all prIOr to an estimated $1 bllhon
or more m provIsions or wnteoffs for nonperformmg loans and potentially reduced
fixed asset valuations In general, loan classificatIOn, collateral and capital are all
suspect m terms of accuracy and/or quality Of Ukrame's total number of banks at
end 1997,22 had foreign capItal partlclpahon-mcludmg SIX whIch were 100
percent foreIgn-owned Nearly 50 banks are slated for liquIdatIOn, while another 20
or so are In rehabIlitatIOn ThiS brmgs the number of operatmg banks down to
about 180, of which most are consIdered ImpaIred and/or margmal Most banks
represent small captive finance or "pocket" banks that were part of the old
Gosbank system Durmg that period, they served as admlDlstrators for funds
gathermg and payment functIOns rather than as commercIal mstItutlOns generatmg
profits and losses based on rISk assessment and management Their owners tend to
be unrestructured state enterprISes, and/or recently prIVatized SOEs that stIll
operate on the basIs of old governance and management prachces Rather than
bemg consIdered banks, the vast majority of these should be consIdered commercial
finance compaDles Some banks are makmg efforts to better manage resources and
rISk, and new prUdential regulatIOns are puttmg IOtO place measures that may help
protect banks and the system from unwarranted or systemIc risk. However, most
banks are very small-mlDlmum capital IS Just ECU 1 million-and most banks dId
not even have that level of capItal until It was requIred by end 1997 Many of the
larger banks, mcludmg eXlstmg state-owned banks and the larger ex-state banks,
could be msolvent. Ukrame IS currently m the process of IOtroducmg a new chart of
accounts and movmg accountmg standards closer to lAS Once Implemented, the
magDltude of overvalued assets and nonperformlOg loans, and consequent needed
provIsions and write-offs will be known However, many of the larger banks might
be msolvent after provIsIOn109 for losses and wrltmg off what IS unrecoverable
Meanwhile, most banks have liqUidity problems from a practical fundang
standpOint (although they are In compliance wltb regulatory requirements), largely
due to tbe-weak deposIt base tbey bave and reliance on an mterbank market
composed of other banks With comparable problems Nearly balf of the total money
supply IS Circulating outside tbe bankmg system, and the State Savmgs Bank
controls about 33 percent of household deposits (an estimated 20 percent of total
held With banks) whlcb are then Invested m government securities Non-depOSit
sources of fundmg for banks are likeWise scarce Only the mterbank market
prOVides overDlgbt or very short-term liqUidIty needs Banks generally do not Issue
paper or other securities for additional financmg on formal markets, although
promissory notes are now clrculatmg throughout the economy and may constitute a
risky form of quasI-money It IS currently unknown how thIS affects banks from a
fundmg or collateral/mvestment perspective EqUity IS bmlted to small
contributIOns from shareholders WhiCh, after lAS IS applied, may be negative 1D

value There are draft laws on the National Bank and for commercial banks which
would brmg eXisting legislation more m hne With mternatlonal standards There are
also Signs that Ukrame may be willing to permit more foreign entry mto tbe
banking system However, It wIll take time before a safe and sound bankang system
emerges m Ukrame Even With progress m the finanCial sector, laggmg progress m
the real sector Will only limit the market for banks and other finanClalmstltutlOns
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Ukrame s bankmg system IS only at the begmnmg of a long process to restore confidence and play
a more meanmgful mtennedlary role m suppon of economic growth and competItiveness Balance
sheet mdlcators are generally weak-fundmg sources are hmlted a high proportion ofloans are
estimated to be nonperfonnmg, and other assets are often overvalued Accordmg to NBU
'large banks are among the most troubled from a balance sheet standpomt, and their resolutlOn
mIght well be costly financially and/or pohtlcally Until confidence IS restored m the bankmg
sector, fundmg will contmue to be a problem Addmg to this dilemma are high cost structures
based on excess overhead Banks frequently have too many branches too many personnel
mefficlent procedures and outmoded mfonnatlon systems UkrainIan banks will hkely have to
undergo major operational and financial restructuring sImultaneously ThIs will mean that branch
closures the release of employees Investment In new mfonnatlOn systems and the introductIOn of
modern procedures and controls will have to comclde With the estimated $1 bIlhon or more
financIal cost of prOVISIoning and charge-offs MarginS hkewlse dechned In 1997 makmg
earnings more of a challenge In a weak and uncompetltlve economy

The banking system In Ukraine IS now pnmanly pnvate In ownership, With only two banks
considered state-owned State Savings Bank and EXimbank However the manner In which most
banks became pnvate was In the fonn of' spontaneous corporatlzatlon or ownership
transfonnatlon' Governance and management are generally considered weak particularly as
owners are stili frequently the state enterpnses which the banks served administratively dunng the
Gosbank period ThiS kind of ownership transfonnatlOn has not led to mcremental capital for the
bankmg system whIch IS needed for the development of a modem bankmg sector and system
Only 31 banks-or 14 percent of the total number of banks m Ukrame-had year-end 1997 capital
of at least ECU 5 mllhon the EU minimum and stlll exceedingly small by global standards UntIl
there IS meanmgful mvestment 10 the banking system combined With international standards of
governance and management, It IS unhkely that Ukraine s banks Will be able to provide the range
of banking services needed to accommodate growth and development 10 the UkraIman economy
New regulatIons represent a start towards breakmg the connected patterns offinancmg that have
been a major cause of weakness and msolvency In Ukrame and other banking systems However
new ownership based on new mvestment and management wtll ultimately be needed for real
transfonnatlon New laws and regulations alone Will be insuffiCient

Governance and management are perceived to be weak In UkraIne, largely due to distorted
incentIve structures charactenzed by hmlted transparency, low levels of caPital, the absence of
strategic mvestment, and contmued ownershIp weaknesses 10 both the banking system and the
economy at large Modern standards of corporate governance are rarely practIced due to
weaknesses of supervisory board structures the absence of Viable mternal audit functions and
weak, fragmented or non-existent Infonnatlon This undennInes the ablhty ofboards to deVise
SUitable strategic plans for banks, and to oversee management perfonnance WIthin these plans The
benefits of pnmarIly private ownership m the bankmg system are offset by many owners sttll
bemg state-owned enterpnses or pnvatlzed enterpnses that st1l1 operate accordmg to old state
owned ways Under eXlstmg economIc circumstances management IS by necessity short-term and
"survlvahst' m focus

Weak as Ukrame's banks generally are they face httle competition from non-banks The local
stock exchanges have only about 150 company hstmgs of which many are non-tradable and
Ilhquld These represent shares In pnvatlzed finns There IS very hmlted msurance actiVity m
Ukrame although there are an estimated 231 msurance companies Premium revenues are hkely
hmlted by the small scale of operations the absence of rehable actuanal data, and the hmlted
hquldlty of msurance firms themselves to cover damage claims Most actIVity IS presumed to be m
auto and other non-hfe msurance sectors Nor IS there any major factormg, leasmg or pension fund
activity m Ukrame Banks are the maIO players 10 the government T-bill market, and the mterbank
markets for currency trading 10 hryvma and foreign exchange are growmg However the eqUIty
markets show hmlted tradmg volume and weak market capltahzatlon, undennmed by a
combination of macroeconomic and structural weaknesses The more active markets m
government secuntles are due to persistent budget defiCits and ongomg pubhc finance weaknesses
Increasmg actiVIty m mterbank markets partly reflects freQuent hqUldlty and fundmg weaknesses
Market Infrastructure for government secuntles IS conSidered satisfactory, as reflected by the WIde
range of mvestors m the last year or two However 10 the eqUIties markets slgmficant work IS
needed to IOst1l1 confidence 10 the safety of basiC transactIons There IS Virtually no competitIOn of
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any sort from credit unions or leasmg companies There IS also hmlted If any factonng or
commercial credit activity, although most banks could be conSidered commercial credit
institutIOns mstead of banks
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The Ukramlan bankmg system IS generally weak based on financlalmdlcators
Capital may well be severely Impaired, with the exact magmtude currently
unspecified due to poor mformatlOn, the absence as of yet orIAS, and many legal
Issues unresolved With regard to debtors, obligations and guarantees Asset quality
IS likewise weak m many banks, particularly m the largest banks where the highest
concentration of non-performmg assets IS found Management IS generally weak
from a risk management standpomt, although many banks now appear to be
demonstrating fundamental prudence In their management of resources durmg a
period of hard budget constramts Earnings are stramed as a result of limited asset­
based opportumtIes, reduced net mterest margins, low fee mcome (due to a
traditIOn of providing little more than baSIC services), what are thought to be
generally conservative trading activIties, high overhead costs, and general
ineffiCiency LiqUidity IS hkewlse tight due to a restrictive monetary pohcy to keep
the inflatIOn rate down, a weak fundmg base, and hmlted debt and equity financmg
aSide from Interbank markets for overmght or very short-term fundmg needs The
operatmg environment remains weak on a number of fronts, and transparency and
disclosure standards are weak and undermined by the poor quahty of mformatlon
Ukraine's weak posItion means that much of Ukraine's senSitiVity to market risk
has already been factored mto resource mobilIZation and other funding patterns
This IS reflected m high real Interest rates, the short-term perspective that most
financlalmstItutIons have, and the degree of dlsmtermedlatIon that eXIsts m a
largely Informal, cash-based economy However, there IS stili a possibilIty of
fundamental collapse IfUkrame's fiscal and balance of payments POSition does not
Improve, particularly as banks have slgmficant exposure to the government
securities market In the near term, key bankmg riSks are likely to Include attempts
to generate extraordmary gams from risky positions and tradmg activIties based on
maturity and pricing risk (e g, mterest rate, exchange rate, commodity), off­
balance sheet exposure mvolvmg trade finance and guarantees, loans from banks
that have been used as equity by banks' borrowers and that are now poor
mvestments, and general problems associated With regulatory comphance and
transactional fraud These concerns will be agamst a backdrop where foreign
mvestofS-(hrect and portfolio-may not (re)enter Ukrame for a sustained period,
pohtIcal stablhty may be challenged by Criminal actiVIties, and markets m general
Will remam concerned about the steady deterIOration ofthe Ukramlan economy,
weak mstItutlOnal capaCity, and senSitiVity to worrymg trends m RUSSia, CIS and
global markets

Management practices appear to now be conservative and prudent smce monetary policy was
tightened In ]995, and more recently since new prudential norms have been mtroduced However,
the magmtude of overvalued assets nonperformmg loans and future wrlteoffs IS sttll not preCisely
Identified The largest banks In many cases may have negative net worth Others may be well
below the BIS-recommended eight percent for the world's strongest banks and systems on a rlsk­
adjusted basiS let alone a much higher figure that would be conSidered appropriate for the risks
found m the Ukramlan marketplace While most banks remmn too small to be Viable the largest
banks sttll often carry a high level of loans that have been rolled over or capitalized Without
makmg proper adjustments for provIsions loan loss reserves and overall capital adequacy ratios
Portfohos are stili heavily weighted towards government securities-which are zero nsk-welghted
according to BIS ThiS IS POSitive from an earmngs and capital adequacy standpomt, assuming a
zero risk weight IS appropriate for UkraIne ThiS puts additIOnal pressure and focus on the
country s underlYing reserves, access to mternatlonal financmg, and ability to honor Its obhgatlons
at a time when It has a very weak fiscal pOSitiOn, limited capital markets actiVity, and the burden
of high Interest charges In domestic and international markets Banks themselves also face the task
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ofmeetmg capital adequacy ratios at a time when they have questionable asset quahty possibly
well overstated earnings, and high costs relative to current and near-term Investment needs for
effiCiency competitiveness and sustained profitability Extraordmary capital mJectlOns can not be
expected from privatization aCtiVity, as most banks are either too small to generate proceeds of any
meaningful sort or too troubled for pnme rated banks to want to sort out Given questIOnable asset
and earnings quahty the absence of viable capital markets, and the need for mvestment m
informatIOn systems, It IS highly unlikely that Ukrainian banks wIIJ have adequate capital to
approximate mternatlonal standards and to prOVide competitive service levels In the foreseeable
future

Asset quahty appears to be Improvmg on a flow basiS as more prudent management practices are
reputedly being folJowed Credit IS bemg managed more carefully, and mvestments In government
seCUrities are provldmg banks With relatIvely safe returns However, many of the larger banks still
have old nonperformlng loans on their books Estimates of nonperformmg loans range from 17-40
percent, or up to UAH 2 9 bdhon Even the smaller figure represents more than UAH 1 2 Mhon
or nearly 40 percent of aggregate capital In the banking system at year end I997-and a higher
percentage of the capItal of the 'largest banks Thus, asset quality IS generally poor In Ukraine
Further, because most banks are small, even hIgh quality assets are not of suffiCIent volume to
generate the earnings reqUIred for these banks to become suffiCiently competitIVe There are also
concerns about bank lending to affiliates and other partIes whIch have then used resources for poor
Investments In some cases, these loans may have been collaterahzed by promissory notes that
have no effectIve market value AddItIOnal concerns exIst WIth regard to sector concentration due
to the tradltlonallendmg practices of the larger banks and the limited clients ofthe smaller banks
Fmally, non-earning and low-earning asset levels represent a major proportion banks' balance
sheets due to speculative or costly Investment In real estate and the maintenance of high reserve
reqUIrements

Ukraine s banks are generally Viewed to have weak management Governance IS weak, expenence
IS hmlted, and incentIves have largely remamed distorted In the post-Gosbank period LikeWise,
the underlying Infrastructure and information base needed for prudent management IS lacking In
Ukraine The ovemdlng challenge In the coming years IS finanCIal and operatIonal stablhzatlon In
conjunction With efforts to budd institutIonal capacity for market expansIOn and sustainable
growth As part of that ambitiOUS effort, bank managers Will need to learn how to utlhze new kinds
of information and systems for portfoho management purposes across sectors-banklng, capital
markets, real estate, Insurance-and to operate Within prudent nsk tolerance levels In banking
alone thIS wdl Include a vast array of changes to mOnitor for and manage the vaned portfoho,
matunty exchange rate and pnclng nsks assocIated With credit, securities, fixed asset Investment,
asset-liabIlity management, off-balance sheet Items, and general operations LIkeWIse, boards wdl
have to Introduce effectIve Internal audit functions and adapt to new standards of Internal
oversIght based on proper utlhzatlon of informatIon to determine SUItable strategIc plans that meet
the return requirements of shareholders whde being comphant WIth laws and regulatIons In the
Intenm Ukraine would best be served by budding on Incentlves, systems and instItutIOns that
focus on the reinforcement ofsafety and soundness for a long-term restoratIon of confidence In the
banking system Ukraine would also be far better served by accelerating pnme-rated Investment
Into the local market, particularly from those institutIons that could serve as a spur to core
intermediatIon functlOns-deposlt moblhzatlon and lendlng-as a means of restonng confidence
and Instdling dlsclphne If such an approach IS adopted that would require a bold wllhngness to
allow banks to fall to make It more attractive for competitive pnme-rated banks to enter retall
markets

Ukraine s banks have not traditIOnally presented mcome statements consIstent With lAS although
thIS IS now begmmng to change WIth recently mtroduced reporting requirements Through 1996
earnings have been overstated due to Interest mcome on loans that, by Western standards would
be clasSIfied as loss LIkeWise the fadure to prOVISion for loss loans has overstated earnings By
end 1997, loan loss prOVISions were only 2 3 percent of total loans By March 31, 1998, It IS
expected that prOVISions wdl Increase by UAH 440 mdhon thereby trlphng the year end 1997
figure ThiS quarterly figure alone represents nearly half of estImated 1997 pre-tax (and pre­
provIsIOning) earnings on an unaudited basiS Based on apphcatlon of the UAH 440 mdbon
provlslOmng charge to 1997 estimated earnings and a 30 percent corporate tax rate "net Income'
for the banks could approximate UAH 337 mdbon for 1997-about $1 mllhon per operating bank
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However other estimates assume a needed $1 bllhon or more m provIsions or nearly five times
the provIsions expected by March 31 1998 In any event such prOVISions Will reduce the flow of
posted earnings from 1998 on Meanwhile banks Will also have to contend with weak chent
markets shrinking net mterest margins excess overhead, and the need for Investment In new
technologies, systems and processes These Will all put pressure on earnmgs In the near term

Ukralman banks face a difficult hquldlty SituatIOn due to the lack of confidence In the bankmg
system hmlted non-deposit resources avaIlable for financmg weak or negative earnings and a
tight monetary pohcy In terms of regulatory reportmg to NBU banks appear to have adequate
hqUldlty pOSitIOns Some of the larger banks-Ukralna, Prommvest, Prlvat, EXlIn-have also
managed to obtam about $50 mllhon m the syndicated loan market from about seven or eight
European banks However, m terms of actual cash fundmg, most banks are m a weak pOSitIOn and
hardly able to grow LiqUidity constramts are both macroeconomic and structural m nature thiS
weakness IS hkely to persist until confidence IS restored m the bankmg system and thIS Will be
tIed to larger efforts to restore confidence m Ukrame s institutIOns, Its macroeconomIc pohcy, and
general real sector development

Ukraine s bankmg system suffers from a low level of public confidence HyperinflatIOn and the
effect thiS had on savmgs and pensIOns contributed to a slgmficant loss of confidence m the early
1990s The ongoing malaise of Ukrame s economy, the weakness of Its institutions the magnitude
of corruptIOn and the perception that banks are among the profiteers dunng a difficult tranSitIOn
from SOCialIsm account for much of thiS sentiment WhIle the State Savmgs Bank IS presumed to
carry a government guarantee for household depOSits, many of Its traditIOnal chents have already
lost Significant saVIngs from the earlier bout ofhypennflatlOn Tax Inspectors are not trusted, and
thiS serves as a catalyst for the Informal sector and the high level of natIOnal savIngs kept In the
shadow economy Meanwhile, because banks have not been privatized In a manner that has
slgmficantly shifted governance and management structures the bankIng sector has done little to
Instill confidence In the household sector Banks' traditional corporate clIents are largely the same
as they were before their enterprise owners As a result, banks have been (at least until recently)
admInistrative or captive finance umts of enterprises Ukrame has done a poor job to date of
attractIng foreign Investment which could have gone a long way m compensatIng for structural
weaknesses In the Ukralman economy and bankIng sector In terms of financial sector
Infrastructure, NBU IS JUst beglnmng to demonstrate regulatory and supervisory effectiveness
NBU needs slgmficant strengthemng to IdentIfy risks early on and to enforce Its mandate In
support ofcnSls preventIOn The emergIng regulatory framework generally conforms to prudentIal
gUIdelInes rendered by the BIS and the EU but It Will take several years to become effective thIS
will also hInge on conversion to lAS Investments In Information systems by banks and the abIlIty
of a new wave of modem managers to both utilize Information for management purposes and to
recogmze the need for a prudentIal regulatory framework In support of underlymg stability In the
bankIng sector

There are major concerns about the poor level of transparency and disclosure m UkraIne Much of
thIS dates back to the Soviet period when people held on to information as a form of protectIon
Today In Ukrame, many organizatIOnal structures are fragmented and Ineffective due to the lack of
disclosure of meanIngful mformatlOn thIS applIes to the dIsclosure of timely and accurate
finanCIal InformatIOn prOVided by companies to banks, as well as by banks to the public The
persistence of problem loans In bank portfolios slow Introduction of lAS and rather late
application of prudentIal norms consistent With BlS gUidelines all POInt to comparatively weak
standards of transparency and disclosure The poor quahty of InformatIon reInforces thiS notion
Nevertheless NBU IS taking the lead In promoting better standards for a more accurate
representatIon of the finanCial conditIOn of banks It IS expected that as tIghter requIrements are
apphed to banks that banks will likeWIse begin to apply comparable standards to their eXisting or
potential customers Some banks are even targetIng "finanCial consulting to enterpnses to asSISt
them With conversion to lAS as a source of fee Income for the future

Events In 1997-namely the outflow of portfoho Investment from UkraIne to RUSSia and other
FSU countries as well as outflows back to Western capital markets-provIde an Indication of the
fragility of the UkraInIan economy and Its senSitiVIty to market nsk Events In late May 1998
reflect the potential for contagion With stock exchanges In emerging markets around the globe
bemg hit by a loss of confidence from portfoho Investors ThiS represents an extended hnk In the
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cham of many emergmg markets that are among the hardest hit when Investors lose confidence
and return to safer havens In the case of the Ukrame concerns about the RUSSian economy In the
aftermath of the ASia CriSIS m late 1997 led to portfolio flight due to apparent cash needs back In

RUSSia to maintain confidence In the ruble ThiS set off a run from Ukrame which forced the NBU
to slgDlficantly raise mterest rates to try to stabilize the hryvma and restore confidence While
exchange rates remamed reasonably stable agamst the dollar and ruble, mterest rates rocketed up
to 35 percent In November 1997, and then agam to 44-48 percent m February 1998 whde the
mflatlOn rate contmued to dechne Developments In RUSSia In May 1998, which mcluded a
tnphng of Interest rates to 150 percent to mamtam confidence In the ruble represent a recurrence
of Similar trends and can only hurt the Ukralman economy Ukrame's senSItivity to market risk IS
high, largely due to the fundamental weakness of Its economy at the structural level combined
With a high level of dependence on outside finanCing to aVOId total collapse The former wdl take
years to correct, while the latter raises the risk of an emergmg debt trap that wdl only make It more
difficult for structural weaknesses to be reversed It appears that until UkraIne IS able to both
broaden and deepen financial markets, It wlll remam mghly senSitive to regional and global risks
Broademng and deepemng wdl require measures that bUIld confidence m the future Apart from
monetary policy and an adequate payments system through NBU, there IS httle that provides the
kmd of confidence mvestors need to compensate for the perceived fISk associated With the
UkraIman marketplace In addition to legal and regulatory refonns, UkraIne wIll need to reverse
the Impediments Its bureaucracy Imposes on formal private sector start-ups and emergmg
companies This IS true from a tax perspective-both rates and methods of collectlOn-3S well as
from an admlmstratlve standpomt-frequency and cost of mspectlons, wasted time-If UkraIne
Wishes to bnng the shadow economy mto the mamstream LikeWise, UkraIne wIll likely have httle
alternatlVe than to create an enabhng environment for strategic foreign direct mvestment There
has been little domestiC direct mvestment to date, and UkraIne wIll need the management
expertise, mformatlOn systems, and market links to move Its economy forward Strategic
mvestment wdl be reqUIred for SOEs that can be pnvatlzed, as well as m companies that have
already had their ownership structures transformed and are now offiCially classified as pnvate
companies Such an environment would then provide the banking and finanCial sector With a
greater number of targets for mtermedlatlOn and services Absent such developments, Ukraine Will
contmue to struggle through an Implodmg scenano charactenzed by a shadow economy a steadily
weakenmg fiscal POSition and contmued mabillty to provide needed public services m a
transparent fashion that promotes confidence In public mstltutlons
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ANNEX 1. A DESCRIPTION OF THE USAID BANK RATING SYSTEM

Ratings Summary[or USAID
Topics/Categories and DescriptIOn of Ratings

Description ofCoverage
1 2 3 4 5

General Descrlptron o[Ratmgs Dismal monopohst reSIStant Inadequate weak significant Adequate favorable trend Solid strong satisfactory Outstandmg world class
• FinancIal Infrastructure to competitIOn and change Improvements needed major Improvement needed competitive few systemic state-of the art be~t practices
• Economic factors and no confidence Widespread potential for destabilizatIOn potential for ml\Jor systemic risks or problems and those Virtually no senous systemIc

mdlcators corruption weak mstltuhons via systemic risks risks are manageable pnvately nsks pnvately owned and
• Banking sector structure owned and managed managed

and profile
• CAMELOTS mdlcators

I FINANCIAL INFRASTRUCTURE
Topics/Categories and 1 1 3 4 5

Description of Coverage
1 1 PollcylSystem Wholly unsupportlve of Generally unsupportlve of Partly supportive of stable Supportive ofstable safe and Wholly supportive of stable

stable safe and sound stable safe and sound safe and sound bankmg but sound bankmg safe and sound bankmg
bankmg bankmg slgmficant Improvements needed

Improvements needed
11 Legal Wholly unsupportlve of Generally unsupportlve of Fairly supportive ofstable Supportive ofstable safe and Wholly supportive ofstable

stable safe and sound stable safe and sound safe and sound bankmg but sound banking and safe and sound bankmg and
bankmg and meaningful banking Virtually no Implementation deters meanmgfullevels of nsk meamngful levels of nsk
levels ofnsk takmg meanmgfullevels of nsk meanmgfullevels ofnsk takmg takmg

takmg takmg
11 Regulatory and Wholly madequate for Inadequate regulatory Adequate regulatory Solid regulatory framework Outstandmg regulatory
SupervisIon prudently managed and framework for prudently framework for prudently for prudently managed and framework for prudently

supervised bankmg managed and supervised managed and supervised supervised bankmg managed and supervised
bankmg Significant bankmg but strengthenmg bankmg
strengthening needed needed

1 " Payments System Wholly madequate and Inadequate and mefficlent Adequate but less than Solid systems remforce World class systems remforce
undennmes integrity of systems weaken limited effiCient systems support mtegnty ofbankmg system mtegnty of bankmg system
bankmg system efforts to bUild up mtegnty of mcreasmg mtegnty of

bankmg system bankmg system
1 5 Accounting Wholly Inadequate Unacceptable framework for Acceptable framework for Satisfactory framework for Outstandmg framework for

framework for bankmg bankmg Significant bankmg but SOphiStication bankmg bankmg
Improvement needed needed

1 6 Ratmg Agencies and Wholly unsupportlVe of Generally unsupportlve of Margmally supportive of Supportive ofbankmg sector Wholly supportive ofbankmg
Systenu bankmg sector development bankmg sector development bankmg sector development development sector development
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1 7 Fmancial MedIa Wholly unsupportlve of Generally unsupportlve of Margmally supportive of Supportive ofbankmg sector Wholly supportive ofbankmg
bankmg sector development bankmg sector development bankmg sector development development and growth sector development and
and growth and growth and growth growth

professlOnahzatlOn and code
ofethics needed

1 8 ProfessIonal ASSOCIatIOns Wholly unsupportlve of Generally unsupportlve of Margmally supportive of Supportive of bankmg sector Wholly supportive of bankmg
bankmg sector development bankmg sector development bankmg sector development development and growth sector development and
and growth and growth and growth growth

19Acadenuc Wholly unsupportlVe of Generally unsupportlve of Margmally supportive of Supportive ofbankmg sector Wholly supportive of bankmg
bankmg sector development bankmg sector development bankmg sector development development and growth sector development and
and growth and growth and growth growth

110 Miscellaneous Wholly madequate and Generally unsupportlve of Only partly supportive of Supportive and remforces Wholly supportive and
undennmes integrity of bankmg system, slgmficant bankmg system but mtegnty ofbankmg system remforces integrity ofbankmg
bankmg system Improvement needed Improvmg system
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II ECONOMIC FACTORSIINDICATORS
Toplcs/Categones and I 2 3 4 S

DescrIptIon orCoverage
21 Gl!nl!ral Dismal macroeconomic Inadequate macroeconomIc Adequate macroeconomIc Solid macroeconomic Outstanding macroeconomIc

fundamentals undermme fundamentals deter fISk- fundamentals asSISt WIth fundamentals provide fundamentals reinforce and
banking sector development taking by banks banking sector stability banking OpportuOitles enhance banking sector

2 2 P"vatl! Sl!ctor Devl!lopmI!nt Poor levels of private sector Growing but Inadequate Adequate pnvate sector Strong economy based on World class state-of the art
development In formal levels of pnvate sector development supported by competitive pnvate sector economy predIcated on
economy undermine banking development for sustarnable favorable trends but innovative resourceful private
development meanrngful growth undercut Improvements needed sector

bankrng sector development
2 J Money Savmgs and Crl!d" Dismal monetary Weak monetary fundamentals Adequate monetary Solid monetary fundamentals Solid monetary fundamentals

fundamentals wholly deter bankrng sector fundamentals boost contnbute to strong banking shaped by world renowned
undermme banking sector development confidence but Improvement system risk management practices
development needed contnbute to global standards

of bankmg system
competitiveness

2 -I FIScal Dismal fiscal fundamentals Weak fiscal fundamentals Adequate fiscal fundamentals Solid fiscal fundamentals Solid fiscal fundamentals
wholly undermrne bankrng deter bankrng sector boost confidence but contnbute to strong banking contribute to stabIlity m
sector development development Improvement needed system support of banking system

competItiveness
2 5 Exchange Ratl!s Dismal exchange rate Weak exchange rate Adequate exchange rate Solid exchange rate Solid and stable exchange rate

fundamentals wholly fundamentals deter banking fundamentals boost fundamentals contribute to fundamentals shaped by
undermine bankrng sector sector development confidence but Improvement strong bankmg system world renowned fisk
development needed management practices

contribute to global standards
of banking system
competitiveness

2 6 Balancl! OfPayml!nts Dismal balance ofpayments Poor balance ofpayments Adequate balance of Reasonably strong balance of Envl3bly strong balance of
pOSItion reflects competitive POSition reflects competitive payments POSition reflects payments pOSitIOn reflects payments pOSItion reflects
weaknesses ofeconomy weaknesses ofeconomy growing competitIVeness of competitive strengths of competitive strengths of

economy despIte weaknesses economy economy
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III BANKING STRUCTURE AND SYSTEM PROFILE
ToplI:sfCategorles and I 2 J 4 5

DeSCription of Coverage
J 1 OveTVIew Wholly uncompetltlve Poor reputatton re Adequate reputallon for Solid reputation for World class status re

bankmg system competitiveness m the competitiveness m bankmg competttiveness m bankmg competitIVeness m bankmg
banking system but strengthening IS needed

J 2 Ownership Monopolist protectlomst TraditIOnally closed banking Adequate levels of Reasonably open and Open privately owned and
bankmg system resistant to system only begmnlng to compelltlVeness and generally privately owned managed bankmg system
foreign competitIOn and open up to foreIgn performance due to recent and managed bankmg system globally respected for
change competltron and change trend towards private respected for competrtlve competitive prowess

ownershIp and management pOSitIOn
J J Governance and Dismal governance and Weak governance and Adequate governance and Strong governance and World class governance and
ManagelflLnt management undermme management undermme management for banking but management sustam management reinforce and

bankmg and economIc bankmg development despite Improvements needed to competitIveness m bankmg sustam competltrveness m
development recent but very margmal achieve global bankmg

Improvements competitiveness In bankmg
J 4 Non Bank CompetItIon No senous competrtlon from Very limited competttlOn Adequate levels of Satisfactory levels of Slgmficant competition from

non banks further from non banks proVide httle competltron from non banks competition from non banks non banks further strengthens
undermmes the need for pressure on banks to exercise but lack ofmarket breadth enhance competitiveness and levels of competltlvene~sand
financial discipline financial discipline and depth hmlt Impact on financIal discipline of banks financml discipline of banks

competitIVeness and financial
discipline ofbanks
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS
Topics/Categories and I :z 3 4 S

Descnptlon ofCoverage
4 1 Capital Adequacy Wholly madequate capital Inadequate capital Adequate capital Reasonably strong capital Enviably strong capital
4 2 Asset QualIty Dismal asset quahty Poor asset quality Adequate asset quahty Reasonably strong asset Enviably strong asset quahty

although slgmficant room for quality
Improvement

43 Management Wholesale disregard for General lack ofawareness of Fairly weak but Improvmg Reasonably strong reputallon EnvIably strong reputallon
fundamentals ofnsk nsk management reputatIOn based on emergmg based on satIsfactory nsk based on world class risk
management fundamentals nsk management capacIty m management capacIty m a management capacity m

a market showmg mcreasmg fairly competitive market fiercely competItive market
levels ofcompeltt/on

44 Earnmgs Sustamed losses that have Weak or unstable eammgs Adequate eammgs but room Reasonably strong and Enviably strong and
decapltahzed the banks by for added stabilIty and dIversified eammgs diversified eammgs
lAS dlversJficalton

45 LiqUidity Severe hqUldlty problems LIqUIdity problems Adequate hquldlty POSItion Reasonably strong hqUldlty EnViably strong Irquldrty
but room for strengthenmg posItion on an ongomg basiS pOSItion on an ongoing basiS

460puadngandR~ufuwry DIsmal operatmg and Poor operatmg and regulatory Adequate and Improvmg Reasonably strong operating EnViably strong operating and
EnVironment regulatory envIronment envIronment operatmg and regulatory and regulatory environment regulatory envIronment

envIronment
4 7 Transparency and Dismal standards for Weak standards for Adequate standards for Reasonably strong standards World class standards for
Disclosure transparency and dIsclosure transparency and dIsclosure transparency and disclosure for transparency and transparency and dIsclosure

disclosure
48 SenSItiVIty to Market RISk DIsmal reputatIon for Poor reputatIon for senslltvlty Adequate and Improvmg Strong reputalton to manage World class reputation to

senSItivIty to market nsk to market nsk under market reputation to manage senSItivIty to market risk manage senSItiVIty to market
under market condItions conditions senSItivIty to market nsk as under market condItIons nsk and continuously prosper

market conditions under market conditions
mcreasmgly prevatl
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ANNEX 2. A DETAILED ASSESSMENT OF THE UKRAINIAN BANKING SECTOR

I FINANCIAL SECTOR INFRASTRUCTURE Ukrame's financial sector mfrastructure IS
generally weak with regard to mstItutlonal capacIty, although trends are Improvmg on a number
of fronts Laws, regulatIons and accountmg standards In the financIal sector are slowly evolvmg
m the dIrectIon of mternatlOnal standards ElectrOnIC payments systems and transactIOn-related
mformatlon flows In the bankIng sector are consIdered safe and adequate relatIve to current levels
of transactIOns Academic capacIty IS satIsfactory for a Wide range oftrammg activities News
media appear reasonably objectIve There IS slow movement towards Improved
telecommUnIcatIOns capacity However, Ukrame stili suffers from old and fragmented
organizatIOnal structures which weaken the ablhty of pubhc mstltutlOns to play an effective role
m the dehvery ofpubhc servIces There IS an absence of agreed polIcy and coordmatlon,
mformatlOn IS often mconslstent and frequently undisclosed, and declSlon-makmg can often be
dIscretionary and subject to fraud While the NatIonal Bank has become effectIVe at
Implementmg monetary pohcy and IS begmnIng to develop effectIve supervIsory capacIty for the
bankmg system, much of the rest of the pubhc sector appears to serve as a constramt to formal
prIvate sector growth ThiS, m tum, undermmes pubhc confidence, and adds to the downward
spiral whIch IS partly reflected m and caused by the deblhtatmg fiscal defiCits faced by Ukrame's
government Score 2-

11 Policy/System Ukrame's finanCial sector mfrastructure and overall economy are burdened
by weak mstltutlons Whl1e there IS clear respect for the rule of law and complIance With
regulations m many areas, there IS also pervasIve fraud and corruptIOn that are sImultaneously
responSible for and reactIOns to the downward spiral Ukrame IS facmg Whl1e there IS an orderly
electoral process and democratIc mstItutlons are m place, their effectIveness IS undermmed by
diVIsion and economic dechne Much ofthe legal and regulatory enVIronment IS stIll
msufficlently reformed for conversion to a market-based economy The economy IS at the
begmnIng of Its transformation to a market OrIentation, but much of thIS development IS m the
shadow economy With corollary distortions than m the formal sector Much of the formal sector
remams state-owned or "prIvatized" via ownership transformation rather than from strategic
mvestment There IS some capItal markets activity-approximately 1SO shares are traded on the
over-the-counter market of the UkrainIan Stock Exchange, where about 80 percent oftradmg
actiVity occurs-but capitalIzation IS low and strategic mvestment IS minImal Bankmg IS
lIkeWIse relatIvely weak as a sector, havmg become two-tier but still m the process of adaptmg
to a more commerCial OrIentatIOn There are a few banks that are perceived to have elements of
modern management and governance that may lead to effectIve bankmg m the future But for the
moment, most "large" banks appear to be m poor or uncertam finanCIal condition, and most
other banks are "pocket" banks that have served as captive finance or adminIstrative vehicles for
state enterpnses New regulations seek to change these structures, but It w111 take time before
such changes show their benefiCial effects The WIld card In the equation IS Ukrame's abilIty to
attract dIrect mvestment from foreIgn sources To date, performance has been weak It IS
expected that over time, membership m the IMF' and other multIlateral organIzatIOns wl1l help
along With ED Partnership and Cooperation Agreements However, m the near term, Ukrame
may also be facmg a scenano of such economic declIne as to usher m a balance of payments

Ukrame ]omed the IMF and the World Bank m 1992, and achieved ArtIcle VIII status m the IMF
m May, 1997
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CriSIS prIor to a perIod of ambItIOus and meanmgful economIc and structural reform Score 2-

• The polltlcal envIronment m Ukrame IS less than stable Ukrame's fmanclal sector mfrastructure IS
undermmed by polItIcal dIvIsIons, pervasIve corruptIon and fraud, and a deep need for admmlstratlve
reform Pohtlcal divIsion IS exemphfied by the distributIOn of seats m the new Parhament, m whIch
CommunIsts are the most Important party but are offset by "entrepreneurs" WIth dlffermg mterests
The executive branch IS somewhat weakened by the predommance of CommUnIsts m the Parhament
Thus, stalemate could charactenze the pohtlcal process m the commg months despIte the need for
drastIc actIOn to reverse fiscal detenoratlon ThIs weakness pomts to the level of corruptIOn and fraud
some of whIch explams the non-payment of tax revenues mto government coffers PolItIcal favors
appear to be frequently purchased, partly a response to high tax rates whIch are hIgh partly due to non­
payment from a slgmficant portIon of the potentIal tax base With fully one-thrrd of the economy
outside of offiCIal figures, such a trend IS not hkely to Improve any ttrne soon even WIth some credible
measure of expendIture control-some of whIch IS already occumng by default m the form ofarrears
and non-payment of taxes These fiscal weaknesses pomt to more senous structural problems, and the
essentIal need for admmlstratlVe reform In addItion to tax reform to broaden the fiscal base and lower
rates, Ukrame also needs to reduce the cumbersome, mconslstent and dIscretIOnary costs of hcensmg
and mspectlOns These charactenstlcs undermme publIc confidence m mstltutlons, and mduce
contmued growth of the shadow economy when Ukrame IS m drre need of developmg mstltutlOnal
capacIty for long-term stabilIty and growth WhIle Ukrame IS to be congratulated for havmg become
democratIc through the electoral process m a short tlme-mdependence was only granted m 1991­
even here, the cost of gettmg elected has been esttrnated to be $1 mtlhon per seat m Parhament m a
country where mdlvlduals are frequently responsIble for most of therr campaIgn expendIture 2

• With regard to legal and regulatory reform, JudICIal mstltutlons need strengthenmg to be effective
Many of the laws and regulations are carried over from the earher Soviet penod As for bankmg,
weaknesses abound as a result of orgamzatlonal structure, reluctance to exercIse regulatory mandates,
poor mformatlon, mappropnate laws or regulatIons, and the absence of commercIal expenence m the
courts OrgamzatIonal structures frequently are fragmented, WIth separate unIts often workmg from
dIfferent mformatlOn and faIlmg to coordmate from a pohcy standpomt This results m the mconslstent
applIcatIon of laws and regulations, addmg to the uncertamty of the envrronment and thereby
undermmmg both debt and equIty financmg Because of old structures and operatmg tradItIons, many
regulators are reluctant to exercIse theIr mandates for enforcement unless speCIfic mfractlons are noted
and IdentIfied In some cases, there IS httle mandate to enforce Without speCIfic approvals from semor
bureaucrats This may be changmg With regard to bankmg supervISIon, but there has been msufficlent
reform mother admmlstratIve structures (e g, tax mspectorate, agencIes responsIble for Issumg
permIts and lIcenses) that undermmes real sector development Poor and mconslstent mformatIon
hkewlse represents a challenge to the ImplementatIOn of laws and regulatIOns In the case of bankmg,
there IS progress as Ukrame IS movmg towards lAS However, thIS IS only a begmnmg, and accurate
mformatlOn may stIll not be forthcommg from banks for at least another one to two years whIle
mvestments are made 10 mformatlon technologies, branches are more closely Imked to head offices
and other requrrements are put m place for accurate 1Oformatlon flows The real sector lags the
bankmg sector, thus representmg a broader challenge for fiscal authontles and pubhc polIcy at large
As for the sUltabtllty of laws and regulations for a market economy, there IS stIli SIgnIficant reform to
be mtroduced Some progress has been made WIth a recently amended Law on Pledges, and draft
bankmg legislation for both commerCial banks and the NatIOnal Bank However, commerCIal
expenence m the courts IS lImIted, so It Will take tIme for the amended Law on Pledges to take effect
There IS also no slgmficant development outSide the shadow economy of repossessIOn and lIqUIdatIOn
Bankmg legislatIon has stIll not passed, and IS not expected to pass at least untIl late 1998 for NBU
legIslatIon and mld-1999 for commerCIal bank10g legislatIon In Its favor, Ukrame's general
legIslation IS VIewed as satIsfactory In terms of openness to foreign mvestment and the removal of

See "Busmess connections," KIev Post, Apnl 28, 1998
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major trade barrIers However, both domestIc and foreIgn mvestors appear to face problems of
commercIal, tax and land codes whIch lead to broken contracts, changmg terms of agreements, and
hmlted mvestment opportumtles These problems are aggravated by dIscretIOnary and mconslstent
applIcatIon of tax laws, customs regulatIons, IIcensmg procedures, and company regIstratIons To
remedy these problems, meffectual but frequently changmg legIslatIOn further reduces confidence,
thereby undermmmg aggregate dIrect mvestment

• Economic developments m 1997 had hmlted good news-namely that the mflatlon rate contmued to
declme, down to 10 percent at year end 1997 The average mflatlon rate for 1997 was 15 percent,
compared WIth an average 891 percent m 1994 There also was only a 3 4 percent current account
defiCIt-although thIS was up from 2 7 percent m 1996--and some sectors are vIewed to have export
potentIal, namely chemIcals, a WIde range of metallurgIcal products (e g, m mmmg, steel), and
energy-related machme-buIldmg However, by most measures, the Ukramlan economy IS weak,
strocturally flawed, and m some ways Implodmg by default from a combmatlon ofarrears, fiscal
defiCIts, corruptIon, and worsenmg fundamentals Real GDP declmed by 3 2 percent, the eIghth
consecutIve year m whIch growth has been negatIve The unemployment rate was offiCIally regIstered
at 2 3 percent at year end 1997, but thIS measure IS dIfficult to trost due to the degree of barter,
underemployment, and mformalIty m the economy More than half the people are reported to SUbSISt
and/or operate m the shadow economy WIth steady mcreases m arrears, offiCIally regIstered
unemployment IS likely to merease Perhaps most problematIc IS the fiscal defiCIt, whIch mcreased to
6 7 percent m 1997 from 3 2 percent m 1996 Ukrame contmues to carry SOCIal secunty and wage
arrears due to Its penlous fiscal POSltIOn-a Eurobond Issue for $750 mIllIon WIth a 162 percent yIeld
was floated successfully m late 1997, WIth the proceeds reported to have been used to pay down a
SIgnIficant proportIon of arrears The vulnerabilIty ofUkrame's economy was hIghlIghted m late
1997, when foreIgn portfolIo mvestors-mamly RUSSian-WIthdrew funds from the market There
were earlIer SIgnS ofvulnerablhty, due to declmmg T-bIll yields and the lImIted depth ofthe corporate
bond market However, the more dramatIC effects were shown later m the year when cash needs m
RUSSIa prompted flight from Ukrame ThIS left banks underfunded, and prompted NBU to raIse the
dISCount rate from 16 percent m September-October to 35 percent m November, 1997 Rates further
mcreased m February 1998, WIth the NBU dISCount rate nsmg to 44 percent and the Lombard rate
nsmg to 45-48 percent All of thIS was m response to turmoil m RUSSian markets, a problem that was
further and dramatIcally exacerbated m late May, 1998, when the RUSSIan Central Bank raised the
dISCOunt rate from 50 percent to 150 percent As ofApnl 1998, the Ukramlan T-bill market showed an
average weighted yield ofnearly 50 percent While thiS IS part of unplementatlon of what has been an
effective monetary pohcy m terms of reducmg the mflatlon rate, It also leaves banks With very lunlted
lIqUidity The exchange rate depreCIated With the outflow ofportfolIo mvestment-the local currency
was about 10 percent lower m value agamst the U S dollar m Apnl 1998 than m September 1997
There may also be a loommg debt cnSIS If the budget defiCit IS not reduced, If mterest rates remam
high, and If/as foreIgn exchange reserves dmtmIsh GIven Ukrame's weak fiscal POSitIon, the country
may well need SIgnIficant external assistance and foreign mvestment to aVOId default and a damagmg
balance ofpayments cnsls Such asSistance, If It IS agreed to, will need to be accompanIed by
meanmgful stroctural reforms If It IS to spark needed levels of mflows

• The bankmg sector has made some slow progress as a result ofwhat appears to be a hardenmg budget
constramt, matched by underlymg prudence of some bank management As the fiscal sltuatlOn
detenorates and monetary polIcy remams focused on pnce stabIlIzatIOn, banks are now forced to better
manage therr resources to generate the lIqUIdity needed to operate mthe marketplace The bankmg
sector's largest 20 banks are reputed to account for about 80 percent ofassets, WIth the largest seven
banks representmg more than half of total assets However, such measures of"large" asset totals are
pnor to prOVISIons and wrIte-offs accordmg to lAS It IS very likely that the "largest" ex-state banks
WIll have conSIderably smaller balance sheets once prOVISIons are made for loan losses based on new
prudentIal regulatIOns Insolvency IS a pOSSibIlity m some cases In general, most banks m Ukrame
face attntlon m the event of contmuous "prolongatIon" (e g ,rollovers, mterest capItalIzatIOn) ofloans
Ukramlan banks are very small, as mdlcated by the dIfficultIes many of them have had m Simply

25



reachmg a mmunum capItal ofECU 1 mJlhon (about $1 3 ml1hon) The mam source of cash mcome m
recent years has been mvestment In government SeCUTltles However, new lendmg and fee mcome­
generatmg actIVItIes wl1l be needed for banks to generate profits m the long run Such efforts are
hampered by a weak real sector whIch keeps funds out of the bankmg system to aVOId confrontations
WIth the tax authOTltles, lunlted servIce avaJiablhty from banks due to weak systems and expeTlence,
and comparatIvely hIgh overhead rates due to excessIVe head count, mefficlent processmg and
unneeded branches There IS a T1sk of excessIVe exposures and off-balance sheet Items (e g, letters of
credIt, guarantees), as well as rehance on mflated real estate values Ultunately, as mother bankmg
systems where problems have emerged from low quahty assets and hIgh cost structures, pressure on
banks WIll come from hqUldlty and the absence ofavaIlable funds Bank assets were only 24 percent
of offiCial GDP and only 15 percent of estImated GDP m 1997 pTlor to wnte-offs Thus, after
adjustments are made to overstated assets, these ratIos WIll reflect an even smaller portIon ofbankmg
assets On the fundmg SIde, notes m cIrculatIOn are nearly equal to bank depOSIts Thus, fmanclal
mtermedlatlon rates are low-httle more than eIght percent of total estunated GDP m 1997­
reflectmg the lunlted role banks play m the economy and the hmlted fundmg aval1able to them

• Ukrame has expenenced some development m Its capItal markets, but not much By global standards,
the capItal markets and non-bank mstltutlOns are very small Market capltahzatlon was only $8 bJlhon
at end 1997, but much of thIS was non-tradable and hkely overvalued Where Ukrame has shown rapid
growth IS m the mterbank currency and foreign exchange markets Dollar tradmg has mcreased
fourfold m two years, from a neghglble $8 bJlhon m 1995 to more than $32 bl1hon m 1997 However,
Ukrame IS subject to hIgh levels ofvolatJilty, as shown m the outflow offunds m late 1997 m the
aftermath of the "ASia cnSIS" Ukrame IS particularly vulnerable to fmanclal shIfts m RUSSIa-RUSSIan
mstltutlOns accounted for about 40 percent of portfoho mvestment m September 1997, and about half
of all recorded Ukramlan trade IS With RUSSia LIkeWIse, because of ongomg RUSSian vulnerablhty to
"contagIOn" effects m emergmg markets, there IS a spl1lover effect on Ukrame when RUSSIa responds
to restore confidence m the ruble and RUSSian markets Ukrame's approach to pnvatlzatlon combmed
WIth admmlstratlve problems has also reduced the level of foreIgn duect mvestment, thereby lunltmg
the contributIOn that source can make to capItal markets development Corporate debt markets remam
very thm, undercuttmg potential mvestment Furthermore, the rest of the non-bankfinancla/ sector IS
relatively undeveloped Insurance, leasmg and factonng actIVIty IS hmlted There are few If any
commercial credIt companies, although most of the small banks resemble commercIal credIt
mstltutlons rather than banks Whl1e there are about 200 credIt unIons, they are small and make httle
unpact on savmgs moblhzatlon or lendmg flows

12 Legal UkraIne's laws have effectively moved the country away from the monobank system
that eXIsted durIng the SOVIet penod, and laId the prelImInary groundwork for slow movement to
a market economy However, while baSIC laws are either In place or beIng drafted to accelerate
reform, InstitutIOnal capacity to effectively Implement such laws has been weak to date Above
all, while many UkraInian InstitutIOns have a reputatIOn for beIng legalIstiC and complIant,

Ukrame's government also has a reputatIOn for corruption and fraud ThiS IS partly eVidenced by
the shadow economy approximatIng half of the offiCial economy Much of that shadow economy
IS the result of corrupt and cumbersome procedures frequently In the form of mspectlons,
permits, tax payments, fines and other "enablIng environment" Issues that have undermIned
satisfactory development of a formal pnvate economy While laws and their applIcation In the
finanCial sector are not conSidered qUite as egregIOus-the National Bank appears to enJoy an
Independent reputation With a mandate to enforce-the weakness ofJudiCial InstitutIOns and
other publIc offices undermmes the rule of law and makes It more difficult for the bankIng sector
to function In a sound and effiCient manner Score 2-
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• The Law on the NatIOnal Bank ofUkrame (NBU) became effectIve In 1991 and legally transformed
UkraIne from the Gosbank system to a two-tIer bankIng system The central bank appears to be
reasonably mdependent, and has a mandate to lIDplement monetary policy as well as to supervIse
banks In partIcular, the lIDplementatIOn of a tIght monetary polIcy SInce 1995 shows NBU has
InstItutIOnal power However, whIle thIS mandate appears to be In place, the absence of reform at the
structural level also mdIcates there are llIDIts to Its mandate The NBU IS weakened by organIZatIonal
fragmentatIon, an apparent lack of coordmatlon across departments, and dlffermg poliCIes, procedures
and controls It also appears that lobbyIng by various vested Interests for tax exemptIons and related
benefits from other government offices and mmlstnes adds to the Imbalance of monetary and fiscal
polIcy, puttmg polItical pressure on NBU A draft law IS now WIth ParlIament to strengthen the role of
NBU m ItS oversIght of the bankmg system A tentatIve tlffietable for passage of the law IS year-end
1998 In the meantlffie, NBU BankIng SupervisiOn has an array ofregulatory measures It can use to
enforce complIance With prudential norms that have recently been mtroduced However, passage of
the law IS lffipOrtant m gIvmg the NBU a stronger mandate to take enforcement actIons when non­
complIance IS uncovered

• Ukrame's first Law on Banks and Bankmg ActIVIty became effectIve m March, 1991 ThIS Law was
not successful m provIdmg needed gUIdelmes for commercial bankmg practIces that are "safe and
sound" The Law faIled to prevent high levels ofexposure to shareholders and mSIders, dId not requIre
meanmgful consolIdatIon, and dId not prOVIde Incentives for governance and management conSIstent
WIth those found m a market economy In response, NBU has drafted more than 18 prudential
gUIdelmes to brmg bankmg practIces closer to recommended mternatiOnal norms These mclude
regulations on capItal, nsk management, open foreIgn exchange pOSitiOns, and weighted foreign
exchange pOSItiOns These are part of an overall strategIC plan to better coordmate polIcy and
lffiplement mtegrated bankmg supervIsIon m support of"safety and soundness" A new law IS bemg
drafted which IS unIversal m focus ThIS may be nsky, and probably should be phased With the
mtroductlon of stnct fIrewalls TentatIve passage IS set for mld-l 999 The new law would enshnne
many of the norms bemg mtroduced at the regulatory level, mcludmg mmlffium capItal, capItal
adequacy, mSlder loans, large loans and exposures, clasSIfication standards and provIsIonmg
requIrements, and other common features found m commercial bankmg laws

• The Law on SecuritIes and Stock Exchange was mtroduced m 1992 New regulations were mtroduced
m 1996, mcludmg the estabhshment ofa Secuntles and Exchange CommissIon Problems assocIated
With clearmg, settlements and re-regIstratlon for corporate secuntles have undermmed confidence m
the mechanICs of Ukrame's capItal markets Through 1997, thIS was partly due to the absence of
prmted share certIficates endorsed to the purchaser of shares, makmg It difficult to achieve a legally
valId and enforceable transfer of title to secuntles EXlstmg secuntles registration practIces were
conSIdered vulnerable to unscrupulous behaVior, partIcularly when the Issuer could act as Its own
regIstrar Further development of mdependent regIStrars IS needed to overcome thIS obstacle

• Ukrame recently amended Its Law on Pledges to conform more closely to EU standards However, to
date there has been httle testmg Banks generally disbelIeve they can lay clalffi to assets m the event a
borrower defaults except when the borrower SIgnS an agreement There may be some abIhty to do so
on moveables-Jomt sIgnatures are needed on moveables for transfer that IS legally recogmzed-but
thIS does not seem to be as uDlversally accepted for fixed assets This notiOn has been remforced over
the years by asset strlppmg There have also been Instances of multIple clalIDS on propertIes, reflectmg
problems With both property registration procedures and !len perfectIon All of thIS undercuts the
willmgness of banks to prOVIde long-term loans, although uncertamty about the future and llffilted
fundmg resources are more compellmg reasons for short-term lendmg and asset management patterns
Banks' responses have frequently been to accept only cash (e g, depOSIts) and government secuntles
as collateral for loans, and to mSIst on the openmg of cash accounts for a penod oftlffie before credit
applIcatIons are entertamed Some ofthe better managed banks also conduct SIte VISits to ensure that
mformation prOVided m credit applIcatIons IS accurate and reasonably valued
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• Ukrame lacks expenence and commercial trammg of speCialIzed bankruptcy judges and lIquidators for
both m-court and out-aI-court adjudIcatIOn While the shadow economy has Its own rules, the court
system and other legal mechamsms for bankruptcy and lIqUIdatIOn are relatively untested This will
become more of an Issue m the commg years as banks are reqUIred to better manage therr assets Some
prehmmary groundmg has been put m place With the lIqUIdatIOn of about 47 banks However,
standards for the certificatIOn of profeSSIOnal lIqUIdators are lackmg as IS the general secondary market
and mfrastructure needed for such asset diSPOSition EXlstmg arbitratIOn procedures are not considered
effective as a means ofresolvmg contract disputes Work on a collateral registry IS underway, but to
date, the Law on Bankruptcy has generally been meffectlve due to weaknesses mJudiCIal
mfrastructure (e g , absence of speCialIzed courts, lack of tramed judges), lack of clanty about whether
a lIqUIdator can mvestlgate a debtor's finanCial affarrs, the higher rankmg of lIqUidatIon costs to
secured clams, and a general lack of traditIOn The rankmg of lIqUIdatIon costs IS a partIcular
deterrent Banks are requrred to pay a five percent charge ofthe total filed clam to the COurt-thIS IS
net of the bank's own legal fees for representatIOn-without any assurance that the court WIll rule m
favor of the creditor Even If the court does, thIS could take years Thus, there are numerous
dlsmcentlves for credItors, and thiS has undermmed or corrupted nsk-takmg by banks m a penod of
hard budget constramts

1 3 Regulatory/SupervISory Ukrame IS at the begmnmg of a long process dedIcated to budd10g
effectIve regulatory and supervisory capacity for the bank10g system There are several strong
po1Ots to efforts achIeved to date, largely WIth targeted donor assistance These mclude
development ofan ambitIOUS strategic plan for the NBU's bankmg supervIsion department, an
mcreas10gly clear mandate for supervision to enforce regulations, the 1Otroductlon of new
regulatIons which get prudential norms closer to mternatlonal standards, movement towards
adoption of lAS for the generatIon of more meanmgful mformatlon, mvestment 10 mformatlon
technologies to assIst WIth the timely flow of mformatlon, Improvements m the organIzational
structure of bank10g supervISIon to encourage better coordination of informatIon and pollcy, and
an mtegrated supervISion approach which leverages off of a comb1OatlOn of on-site inspectIOns
and off-SIte surveillance These are all positive steps forward whIch, 10 due time, should
strengthen the 1Ostltutlonal capacity of the NBU to momtor for Tlsks 10 the bankmg system as
banks themselves engage m TlSkler activities It IS partIcularly Important that donor support be
sustamed m these areas to help NBU address eXlstmg Tlsks, to plan for contmgencles, to contam
future nsks, and to generally budd capacity It IS hkely that the emergence of a bankmg cnsls
would be exacerbated by the curtaIlment of such needed support There are stIll many
weaknesses WIth regard to regulatIOns and supervIsIon New regulatIons have recently been
1Otroduced, and It WIll take some tIme for banks to effectively adapt In some cases, such as
mlmmum capItal, regulatIons support the eXIstence ofvery small banks whIch may add to the
cost of supervision AdditIonally, It WIll take tIme before suffiCient human capital IS developed
to ensure supervISIon IS able to Identify, evaluate, momtor and contam Tlsks 10 a timely fashIOn
However, slgmficant progress IS bemg made WIth the provIsIon oftechmcal assIstance for on­
site 1Ospectlons, off-SIte surveillance, and general pohcy coordmation These are all necessary
bUlldmg blocks for effective superviSIon If the supervIsory functIon IS 10deed weak, the trend IS
favorable as long as support IS sustamed Score 2

• Llcensmg reqUIrements and regulatIons are bemg tightened m the bankmg sector WIth the mtroductlon
of new regulations, and the draftmg ofa new Bankmg Law which IS tentatIvely scheduled to become
effectIve by mld-1999 Mmmum capItal IS now ECU 1 ml1lton for banks Whtle stIll a very small sum
for a bank, It represents an mcrease from ECU 0 I ml1hon at June 1, 1996 More mportantly, there are
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as many as 42 lIcenses that banks can obtam based on complIance wIth regulatory norms 3 As ofmId·
1997, only eIght of 178 operatmg banks had all 32 lIcenses for operatIons 4 In one sense, thIS IS a
highly mefficlent and overly admmlstratlve approach In most market economIes, only one or a
handful of lIcenses are Issued However, NBU utilIzes Its control over the hcensmg process to enforce
Its mandate for effectIve oversIght of the banks The threat ofa hcense bemg revoked prOVIdes the
NEU WIth greater leverage and "moral suasIon" when encountermg a bank that may not be m
comphance UntIl new laws on both the NBU and commercIal banks are passed remforcmg the
bankmg supervISIon department's mdependence and mandate to enforce regulatIons, thIS wIll remam a
pragmatIC tool for NBU to use for effective overSIght MeanwhIle, a pOSItive trend may have begun
WIth the apparent change m pohcy regardmg foreign banks PreVIOusly, NEU restricted entry of
foreIgn banks to a total of IS percent of total bankmg system capItal and 35 percent ofmdlVldual bank
capital as an attempt to encourage foreign banks to acquIre domestic banks ThIS strategy did not
work, and NBU appears to have now recognIzed that fewer restrIctions along these lmes Will be
benefiCIal for development of a well-capItalIzed, modem bankmg system

• The eXlstmg and draft Laws on the NatIonal Bank and Banks prOVide a clear legal basiS and mandate
for the NBU to supervise the banks ThIs mcludes banks as "unIversal" mstltutlons engaged m
secUTInes and other capItal markets activities NBU IS currently gettmg grounded m the fundamentals
of superviSion m support of"safety and soundness" It remams to be seen how long It wIll take
superviSion to effectively oversee the broad range ofactlVltles buIlt mto the concept of unIVersal
bankmg However, NBU IS plannmg on mcreasmg staff for oversight from 486 to 574, ofwhich 45
additional staffwould be for on-site mspectIOns and 25 new staffwould be for off-Site surveIllance S

Combmed With Significant levels oftrammg, comprehenSive as well as targeted mspectlons of mllJor
banks, development of an early warnmg system and computenzed Umform Bank Performance Report,
NBU capacIty IS expected to mcrease m the commg months and years as new legislatIon IS adopted
and as banks adapt to changmg market conditions Immediate weaknesses mclude the poor quahty and
msufficlency of mformatlon whIch can be analyzed and then utilIzed for corrective actlon-examples
mclude madequate or maccurate 1Oformatlon for matunty and gap analysIs m assess10g hquldlty and
foreign exchange rIsk, as well as a more general analySIS of currency rIsk, sector concentratIOn, and
maturIty mIsmatches and therr overallunpact on earnmgs and assetlportfoho quahty One ofthe key
challenges to NBU wIll be Its ablhty to develop needed mformatlon systems to obtam a better readmg
ofthe fmanclal and operatmg conditIOn ofbanks It regulates A second key challenge wIll be to retam
hIghly skilled and profeSSIOnal people, or to at least have a mechanism m place to replace such people
when they are offered positions elsewhere As found m all economies, another challenge wIll be the
contmued enforcement of profeSSIOnal standards, particularly gIven fmanclal and other temptations
that are offered to regulators 10 what would constitute a breach"ofprofeSSIOnal ethics If accepted

• Penaltles for regulatory non-comphance by bank managers and employees can be assessed, as they
can for board members as well However, to date, NEU regulators have apparently been reluctant m
many cases to exercise therr enforcement powers Banks and regulators are legahsnc m therr
conceptIons, and comphance-dnven This IS also true m terms of analyzmg capItal adequacy, asset
quahty, and hquldlty poslnons There IS clear eVidence that banks are exerclsmg some measure of
prudence 10 the way they manage therr resources, partly the result ofnew regulatIons Compla1Ots and
pressure from banks to ease up on some of the regulatIOns also mdlcates that banks are feelmg
pressure as a result ofnew regulations Some of thIS IS due to the stnctness ofsome regulations, such
as the reversal of mterest after 30 days If not serviced, the deductIOn from Tier II capital ofbank
mvestments m non-bank companies m excess of20 percent of capital, and the restnctlon on fixed
assets to bank total capital NBU likeWise retams reasonable control over the process due to the power

Approxunately 32 hcenses apply to "bankmg" operatIons, whtle another 10 or so hcenses apply to
"non-bankmg" actiVIties, prImarIly related to capital markets and other "umversal" bankmg actIVities
4 See Landy, "Developmg Sound Banks mTranSitIonal Economies Structural Reforms m
Ukrame," CASE, September 1997
S ThIS would brmg total on-sIte staff to 247 and off-SIte staff to 141
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to revoke a license However, comphance with regulatIOns can and frequently has been fictional due to
accountmg standards that have not provided an accurate reflection of the fmanclal condition of banks
Gradual conversIOn to lAS IS a first step, m conjunction with new regulatIons, to ascertam the
magmtude of msolvency m the bankmg system, and to provide a more rehable framework for ongomg
supervision m the commg years That more than 40 banks have been put mto liquIdatIon shows that
NBU IS serIous about enforcement m the bankmg sector However, these have generally been small
banks The real test will come WIth the larger ex-state banks that have long served as admmistrative
channels for mandated lendmg or soft lendmg to SOEs 6 LIkeWise, there IS mcongrmty between efforts
to Impose discIplme m the bankmg sector whde progress m the real sector lags Banks themselves are
likely to complam If there IS a perceptIOn ofbemg smgled out for strIct oversIght while non-bank
companies are not subject to Similar oversight Meanwhile, the supervisory functIon wdllikely remam
focused on compliance rather than rIsk management, although the recent mtroductlOn of on-site
mspectlOns and CAMEL ratmgs-focused on capital, assets, earnmgs and hqUidity-should enhance
the NBU's ability to evaluate the condition of the banks for safety and soundness, and eventually for
the quality ofmanagement

• Levels ofdIsclosure are generally madequate, and practices reflect traditions datmg back to the
Gosbank perIod Where disclosure levels are Improvmg, there IS then the questIOn of accuracy Banks
are only begmnmg to convert to lAS, and much of thiS IS still m the pdot stage It Will hkely take
another year or two before branches and home offices are well connected through adequate MIS, and
before both management and regulators are usmg such mformatlon for Tlsk and portfoho management
purposes The entIre notion ofopen disclosure and transparency IS relatIVely new for Ukrame, and IS
likely to hold back mstltutlonal and market development On the other hand, mltlal progress IS bemg
made m terms of bankmg In addition to gradual conversion to lAS, disclosure requIrements to
regulators and complIance from banks IS Improvmg Whether thiS means the banks are mcreasmgly
safe and sound IS another matter, but banks do appear to be mcreasmgly m compliance With NBU
requIrements Regular reports are reqUIred, and Tlsk management conSiderations are budt mto these
requIrements It remams to be seen how qUickly Ukrame IS able to develop more open disclosure
polICies, procedures and standards based on accurate mformatlon One factor that might serve as a
catalyst IS the attraction of pnme-rated foreign mvestment m the fmanclal sector, as these kmds of
frrms are accustomed to workmg With and generatmg far greater volumes of mformatlon for active
markets

1 4 Payments System The payments system functions well m Ukrame, and IS reputed to be the
best among FSU countries The system IS based on electrOnIC funds transfers-ehecks are not
used Real time gross settlement IS reported to take place wlthm 20-30 mmutes Ukrame
currently processes about 500,000 transactions per day, and capacity eXists for slgmficantly
greater volume Notwlthstandmg other problems In the economy, the payments system IS
conSidered highly effective and effiCient, and reasonably well protected from credit, liqUIdity
and systemiC rIsk Credit rIsk IS essentially non-existent as the recipient receives funds only after
the payer has wntten such payments off hiS account and transferred them to the payee account
LiqUIdity rIsk IS substantially reduced due to the prevalence of real time settlement Systemic
Tlsk IS reduced due to the exclUSIOn of overdrafts Thus, despIte rIsk management weaknesses at
the banks, the payments system applIes controls that substantially mItIgate a CTlSIS through the
payments system This helps to prOVide some underlymg stabilIty to the mterbank market
Assummg the NBU focuses on the largest banks' activitIes-the Interbank market IS currently

The NBU appears fully aware of this potential challenge NBU mentions five large banks­
Prommvestbank, Ukrama, Ukrotsbank, EXImbank, and Savmgs Bank-as representmg the major
concentratIOn of problems m the bankmg sector See "Strategy of Deve]opmg Bank Supervision of the
National Bank ofUkrame for 1998-2000"
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dommated by two banks (e g, Bank Ukrama and Pnvat Bank~andreqUIres banks to mamtam
sufficIent reserves, these nsks should be IdentIfiable and mitigated The electromc payments
system provIdes additIOnal defense for these efforts The payments system has also helped
reduce the mCldence of fraudulent mterbank payment documents Score 4

• Ukrame has a modem clearmg and settlement system ThIs has prOVIded the bankmg system and
economy WIth the benefit of electromc bank transfers, and no major float It has mcreased the speed
and relIabIlity ofpayment transactions whlle ellmmatmg the need for cable and postal
acknowledgements The system IS Viewed as cost effective, relIable, supported by compatible
hardware and software, and easy to operate The system also enforces a measure of dlsclplme, as
settlements partICIpants have necessary data for lIqUidIty forecastmg, and any transactIOns that could
cause an overdraft are automatically blocked While thIS could cause unnecessary problems for
partICipants WIth back-up Imes of credit or alternatIve sources, It IS also a prudent measure to protect
agamst a lIqUIdIty run on the payments system Essentially, some ofthe deSIgn prmclples have
reduced or ellmmated credit, lIqUIdIty and systemIc nsk ThIs helps to prOVIde some underlymg
stabIlIty to the mterbank market The system has also reduced the mCldence offraud

• Management MIS and technology development related to payments systems are conSIdered sound, as
are mtemal systems, procedures and controls Payments and relevant mformatlOn between payer and
payee seem to flow through the system WIthout problems ThIs mcludes the transmISSIon of secured
documentatIOn for transactions WIthout reported mCldences offraud, unauthorIZed payment orders, or
other trregulantles A new generatIon system ofelectrOnIC mterbank settlements IS bemg developed to
mcrease the convemence to users Key components mclude an account momtormg system, a tIme
transfer system, and a clearmg system

15 Accountmg Ukrame's accountmg standards are slowly evolvmg towards mternatlOnal
standards Banks are reqUIred as ofJanuary 1, 1998 to report accordmg to lAS To accommodate
thiS conversIon as weH as regulatory reportmg requITements recently mtroduced by NBU, NBU
has mtroduced a new chart of accounts Whde Ukralman accountmg standards-pnnclples and
procedures-have not yet been officlaHy mtroduced that are lAS, the new chart of accounts for
bank reportmg IS broadly conSIstent WIth the lAS framework Key weaknesses that currently
eXist m the bankmg sector WIth regard to the productIon of accountmg mformatlon mclude
fragmented branch reportmg, the need for Improved venficatlon ofJournal entrIes (e g , for the
detectIon ofpOSSIble fraud regardmg credit and secuntles transactIons, regIstration of coHateral
and guarantees), and the general need for stronger mternal controls Key bankmg sector
weaknesses With regard to the use of accountmg mformatlon mclude the general notIon that the
mformatlon produced IS prImardy for regulators, and that It IS of margmal usefulness for
management purposes Notwlthstandmg these weaknesses, It IS expected that banks wIllleam to
utIlIze accountmg mformatlOn mcreasmgly for management purposes, and not solely for
regulatory reportmg purposes It IS also expected that as banks adapt to new standards, that
companIes In the real sector wIll hkewlse begIn to report accordIngly ThIS wIll be particularly
true If Ukrame IS to attract needed foreIgn dIrect mvestment, as well as to move forward and
more fully develop ItS capItal markets In both cases, lAS w111 be a fundamental element of
valuations, due dilIgence, and mvestment declSlon-makmg (both for dIrect mvestment and
portfoho mvestment) New standards wdl, among other thmgs, brmg "market-based" values of
companies closer to reahty due to new standards for provlslomng and aHowable deductIOns
Ukramlan accountmg standards currently dIstort mcome statement and balance sheet measures
m the enterprIse sector, thereby dlstortmg the qualIty ofbankmg portfolIos and contrlbutmg to a
misrepresentatIOn of banks' earnmgs and balance sheets As Ukrame expenenced Significant
portfolio outflows m late 1997-symbolIzmg the lImited depth of ItS markets and ItS
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vulnerablhty to "hot money"-It wIll be m the mterests ofUkrame from a macroeconomiC as
well as a structural pomt of view to accelerate the conversion of systems to lAS ThIs will have
to be comprehensive, from charts of accounts that are useful m generatmg meamngful
mformatlOn all the way through to transparent methods of dIsclosure for both pubhc and prIvate
consumptIon All the major mternatlOnal accountmg firms are actIve m the Ukrame, and thiS
should help with the process Score 2

• Ukrame IS at the begmnmg of the process of conversion to lAS A new chart of accounts for banks has
been mtroduced to faclhtate movement towards an lAS framework, and eventual adoption of
mternatlOnal accountmg standards for banks (and, presumably, for large enterpnses over ttrne) This
should eventually become a virtual precondition for hstmg on the stock exchange, as well as for
meanmgful direct mvestment from abroad However, few Ukramlan companies are wlthm thiS
sector-one source esttrnates the number of"blue chip" fIrmS to be about 50 for the whole country,
many of them multmatlonals 7 Both the accuracy and usefulness ofaccountmg mformatlon, and the
wl11mgness to disclose thiS mformatlon are bound to remam problematiC Beyond that, Ukrame IS a
long way from understandmg how to use mternal and external accountmg mformatlon for
management purposes TIus appears to be true m banks as well as m the enterpnse sector

• Proposed bankmg legislatIOn notes the general reportmg requirements of banks to supervisory
aUthontles This IS part of the normal reportmg process to momtor hquldlty and solvency, and
precisely the kmd of comphance that the bankmg supervision department momtors In the absence of a
reasonable explanatIon, faIlure of a bank to comply WIth such reportmg requirements would constItute
a vlOlat]on that NBU would have a fIrm legal basiS for pumshmg NBU also closely momtors
monetary and foreIgn exchange trends as part of]ts mterest rate and exchange rate pohcy

• There are several trammg programs and mst]tutes m Ukrame for trammg m accountmg In the bankmg
sector, Ukrame has receIved Significant levels oftechmcal assistance from USAID and the EU to assist
With the mtroductlon of the new chart ofaccounts NBU]s expected to Issue new mstruct]ons on
accountmg procedures and records m 1998 based on results from pIlot tests of the new chart of
accounts m 15 commerc]al banks, the general capacIty of banks to report accordmg to general lAS as
of January 1, 1998, and fmdmgs from on-sIte mspect]ons and external audits In terms of speCific
banks, chIef accountants are reputed to be competent, but Itrnlted m terms ofbankmg expenence

• As of early 1998, all of the major mternatlonal accountmg firms had offices m Ukrame These fIrmS
are mvolved m the external audits of the major banks

1 6 Ratmg Agenc,eslSystems The major mternatlOnal ratmg agencIes became active m the
Ukram]an market In 1997 Ukraine's ratings In February 1998 were generally unfavorable In

terms of the long-term outlook There are no domestic rating agencIes, although one firm
"ranks" banks based on financial measures In general, there appears to be only hm]ted
mformatlOn on banks and companIes Part of thiS may have to do With traditIOnal reluctance to
disclose information, as well as the quahty of informatIOn that has been prOVided to date
ConversIOn to lAS and introductIOn of stricter standards of governance and scrutiny might
Improve the SituatIOn, but thIS Will take time More mformatlOn IS aval1able on government
seCUrIties and debt, largely due to finanCing needs and market requIrements The potential eXists
for domestic rating agencIes to playa useful role In market development, but a weak economy
and traditIonal non-disclosure have undermmed such potent]al to date Score 2-

7 There are reputed to be about 150 multmatlOnal compames whIch have representatIVe offices m
Ukrame However, only a fractIon currently have runnmg operations

32



• Ukrame receIved rat10gs from Moody's 10 1997 Moody's rated Ukra1Oe's long-term bonds as B2, and
long-term bank deposits as B3 These rat10gs generally reflect poor or undesirable 10vestment quality
questiOnable assurance of the ability of the Issuer to cover pnnclpal and 1Oterest, and poor fmanclal
security Short-term notes and bank depOSits were rated NP, or not prime That ratmg generally
constItutes a lack of confidence 10 the Issuer's access to firm bank hnes of credit or other back-up
f1Oanc1Og to meet obligatIOns durmg periods ofmarket stress

• There IS no known domestic Initiative to establish a ratmg agency for bills, bonds or other securitIes
There IS also no known mltlatlVe to establIsh a central credit mformatiOn system, although NBU
10tends to utIlize CAMEL over tIme to establish an 10ternal ratmg for mdlvldual banks The mltlal
early warnmg system provIdes a start 10 thIS directIon, and on-site mspectiOns w1l1 signIficantly
augment thIS knowledge base To asSiSt WIth credIt ratmgs for 10dlVlduals and companIes, banks might
consIder collaboratmg through an assocIation and/or through NBU Credit ratmg 1Oformatlon On
mdlvlduals and companIes IS currently underm10ed by the Illmted market demand due to the
predommance of the shadow economy, combmed With the Illmted avallablllty ofuseful and
meanmgful 1OformatlOn due to confidentialIty concerns Such a weakness w1l11J.kely delay levels of
consumer credIt 10 bank portfolIos, or add to the nsk of such credIt as banks seek more profitable Imes
ofbusmess This could also lead to hIgher spreads charged on loans to smaller busmesses as a result of
poor 1Oformatlon, keepmg bank fmancmg unaffordable to many frrms 10 the real sector While banks
w1l1 be prudent to lImIt theIr exposure accord1Ogly due to poor mformatlOn and limited secunty, the
absence of adequate mformatlon also remforces the negatIve spiral whIch has contnbuted to eIght
years ofnegatlve growth 10 Ukrame's economy, and the strIct cash Orientation enforced m the shadow
economy

1 7 Fznanc,al MedIa No partIcular effort was made to assess the financIal medIa However,
there are several newspapers that report finanCIal mformatlOn Press coverage of tax, legal and
accountmg Issues IS considered satisfactory There IS an effort to utlhze the media to mstdl
financIal dlsclplme m banks 8 There IS one Enghsh-Ianguage Journal which provides broad and
seemmgly responSible coverage of government and economic Issues Media coverage IS
generally considered responsible InsuffiCient BasiS for a Score

1 8 Profess,onal Assoc,at,ons No particular effort was made to assess associations m Ukrame
However, there are a few professIOnal asSOCiatIOns m Ukrame for financial sector mdlvlduals
and groups The major associatIOn m bankmg IS the Association ofUkramlan Bankers, which
has been a useful mstltutlOnal vehicle for coordmatmg donor-financed trammg activities m
accountmg, financial management, and other areas of relevance for bankmg The ASSOCiation
has also been active m lobbymg for mput mto the draftmg process, although not always m a
manner that reflects an adequate understandmg of market-based bankmg and mternatlOnal
norms Some programs offermg finanCIal trammg that IS admmlstered by asSOCIations lead to
certIficatIon Standards are generally conSIdered to be hIghly profeSSional InsuffiCient BaSIS for
a Score

8 For 1Ostance, the NBU IS apparently releas10g estimated prOVISions for banks' loan losses Whlle
thIS may add to a lack ofpubhc confidence, It also prOVIdes the 10centlve to banks to benefit from good
news coverage when fmanclal conditions are sound
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1 9 Academic No partIcular effort was made to assess the number or qualIty of academic
mstltutlOns 10 Ukrame Nor was there a systematic effort to speak WIth busmess/management
school officIals However, there are promment schools and mstltutes 10 Kiev, Lvov, Odessa and
other major urban centers There are also some thmk tanks that make a slgmficant contrIbutIOn
to economic and financial sector development InsuffiCient BaSIS For a Score

1 10 Miscellaneous There has been slow movement towards pnvatlzatlOn and modernizatIOn of
the telecommumcatiOns market While Ukrame earlIer allowed cellular operatIOns, the major
telecommumcatlons monopoly, Ukrtelekom, IS still wholly state-owned PnvatlzatlOn may begm
10 1998 The telecommumcatlons sector has Improved 10 major metropohtan areas 10 recent
years, but sullis considered 1Oefficlent, unrehable and costly by global standards Further,
compames have reported the need to pay a nearly $900 "unoffiCial" payment for mstallatlOn per
hne, up from $550 per hne In 1994 9 Ukrtelekom's reputation IS respected With regard to
capacity proVided for CrItical financial sector InstitutiOns such as the electromc payments system
However, branches have trouble connectmg by phone With head offices Hence, baSIC services
for most companies and households IS weak to non-existent Postal services appear adequate, and
largely Irrelevant to the bankmg sector due to the effiCiency of the electromc payments system
Safekeepmg from a phYSical and log]stlcal standpomt also appears adequate, although the
rehance on cash adds to secunty nsks between the NBU, banks' home offices, and bank
branches No systematic effort was made to review thiS InsuffiCient BaSIS For a Score

• The priVatizatIOn ofUkrtelekom may move forward due to the hkely proceeds to be generated from
the sale dUrIng a period m which the government ]S desperate for cash There has been lumted
movement to demonopohze the sector by allowmg cellular phones However, mobile phones m
Ukrame cost four to SIX ttmes what they cost m the UK, and are well above rates m Poland 10 For
landed systems, the waltmg ttme for lme mstallatlOn IS two-three years m Ukrame, possibly explammg
why so many companies appear wdlmg to pay "unoffiCial" fees for mstallatlon F]ber optic cable ]S
only 2,600 lon, about 10 percent of that found m Poland11 where the population IS 80 percent that of
Ukrame and the state telecommUnIcatIOns has yet to be privatIZed Ukrtelekom IS esttmated to need
$10 bdhon m mvestmentl2 for tmprovements m telecommUnications system capac]ty, which would
hkely mclude a substantial mcrease m fiber OptiC cable to reduce the waltmg ttme for mstallatlon, and
to prOVide a SignIficantly Wider offenng of services The state IS currently consohdatmg the regIOnal
UnIts mto one company pnor to priVatIZation Charactenst]c or Ukrame's poor performance m
attractmg foreign direct mvestment, Motorola was prepared to mvest m Ukrame m 1997 This would
have SignIficantly mcreased telecommUnIcations capacity However, thIS major mvestment fell
through over a number ofdisagreements regardmg contract terms after a deal was reputed to be agreed
to Among other thmgs, such an mvestment might have mcreased satellite offermgs as well as
mcreased compet]tlon m cellular phones As for eXistIng telecommumcatIons capacity for banks, most
bank branch commUnIcatIOn With head offices IS Via the electrOnIC payments system With secured e­
matllmes or via telex Telephone connections are difficult

• The postal system ]S conSidered adequate Investment m the electromc mterbank clearmg system has
reheved the postal system of the need to furnish volumes of payments acknowledgements

9 See Kaufmann, "Why Is Ukrame's Economy-and Russ]a's-Not Growmg?," TRANSITION,
Apnl1997
10 See "Busmess MOnItor," Kiev Post, Apnl 28, 1998
II See "Busmess Momtor," Kiev Post, Apn128, 1998
12 See "If not now, when?," Busmess Central Europe, March 1998
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• No effort was made to review the safekeepmg practices of banks Some banks are focusmg on
custodial services as a source of fee mcome However, the transport costs of cash are higher m
Ukrame than m other countries where more depOSIts are held In banks ThIS partly reflects secuTlty
rISks Such rISks are offset partly by the respected effiCiency of the payment system However, there
may be rISks here related to the supply of software by outSide vendors to banks
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II ECONOMIC FACTORS AND INDICATORS Ukrame's economy IS generally weak
from a structural standpomt, with mixed reviews from a macroeconomic standpomt that are
bound to worsen over tIme unless direct mvestment mcreases and structural reforms accelerate
The good news from a macroeconomic standpomt IS that monetary pohcy has been effectIve
over the last two years 10 bnngmg down the mflatIOn rate Year on year, the mflatlon rate (CPI)
was only 10 percent at end 1997, compared wIth 40 percent at end 1996 and hypermflatton just a
few years earher Ukrame also does not appear to have a slgmficant current account problem,
with a deficIt averagmg about 3 5 percent smce 1995 However, there are warn109 SIgns of nsmg
fiscal deficIts, mcreasmg debt, and general crowdmg out of potentIal pnvate mvestment Such a
trend could ultImately spIral downward, mamfestmg Itself 10 a balance of payments cnsls as a
result of depleted foreIgn exchange reserves, exhausted debt capaCIty, and unsustamably hIgh
mterest rates offered on secuntles Ukrame has shown Itself to be vulnerable to portfoho
mvestment Combmed wIth a poor track record 10 attractmg dIrect mvestment, Ukrame's balance
of payments are lIkely to depend mcreasmgly on donor financmg unless there IS a major
acceleration of strategIc pnvatlzatlon There IS potential mterest rate and exchange rate nsk due
to Ukrame's financmg needs 10 the event donor financmg gets off track For such a scenano to
be aVOided, Ukrame WIll have to accelerate structural reforms ThIs WIll reqUIre better
performance 10 attractmg foreIgn dIrect mvestment and acceleratmg the pnvatlzatlon of large­
scale enterpnses Even more fundamentally, changes over tIme WIll have to mclude tax reform,
admmlstratlve reform, and reduced pubhc expendIture The sooner these changes occur, the
sooner Ukrame should begm to benefit from economIc growth The Ukramlan pnvate sector IS
pnmanly 10 the shadow economy, With growth constramed partly due to a poor enablIng
envIronment charactenzed by corruptIOn, fraud, and excess bureaucracy ThIS IS closely lInked to
an arbitrary and mefficlent tax system which IS poorly admmlstered PublIc expendIture WIll
need to be reduced to bnng down fiscal defiCIts 10 the absence of a VIable fiscal base
MeanwhIle, structural reforms focused on economIc competitIveness should have development
of a Viable tax base as one of ItS key medlum- and long-term objectives to restore confidence
One of the key rIsks to Ukrame's abIlIty to accomplIsh needed reforms IS pohtlcal OffiCIally
registered unemployment IS lIkely to mcrease With reforms, and It IS questIonable If government
wdl have resources for the needed SOCIal safety net that has slowly detenorated 10 recent years
even WIthout reform Overall, current fiscal problems may serve as a mixed bless109 Given the
government's cash crunch, It may have lIttle chOIce but to accelerate pnvatlzatIOn ofkey
enterpnses 10 the energy, chemIcals, airlIne and telecommumcatIOns sectors Short of thIS, the
economy IS hkely to contmue mto ItS mnth year of attrItIon Score 2-

2 1 General The economy IS weak 10 Ukrame Whde monetary polIcy has succeeded 10

brmgmg down Ukrame's hIgh mflatton rates, 10 most other categones, the outlook IS negative
Fiscal defiCIts are hIgh The stock of debt IS growmg as a percent ofGDP, particularly domesttc
debt, remforcmg a "crowdmg out" syndrome which only adds to publIc expendIture at a tIme
when fiscal defiCIts are deepenmg WhIle current account figures are not WOITlsome, the
structure of Ukrame's capItal account weIghted towards portfoho mvestment exposes the
country to volatthty, as expenenced 10 late 1997 Meanwhile, the sheer weakness ofUkrame's
real sector actIVIty prOVIdes lIttle hope for growth, preCIsely what IS needed for a broademng and
deepen109 of Ukrame's finanCIal markets to reduce the country's overall vulnerablhty to balance
of payments swmgs OffiCial StatIStiCS showed average enterpnse losses to approximate 5 8
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percent of GDP m 1996,13 a figure that lIkely worsened m 1997 due to the lack of workmg and
mvestment capital Ukrame's foreign trade balance was POSitive m 1997, but based on a $25
bllhon declme 10 Imports rather than growth In exports Meanwhile, the current account
worsened due to a reductIOn m the surplus In nonfactor services Thus, Ukrame's general
economIC outlook IS negative With the exceptIOn of an ImprovIng mflatlon rate scenano
Particularly WOrrIsome IS the weak fiscal pOSItIon ofUkrame, and the negative Imphcatlons this
IS lIkely to contInue to have on Ukrame's debt profile Unless a major reversal of trends occurs,
there IS a growmg posslblhty that fiscal defiCIts and mountmg mterest payments on debt wIll
lead to a balance ofpayments cnsls Score 2-

• Real GDP growth was estunated to be negative 3 2 percent m 1997, the eighth consecutive year m
which Ukrame registered negative real growth 14 GDP was estunated officIally to be UAH 92 5
bIlhon, IS or about $49 bl1hon at year-end exchange rates However, these figures are subject to
dIscrepancies due to the SIze of the shadow economy, estunated to approxunate half the offiCial
economy If the shadow economy IS factored m, total GDP approxunated $78 bllhon 16 Some growth
was registered m trade-about 2 8 percent for 1997-but all other major sectors showed declmes
Transport and commumcatlon and construction registered the severest declmes m 1997, at 12 3
percent and 12 0 percent, respectIVely Industry and agrIculture were each down about 1 8-1 9 percent,
an unportant downturn as these two sectors represent nearly halfthe economy WhIle purchasmg
power partty figures are not yet released for 1997, they declmed from $3,699 m 1992 to $2,206 m
1996 Thus, PPP measures should brmg per capIta mcome figures down to httle more than $2,100 by
end 1997 ThIS partly explams the SubSIstence economy WhICh drIves much ofUkrame, as well as the
predommance of arrears and barter m offiCIal transactIons

• The regIstered unemployment rate IS 2 3 percent,17 a fictIon m hght ofthe unploslon of the economy
smce 1990 ThIs figure equates to about 650,000 people bemg out ofwork However, WIth the steady
declme m output over the years, many people are retamed WIthout any measure ofSignIficant
productIVIty ThIs IS one ofthe Issues that enterprIses and banks Will both have to contend WIth m the
commg years as they shed unneeded labor to conserve scarce cash for needed mvestment This IS

eVIdent m the bankmg system, as banks wIll need to reduce overhead ratIOs and mvest m mformatiOn
systems to function competttively

• Monetary pohcy has been one of the few successes m Ukrame m recent years, as demonstrated by the
qUIckly declmmg mflatzon rate The mflatlon rate as measured by year end CPl was estunated to be as
low as 10 percent at year end 1997 compared WIth 40 percent at year end 1996 18 On an average CPI
basiS, the mflatlon rate was estunated to be 16 percent m 1997, compared With 80 percent m 1996 and
891 percent m 1994 19 Thus, Irrespective ofmeasurement, there was clear progress m 1997 on the
mflatlon front WhIle thIS may partly reflect demonetization ofthe economy, It also reflects a measure
of fmanclal dlsclplme that Will be needed to restore confidence m the economy and fmanclal assets for
future growth

• Exchange rates ha"e been set by a pre-announced pohcy m which an exchange rate band IS set In
January, 1998 the exchange rate band was set at UAH 1 8-225 per US dollar, up from the earher

13 See Yushchenko, "Money burnmg problems of demand and supply development m Ukrame,"
Natlonal Bank ofUkrame Herald Digest, January 1998
14 From the Harvard Instltute ofInternatlonal Development
IS See "Bulletm of the NatIOnal Bank ofUkrame," December 1997
16 Estunates from the Harvard InstttlJte of InternatIOnal Development based on a GDP figure of
UAH 1486 bIlhon for 1997
17 See "Bulletm of the NatIOnal Bank ofUkrame," December 1997
18 From the Harvard InstItute of InternatIOnal Development
19 From the World Bank
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UAH 1 7-1 9 per dollar comdor set m May 1997 and then UAH 1 75-1 95 m October 1997 The
policy may be dIfficult to sustam In one sense, Ukrame does not have a severe current account
deficlt-a 3 4 percent deficit was estimated for 1997, about average smce 1995 Nor does Ukrame
appear to have a large stock of external and domestIc debt-about 29 percent at year-end 1997 On the
other hand, foreIgn exchange reserves are low-gross reserves only cover about SIX weeks of unports,
and net foreIgn exchange assets are conSIdered slightly negative Most unportantly, Ukrame has fared
poorly m attractmg dIrect Investment while exposing Itself to mobile portfolIo mvestment Thus, while
current account and debt stock Issues may not pomt to an overvalued exchange rate, the growth of
debt flows as a percentage ofGDP combined WIth the structure of Ukrame's capItal account may
prove womsome at current exchange rates More Importantly, WIth the government ahnost certam to
run up defiCits far m excess of the 2 5 percent of GDP target for 1998, It wIll need cash to operate
Even WIth expendIture reduction, thiS Will reqUIre hIgher Interest rates to mcrease T-bill sales and to
mamtam confidence m the currency, and/or a further depreCIatIOn of the exchange rate to further
reduce the costs of entry to portfolio and dtrect foreign mvestment Assummg dollar and other hard
currency assets exceed UAH lIabilItIes, thiS may not be problematIC for Ukramlan banks m the near
term However, any dramatIc shift could also lead to a further reduction m confidence, makmg It more
difficult for banks to playa useful 10termedlary role 10 the economy The recent trIplmg of mterest
rates m RUSSia to mamtamlrestore confidence m the ruble wl11 only make thIS challenge more dIfficult
Such developments also pomt to the need for an IMF agreement, and major unprovement m the fiscal
balance and publIc admmlstratlon

• Fiscal defiCits represent a growmg problem for Ukrame In 1997, these defiCIts were estlDlated to be
5 6 percent of offiCial GDP However, off-budget fundmg from the "state matenal reserve" for
agncultural mputs and energy supplIes added an extra UAH 1 bIllIon to the total 11us bnngs the
explICit fiscal and off-budget defiCIt to about 6 7 percent ofoffiCial GDP for 1997 However, factors
which unphcltly add to the defiCIt, such as arrears on tax payments and other exemptions to
mdlvlduals and frrms contribute to the overall 10abllIty of the government to meet Its basiC oblIgations
to the pubhc The worsenmg foreign reserve pOSItIon combmed WIth mcreasmg relIance on domestIc
debt-about 45 percent of WhICh IS funded by banks-represent a worsenmg of the fiscal pOSItIOn
compared WIth 1996, when budget defiCit fmancmg needs were nommally less than half the needs m
1997 and about two-thtrds ofGDP based on IMF calculatIons 20 Thus, any default by the government
could have calamItous effects on the banks WIth substantial pOSItIons m the T-bIll market The
government has approxunately UAH 1 95 bIllIon m Treasury bIll repayments to make 10 June and
July, 1998, and a total of more than UAH 8 1 blllIon for 1998, WhICh might put upward pressure on
mterest rates Whlle thIS would be pOSitIVe for banks' earnmgs from SeCUrities, It would add to the
costs of government, and further weaken prospects for economIC growth In all lIkelIhood, such a
scenario would raise prospects for a balance of payments CrISIS WhIch could dtrectly harm bank
earnmgs At a mmunum, fiscal and debt-related weaknesses could lead to a "prolongatIOn" ofdebt
servIce and repayment to banks, exacerbatmg hqUldlty and solvency problems

• Debt and debt service represent potentIal problems for Ukrame, although they have not yet surfaced as
Critical While Ukrame's stock of offiCIal debt to GDP was less than 30 percent at end 1997, the
domestIc portion mcreased This was largely to finance the comparatIVely larger fiscal defiCit m 1997
Meanwhile, the government also Issued a $750 mIllIon Eurobond at a 16 2 percent yIeld to pay down
wage and pension arrears While 16 2 percent IS attractive compared to local currency rates, thiS
represents the hIghest yIeld ever attached to a Eurobond, and an approxunate $120 millIon per year
debt service charge for the government Ukrame's glarmg capItal account weakness IS Its mabllIty to

20 In 1997, budget defiCit fmancmg needs were UAH 5 2 billIon (based on IMF methods), or 67
percent ofGDP In 1996, budget defiCIt fmancmg needs were UAH 25 billIon (based on IMF methods), or
4 4 percent of GDP WhIle the GDP figures are not consistent With those developed by the NatIOnal Bank
of Ukrame or HIID, they still mdlcate that financmg needs for the consolIdated budget defiCIt were about
50 percent greater as a share of GDP m 1997 compared to 1996 See Harvard InstItute for InternatIOnal
Development Quarterly MOnltormg report, March 12, 1998
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attract direct mvestment thiS has led to a rehance on debt or portfoho flows The latter fled m late
1997, exposmg Ukrame's vulnerabIlIty largely to RUSSIan and other FSU mvestors Total debt service
was 7 2 percent of export earnmgs m 1997, WIth the percentage shghtly hIgher to the FSU at about 9 I
percent However, wIth a weak economy, steady current account defiCits, and weak drrect mvestment
figures, Ukrame's debt and debt servIce fundamentals could soon detenorate

Table 1 General Econonuc Indicators

1990 1991 1992 1993 1994 1995 1996 1997 1998

Real GDP Growth -26% -116% -13 7% -142% -230% -118% -100% -32%

Per Capita Incomes

GDPm$ 404 269 445 723 864

PPPm$ 3,699 3,299 2633 2368 2,206

Registered Unemployment 00% 00% 03% 03% 03% 16% 23%

Inflation Rate-CPI (yr-on-yr) 161% 2,730% 10,155% 401% 182% 40% 10%

Yr-end. EJrehange Rate

UAH Ruble· 456 2,940 3,870 340 319

UAH US$· 638 12,610 104,200 179,400 1889 1899

Fiscal DefiClt/GDP +150% 254% 162% 78% 49% 32% 67%

Debt Serv,ce/Cu"ent Account 13% 11 0% 88% 64%

Total Debt/GDP 277% 237% 239% 289%
Gross External Debt In S bn. 05 37 72 81 88 96

• Note Ukraine s currency was the Karbovanet until late 1996
Sources Bulletin of the National Bank ofUkraine, HIID World Bank, EBRD

22 P"vate Sector Development The "enablIng" enVIronment In Ukrame IS one of the weakest
m the regIon Whlle prIvatIzed enterprIses numbered about 57,000 and total small prIvate
busmesses numbered as many as 93,00021 m 1997, the prIvate sector share ofGDP was estImated
to be only 50 percent m mld-1997 22 Most ofthese enterpnses are small-scale and ofhttle
consequence to the offiCIal economy, although they serve as a bulwark ofthe shadow economy
Most have been prIvatIzed largely through "ownershIp transformation" methods-management
and/or employee "buyouts"-wlth httle mcremental capital, strategIc mvestment, or change m
governance and management Meanwhile, most ofthe "larger" mdustrlal enterpnses and farms
remam m state hands WIth regIstered unemployment at only 23 percent at end 1997 and eIght
consecutIve years ofnegative GOP growth, It IS apparent that the real sector has yet to
restructure for long-term competItIveness Pnvate busmesses are hmdered by the cnt1cal need
for admInistratIve reform m the pubhc sector to free the pnvate sector from needless mspectlOns
and taxatIOn Pervasive fraud and corruptIOn, and mconslstent, unclear and cumbersome
hcensmg and permit requlTements only serve to undermme the tax base and dnve the economy

21 The EBRD estunated that there are 93,000 small busmesses that are pnvate This would mean
nearly 40,000 busmesses that are new as opposed to pnvatized
22 See EBRD TransitIOn Report 1997 It IS unclear If thiS estunate applIes to total estunated GDP, or
estunated offiCial GDP The shadow economy, which IS pnvate but mformal, IS estunated to be about equal
to half of offiCIal GDP, or about one-thlTd of total This would mean the prIvate sector was responsIble for
about UAH 75 bIllIon m GDP, ofwhich nearly UAH 20 billIon would be m the formal sector and the
balance m the mformal sector
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mcreasmgly mto the mformal sector A 1996 survey23 mdlcated that average "unofficIal" fees for
busmesses to obtam services was a hIgh volume business, WIth payment frequency per VISIt or
servIce rangmg from halfthe tIme (e g , "VISitS" by tax Inspectors) to most of the tIme for most
"servIces" (e g , enterpnse regIstratIOn, VISits by health and fire mspectors, phone mstallatIon,
export-lmport hcense registratIOn) to all the time for border crossmg Rates m 1996 Included
$894 per telephone hne installatIOn, $278 per Import hcense registratIon, $211 per border
crossmg, $176 for company regIstratIOn, and $123 per export hcense regIstratIOn Most charges
were about the same m 1996 compared to 1994, although rates for phone mstallatlOn and Import
lIcense regIstratIOn had matenally mcreased whIle rates for export lIcenses had materIally
decreased These payments, along WIth smaller payments for each VISit by tax, fire and health
mspectors, have contrIbuted slgmficantly to a "very hIgh mcrease" In the unoffiCIal economy,
WIth only war-burdened Georgia and AzerbaIjan showmg hIgher growth among a large samphng
of European and Central ASIan transItIon countrIes EnterprIses m general contmue to show
IncreaSIng losses In 1996, "accountmg losses" were nearly 6 percent ofGDP, exceedmg wage
and other arrears several tImes over and makIng It Virtually ImpOSSible to operate 24 Net mter­
enterprIse arrears, maInly In the state sector, approximated UAH 28 4 bIlhon at end 1997, or 31
percent of offiCIal GDP Much of thiS IS financed by promissory notes, much of whIch IS quasl­
money of dubiOUS quahty Wage and pension arrears approxImated U AH 6 2 billIon at end 1997,
or nearly 7 percent of GDP (and nearly IdentIcal to the fiscal defiCIt for 1997) In general,
UkraIne's prIvate sector IS essentIally mformal, and operatmg on a cash basIS In the shadow
economy The formal sector remams largely state-controlled UntIl the enablIng envIronment
Improves and there IS a polItical mandate to move to a market-based economy, the Ukralman
economy wdl remam uncompetltlve, IneffiCient and poverty-strIcken Score 2-

• Sector value-added 10 the Ukramlan economy has expenenced a shift towards services 10 the 1990s,
mamly due to the collapse of agriculture and mdustry ServIces accounted for 50-52 percent ofGOP
by 1994-95, and thiS figure has hkely mcreased smce Meanwhlle, 10dustry has decl10ed from half to
about one thrrd of GOP Agnculture has decl10ed from a quarter to about 10-15 percent of GOP Even
10 servIces, many sectors are 10 decl10e Trade IS about the only area whIch showed growth 10 1997,
and thIS was 28 percent after a 12 percent decl10e 10 ]996 Other services areas hkewlse showed
decl1Oes, as did 10dustry and agrIculture If average salaries are an 1Odlcatlon of comparatIvely strong
sectors of the economy, the lead10g sectors 10 Ukrame today would be fmance and 1Osurance,
commumcatlOns, and pubhc adm1OIstratlon LIkeWise based on average salaries, the most prosperous
regions are the City ofKiev, Ompropetrovsk and Oonetsk As for employment, offiCial StatiStiCS
10dlcated that the unemployment rate at end 1997 was 23 percent, or 677,90] registered This would
equate With a workforce of about 29 I ml1hon,25 of which an estunated 28 5 ml1hon are offiCially
employed However, as shown 10 the persistence of wage/pensIon arrears, 1Oter-enterprlse arrears, and
decl1010g PPP 1Ocome figures, many ofthose offiCially employed are not workmg or be10g paid Many
are hkely work1Og 10 small-scale mfonnal services (e g , transportation, constructIon, trade) and
subSistence fann10g

• PrlVate sector value-added and employment are both low 10 the fonnal sector, but have been grow1Og
steadily through the ]990s With the expansIon of the shadow economy Pnvate sector value-added was

23 See Kaufmann, "Why]s Ukra1Oe's Economy-and Russla's-Not Growmg?," TRANSITION,
Apnl1997
24 See Yushchenko, "Money burnmg problems of demand and supply development 10 Ukra1Oe,"
NatIonal Bank of Ukrame Herald DIgest, January 1998
25 The Bullet10 of the National Bank of Ukrame mentIOned that there were 283 mllhon able-bodied
people 10 the workforce at January I, ]997
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estunated by EBRD to account for about half or more of Ukrame's GDP, much of It mformal 26 The
small busmess sector compnsed 93,000 enterprIses, and was responsible for about 10 percent of GDP
and employment Other sources claun the non-state sector accounted for 58 percent of mdustrIal
output, and that prIvatized compames accounted for 40-45 percent of agrIcultural and mdustrIal output
m 1996 However, It IS hard to verIfy these numbers Private sector growth has resulted vIrtually by
default due to the erosion ofthe state sector The downward spIral of the economy has led to a gradual
reductIon m subSIdIes to loss-makmg state enterpnses-elther dIrectly from fiscal sources, or through
banks-whIle ownership transformatIon offormerly state-owned companies has transferred assets but
done lIttle else to mVlgorate the economy Employment In the przvate sector IS difficult to estunate due
to the predommance of the shadow economy, which mvolves state and prIvate enterprises However, If
GDP IS about half from the private sector, It IS lIkely that a majority of the workforce IS "employed"
by pnvate enterpnses (mcludmg self-employment), most mformally

• State sector value-added and employment represent a steadily declmmg segment ofthe economy State
shares m the economy have generally been dechnmg due to the mtroductlOn ofa pnvatIZatlon
program m 1992 and reduced subSIdIes as a share ofpubhe expenditure About 57,000 enterpnses
have been pnvatIzed smce the privatizatIon program began WhIle most are small-scale, some are
medIUm- and large-scale, thereby unpactmg GDP and employment figures As for subSIdy reductIon,
the "natIonal economy" represented UAH 39 bIllIon (about $2 I bIlhon) m expendlture-about 12
percent oftotal consolIdated budgetary expendIture-m 1997 This compares With Karbovanets 7 1
bIlhon ($3 4 bIllIon), or 37 percent, m 1992

Table 2 PrIvate Sector IndIcators

GDP(Sbn)*

olw Agriculture (%)

olw Industry (%)

olw ServIces ("A,)

Pnvate Sector GDP (S bn)

State Sector GDP (S bn)

Employment ('000)*

olw PrIvate Sector ('000)

olw PS In Agnculture('OOO)

olw PS In Industry ('000)

olw PS In ServIces ('000)

1990

244

347
409

1991

244
458
398

1992
240
208
446
346

1993
327
215
297
488

1994
380
146
350
504

1995
370
136
344
520

1996
440

1997
488

244
244

... Notes GDP and employment are "offiCial and do not take mto account estImates of the shadow economy GDP
figures are from local currency umts, and then converted to US dollars at average exchange rates employment figures
are estimates
Sources Bulletm of the National Bank ofUkrame, EBRD

2 3 Money, Savmgs and Credit Monetary polley has been successful 10 recent years 10 tanl1ng
the 1Oflatlon rate The GDP deflator from 1990-95 was hyper1OflatlOnary, at 1,040 5 percent 27

Based on CPI figures at year end, the 1Oflatlon rate had dropped to 40 percent by end 1996 and
10 percent by end 1997 However, due to problems throughout the rest of the economy, about
half of all money IS held outsloe the bankmg system ThIS percentage has lDcreased through the
1990s-m 1991, 12 5 percent of currency was held outSide banks, Tlsmg to 20 percent m 1992,

26

27
See EBRD Transltwn Report 1997
See World Development Report 1997, World Bank
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27 percent In 1993,38 percent by 1995, and 49 percent by end 1997 ThIs has been driven by
several factors, which Include the growth of the shadow economy, whIch reportedly operates
stTlctly on a cash basIs, lack of confidence In the bankmg system, and a desIre to withhold
mformatlon from tax authoTltles 28 These developments have had a broadly negatIve Impact on
savmgs and credIt, and have made It dIfficult for banks to playa sIgmficant intermediary role In
the economy ThIS IS indicated by the percentage of broad money to offiCial GDP-only 11 6
percent In 1996 and 13 6 percent m 1997 DepOSIts were only 6 6 percent of official GDP In
1996 and 6 9 percent In 1997 Thus, low levels of resource mobIhzatIOn make It Virtually
ImpossIble for banks to play much of a role 10 economIc growth Score 2+/3-

• Polzcy deSign and Implementation are the responsIbIhty of the NBU In theory, monetary pohcy IS
based on settmg an exchange rate band, and then settmg mterest rates withm thIS band However,
because of the country's weak fiscal and fundmg POSItion, It has had to focus on short-term fmancmg
through Its Treasury bIll market This has led to a restoration of hIgh mterest rates to attract fmancmg
under conditions ofscarcity-restnctlVe monetary polIcy, reduced portfolIo mvestor mterest from
abroad, and hmlted fundmg avaIlable from domestIC banks for the purchase of government secunties
The average weIghted yield m the T-bIlI market was as low as 214 percent m September 1997, and
had been at or below 30 percent smce May 1997 Average weIghted yIelds have ranged from 46-49
percent smce December 1997 m response to outflows m the fourth quarter of 1997 In addition to the
higher Yields, the volume of funds raised has mcreased conSiderably and steadIly smce December
1997 Based on current redemptIon schedules, such trends wIll have to contmue, addmg conSIderably
to overall debt service, mamly on a short-term basIS It IS thiS trend that IS IdentIfied as pOSSibly the
smgle greatest short-term nsk to Ukrame's balance of payments, pOSSIbly ultimately promptmg a
downward sprral charactenzed by fiscal collapse and default on obhgatIOns NBU utIhzes a senes of
mstruments to unplement Its pohcy, mostly Treasury bills and bonds Treasury bIlls were Issued WIth
one- and two-month matunties m the fourth quarter of 1997 when Ukrame faced major portfolIo
outflows (yIelds were 41 49 percent on one-month bl1ls, and 44 27 percent on two-month bdls )
However, T-bIll matuntles have generally ranged m matunty from three to 18 months In 1997, total
sales were about UAH 8 bl1lIon, ofwhich 83 percent ranged from Six-twelve month matunties 29

Given the higher mterest rate scenario and eXlstmg redemptIOn schedules, hqUldlty wdl lIkely remam
tight for banks through 1998, and pOSSIbly mto 1999 The government has succeeded to date m
attractmg mcreasmg levels ofneeded fmancmg from domestic markets On the assumption that yIelds
remam hIgh, It remams to be seen how long thiS cycle can contmue, partIcularly as the debt servIce
burden mcreases and tax revenues decrease

• Data collection andforecastmg appear adequate for many monetary measurements However, the
qualIty of mformation at the structural level of the economy IS weak This IS compounded by the large
share ofmformal sector actIVity m the overall economy, which complIcates forecastmg efforts

• Ukrame has taken regional and global consideratIOns mto account due to Its efforts to balance Its
relatIOns With RUSSIa and other former Soviet countries With mterests m the West and elsewhere It has
broadly adopted legislation consistent With mternatlonal practices removmg trade barriers Ukrame
also SIgned a EU Partnership and CooperatIon Agreement m 1995, and achieved IMF Article VIII
status m mld-1997 However, unplementation of many of these agreements has been undermmed by
bureaucratic entanglements, corruptIOn and fraud This has been reflected partly m terms of Ukrame's
low levels of foreIgn drrect mvestment, which totaled $1 3 bdlIon from 1989-1996, or only $25 per

28 Tax authontles reportedly can mvestigate and block depOSIt accounts which exceed $400 m value
ThIs IS a major dismcentive to placmg funds m banks
29 The Bulletm of the NatIonal Bank ofUkrame reported UAH 8 3 bIllIon m funds attracted to the
budget through 1997 bond sales HlID shows 1997 figures ofUAH 7 9 bl1hon m T-bl1l sales
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capita on a cumulative basIs 30 Ukrame IS also m a sensitive pOSItion With regard to regIOnal
agreements due to penodlc tensions with Russia over Cnmea, and due to ItS rehance on RUSSia and
Turkmemstan for energy resources The latter IS particularly true m the aftermath ofChernobyl

• Management of monetary resources IS the responslblhty ofNBU, and based on settmg an exchange
rate band for the hryvma agamst the dollar and other currencies The current band IS UAB I 8-2 25 per
$1, and thiS has held smce It was announced m January, 1998 Instruments used mclude the NBU
discount rate as the base rate, reserve requrrements, credit auctIOns, collateralIzed lendmg, REPO
operatIOns, T-bllls, and drrect mterventlOn to shore up the hryvma exchange rate

• There IS IUlllted llquldlty m the bankmg system About half of all currency m crrculatlon ]S held
outside of banks, mostly by households (UAH 4,164 mllhon m November 1997-eqUlvalent to about
one thrrd of total money supply), but also by enterpnses (UAB 1,549 mIlhon m November 1997, or
about 12 percent of the total money supply) As for banks, there ]S an mterbank market which helps to
provIde overnight fmancmg However, there are lumted capital markets for term fmancmg or eqUIties
Banks are generally requrred to hold about 15 percent ofhquld assets m reserve These are requrred to
be at least 20 percent cash-m-vault, and no more than 80 percent m government secunt]es

• DepOSIts mcreased agaIn In 1997-from UAH 5 3 bIlhon m 1996 to 6 4 blllIon In 1997 However,
such mcreases remam small as a percent of offiCial GOP-about I 2 percent m 1997 About half of
total money supply was held outside the bankmg system at year end 1997, mamly by households
PublIc confidence was damaged dunng the hypermflatlOnary penod of the early 1990s, when savIngs
and pensIOn accounts lost value These accounts were not Indexed or replaced fmanclally, but mstead
have been compensated through the dlstnbut]on of vouchers m the pnvatlzatlon program These
efforts have not restored confidence Nor does the nght of tax mspectors to mvestlgate and block
accounts exceedmg the eqUivalent of$400 m value provide nnpetus to efforts to restore confidence
DepOSit msurance leglslat]on IS currently bemg drafted to prOVide narrow and affordable coverage In
the mternn, there IS a state guarantee on depOSIts held WIth the State Savmgs Bank DepOSits at some
faIled mstltutlons have lIkeWise been covered to help restore confidence m deposIt safety

• CredIt mcreased m real terms m 1997 Th]S was partly the result of an mternn shift away from
government secuntles m the second and thrrd quarters of 1997 when yields came down Outstandmg
credit mcreased from UAH 5 4 bdhon at end 1996 to UAH 7 3 bIllIon by end 1997, WIth the Increase
bemg farrly evenly d]vlded between local and foreign currency loans However, there IS concern about
the quahty of these loans Some estJrnates of nonperformmg loans have exceeded 40 percent, whIch
would put the total nonperformmg loan figure at UAH 2 9 bIllIon (about $1 5 bIllIon at year-end 1997
exchange rates), or 1 83 times pa]d-m capital of the bankmg system Ifthese figures are correct, the
bankmg system mIght then be nearly msolvent On a sJrnple net basiS, outstandmg loans exceeded
deposIts by UAH 886 mIlhon at end 1997 Thus, even Ifnonperformmg loans are not as high as DAB
2 9 bdhon, they are certaIn to exceed the net figure of loans to depOSIts This clearly IS cause for
concern With regard to depOSIt safety and avaIlabIlity

• Rates generally declmed through the thrrd quarter of 1997, at which tJrne portfolIo outflows prompted
the need for higher rates to attract funds needed for government fmancmg The year-end base mterest
rate was as hIgh as 252 percent m 1994, and had come down to 11 percent for most of 1997 However,
portfoho outflows, reportedly back to RUSSIa, led to a lIqUIdity cnSlS, promptmg the refmancmg rate to
sprral up to 35 percent by November, 1997 (Rates later mcreased m February 1998-the NBU
dIscount rate was set at 44 percent, and the Lombard rate mcreased to 45-48 percent Rates were
pOIsed for a dramatIc mcrease m June 1998 after the tnplmg ofthe RUSSian d]c;count rate to 150
percent m late May, 1998 A subsequent agreement announced m mid-July between RUSSia and llvtF
helped to restore some confidence, With the pOSSibilIty of a favorable spIllover effect m Ukrame ]f

30 The figure through 1997 IS about $1 7 bIlhon, or about $33 per capIta This averages about $4 per
year per capita
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reforms are lltlplemented ) Local currency deposIt and lendmg rates at year end 1997 showed unusual
prIcmg patterns,31 perhaps due to tax or accountmg consIderatIons It IS assumed that there was lIttle
actlVlty beyond three months, and that prIcmg abnormalItIes mattered lIttle m the marketplace due to
such levels of activIty However, the upward spIral m refinancmg rates m late 1997 added SIgnificant
costs to banks The mterbank rate mcreased twofold between July and December, from 166 percent to
33 7 percent, respectIVely Meanwhtle, net spreads narrowed SIgnificantly to "legal entitIes"-from
275 percent m July to 129 percent m December WhIle net spreads on exposure to "natural persons"
mcreased durmg the same perIod-from 18 8 percent m July to 22 0 percent m December-banks had
less exposure m thIS category Thus, the Increased refmancIng rate and addItIOnal mcrease m reserve
requrrements had the dual effect of reducmg margInS and puttmg pressure on lIqUIdIty

Table 3 Money, Savmgs and Credit Indicators

1990 1991 1992 1993 1994 1995 1996 1997

Money Supply Growth (%) 758 568 173 35 7

Broad MoneylGDP (%) 318 262 127 116

Year-end Base Interest Rate (%)* 80 240 252 110 40 35

Commerc,al Bank Rates (UAH)

Interbank < 30 days (%) 332

3-month T-bill (%) 155 77 31 7

One-year t,me depos't (%) 680 1873 1710 612 343 189

One-year loan (%) 760 2211 201 7 1071 770 427

Net Domest,c Cred,VGDP (%) * 838 306 242 155 150 164

olw Claims on Gov't* 300 29 76 73 74 81

olw Claims on SOBs* 510 263 119 67 6 I 58

olw Cla,ms on Pnvate Sector* 28 14 47 15 1 5 25

• NOles Year-end refinancmg rate and net domestic credit figures for 1997 are from November
Sources Bulletm of the NatIonal Bank of Ukrame EBRD IMF, HIID

2 4 Fiscal FIscal developments 10 1997 showed a defiCit of nearly 7 percent of GDP This was
largely due to deterIoratIOn 10 the government's abIlity to collect revenues, Itself a functIon of
structural weaknesses 10 the economy Revenue collectIon dechned more than 10 percent
MeanwhIle, expenditure was relatIvely flat, but would have accounted for a 3-4 percent of GDP
defiCIt even If revenues collected had matched 1996 totals Major areas relative to budget where
revenue collectIons came up short were for the Chemobyl plant, SOCIal funds, VAT and personal
mcome taxes The authorIties consequently "over-collected" from the enterpnse sector by nearly
50 percent above what was budgeted This lIkely explams some ofthe harassment reported by
the enterprIse sector at the hands of the tax authOrItIes Meanwhile, nearly two-thirds of
expenditure was for SOCIal funds and SOCIal/cultural 1Ostltutlons-presumably health, education
and other SOCIal 10frastructure UnlIke other countrIes where expendIture appears to be the malO
culprIt behmd budget defiCits and hIgh Interest rates, Ukrame IS faced With the challenge of
revlvmg ItS economy to expand the fiscal base to ensure It has needed revenues for baSIC SOCial

31 For natural persons, mterest rates on accounts less than one month were 36 7 percent, but only
30 1 percent for three-twelve months and 19 7 percent for accounts longer than one year For legal entItles,
demand depOSIt rates were 24 4 percent, hIgher than tlltle depOSIt accounts exceedmg one year for natural
persons Also, depOSIt accounts from one-three months paId hIgher rates than accounts from three-twelve
months Lendmg rates to natural persons showed SImIlar mconslstencles as depOSIt rates, WIth longer term
loans pnced to be progressIvely cheaper the longer the term
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services This will reqUire pohtlcal will, and tax and administrative reform Short ofmaJor
reforms, Ukraine runs the nsk of Its fiscal problems leadmg to an unsustainable debt load that
could ultImately prompt a balance of payments cnsls As banks are a major source offinancmg
for the government through purchases ofT-bills, such fiscal detenoration could have a major
adverse effect on the bankmg sector Score 1+/2-

•

•

•

•

•

32

Fiscal policy, desIgn and ImplementatIOn are currently focused on bemg able to prOVide baSIC services
dur10g a penod 10 which the real sector IS weak, and when revenue colIectlOn IS underm10ed by non­
comphance 10 the real sector and corruption among pubhc offiCIals Ukrame has expenenced fiscal
defiCIts of 5-9 percent smce 1993 However, Ukrame reqUIres changes 10 Its tax rates and methods of
colIectlOn to be able to get closer to balance The real sector IS non-comphant partly because of cash
shortages, and the natural tendency to shIeld 1Ocome from tax authontles when rates are high or the
economy IS sluggIsh Lower rates and Improved provlSlon ofservices will gradually help 10
broaden1Og the base

Data collectIOn and accuracy ofjorecastmg are conSIdered 10adequate due to the 1Ofonnal economy,
as well as problems 10 organIZatIonal structure whIch lead to diffenng sources and uses of1OformatlOn
Revenue and expendIture figures were both off target 10 1997-revenues by nearly 11 percent, and
expendIture by nearly 8 percent Further, there were sIglllficant vanances (e g, greater than 25
percent) on five of 14 major budgetary lme Items

Budgetary processes and procedures are stIll generally centralzzed There IS some movement towards
mUnIcIpal bond markets, but these are at the embryOnIC stage The State budget accounted for about
58 percent of consohdated budget revenues and 66 percent of expendItures

CollectIon of tax revenues IS based on fairly hIgh personal and corporate 1Ocome tax rates under
eXIst10g economIC cITcumstances, the burden ofwhich IS partly escaped through "unoffiCIal"
payments Notwithstand1Og recent efforts to push ahead WIth tax refonn, rates still represent a
contnbut1Og factor as to why many households and frrms operate 10 the shadow economy Personal
rates are as hIgh as 40 percent Payroll taxes are assessed at a costly 48 percent rate Corporate profit
tax rates are 30 percent A flat VAT system adds 20 percent to the cost ofgoods and services Ukrame
has a Fund for the Chemobyl power plant fmanced from payroll taxes to the extent payroll taxes are
paid EXCIse taxes on alcohol, tobacco and fuel are also m effect 10 a country where purchasmg power
has steadIly declmed for years, and where 10terest rates on local currency approxImate 50 percent In
1997, about half ofrevenue collections were from VAT (28 percent) and corporate taxes (21 percent),
whl1e another quarter (26 percent) came from "other"

Fraud and corruptIon are apparently a severe problem 10 Ukrame The tax 1Ospectorate IS conSidered
to be, at a m1OmlUm, mconslstent 10 Its treatment of enterpnses Tax authontles along With health and
fire 1Ospectors are conSIdered a frequent source ofharassment These problems are also conSIdered
pervasive 10 offices where hcenses and pennlts are reqUITed Here, too, audIts are arbltrarl1y
conducted, and penalties are meted out WithOUt any apparent gUldel10es or conSIstency Such
weaknesses 10 the enablmg enVironment undennme confidence In government institutIons, resultmg 10
lower revenues collected The share ofthe shadow economy In GDP has grown steadily SIDce 1989,32
and IS broadly estimated to approximate half of offiCial GDP While there IS no derIDItive way to
measure the full extent of fraud and corruption, It appears that It IS a major problem that keeps Ukrame
from develop1Og a Viable economy

See EBRD TransItIOn Report 1997
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Table 4 Flscallndlcators

(UAH millIOn) 1992 1993 1994 1995 1996 1997 1998*

Total ExpendIture 192 572 5 63065 243028 34 1828 333450 39,2000

Total Revenue 123 4962 52310 206899 302187 27,1486 35,9000

ConsolIdated Budget Dejiclt* 69 763 10755 36129 39641 61964 3300

ConsolIdated Dejiclt/GDP 138% 51% 89% 66% 49% 67% 25%

* Measure IS the deficit therefore a negative sign =fiscal s~rplus 1998 figures are baseline projections

Source Bulletm of the NatIOnal Bank of Ukrame HIID

2 5 Exchange Rates Exchange rate poltcy has been reasonably steady smce the new
currency-the hryvma-was mtroduced m 1996 The macroeconomy has achieved some reltef
from high mflatlon rates due to effective monetary poltcy, whtle the current account deficit has
averaged 3 5 percent over the last three years Questions about future exchange rates pend
mcreasmgly on the abilIty of government to brmg down fiscal defiCits, to restore confidence
among portfoho mvestors, to attract higher levels of direct mvestment, and to come to agreement
With external donors on new debt In a worst case scenariO, government finances would collapse,
there would be a further reductIOn m confidence, portfolIo outflows would further mcrease,
Ukrame would attract httle to no direct mvestment, and there would be a breakdown of
negotiations with the IMF Under such clTcumstances, the exchange rate would hkely not be
sustamed wlthm the eXlstmg or a mlmmally expanded band thiS IS particularly true given low
levels of reserves-net foreign reserves are margmally negative-and mcreasmg debt service
agamst a dechne m 1997 export sales levels of nearly $1 btlhon 33 Whtle thiS scenario may not
be probable, there may be a worsemng of circumstances that could prompt a further devaluation
of the currency The global market fallout m May 1998 which prompted the Central Bank of
RUSSia to triple ruble mterest rates to 150 percent IS hkely to have spillover effects m Ukrame for
the foreseeable future thiS makes agreement With the IMF all the more necessary to trigger
slgmficantly greater mvestment from direct and portfolIo mvestors Score 2

• Exchange rate polley, deSIgn and ImplementatIOn have been based on a polIcy of announcmg an
exchange rate band that IS expected to hold for SIX months or longer The current band IS UAH 1 8-
2 25 to US$ 1 The prevIous band, announced m October 1997, was UAH 1 75-1 95 to the dollar
Exchange rates at year-end 1997 for the dollar were UAH 189 9 By Apnl 1998, they were about
UAH 204 Through late May 1998, the exchange '"lite had not threatened to fall below UAH 225 smce
the band was announced m January, 1998

• Data collectIon andforecastmg have generally been conSidered adequate smce the government
mtroduced a strict monetary polIcy In 1995 Exchange rate stabilIty IS the key function of monetary
polIcy, which has also focused effectively on brmgmg down the mflatlon rate If there are weaknesses
m data collectIOn, these have more to do With the level of mformal sector actiVity which IS not
captured m offiCial StatiStiCS, and vulnerabilIty to ruble-denommated trade, which accounted for about
half of exports m 1997 However, monetary polIcy m RUSSia has been StriCt and focused on
mamtammg confidence m the currency over the last few years, and thiS should help Ukrame'Sefforts
to Implement effective monetary polIcy Thus, m terms of exchange rates, the medIUm-term challenge
appears to be keepmg the hryvma m balance With the ruble WithOUt devalumg to the pomt where
external debt service becomes excessively costly Ukrame IS vulnerable to fmancmg shocks via RUSSia

33 Export sales decreased $979 mIllion m 1997, largely due to declmmg exports to RUSSia and other
FSU countries This aggregate declme represented a 4 8 percent decrease from 1996 Exports to FSU
countries dec1med $2,956 mIllIon, or 24 percent from levels achieved m 1996
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and other FSU countnes, as demonstrated m late 1997 and agam m May 1998 On the positive side,
Ukrame did mcrease exports to non-FSU countries m 1997, and the 3 4 percent current account deficit
m 1997 (about the average smce 1995) IS not Viewed as problematiC Efforts to further open up the
market will help m the long run

• The exchange rate policy IS adjusted to reflect movements m the dollar and the ruble, the two most
promment foreign currencies used m Ukrame Dollar movements largely dnve concerns about external
debt fmancmg costs, on which Ukrame IS dependent for balance of payments support The dollar IS
also widely used as a form of msurance-prevlOusly agamst hypermflatlon, and currently to protect
agamst pOSSible unanticipated exchange rate depreCiatIOn Ruble movements are lDlportant because of
the high level of trade with FSU countrles-exports and lDlports of goods and services to/from FSU
were 55 percent of total m 1997, and about 43 percent of offiCial GOP 34 A portion of the shadow
economy also engages m cross-border actIVIties, both m FSU countries as well as m Poland and
elsewhere Thus, pohcy and umts of measure reflect Ukrame's focus on regIOnal and global
conSideratIons m the development and lDlplementatlOn of Its exchange rate pohcy Total dollar tradmg
on the various markets totaled $32 4 bIlhon m 1997, up from only $7 9 bllhon m 1995 3S Thus, dollar
and overall foreign exchange tradmg IS nsmg m Importance to the Ukramlan economy, WIth the
Ukramlan Interbank Foreign Exchange Market (UlFEM) playmg the major role, accountmg for 60
percent of 1997 tradmg compared With only 24 percent m 1995 ThIs IS largely due to nonreSident
actiVity bemg funneled through thIS market, whIch IS also partly due to UlFEM's slightly higher
foreign exchange rates 36 ThiS market IS probably the area of focus regardmg events that could tngger
a balance of payments cnsls m Ukrame-every net $1 bIlhon declme would approxImate 2 percent of
GOP, promptmg the hkehhood of nsmg mterest rates to attract needed fmancmg

• RIsk management practices may be satisfactory under the crrcumstances from a broad monetary
standpomt, but there are weaknesses at the structural level due to poor mformatlon, unconsohdated
reportmg, and pOSSIble dlsmformatlOn A nsk for the future wIll be complex hedgmg mstruments and
strategies based on assumptions that could backfrre m the market, and then lead to costly losses There
IS also concern With regard to banks' off-balance sheet contmgencles-guarantees, trade fmance­
although no major problems have surfaced to date However, while problems eXIst, there are also
SignS of lDlprovement No major open posItions are allowed at the banks New NBU regulations wIll
lImIt mdlvldual and global open currency posItions, mcludmg on a weighted tIme-tQ-matunty basiS
NBU IS mtenslfymg Its momtormg of bank portfoho and hqUldlty measures to ensure that potentially
destabIlIZIng posItions are aVOIded Banks and companies are thought to routmely match therr foreIgn
currency rIsk and asset-hablhty POSitions, although concerns about exchange rate stablhty have
prompted long dollar asset POSitions for confidence Thus, whIle not overly complex, practices appear
to be prudent for now However, there are still potential nsks assocIated With the actual accuracy of
mformatlon reported by banks to NBU regardmg matuntIes and concentratIons of currency holdmgs,
levels of bank collaterahzatlOnlsecuntlzatlon for loans that carry exchange rate exposure, and overall
volatIhty m global markets and theIr Impact on Ukrame's exchange rate and underlymg monetary
stablhty

• Gross reserves were about $2 3 bllhon m November 1997, about $350 mIllion more than at end 1996
The November 1997 figure equates With only about SIX weeks of Imports, a fragl1e level but better
than coverage levels recorded m earher years 37 Net foreIgn reserves were reported to be about

34 Total exports and lIDpOrts of goods and services were $38 3 bllhon, or 79 percent of 1997 GOP
TolFrom FSU totaled $21 0 bl1hon, or 43 percent of 1997 GOP
3S See Bereslavska, "Hryvma m the Vortex of Market Elements," National Bank ofUkrame Herald
Digest, January 1998
36 See Bereslavska, "Hryvma m the Vortex of Market Elements," National Bank ofUkrame Herald
Digest, January 1998
37 Gross reserves to totallDlports at year end were 0 5 weeks m 1992, 0 1 weeks m 1993, 1 8 weeks
m 1994, 3 2 weeks m 1995, and 4 7 weeks m 1996
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negatIve $10 mIllIon at end 1997, reflectIng Ukrame's vulnerabIlIty to portfolIo flows and debt
servIce

2 6 Balance ofPayments Ukrame' s balance of payments figures showed some weakemng 10
1997 The current account defiCIt 10creased to 3 4 percent of GDP from 2 7 percent 10 1996 ThIs
IS not an alarm10g rate, but It was combmed wIth an overall decrease In trade volume, mamly
wIth FSU countnes Trade In goods and servIces declIned 8 4 percent 10 total, and by 23 4
percent with the FSU region However, the country's capItal account showed vulnerabIlIty to
portfolIo Investment compounded by grow1Og domestic debt-which generally needs to be
serviced 10 12 months or less at higher rates-and poor performance 10 attract10g dIrect
mvestment The general financ10g weaknesses expenenced by Ukrame are rooted m structural
weaknesses and the absence of measures and InstItutions to budd a competItive economy Thus,
until major structural reforms are 1Otroduced and effectIvely Implemented 10 government (e g ,
tax, publIc admmlstratlOn) and the real sector, and more fully advanced 10 the bank10g and
financIal sector, balance of payments problems are lIkely to persist Score 2-

• Current account movement was unfavorable m 1997 The defiCit mcreased from 2 7 percent to 3 4
percent The pOSItive news was a current account surplus of$2,649 mdhon WIth non-FSU countnes,
up from a mere $111 mIlhon m 1996 Ukrame currently has trade relatIOns WIth 170 countnes, thus
dIversIficatIon across products and markets IS m process 38 Growth markets for Ukralman exports m
1997 mcluded Turkey, Chma, IndoneSia, Germany, Italy and Spam However, nearly half ofUkrame's
exports were m metals Trends m ASia and growmg economic turbulence m RUSSIa may mean reduced
metals exports for UkraIne m 1998 Ukrame still relIes heavdy on trade WIth FSU countries-55
percent m 1997 The major weakness m the current account was the nearly $3 bIllIon declme m
exports to FSU countnes ThIs reflects Ukrame's senSItivity to a vulnerable market whIch w1l1 not be
corrected untIl structural reforms are Implemented to achieve competItIveness and to asSiSt Ukrame m
further expandmg and dlverslfymg trade WIth more prosperous and less volatde economies Ukrame IS
also vulnerable to trends m RUSSia and Turkmemstan due to Its dependence on these countnes for Its
energy supplIes, and mcreasmgly to mterest expense on domestic and external debt

• Ukrame's current account IS open,39 as shown m the relative ease With which domestic and foreign
currency can be exchanged as well as by the limited gap (If any) between parallel and offiCial
exchange rates It IS expected that the capital account wIll be open m the near future However,
Ukrame's capital account pOSItIOn and fmancmg needs are shaky Gross reserves at year end 1997
approximated SIX weeks of Imports-Ukrame's coverage has ranged from vrrtually zero coverage as
recently as 1993 to a high of SIX weeks at year end 1997 Netforelgn reserves were margmally
negatIve, at about negatIve $10 mIllIon Drrect mvestments have been lImIted In partlcular, the spark
to the economy that Ukrame could expenence from foreign drrect mvestment has not matenalIzed
MeanwhIle, cash needs m RUSSIa combmed WIth Western portfoho concerns about nsk and better
opportumtles elsewhere led to SIgnIficant porifollO outflows m late 1997 This has led to mcreasmg
rehance on debt, pnmarIly domestically fmanced through the T-bIlI market on top ofthe recent $750
mIllIon Eurobond flotatIon Ukrame expenenced both mflows and outflows m 1997 Inflows from
portfoho mvestors mcreased m the fITSt half of 1997 as the mflatlon rate came down to manageable
levels and the exchange rate showed stablhty and even appreciatIon However, Ukrame IS still

38 See "Ukrame Balance ofPayments for the Thrrd Quarter of 1997," NatIOnal Bank of Ukrame
Herald DIgest, January 1998
39 Ukrame achIeved Article VIII status In the IMF m May, 1997 ThIS status requrres the country to
undertake oblIgatIons to aVOId restnctlOns on mternatlonal payments and transfers, to observe a non­
dlscrImmatory foreign exchange polIcy, and to allow converublhty offorelgn exchange balances deposited
abroad
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perceived to be highly nsky, and many funds are unwillmg to Invest m government secunties and
other paper unless T-blil yields are very high Because of the nsk premIUm associated WIth the
Ukrainian market, some portfoho mvestment was redrrected In the mIddle of 1997 out of Ukrame as
T-bill yields began to dechne and substitutes m the corporate debt market were absent However, the
bIggest surge In portfolIo outflows came later In 1997 when market concerns about RussIa surfaced A
recurrence of concerns about Russia m late May, 1998 and its potential effects on the Ukramian
market reflect the vulnerabIhty and nsk associated WIth the Ukramlan economy

• Direct mvestment has been weak for years due to a weak selectIOn ofcompanIes m which to Invest,
slow pnvatlzatIOn, and a counterproductive adminIstratIVe envrronment WhIch deters Investment from
domestic and foreign sources Capital is less a problem than the chOice of mvestments,40 largely due to
the nsks associated WIth the operatmg envrronment of Ukrame and sluggish pnvatization Lumted
mterest from foreIgn mvestors has resulted from problems ofcommercial, tax and land codes which
lead to broken contracts, changmg terms of agreements, and IUlllted mvestment These problems are
aggravated by discretIOnary and inconsistent apphcatlOn oftax laws, customs regulatIOns, hcensmg
procedures, and company registratIOns To remedy these problems, ineffective but frequently changmg
legislation further reduces certamty and confidence, thereby undermmmg aggregate drrect Investment
Thus, a slew ofcumbersome bureaucratic procedures, contractual mlsunderstandmgs, corruption, and
uncertam economic conditIOns have led to some ofthe poorest FDI figures m the world In 1997, FDI
was less than $400 mdhon On a cumulative basiS, FDI was only $127 bdhon from 1989-96, or $25
per capIta 41 Thus, through 1997, cumulatIve per capita FDI was only about $33, or $4 per year per
capIta smce 1989 The per capIta figures place Ukrame among the lowest oftransltlon economIes,
ahead ofonly Armema, Belarus, GeorgIa, Tajikistan and UzbekIstan FDI may be attracted m some
pnvattzation transactIons, namely m the energy, arrlme, telecommUnIcatIons and chemicals sectors
However, FDI Will also have to be for new ventures, or mcremental FDI m eXlstmg ventures, due to
the costs and management comphcatIOns assOCiated With turnaround ventures m the agro-processmg
and mdustnal sector The Umted States, Germany, the Netherlands and the Umted Kmgdom
accounted for about 47 percent ofcumulatIVe FDI from 1991 through mld-1997 42 The RUSSian
FederatIOn accounted for only 7 percent, although It IS pOSSIble that thIS IS understated 43 FDI was
pnmarlly m the food mdustry (20 percent), trade (17 percent), mechanIcal engmeenng and metal
processmg (8 5 percent), and chemicals (6 percent) 44

40 See "Foreign Drrect Investment m Ukrame," DECD Workmg Papers, 1997
41 See EBRD TransitIOn Report 1997
42 See "ForeIgn Drrect Investment m Ukrame," OECD Workmg Papers, 1997
43 Some RUSSIan FDI may be sourced from companIes registered m Cyprus Cyprus also accounted
for about 7 percent of cumulatIVe FDI m Ukrame from 1991 to mld-1997 accordmg to the OECD Workmg
Paper study CIted above
44 See "Ukrame Balance ofPayments for the Third Quarter of 1997," NatIonal Bank ofUkrame
Herald Dzgest, January 1998
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Table 5 Balance ofPavlt1£nts Indicators

1990 1991 1992 1993 1994 1995 1996 1997
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-127Trade Balance ($ bn) *

Current Acct. Balance ($ bn)

Renuttancesnransfers ($ bn)

Capital Account and Reserves ($ bn) *
PortfolIO Flows ($ bn)

Direct Investlt1£nt ($ bn)

olw Dolt1£stlc

olw Foreign 02 02 0 I 0 3 0 5

* Note Trade balance mcludes goods and services Capital Account and Reserves = capital account less financmg m
1996-97
Sources Bulletm of the NatiOnal Bank of Ukrame HUD EBRD IMF
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III BANKING STRUCTURE AND SYSTEM PROFILE The Ukramian bankmg system IS
now almost wholly prIvate In ownershIp, but In most cases weak by mternatIOnal standards
There were 227 regIstered banks at year-end 1997, but paId-m capital was only UAH 1 6 btlhon
(about $838 milhon), or about $3 7 milhon on average Total capItal was estimated at UAH 33
bllhon (about $1 75 bIllIon), but these capItal figures are all prIor to an estImated $1 bIllIon or
more In provlSlons or wnteoffs for nonperformmg loans and potentIally reduced fixed asset
valuatIOns In general, loan classIficatIon, collateral and capItal are all suspect In terms of
accuracy and/or qualIty OfUkrame's total number of banks at end 1997,22 had foreIgn capItal
participation-mcludmg SIX which were 100 percent foreIgn-owned Nearly 50 banks are slated
for hqUIdatIon, whIle another 20 or so are m rehabIhtatIOn ThiS bnngs the number of operatmg
banks down to about 180, of which most are conSidered Impaired and/or margmal Most banks
represent small captlve finance or "pocket" banks that were part of the old Gosbank system
Durmg that perIod, they served as admInistrators for funds gathermg and payment functIOns
rather than as commerCIal mstltutlons generatmg profits and losses based on nsk assessment and
management TheIr owners tend to be unrestructured state enterpnses, and/or recently privatIzed
SOEs that stIll operate on the baSIS of old governance and management practIces Rather than
bemg conSIdered banks, the vast maJonty of these should be conSIdered commerCIal finance
companIes Some banks are makmg efforts to better manage resources and rIsk, and new
prudentIal regulatIOns are puttmg mto place measures that may help protect banks and the
system from unwarranted or systemIC rIsk However, most banks are very small-mmlmum
capItal IS Just ECD 1 mtlhon-and most banks did not even have that level of capItal untIl It was
reqUIred by end 1997 Many of the larger banks, Includmg eXlstmg state-owned banks and the
larger ex-state banks, could be msolvent Ukrame IS currently m the process of mtroducmg a new
chart of accounts and movmg accountmg standards closer to lAS Once Implemented, the
magnItude ofovervalued assets and nonperformmg loans, and consequent needed provIsIons and
wnte-offs WIll be known However, many of the larger banks might be msolvent after
provlslonmg for losses and wrItmg off what IS unrecoverable MeanwhIle, most banks have
hqUIdlty problems from a practIcal fundmg standpomt (although they are 10 complIance WIth
regulatory requIrements), largely due to the weak depOSIt base they have and relIance on an
mterbank market composed ofother banks WIth comparable problems Nearly half of the total
money supply IS clrculatmg outSide the bankmg system, and the State Savmgs Bank controls
about 33 percent of household depOSits (an estnnated 20 percent of total held WIth banks) which
are then mvested m government seCUrItIes Non-depOSIt sources of fundmg for banks are
lIkeWIse scarce Only the mterbank market prOVIdes overmght or very short-term lIqUIdIty needs
Banks generally do not Issue paper or other seCUrItIes for addItIOnal financmg on formal
markets, although promIssory notes are now clrculatmg throughout the economy and may
constItute a nsky form of quasI-money It IS currently unknown how thIS affects banks from a
fundmg or collaterallmvestment perspectIve EqUIty IS hmlted to small contrIbutIons from
shareholders WhICh, after lAS IS apphed, may be negatIve m value There are draft laws on the
NatIonal Bank and for commerCIal banks which would bnng eXIstmg legIslation more m hne
WIth mternatIOnal standards There are also signs that Ukrame may be wIlhng to permIt more
foreIgn entry mto the bankmg system However, It will take tIme before a safe and sound
bankmg system emerges In Ukrame Even WIth progress m the finanCIal sector, laggmg progress
m the real sector Will only hmlt the market for banks and other finanCIal mstltutlons Score 2-

• Overview Ukrame' s bankmg system IS only at the begmmng of a long process to restore
confidence and playa more meanmgfulmtermedlary role 10 support of economIc growth
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and competitiveness Balance sheet mdlcators are generally weak-fundmg sources are
limited, a high proportIOn of loans are estImated to be nonperformmg, and "other" assets are
often overvalued Accordmg to NBU, "large" banks are among the most troubled from a
balance sheet standpomt, and their resolution might well be costly financIally and/or
politically Until confidence IS restored m the bankmg sector, fundmg will contmue to be a
problem Addmg to this dilemma are high cost structures based on excess overhead Banks
frequently have too many branches, too many personnel, mefficlent procedures and
outmoded mformatlon systems Ukralman banks will likely have to undergo major
operatIOnal and financial restructurmg simultaneously ThIs WIll mean that branch closures,

the release of employees, Investment m new mformation systems, and the mtroductlOn of
modern procedures and controls WIll have to cOIncIde wIth the estImated $1 bIllion or more
financIal cost of provlSlonmg and charge-offs Margms lIkewIse declined m 1997, makmg
earmngs more of a challenge m a weak and uncompetltlve economy Score 2-

• There were 227 regIstered banks m Ukrame at end 1997 The structure of the bankmg system shows
concentratlOn, With the leadmg 20 banks accountmg for about 80 percent of assets and the top seven
banks among them accountmg for about half of assets 45 However, these figures are pnor to conversion
to lAS, and before the exact magnItude of nonperfonnmg loans, overvalued assets, provIsIons and
wnteoffs has been detennmed Several of the larger state-owned or ex-state-owned banks might have
negative capital once BIS gUldelmes for loan losses are applIed At a mmunum, these banks mIght well
have unpaIred capItal RequIred proVISIons are lIkely to exceed $1 bIllIon, WhICh would exceed the
total capital of the largest banks where most of the problem loans are held, and account for nearly 60
percent of estunated total capItal Pnor to wnte-offs, the bankmg system could be segmented mto five
broad groups based on end 1997 figures These mclude seven "large" banks WIth total assets as a
group m excess ofUAH 10 bIllIon, another tier of 13 medIUm-siZed banks (generally eIghth through
20th m asset Size), about 138 other registered and operatmg Ukramlan banks, 22 foreign banks,46 and
about 47 banks targeted for lIqUIdatIon Large banks generally have pre-wnteoff balance sheets With
values exceedmg UAH 250 mIllIon (about $130 mIllIon), whIle medIum banks' balance sheets
generally exceed UAH 80 mdlIon (about $45 mdlIon)

• CompetitIOn on the asset Side IS mcreasmg, but IS stIlllunlted due to the small number of blue chIp
customers m Ukrame and the captIve fmance relatlOnshlp of most banks WIth theIr shareholders
Recent regulations auned at reducmg connected lendmg and concentratlOns ofexposure may stunulate
some diverSIfication and competItion The trend m mld-1997 towards narrower spreads from T-bIlls
was a contnbutmg factor towards mcreased lendmg CredIt Increased m real tenns m 1997, WhICh may
have also reflected a slIght ShIft away from government secuntles m the second and thIrd quarters of
1997 when yields came down Outstandmg credit mcreased from UAH 5 4 bIllIon at end 1996 to UAH
7 3 bIllIon by end 1997 This IS eqUivalent to UAH 32 mIllIon per bank, or about $17 mIllIon m
outstandmg loans per bank at year end 1997 As a proportion, the mcrease was faIrly evenly diVIded
between local and foreIgn currency loans By end 1997, 71 percent of outstandmg loans were
denommated m hryvma This compares With an average 75 percent from 1994-96 Thus, m addition to
mcreasmg lendmg, there was a slIght Increase In foreign currency lendmg as a proportion of total In
tenns of sector distribution, about half of short-tenn hryvma loans are to state enterpnses, and the
other half are to non-state frrms and households As for long-tenn hryvma loans outstandmg, about 60

45 The World Bank shows that a combmatlon of eXlstmg state banks, fonner state banks, and pnvate
banks With share capItal m excess ofUAH 20 mIllIon accounted for about 73 percent of assets and
depOSIts, 70 percent of lendmg, 65 percent of capital, and 56 percent of profits at end 1997 However, these
figures are unaudited, and are also pre-tax The number of banks m each category was not speCified
Exunbank, one of the two state banks, was excluded
46 As of late May 1998, 23 foreign-owned banks had lIcenses to operate m Ukrame, of which seven
were wholly owned
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percent are to state firms In foreign currency lendmg, nearly two-thrrds were outstandmg to non-state
enterpnses On a term basIs, 89 percent of outstandmg loans were "short-term," as they have been for
years 47 Most credit flows today are short-term due to prudent risk aversion-tightened bank lendmg
practices m the face of stricter prudential regulatIOns, and hmlted fundmg sources However, an
undetermmed portIOn of these loans may be booked as "prolonged", or short-term loans that have been
rolled over or capltahzed for an mdefimte period Estimates of nonperformmg loans m 1996
approxtrnated 40 percent, many of which are "prolonged" This would approxtrnate VAH 2 9 btlhon m
nonperformmg loans, 1 83 ttrnes paid-In capital at year-end 1997 and 455 percent of year-end 1997
depOSits placed With banks Whtle the figure may be less than thiS, nonperformmg loans are still high
enough to severely trnpair capital and to threaten the safety of depOSits

• Slgmficant concentration remams on thefundmg (depOSit moblhzatlon) Side State Savmgs Bank held
33 percent ofretad depOSits anQ an esttrnated 20 percent of total depOSits at year end 1997 A
slgmficant percentage of corporate depOSits were held m the former state-owned banks-Prommvest,
Ukrama, Ukrsotsbank-as well as In Prtvatbank In general, competition IS constramed by the sheer
hmlts of fundmg avatlable to banks, and the concentratIOn of depOSits m a handful of banks DepOSits
mcreased m 1997-from VAH 5 3 bl1hon m 1996 to 6 4 bl1hon m 1997-but such mcreases remam
very small as a percent of offiCial GDP 48 This fact IS further remforced by offiCial GDP bemg about
two-thrrds of total, and well below levels Ukrame could achieve With the mtroductlOn ofmajor
structural reforms With VAH 6 4 bdhon m total depOSits held With banks at end 1997, thiS averages
VAH 28 mllhon per bank, or almost $15 mdhon DepOSits held at November 1997 consisted mamly of
enterprise demand depOSit accounts (DAH 2 1 bdhon), household ttrne depOSit accounts (UAH 1 0
bllhon), enterprise ttrne depOSit accounts (UAH 575 mllhon), and household demand depOSit accounts
(UAH 561 mdhon) There were also UAH I 6 bdhon m foreign currency savmgs, and a small sum of
trust funds held on account Such a breakdown also mdlcates that households held nearly VAH 4 2
bdhon m currency outside of banks, and enterpnses held VAH 155 bdhon Thus, unbke many other
countries where households account for a large segment of the depOSit base, It IS thiS sector which
appears to be wlthholdmg Its resources from the banks In November 1997, households accounted for
UAH I 55 bllbon m hryvma depOSits and an undetermmed amount offorelgn currency depOSits
However, they held nearly UAH 4 2 bdhon outside the banks Tight monetary pobcy, a weak fiscal
base, growmg debt servlcmg requrrements, and the lack ofconfidence m banks by households makes It
difficult for banks to obtam the funds needed for major competition m lendmg and other core bankmg
actiVities

• In terms ofcoverage, most activity IS lendmg and mvestment m government secuntles, With Itrnited
services for households or enterprises aside from basiC safekeepmg, processmg and transfers Total
credit at end 1997 was esttrnated to be about 32 percent ofassets 49 On a stock basiS, credit to
enterprises at year-end 1997 accounted for vrrtually all credlt- UAH 6,950 mdhon was out to
enterprises, while the balance of only UAH 345 mllhon was outstandmg to households If the
esttrnated nonperformmg loan figure of40 percent IS accurate, and as most performmg loans are
conSidered short-term, thiS could mean Ukrame's banks prOVided nearly VAH 4 4 bdhon m lendmg
flows m 1997-about UAH 24 mllhon on average after nettmg out the 47 banks slated for hquldatlon
If the $1 bIlhon esttrnate of needed prOVISions IS subtracted from year end 1997 total credit, lendmg
flows m 1997 were as high as UAH 5 4 bllhon, or about UAH 30 ml1hon per operatmg bank 50

47 Short-term loans averaged 89 3 percent of total from 1993-96 on a consIstent basiS
48 In 1997, the mcremental change m depOSits was 1 2 percent of offiCIal GDP However, the
aggregate was only 6 9 percent
49 These figures are from the World Bank
50 Assumptions for these esttmates mclude (I) year-end 1997 total credlt ofUAH 7,295 mllbon
(from The Bulletm ofthe National Bank of Ukrame), (11) 60 percent ofUAH 7,295 ml1hon = UAH 4,377
mllbon, or VAH 243 mdbon on average when diVided by 180 operatmg banks, (Ill) $1 bllhon = VAH
1,899 mtlhon at year-end 1997 exchange rates, (IV) VAH 7,295 mllbon less VAH 1,899 mllbon = VAR
5,396 mdhon, or UAH 300 mdhon on average when diVided by 180 operatmg banks, (v) all loans are
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Meanwhile, banks also routInely hold a sizable portion ofthelT assets In government secuntles This
figure was estimated to be about one third of total assets 5\ The balance of assets are held m real
estate-which IS very likely overvalued relative to "fair market value" despite a recent NBU rule
restnctmg banks' fixed assets to a book value equal to total capital-and requITed cash and reserves
New legislatIOn wtll permit universal bankIng It IS difficult to determme how much "universal"
bankmg currently eXists As for services, there are no rehable data on fee mcome or trade-related
mcome for banks Banks are currently explormg factormg and leasmg, as well as actiVities that
generate Income Without heavy balance sheet exposure Some banks are trymg to generate fees from
processmg payments, provldmg payroll services, and servmg as custodian However, these efforts are
largely undercut by diSIncentives m the real sector due to enterpnse and household concerns about
blocked accounts or additIOnal tax payments

• In terms ofjinanclal statement md,cators and contIngencies, rehable data are not avatlable Ukramlan
accountmg standards have not traditIOnally mcluded provlslonmg requlTements or depreCiation
schedules which prOVide an accurate reflectIOn of cash flow, earnmgs, or net worth The NEU and
banks are m the process of convertmg reportmg systems (e g , new chart of accounts) to generate
rehable mformatlon At one level, earnmgs are conSidered strong due to high spreads and monopoly
POSitions For mStance, pre-tax profits for 1997 were estImated52 to be UAH 921 mdhon (about $472
mdhon at average exchange rates) On the other hand, cost structures and non-earnmg asset levels are
high, as are tax rates on profits Many banks are hkely still deductmg admmlstratlve charges after
profits are placed m capital accounts It IS uncertam If these estImates Include provlSlons Thus,
combIned With needed mvestment In new Information systems and technologIes, overall earnmgs as
well as ROA and ROE figures are likely overstated or unsustamable at best Key challenges m the near
term will be to more precIsely determIne the magnitude of overvalued assets and nonperformmg loans
and thelT Impact on capItal, nsks assOCiated WIth off-balance sheet Items through affibates and others,
and general margIn analySIS EstImates of nonperformIng loans eXlst-a range of 17-40 percent-as do
estImates of needed provJSJonmg-a mmImum $1 bl1hon However, additIOnal Issues need to be
worked out These Include which banks are responSible for which guarantees that they prOVided as
banks when they were state-owned LikeWise, banks have exposure to pnvatlzed enterpnses which are
now different legal entitles from the enterpnse to which the bank ongmally extended loans andlor
guarantees that are, at a mmImum, "prolonged" QuestIons abound regardmg the legal status of
debtors, and the ablhty of banks to hold debtors accountable for loan, guarantee and other obbgatlons
To date, bankruptcy procedures have served debtors, not creditors PrOVISions, charge-offs and
prospects for recapltahzatlon or hquldatlon may all hInge on answers to these and other questions As
for off-balance sheet Items, NBU IS mtroducmg strIcter reportIng reqUIrements regardIng guarantees,
letters of credit, and thlTd party trade transactions to get a better sense of potentIal rISks However,
current InformatIOn does not prOVIde an accurate estJrnate of the nsks and potential costs that eXist As
for margIn analYSIS, some rehable mformatlon IS aval1able MargInS appear to have narrowed m 1997
Average weIghted net spreads (Interest rates on credit less depOSIts) at end 1997 were 238 percent on
local currency transactIons and accounts, as compared WIth 459 percent m 1995 and 37 2 percent at
end 1996 This accounts for about three quarters oflendmg actIvIty Net spreads on foreign currency
loans were about 4 2 percent In dollars and about 26 3 percent m rubles at end 1997 Thus, net spreads
remamed pOSitIve In real terms In 1997, but declmed from earher penods Ukramlan banks are
reported to have hIgh cost structures based on excess overhead resultmg from too many branches, too
many personnel, IneffiCient procedures and a lack of modem Information systems These problems
suggest that banks WIll need to go through major operatIOnal restructurmg exercises that lead to branch
closures, the release of employees, Investment In new InformatIOn systems, and the mtroductlOn of

assumed to be short-term, WIth long-term loans all assumed to be part of the 40 percent nonperformmg
loans or part of the $1 bllhon to be provIsioned for, and (VI) estImated flows are annuahzed
51 Net credIt to government at year end 1997 was estImated to be UAH 8 1 bl1bon (from The
Bulletm of the NatIOnal Bank of Ukrame and the IMF) Total assets were estImated to be UAH 22 5 bl1hon
(from the World Bank)
52 From the World Bank
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modern procedures and controls for efficIent bankmg and sustamed profitabIlIty All of thIS wIll
comclde With the earlIer challenge raIsed regardmg banks havmg to face up to overvalued assets and
nonperfonnmg loans, and the financial cost of provIsIons and charge-offs

• In tenns ofjundsflows, banks' fundmg sources are prImarily short-tenn from household and corporate
sources A slgmficant portIon of bank resources flow to NBU m the fonn of mvestments m
government securItIes for portfoho purposes, or mthe fonn of 15 percent reserve requIrements In the
case of the latter, whIch were 11 percent for most of 1997, a mmImum of20 percent needs to be held
m cash whIle up to 80 percent can be held m government secuntles There are also allegatIOns that the
actual ImplementatIOn of reserve pohcy IS not umfonn, and that some banks are recelvmg some
forbearance from regulatory authorItIes Comprehensive balance sheet or funds flow data are
mcomplete However, major fundmg elements appear to mclude about 30 percent of total from
depOSIts, about 20 percent from the mterbank market, and about 15 percent from total capItal About
one thIrd of funds appear to be used for credIt to the non-government sector, WIth another 5-10 percent
of total assets m reserve Fixed asset values are unknown The major gap m both estimates of sources
and uses IS the role ofNBU (re)fmancmg and funds placed m government seCUrItIes These are lIkely
about one thIrd

• Some ofUkrame's banks have mtematlOnal correspondent networks Payments systems are conSIdered
effiCIent, WhICh mcreases confidence m transactIOns However, limIted fonnal economIc actIVIty lImits
fmanclal activIty, whIch translates mto few highly actIve relatlOnshIps

3 2 Ownership The bank10g system 10 Ukrame IS now primarily private 10 ownershIp, With
only two banks conSIdered state-owned State Sav10gs Bank and EXImbank However, the
manner 10 which most banks became private was 10 the form of"spontaneous corporatlzatlOn" or
"ownershIp transformation" Governance and management are generally conSIdered weak,
partIcularly as owners are still frequently the state enterprises whIch the banks served
admIDlstratIvely dur10g the Gosbank penod ThIS k10d of ownershIp transformatIon has not led
to 10cremental capItal for the bank10g system, WhICh IS needed for the development of a modern
bank10g sector and system Only 31 banks--or 14 percent of the total number of banks 10
Ukrame-had year-end 1997 capItal of at least ECU 5 mtlhon, the EU mlDlmum and sttll
exceed10gly small by global standards Unttl there IS mean1Ogful1Ovestment 10 the bank10g
system combmed With 1Oternatlonal standards of governance and management, It IS unhkely that
Ukra1Oe's banks WIll be able to prOVide the range ofbankmg servIces needed to accommodate
growth and development 10 the UkraIDlan economy New regulatIons represent a start towards
break10g the connected patterns offinanc1Og that have been a major cause ofweakness and
1Osolvency 10 Ukrame and other bank10g systems However, new ownershIp based on new
10vestment and management WIll ultImately be needed for real transformatIon New laws and
regulations alone WIll be 10sufficlent Score 1+/2-

• At end 1997, Ukrame had 227 banks These mcluded two state-owned banks, 22 banks WIth partIal or
total foreign capital, and 203 other banks Among the 203 non-state Ukramlan banks, about 47 were
slated for hqUldatlOn Only 31 Ukramlan banks are thought to have more than ECU 5 mllhon m
capItal pnor to any wnteoffs

• Ukrame's domestIc banks can be segmented mto four groups The seven largest banks-whIch mclude
(m no particular order) Prommvest, Ukrama, Ukrsotsbank, EXImbank, Savmgs Bank, Pnvatbank, and
Aval-account for about halfof total assets prIor to wnteoffs A second group of 13 banks accounts
for another 30 percent or so of assets NBU has slated nearly 50 banks for lIqUIdatIon The balance of
the nearly 120 banks accounts for about 20 percent of total assets
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• Ukrame'sjorelgn banks at year end 1997 meluded 22 mstltutlons, of whIch SIX were wholly forelgn­
owned (A seventh foreign bank, and wholly foreIgn-owned, entered the market m early 1998 )
Together, the SIX accounted for only 2-3 percent of credIt, deposIts, assets or capItal However, these
banks are not expected to subject themselves to high levels of balance sheet exposure untJl there IS less
nsk associated wIth the Ukrainian marketplace In the meanttrne, foreign banks are hke1y to focus on
blue chip chents as well as trade finance, payments processmg, and other fee-generatmg activities
which entaJlltrnlted nsk and where these banks enJoy a competItive advantage Foreign entry may
mcrease now that the practice ofrestnctmg foreign ownership to 15 percent of total capital appears to
have been abandoned

3 3 Governance and Management Governance and management are perceIved to be weak 10

Ukrame, largely due to dIstorted mcentlve structures charactenzed by hmlted transparency, low
levels of capItal, the absence of strategIc mvestment, and contmued ownershIp weaknesses 10

both the bankmg system and the economy at large Modem standards of corporate governance
are rarely practIced due to weaknesses of supervisory board structures, the absence ofVIable
mternal audIt functIons, and weak, fragmented, or non-exIstent mformatlOn This undermmes the
abIlIty of boards to deVise SUItable strategic plans for banks, and to oversee management
performance wlthm these plans The benefits of pnmardy "private" ownershIp 10 the bankmg
system are offset by many owners stIli bemg state-owned enterprises, or pnvatlzed enterpnses
that still operate accord109 to old state-owned ways Under eXlstmg economIc CIrcumstances,
management IS by necessity short-term and "survivalIst" 10 focus Score 1+/2-

• Accordmg to the Law on EconomIc ASSociatIons, the legal process for fonnmg and reglstermg a
company m Ukrame IS farrly straightforward and takes one to three months However, due to problems
assOCiated With permits, hcensmg and taxation, many ftrms remam small and unregIstered to aVOId
arbitrary payments For formally registered ftrms, registration costs net of share capital range from
$500-$1,000 As for banks, NBU IS the hcensmg authonty NBU admmlsters more than 40 kmds of
hcenses wlthm a "universal" bankmg context, ofwhIch 32 are for core bankmg operations S3 The
Bankmg Law provIdes clear gUldelmes for types of corporate structure, the obhgatlons ofdrrectors
and management teams, mmlmum capItal, restrictions on mSlder lendmg, and reportmg requrrements
toNBU

• Cross-ownership has been permitted 10 the bankmg system smce the begmnmg of the two-tier system
Most banks are owned by enterpnses, servmg pTtrnarIly as captive fmance umts Recently adopted
restrictions on mSlder lendmg are meant to reduce connected lendmg However, because of the
generally weak legal framework regard10g holdmg companies, bankruptcy, andJomt and several
hablhty, these rules are consIdered farrly easy to crrcumvent It appears that hard budget constramts on
banks have been the mam force behmd changes m tradltlonallendmg patterns, although NBU IS
tlghtenmg Its overSIght of banks and Will be paymg regular attention to eVIdence of mSlder lendmg
More broadly, Ukrame IS mtroducmg a umversal bankmg system Banks are the most promment
mstltutlons m the fmanclal sector, and It IS antiCipated that the evolution ofumversal bankmg m
Ukrame may follow patterns m contmental European countries where banks playa major role m
capItal markets, brokerage and msurance Ukrame's movement towards universal bankmg WIll
contmue to prOVIde a legal framework for cross-ownershIp In the future, It can be expected that
banks, mvestment funds, brokerage houses and msurance compames wIll have ownershIp stakes m
each other New legIslatIon m Apnl 1997 estabhshed the regulatory framework for non-bank fmanclal
mstltutlons Such legislation may need to be modified to ensure adequate frrewalls are m place to

53 For a dIstribution of the number of banks With numbers ofhcenses for bankmg operations m mld-
1997, see Landy, "Developmg Sound Banks m TranSItional EconomIes Structural Reforms m Ukrame,"
CASE, September 1997
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aVOld lffiprudent practices that could destablhze the financIal system NBU recently mtroduced a rule
m whIch any bank mvestment m excess of20 percent of capItal needs to be deducted from TIer II
capItal ThIs may provIde some restramt on banks from engagmg m excessIvely rIsky mvestments,
although the underlymg fundamentals of the Investment, the market, and the management of those
rIsks wIll playa greater role In determmmg If thIS rule IS effectIve However, at a mmlffiUIn, the rule
asSIgns a 100 percent rIsk weIght to mvestments above the 20 percent threshold

• Mmorlty shareholders are m a weak pOSItIOn m Ukrame There IS no protectIon for mmorIty
shareholders m the event that a company makes a bId for less than all the shares ofa target company
WhIle shareholders are permItted to block new share Issues, It IS also reported that there IS lIttle
mmorIty protectIOn agamst dilution Thus, even If there IS a legal basIS for some protectIOn, practIce
can deVIate In most cases m Ukrame, both boards and mmorIty shareholders are pasSIve, and
companIes are run by managers WIth a strong pOSItIon

• Governance m the bankmg sector IS weak m Ukrame OwnershIp transformatIon has done little to
change tradItIOnal methods ofmanagement and governance RIsk management IS limited to short-term
lIqUidity concerns, and to some degree managmg foreign exchange exposure PolICies and procedures
for lffiproved overSIght ofbank management are mplace m some banks, but frequently overlooked or
Ignored In some cases, branch managers have few llffilts placed on theIr actlVltIes In many cases,
mformatlon IS so maccurate or outdated that It creates enormous opportunIties for fraud and deception
Examples of rIsk mclude mcorrect ledger entrIes regardmg the face value of credit, the registered
value of collateral or guarantees, the nommal value of mvestments m SeCUrIties, gams/losses resultmg
from seCurIties trades or other mvestment transactIOns, and a range of cash management practices
Such mformatIonal weaknesses and fragmentatIon undermme the potential effectIVeness ofboards and
committees to playa useful mternal overSight role This latter problem IS also compounded by the
structural weakness m Ukrame of the role of directors-strong management board compared to weak
supervisory boards, combmed With the vIrtual absence of an mternal audit function In the absence of
qualIfied fmanclal managers, adequate mformatlon, and a corporate mandate for effective overSight,
there IS lIttle that supervisory boards can do to contrIbute to effectIve corporate governance on behalf
of shareholders

• There are no apparent restrIctions on compensatlon-salanes and benefits--ofbank dIrectors,
managers and employees However, new prudentIal regulations and enforcement actions Will llffilt
dlVldend payments and requIre reduced expenses when banks fad to comply wIth lIqUidity, capital,
and other regulatIOns As for NBU, while salanes are not high, payments are generally more regular
than elsewhere m the economy Thus, the attractIOn ofthe clvrl-servIce for the tlffie bemg mcludes
confidence 10 receIVmg payment as well as the benefit of trammg This may help mthe mtenm With
the budd-up of an effective corps ofregulators durmg the transformatIon to an effectIve commerCIal
bankmg system

34 Non-Bank CompetItIOn Weak as Ukrame's banks generally are, they face httle competitIOn
from non-banks The local stock exchanges have only about I SO company IIstmgs, ofwhich
many are non-tradable and illiqUId These represent shares ID "prIvatized" finns There IS very
lImIted IDsurance actIVity ID Ukrame, although there are an estimated 231 IDsurance companIes
PremIum revenues are lIkely lImited by the small scale of operations, the absence of relIable
actuarIal data, and the lImited lIqUidity of msurance finns themselves to cover damage claims
Most activity IS presumed to be 10 auto and other non-hfe msurance sectors Nor IS there any
major factonng, leasmg or pension fund activity 10 Ukrame Banks are the malO players 10 the
government T-bI11 market, and the mterbank markets for currency tradmg 10 hryvma and foreign
exchange are growmg However, the equity markets show lImited tradmg volume and weak
market capltahzatlOn, undennmed by a combmation of macroeconomic and structural
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weaknesses The more actIve markets m government secuntles are due to persIstent budget
deficIts and ongomg pubhc finance weaknesses Increasmg actIvIty m mterbank markets partly
reflects frequent lIqUidIty and fundmg weaknesses Market mfrastructure for government
secuntles IS consIdered satIsfactory, as reflected by the WIde range of mvestors m the last year or
two However, In the eqUitIes markets, sIgmficant work IS needed to Instill confidence In the
safety of baSIC transactIOns There IS VIrtually no competitIOn of any sort from credIt umons or
leaSIng companIes There IS also lImIted If any factorIng or commercIal credIt actIVIty, although
most banks could be conSIdered commercIal credIt InstItutions Instead of banks Score 1+12~

• There were about 200 credit Unions m late 1997, although therr total assets were estlIDated to be less
than UAH 4 mIlhon, or about $10,000 per credIt umon Based on thIS SIze, It IS hkely that most credIt
umons prOVIde llIDlted safekeepmg servIces for depOSItors and httle else

• There IS a nascent leasmg market begmnmg to develop m Ukrame, but thIS IS stIll m Its mfancy A new
Leasmg Law has been adopted, and a Leasmg ASSOCIatIon IS fonnmg WhIle there IS demand for
leasmg servIces, growth IS hkely to be llIDlted due to the hqUldlty constramts faced by companIes that
would be requrred to servIce leasmg contracts AddItIOnal weaknesses mclude the absence ofa
seasoned regulatory framework and standard tax mcentlves for fmanclalleases

• Capital markets actIvIty m Ukrame IS based on a three-tIer Ukramlan Stock Exchange system whIch
mvolves about 30 functlonmg stock exchanges m major CItIes m Ukrame, two mterbartk currency
exchanges for hryvma (UICE) and foreIgn exchange (UIFEM), and an over-the-counter (OTC)
market (PFTS) for smaller frrms As ofend 1997, there were about 150 companIes hsted on the
vanous exchanges Market capltahzatlOn was only about UAH 8 bdhon ($4 bdhon), eqUIvalent to a
meager 5 percent ofoffiCIal 1997 GDP About 80 percent of tradmg occurs on the PFTS, where more
than 100 frrms are hsted However, thIS only mvolves about UAH 5 mllhon m tradmg actlVlty on a
dally basIS More than half of corporate equIty tradmg volume on the exchanges IS focused on
companIes m the energy, metallurgy and chemIcals sectors In addItIon to macroeconomIc weaknesses
m Ukrame, capItal markets development IS hmdered by the slow pace ofpnvatlzatIon, the llIDlted
number of prospects under current condItIons, the non-tradablhty ofpnvatJ.Zatlon certIficates, and the
absence of fundamental mfrastructure--central deposItory, regIstratIon, custodIal servIces, clearmg
and settlement systems The latter weakness undercuts development of the equItIes market, as clearmg
and settlement arrangements are VIewed as mefficlent and unsafe ThIs IS less the case m the
government secuntles market, where banks playa major role m handlmg transactIOns and the NBU
serves as Issumg agent, regIstrar, depOSItory and payIng agent The government seCUrItIes market has
been actIve due to the government's fiscal problems, WIth the openmg ofthe market to mdlVlduals and
non-reSIdents leadmg to an Increase In actIVIty Outstandmg volume at end 1997 approxlIDated UAH
7 6 bllhon, roughly eqUIvalent to stock market capltahzatlon, but dIfferent m that thIS IS a hquld
market Currency tradmg volume was equal to $32 4 bl1hon m 1997, mamly on the Ukramlan
Interbank ForeIgn Exchange Market where portfoho mflows are funneled Some mumClpahtles have
also Issued hryvma bonds, amountmg to UAH 270 mllhon (Mumcipahties are also pursumg the
Eurobond market and syndIcated loan market) As of end 1997, there were about 30 mvestment frrms
and brokerages WIth hcenses to operate on the USE

• Ukrame has llIDlted savmgs m the aftennath of hypermflatlon m the early 1990s Pnor to thIS, Ukrame
had a generous pensIOn and consumer subSidy program whIch amounted to as much as 14 percent of
1994 GDP However, notwlthstandmg the conSIderable stram expenenced by the government and
economy, Ukrame has been slow to mtroduce refonns that would streamlme the system and make It
less unaffordable Such refonns mclude ralsmg the retIrement age, whIch currently IS m the mId-50s
Ukrame has a pay-as-you-go system WIth an agmg populatIOn, makmg the cash outflows greater
Agamst a backdrop of fiscal weakness and tIght monetary pohcy, thIS has led to the run-up of arrears
and llIDlted actual benefits The run-up of arrears was partly reduced m late 1997 by proceeds from the
expenSIve $750 mllhon Eurobond flotatIon Actual benefits only amount to a maxlIDum UAH 50 per
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month per reCIpIent GIven the poor financIal state of the budget and the absence of a three-pIllar
system whIch leverages socIal protectIon off of mstItutIOnal mvestor capacIty and a mIX ofpubhc and
pnvate optIons, there IS vIrtually no pensIOn fund actlVlty or pensIOnfunds to speak ofm a capItal
markets context

• There IS lImIted znsurance actIvIty m Ukrame, but not much ]S known about the sector A new
Insurance Law was adopted m 1997 speclfymg mcreased mInImum capItal requIrements It IS
presumed that the Law resembles EU msurance legIslatIon whIch establIshes solvency ratIos, standards
for governance and management, gUIdelInes for exposure In hfe and non-hfe actIvItIes, mvestment
rules for proceeds collected, and consumer protectIOn rules to reduce the III effects of asymmetrIc
mformatlon There are reported to be 231 msurance companIes regIstered m Ukrame, although ]t ]S
unclear If these are companIes or brokerages The State CommIttee for the SupervIsIOn of Insurance
Actlv]ty ]S responsIble for regulatory oversIght
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IV BANKING SECTOR DEVELOPMENT BASED ON PRUDENTIAL NORMS The
UkraInian bankmg system IS generally weak based on financIal mdIcators CapItal may well be
severely ImpaIred, wIth the exact magmtude currently unspecIfied due to poor mformatIon, the
absence as of yet of lAS, and many legal I .;;,ues unresolved wIth regard to debtors, obhgatlOns
and guarantees Asset qualIty IS lIkeWIse weak m many banks, partIcularly m the largest banks
where the highest concentratIOn of non-performmg assets is found Management IS generally
weak from a rIsk management standpomt, although many banks now appear to be demonstratmg
fundamental prudence m theIr management of resources durmg a perIod of hard budget
constramts Earnmgs are stramed as a result of lImIted asset-based opportumtles, reduced net
mterest margms, low fee mcome (due to a tradItIOn of provIdmg lIttle more than basIc servIces),
what are thought to be generally conservatIve tradmg actIvItIes, hIgh overhead costs, and general
mefficlency LIqUidity is lIkeWIse tight due to a restrIctIve monetary pohcy to keep the mflatIOn
rate down, a weak fundmg base, and lImIted debt and equIty financmg aSIde from mterbank
markets for overnight or very short-term fundmg needs The operatmg enVironment remams
weak on a number of fronts, and transparency and dIsclosure standards are weak and undermmed
by the poor qualIty of mformatlon Ukrame's weak posItIon means that much of Ukrame's
senSItiVity to market rIsk has already been factored mto resource mobIlIzatIOn and other fundmg
patterns ThIS IS reflected m hIgh real mterest rates, the short-term perspectIve that most
finanCial mstItutIOns have, and the degree of dlsmtermediation that eXIsts m a largely mformal,
cash-based economy However, there IS st1l1 a possIbIlIty of fundamental collapse IfUkraIne's
fiscal and balance of payments posItIon does not Improve, particularly as banks have slgmficant
exposure to the government seCUrItIes market In the near term, key bankmg rIsks are lIkely to
mclude attempts to generate extraordmary gams from rIsky positIOns and tradIng activitIes based
on matunty and prIcmg rIsk (e g, Interest rate, exchange rate, commodity), off-balance sheet
exposure mvolvmg trade finance and guarantees, loans from banks that have been used as eqUity
by banks' borrowers and that are now poor mvestments, and general problems assOCiated With
regulatory complIance and transactIOnal fraud These concerns Will be agaInst a backdrop where
foreign mvestors-duect and portfolIo-may not (re)enter Ukrame for a sustamed perIod,
polItical stabilIty may be challenged by crImmal actIVities, and markets In general Will remaIn
concerned about the steady detenoratIOn ofthe UkraInian economy, weak InstitutIOnal capaCity,
and senSItiVity to worrymg trends In RUSSIa, CIS and global markets Score 1+/2-

4 1 CapItal Adequacy Management practIces appear to now be conservatIve and prudent smce
monetary polIcy was tightened m 1995, and more recently SInce new prudential norms have been
mtroduced However, the magmtude of overvalued assets, nonperformmg loans and future
wnteoffs IS still not preCIsely Identified The largest banks m many cases may have negatIve net
worth Others may be well below the BIS-recommended eight percent for the world's strongest
banks and systems on a rIsk-adJusted baSIS, let alone a much higher figure that would be
conSIdered approprIate for the rIsks found m the Ukramlan marketplace While most banks
remam too small to be Viable, the largest banks stIli often carry a high level of loans that have
been rolled over or capitalIzed, Without makmg proper adjustments for prOVISions, loan loss
reserves, and overall capital adequacy ratIos PortfolIos are stIll heaVily weighted towards
government securItIes-which are zero rIsk-weighted accordmg to BIS This IS pOSItIVe from an
earnIngs and capital adequacy standpomt, assumIng a zero rIsk weight IS approprIate for
Ukrame ThIs puts additIonal pressure and focus on the country's underlymg reserves, access to
mternatIOnal financmg, and abIlIty to honor Its oblIgatIons at a time when It has a very weak
fiscal posItIon, lImited capital markets actIVity, and the burden of high Interest charges m
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domestic and mternatlOnal markets Banks themselves also face the task of meetmg capItal
adequacy ratIOs at a time when they have questIOnable asset qualIty, pOSSibly well overstated
earnmgs, and high costs relative to current and near-term mvestment needs for effiCiency,
competitiveness and sustamed profitabilIty Extraordmary capital mJectlOns can not be expected
from pnvatlzatlOn actiVity, as most banks are either too small to generate proceeds of any
meamngful sort or too troubled for pnme-rated banks to want to sort out Given questIOnable
asset and earnmgs qualIty, the absence of viable capital markets, and the need for Investment m
mformatIOn systems, It IS highly unlIkely that Ukralman banks wIll have adequate capital to
approximate mternatlOnal standards and to prOVide competitive service levels m the foreseeable
future Score 2-

• The methodology for calculatmg capital adequacy ratIOs IS now consistent With BIS guldelmes RIsk
weights are generally asSigned m accordance WIth formulas used m Basle In some cases, rules may be
strIcter than found m other envIronments For mstance, bank mvestments m excess of20 percent of the
capItal ofnon-bank companies IS now deducted from Tier II capital However, mmlIDum statutory
capItal ofECU 1mllhon IS only 20 percent of the EU mmlIDum-ECU 1mIlhon IS small, and
SignIficantly hIgher levels of capItal are needed for the kmds ofservices that make banks competitive
Furthermore, asset valuatIOn standards are dubIOUS m hght of the absence ofactive and transparent
markets ThIs IS partIcularly lIDpOrtant WIth the high values associated WIth fixed assets that may be
artifiCIally mflated on a book basIS, and thereby overstate capital on the Opposite Side ofthe balance
sheet NBU has responded WIth a rule hmltmg banks' fixed assets to total capital However, It remams
to be seen If thiS wIll have a practical Impact on reducmg potentially speculatIve mvestments m
property by banks As the NBU accelerates movement towards lAS, It can be expected that many
banks wIll fad to meet capital requIrements, and that thIS may open the market to consohdatlon

• In terms ofactual solvency, Ukrame's solvent banks are small whde the "large" banks may be
msolvent, or at a mmlIDum, mneed of correctIve action Pnor to adjustments, end 1997 pald-m capital
for the bankmg system was UAH 1,592 mdhon, or about $838 mllhon This equates With $3 7 mllhon
per bank Total estImated capItal figures ofUAH 3,334 mdhon (about $1 76 bIlhon) average about
$7 7 mllhon per bank pnor to adjustments Nonperformmg loans were estImated to be as high as 40
percent oftotal m 1996 54 WIth UAH 73 bl1hon ($384 bl1hon) m outstandmg credIt as of end 1997,
anticIpated mmlIDum prOVISIons of $1 bdhon approxImate 26 percent oftotal outstandmg loans at year
end 1997 In hght of the poor condItIOn of borrowers and the weak legal framework regardmg
obhgatlOns and claImS, It IS not unreahstlc to beheve that at least 26 percent of outstandmg loans are
unrecoverable This would hkely erase capital from the most troubled banks short of new mJectlons

• Ukrame has fared poorly m attractmg pnme-rated mvestment mto the country's bankmg sector (and
m general) ForeIgn ownership now accounts for a mere 2-3 percent of the bankmg system at most,
With year end 1997 figures showmg only SIX wholly foreign-owned banks Smce then, ING ofthe
Netherlands has gotten hcenses to operate, and Cltlbank of the Umted States has receIved approval to
open up an office m Ukrame UntIl recently, Ukrame followed a pohcy which lImited the foreign
share of statutory capital to 15 percent of total ThIs pohcy has apparently been abandoned

4 2 Asset Quality Asset qualIty appears to be ImprOVIng on a flow baSIS as more prudent
management practIces are reputedly beIng followed Credit IS beIng managed more carefully,
and Investments m government secuntles are provldmg banks With relatIvely safe returns
However, many of the larger banks still have old nonperfonmng loans on theIr books Estimates
ofnonperform1Og loans range from 17-40 percent, or up to UAH 2 9 bllhon Even the smaller
figure represents more than UAH 1 2 bIlhon, or nearly 40 percent of aggregate capItal 10 the

54 See EBRD TransitIOn Report 1997
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bank109 system at year end 1997-and a higher percentage of the capital of the "largest" banks
Thus, asset quality IS generally poor 10 Ukrame Further, because most banks are small, even
hIgh quality assets are not of sufficIent volume to generate the earn10gs reqUIred for these banks
to become suffiCIently competitive There are also concerns about bank lend109 to affiliates and
other partIes whIch have then used resources for poor mvestments In some cases, these loans
may have been collateralized by promIssory notes that have no effective market value
AdditIOnal concerns eXist WIth regard to sector concentration due to the tradltlOnallend1Og
practices ofthe larger banks and the limIted clients of the smaller banks Fmally, non-earn1Og
and 10w-earn1Og asset levels represent a major proportIon banks' balance sheets due to
speculatIve or costly mvestment 10 real estate and the mamtenance of hIgh reserve requIrements
Score 2-

• Ukrame's regulations address large exposures connected/relatedparty/mslder lendmg nonperformmg
loans mterest accruals provlslOnmg and exposure ltmlts m a manner that moves Ukrame closer to
Basle and EU gUldelmes However, because these have only recently been mtroduced, they have not
yet had tune to reverse earher practIces whIch were wholly mconslstent WIth BIS VIrtually all of these
key problems are st1l1 on the books of the largest banks, accountmg for nonperformmg loans as hIgh as
40 percent of total and at least 17 percent of total m mld-1997 In addItIon, fIXed assets are currently
carned at what appear to be OptunlStlc estimates rather than market-based valuations or transactIons
Thus, It IS likely that half to two-thIrds of the aggregate balance sheet of the bankmg system needs to
be readjusted downward to reflect underlymg value and quahty

• Tax treatment for loan loss provlslOnmg has recently been modified With adoption m mld-1997 of the
new Law on Corporate Income Tax The new Law provIdes banks WIth the OPPOrtuDlty to expense
provIsIons for loan losses on a certam portion oftherr aggregate loans-up to 40 percent by January
31 1999, and then declmmg to 30 percent by January 31, 2001 and 20 percent from 2002 on WhIle
thiS IS notionally consIstent WIth mternatlOnal practIces-specIfic loan losses are tax deductible, but
general loan losses are not-the regulation appears arbItrary m settmg specIfic lImIts The Law's
cedmg of up to 40 percent matches estunates m 1996 of nonperformmg loans Smce then, mternatlonal
auditors have had a chance to conduct external audIts Thus, the 40 percent lunlt may be SUItable
However, m other markets, the magmtude ofnonperformmg loans has turned out to be greater than
ongmally thought If thiS IS the case m a market as volatde as that ofUkrame, It could be that several
banks may need to provlSlon more than 40 percent of aggregate loans Such a drre fmanclal condItIon
would also make It dIfficult to make tax payments, a central concern of the government gIven Its own
fmanclal problems It IS currently beheved that thiS phased approach may be adequate for banks to
provIsIon prudently WIthout weakemng the tax revenue stream to the government The phased tax
structure regardmg provIsions IS also meant to serve as a dISIncentIVe to excess nsk-takmg at a tune
when banks' nsk management capacIty IS weak and the system IS undergomg a structural shIft

43 Management Ukra1Oe's banks are generally VIewed to have weak management
Governance IS weak, expenence IS lImited, and 10centIVes have largely remaIned dIstorted 10 the
post-Gosbank penod LikeWise, the underlyIng mfrastructure and 1OfonnatlOn base needed for
prudent management IS lack109 In Ukrame The overndmg challenge 10 the comIng years IS
financIal and operatIOnal stabilizatIOn 10 conjunctIOn WIth efforts to bUIld mstltutlOnal capacIty
for market expansion and sustamable growth As part ofthat ambItIOUS effort, bank managers
Will need to learn how to utilize new kInds of mformatlon and systems for portfoho management
purposes across sectors-bankmg, capital markets, real estate, msurance-and to operate wlthm
prudent fisk tolerance levels In bankmg alone, thIS wIll mclude a vast array of changes to
momtor for and manage the vaned portfolIo, matunty, exchange rate and pTlCIng risks assocIated
WIth credit, SeCUTltles, fixed asset 1Ovestment, asset-habIllty management, off-balance sheet
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Items, and general operations Likewise, boards Will have to mtroduce effectIve mternal audit
functIons, and adapt to new standards of mternal oversight based on proper uuhzatlon of
mformatlon to determme sUitable strategIc plans Lhat meet the return reqUlrements of
shareholders whIle bemg comphant wIth laws and regulatIOns In the mtenm, Ukrame would
best be served by bUlldmg on mcentlves, systems and mstltutlOns that focus on the remforcement
of safety and soundness for a long-term restoratIOn of confidence m the bankmg system Ukrame
would also be far better served by acceleratmg pnme-rated mvestment mto the local market,
particularly from those mstltutlOns that could serve as a spur to core mtermedlatlOn functlons­
deposit mobIlIzatIOn and lendmg-as a means of restonng confidence and mstll1mg dlsclphne If
such an approach IS adopted, that would requITe a bold WIllIngness to allow banks to fall to make
It more attractive for competItive, pnme-rated banks to enter retal1 markets Score 2-

• Ukramlan banks will face a serIes ofmanagement challenges over the next several years From a
macroeconomIc standpomt, Ukrame's successful monetary pohcy regardmg mflatlOn rates has been
partly undermmed by loose fiscal pohcy and the unpact thiS has had on mterest rates The latter makes
fundmg expensive, and It adds to the nsk of volatlhty and the Impact thiS can have on asset quahty and
balance sheet exposure All of thiS raises concerns about exchange rates WhIle Ukrame's current
account IS not serIously out ofbalance, the same pressures that drIve up mterest rates might also lead
to downward pressure on the exchange rate to attract funds and mvestment from abroad All ofthese
uncertamtles make It more difficult for banks to engage m any activities that are medlUm- or long-term
m focus Meanwhile, such underlymg weaknesses narrow the base ofprospective customers the banks
have, particularly Ifprudential regulations are enforced WIth regard to mSlder lendmg, concentratIOns,
and other practIces that have been common untd recently Banks demonstrated m 1997 that they were
wdhng to mcrease lendmg to companIes on a short-term basiS If yields on government securttles
declmed ThIs may occur agam, whIch wIll mean that banks wlIl have to properly manage credit This
wdl also Impact capital adequacy ratiOS, as nsk weights for loans are presumed to be 100 percent while
mvestments m government secuntles are zero Banks will also face enormous pressure on earnmgs
even Ifnet spreads mcrease This IS due to high eXlstmg cost structures combmed With the need to
mvest m hardware, equipment, personnel and systems for future competitiveness and a broader array
of servIces ThiS, presumably, wIll help banks develop fee mcome opportunttles whIch Will grow as
therr more successful chents grow For thiS to happen, banks themselves wIll need to grow to prOVide a
crItical mass of servIces, which means that banks wdl have to plan to manage m an envrronment which
will likely have fewer banks However, before banks grow, they wIll have to prOVide the needed $1
bdhon or more m prOVIsions and wnteoffs, and adopt a more accurate accountmg ofbank values that
can be used for external fmanclal as well as mternal management purposes The provlSlonmg exercise
will shrInk the balance sheets of the largest banks, effectively rendermg the bankmg system relatively
small as a whole Even the "largest" banks post-provlslonmg are not hkely to be particularly large,
although they Will clearly be much larger than the pocket banks At that pomt, Ukramlan banks wIll
likely have to conSider mergers and acqUIsitions, a relatIvely new development ThIs Will become
more likely as an option Ifforelgn banks enter the market as appears to slowly be happenmg
However, foreign banks are not hkely to expose themselves much to balance sheet nsk until the
macroeconomic and enablmg envrronment prOVide underlymg stablhty and confidence More lIkely,
foreign banks will mltlally focus on the process1Og, trade finance, and corporate adVISOry services that
have generated Significant profits and returns for these banks 10 other emerg10g markets before greater
confidence, certa1Oty, and competition emerged In addItion to all of the market nsks mentIOned above,
fundamental bankmg nsks m Ukra1Oe, as elsewhere, will mclude credit management-mtroducmg and
follow1Og sound underwrItmg standards as rIsks mcrease, mtroducmg sound and prudent loan
covenants for each loan, slgnmg meanmgfullegal agreements that are enforceable, momtormg
borrower compbance With loan covenants, ensurmg adequate reportmg standards, collectmg on loans,
and retammg earnmgs from loans to bUild capital As 10 other markets, there Will be a temptation by
Ukramlan banks to lend to consumers as a result of tumover and hIgher rates However, thIS kmd of
lendmg and mstallment fmance frequently carries WIth It hlgher-than-average rates ofnonperformance
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As Ukrame lacks transparency and adequate levels of accurate and useful mfOlmatlOn, a second
fundamental bankmg sector chalJenge wIIJ be to develop needed management mformatlOn systems so
that banks can be more systematIc m theIr asset management actIvities, rather than relymg almost
exclusIvely on "character lendmg" and other mformal assessments This wIIJ mvolve the ability of
management to carry out organizational restructurmg for better mformatIOn flows This should lead to
enhanced management use of mformatIOn whIch IS generated 10 a manner that IS consIstent With sound
strategic plans based on prudent rIsk tolerance limIts Such 1OformatIOn should also proVide
management WIth tIghtened authorIty over branches which have sometImes been guIlty of fraud and
fmanclal mIsmanagement As managers use thIS mformatlon, regulators likeWIse should be usmg
comparable mformatlon for regulatory purposes to strengthen underlymg prudence and stabIlity 10 the
fmanclal sector Over tIme, Ukrame would be better served m Its credit and asset management efforts
by developmg one or more central credit ratmg services This would prOVide banks and other fmanclal
mstltutIOns With the capacIty to systematically track 1Odlvldual, household, and company credit
hIstOrIes A good startmg pomt would be wlthlby the banks through the NBU so that banks and
regulators, at a mmImum, have a comprehenSIve data base to root out poor performers Fraud wIIJ also
have to be mOnitored as banks mcreasmgly market to hIgh net worth mdlVlduals, few as they may be
10 Ukrame

• As elsewhere around the world, bank boards and management wIll need to contmuously adjust theIr
rIsk-tak1Og strategies based on sound and tImely mformatlon This wIll requIre ongo1Og development
and modermzatlon of 1Oformatlon systems for rIsk management purposes Ukrame IS barely at the
begmn10g of the process, entermg more ofa "rules-based" phase 10 whIch It graduates from the old
Gosbank norms partly adapted to a two-tIer system, to one whIch 1Otroduces new regulatory
requIrements, account1Og standards and attendant 1Oformatlon systems which brmg bank10g practIces
closer to market It WIll be Important for Ukrame to lay the mstltutlOnal groundwork for these changes
WIth an eye on future rIsks that wIll depend mcreasmgly on human judgment based on accurate and
up-to-date 1Oformatlon, rather than prescrIptIve rules once deVIatIons occur TIus WIll requIre a major
transformatIon 10 how banks are overseen by markets (over tIme), how theIr own boards proVIde
overSIght, how banks are managed by theIr senior staffs, and how market-based 10centlves are
remforced by a combmatlon of"market self-regulatIon" and NBU supervIsIon that help to mamtam a
focus on safety and soundness, systemIc stabIlity, and prudently managed growth Governance wIll
reqUIre Improvements 10 the qualIty and quantIty of mformatlon 10 the development of strategIc plans
and the settmg ofnsk tolerances across lend1Og, 10vestment and off-balance sheet actiVitIes The role
of10temal audIt and Its report1Og to boards WIll have to be strengthened WIth an eye to Identlfymg and
evaluat10g rIsks that could underm10e the solvency and lIqUIdIty posItIons of10dlvldual banks, and
makmg recommendatIons to theIr boards (dIrectly) and management (through the board) to get back
on track ThIs Will reqUIre Improved mternal controls, whIch wIll reqUIre 10vestment 10 hardware,
software and people Bank management Will need to understand the parameters ofa bank's strategIc
plan, to properly Implement the polICIes, procedures and structures to achieve results, and to warn the
board on behalf of shareholders as well as regulators on behalf of depOSItors, markets and the NBU If
serIOUS unanticIpated rIsks have been uncovered Managers at vaned levels wIll also need to have a
keen techmcal understand10g of the rIsks entaIled when dealIng WIth a host of portfolIo conSIderatIons
for lend1Og, trad10g and 10vestment actlvltles-matunty, prIcmg, and currency Issues from a portfolIo
standpomt, as well as the underlymg qualIty of each asset It remams to be seen how much progress
the banks can make WIth regard to medIUm-term rIsk management Issues However, the current perIod
should focus on stabIlizatIon and mstltutlonal capacity buIldmg to be prepared for a future perIod
when fiscal polIcy IS more In balance With monetary polIcy, when the exchange rate IS stable due to
hIgher levels of reserves and dIrect 1Ovestment, when the real sector has shown some reVival, and
when fmanclal sector mfrastructure are more fully In place to support greater assumptIon of rIsks

44 Earnmgs Ukrame's banks have not traditionally presented mcome statements consistent
WIth lAS, although thiS IS now begmnmg to change With recently mtroduced reportmg
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requIrements Through 1996, earnmgs have been overstated due to Interest Income on loans that,
by Western standards, would be classIfied as loss LikewIse, the failure to provlSlon for loss loans
has overstated earnings By end 1997, loan loss provlSlons were only 2 3 percent of total loans
By March 31, 1998, It IS expected that provIsions wIll mcrease by UAH 440 mllhon, thereby
tnphng the year end 1997 figure ThIs quarterly figure alone represents nearly half of estImated
1997 pre-tax (and pre-provlsIonmg) earnings on an unaudIted baSIS Based on apphcatlOn of the
UAH 440 mllhon provlSIonlng charge to 1997 estImated earnings and a 30 percent corporate tax
rate, "net mcome" for the banks could approximate UAH 337 mIllIon for 1997-about $1 mllhon
per operating bank However, other estImates assume a needed $1 bIllIon or more In provIsIons,
or nearly five tImes the provIsIons expected by March 31, 1998 In any event, such provIsIons
WIll reduce the flow of posted earnmgs from 1998 on MeanwhIle, banks wIll also have to contend
With weak chent markets, shnnkmg net Interest margins, excess overhead, and the need for
Investment In new technologIes, systems and processes These will all put pressure on earnings In
the near tenn Score 1+

• Income statements for the bankmg system are unavailable Even If avaIlable, they would not be
consistent WIth mternatIonal standards, and would therefore provide an maccurate reflection ofbanks'
earnmgs flows Estunates ofpre-tax and pre-provlslonmg earnIngs for the banks m 1997 were UAH
921 mIlhon, or about $472 mIlhon based on average exchange rates However, these estunates are
unaudIted Assummg a fIrst-quarter 1998 provlsIOnmg charge ofUAH 440 mllhon that IS apphed to
1997 earnmgs, thiS would reduce pre-tax profIts to UAH 481 mIlhon A corporate tax rate of 30
percent would reduce "net mcome" to UAH 337 mIlhon (about $170 mllhon at average exchange rates
for the year), or about $1 mllhon per operatmg bank Net mterest contnbuttons m 1997 may have
Increased due to mcreased lendmg However, real net spreads declmed Thus, for banks that did not
Increase thelT volume of activity, It IS hkely that net margms declmed m 1997 Other revenues m 1997
are likely less ofa contnbutton to banks' earnmgs than mother bankmg markets Non-Iendmg services
tend to focus on payroll and other processmg, payment services and custodial operatIOns However,
these are lunlted because most companies lunlt thelT holdmgs With banks to aVOid conflICts With tax
authontles This reduces other potential products and markets such as mtroductlOn of debIt cards for
company employees Reluctance to place funds WIth banks IS even more pronounced mthe household
sector This weakens banks' net mterest margms due to foregone mterest mcome (e g, mstallment or
commercial credit for small busmesses, debit and credit cards for busmesses and mdlvlduals) and
higher fundmg costs resultmg from the scarcIty of retaIl depOSits For the largest banks, some fee
mcome IS generated from servIcIng budgetary accounts About 25 banks apparently generate some
mcome by servlcmg mumclpal accounts However, overall, fees and commissions are not thought to
contrIbute slgmficantly to bank earnmgs Tradmg profits are also conSidered somewhat lunlted,
mamly because banks' tradmg actIVIties are partly contaIned by the conservatIsm of the electrOniC
payments system GIVen the focus ofmonetary pohcy on exchange rate stabIlity, NBU IS apparently
very careful about banks' tradmg actIvItIes to protect agamst undue nsk-takmg Meanwhlle,operatmg
costs are stIlI hIgh due to hIgh levels ofpersonnel, and larger than needed branch networks Ukramlan
banks' earnmgs WIll be further challenged m the commg years WIth the need to mvest m new
technologIes, systems and traInmg for greater effiCIency While these mvestments are expected to
generate mcremental cash flow over tune, banks will still be faced WIth the needed capital expenditure
and ongomg mvestment to modernize operations ProvIsIons for loan losses mcreased m 1997, but
Ukramlan banks have tradItIonally under-proVIsioned Thus, loan loss prOVISIons were only UAH 219
mIlhon at year end 1997, or about 2 3 percent of total loans By March 31, 1998, It IS expected that
prOVlSlons wIll mcrease by UAH 440 mIlhon, thereby tnplmg the year end 1997 fIgure Further
prOVISIons will be made through 1998-99, all ofwhIch Will reduce earnmgs

• Interest rates on loans and depOSIts are not subject to controls, nor are other fees However, pncmg
has apparently been slow to adapt to market conditIons, reflectmg both the lunlted market for servIces
m the real sector as well as the consequent lunlted array offee mcome-generatmg servIces prOVided by
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most banks Banks have generated partial benefits from high net spreads, partIcularly as they have
been derived from comparatIVely safe Investments In government seCUritIes However, these benefits
diminished m the second and third quarters of 1997 as the inflatIOn rate came down Further, the high
rates are a mIxed blessmg, as they reflect underlymg mstabillty and volatilIty which undermmes the
bankmg sector as a whole

• There is declmmg eVIdence of mandated lending In Ukrame, With most of the remammg lendmg
directed to the agricultural sector However, thIS declme is more a reflectIon of the poor state of
Ukrame's fiscal conditIOn, rather than enlightened polIcy There IS also a general perceptIon that
declmmg fiscal revenues reflect the successful lobbYing of mdlVldual frrms to be exempted from tax
payments, effectively constltutmg an arrears-based approach to mandated lendmg rather than a more
active approach directed through the banks However, there is apparently less mandated lendmg
through the banking system than before, and much of it is more openly disclosed through the budget or
m disclosure of the state material reserve fun~ffectlvely an off-budget vehicle to allocate resources
to the agricultural sector In 1997, the material reserve fund directed about UAH 1 bl1lIon m resources
to the agricultural sector which contributed about one percent to the fiscal defiCit

• There IS a 30 percent corporate mcome tax rate which applies to banks, plus payroll and additional
taxes As banks also playa key role m the purchase of government SeCUrities for ongomg government
operatIOns, they clearly represent a major source of funding for the government That banks Will not be
allowed to fully expense specific prOVISIOns for loan losses over the next two-three years IS partly due
to government concerns about foregone tax revenues

4 5 LIquIdIty Ukralman banks face a difficult liqUIdity Situation due to the lack of confidence In
the bankIng system, hmlted non-depOSit resources available for finanCIng, weak or negative
eanllngs, and a tight monetary policy In terms of regulatory reportIng to NBU, banks appear to
have adequate liqUidity pOSItIOns Some of the larger banks-Ukralna, PromInvest, PrIVat,
EXlm-have also managed to obtaIn about $50 mJlllon In the syndicated loan market from about
seven or eight European banks However, In terms of actual cash funding, most banks are In a
weak position and hardly able to grow LiqUidity constraints are both macroeconomic and
structural In nature This weakness IS hkely to persist untJl confidence IS restored In the bankIng
system, and thiS Will be tied to larger efforts to restore confidence In UkraIne's Institutions, Its
macroeconomic polIcy, and general real sector development Score 1+

• Ukramlan banks' funding structures are undermined at the deposlt-takmg level by an overall lack of
confidence from the household sector m banks, andlor m their need for cash Households hkewise
distrust tax authOrities The right of tax mspectors to reView accounts m excess of the eqUivalent of
$400 and to arbitrarJly block accounts further deters confidence Structurally, the State Savmgs Bank
accounts for about one third ofhousehold depOSits, and an estunated 20 percent of total depOSits Thus,
there IS a concentration of the retail depOSit base at State Savmgs, although it has dJrnmlshed m recent
years Corporate depOSits are largely held With the larger fonner state-owned banks and one private
bank, Prlvatbank (These banks have also tapped the European syndicated loan market for about $50
million) With thiS depOSit concentration, most other banks rely on the mterbank market for overnight
or very short-term needs (e g , up to about one week), and pnmarlly the NBU for refmancmg This
prOVides a less stable fundmg source, makmg It more difficult for banks to control their mterest
expense and to manage their funds

• Bank management reputedly manage fundamental sensltmtles to przcmg Interest rate and exchange
rate movements through a matchmg strategy m hryvma (assets and habihtles), or by takmg a long
position m dollar assets Most bank managers are operatmg on a short-term basiS, explammg their
matched pOSitIOns m local currency Ukramlan banks are generally not large enough to engage m more
sophisticated trading activIties WithOUt mcurrlng high transactions costs In the future, thiS could
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emerge as a source of rIsk But for the time bemg, resource scarcity has actually led managers to
control their resources conservatively without Incurrmg high transactIOns costs

• Reserve reqUIrements are currently 15 percent, although they were 11 percent from February through
November, 1997 Banks can allocate a maximum 80 percent of their reserves to government SeCUrIties,
but a mmImum 20 percent IS requrred to be held In cash This was changed from 70-30 percent,
respectively, through most of 1997 There are reports that some troubled banks are bemg given
preference, thereby recelvmg at least partial exemptIOn from reserve requrrements

• Asset-lzablllty management practICes mdlcate apparent conservatism and prudence However, untIl
better mfonnatlon IS generated, most banks wIll not be able to ensure adequate contmulty ofasset­
lIabIlity management practices This problem IS largely due to many banks provldmg Imprudent levels
of branch autonomy, faIlmg to have adequately connected mfonnatlOn systems, or fraud With regard to
the actual entry of mfonnatlOn mto banks' ledgers

4 6 Operatmg and Regulatory EnVironment Ukrame's bankmg system suffers from a low
level ofpubhc confidence HypermflatlOn and the effect thiS had on savmgs and pensIons
contributed to a slgmficant loss of confidence m the early 1990s The ongomg malaIse of
Ukrame's economy, the weakness of Its mstltutlons, the magnItude of corruptIon, and the
perceptlOn that banks are among the profiteers durmg a dIfficult tranSitIon from SOCIalIsm
account for much ofthiS sentiment Whl1e the State SavIngs Bank IS presumed to carry a
government guarantee for household depOSIts, many of ItS traditional clIents have already lost
SignIficant savmgs from the earlIer bout ofhypennflatlon Tax Inspectors are not trusted, and
thiS serves as a catalyst for the mformal sector and the hIgh level ofnational saVIngs kept m the
shadow economy MeanwhIle, because banks have not been pnvatlzed In a manner that has
SignIficantly shIfted governance and management structures, the bankIng sector has done httle to
mstIll confidence In the household sector Banks' traditIOnal corporate clIents are largely the
same as they were before theIr enterpnse owners As a result, banks have been (at least untIl
recently) admInistratIve or captIve finance umts of enterpnses UkraIne has done a poorJob to
date ofattractIng foreign Investment, which could have gone a long way In compensatIng for
structural weaknesses In the Ukralman economy and bankIng sector In terms offinancIal sector
mfrastructure, NBU IS Just begInmng to demonstrate regulatory and supervISOry effectIveness
NBU needs SIgnificant strengthenmg to Identify nsks early on, and to enforce ItS mandate m
support of cnsls preventIon The emergIng regulatory framework generally conforms to
prudentIal gUIdelInes rendered by the BIS and the EU, but It w111 take several years to become
effectIve ThIS WIll also hInge on converSIon to lAS, Investments In InformatIOn systems by
banks, and the abilIty of a new wave of modem managers to both utIlIze InfOrmatIon for
management purposes and to recognize the need for a prudential regulatory framework In
support of underlYIng stabIlIty In the bankIng sector Score Z-

•

55

Ukrame IS m the process ofdraftmg legislation for a depOSit msurance fund A February 1998 draft
mdlcated that coverage would not exceed UAH 500 per depOSitor per bank This IS modest by global
standards, and the mltlal mtent IS apparently to get a fund runnmg for about three years durmg which
other measures to restore confidence wlil have achieved therr objectives At a later date, coverage
could be mcreased Whlie the draft law contams weaknesses-foreign exchange rIsk, delays m
reImbursmg depOSitors, peggmg the annual contribution from banks to December 31 deposlts55-rnany
of the features of the law are deSigned to restore confidence for household depOSItors Checks and
balances are buIlt mto the governance of the fund to protect agamst conflict ofmterest Regular

It IS expected that many households WithdraW funds towards the end of the calendar year
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reportmg IS requITed Fmancmg of the msurance fund comes from charges assessed on banks, With
additional fundmg from the budget or other sources If needed Also, because the fund provides modest
coverage, It IS affordable without placmg excess stress on banks or government Yet, the very nsk of
calls on government resources to provide coverage for depOSits also gives NBU an added mcentlve to
conduct ItS oversight function of the banks with added seTlousness

Ukrame has shown a wIllmgness to hqUldate small banks and two mId-sized banks,56 but It has not
hquldated a large bank This fact, combmed With earher mandated lendmg through larger mstltutlOns
meant that refmancmg was VIrtually guaranteed rrrespective of the quahty of assets and earnmgs
Thus, Ukrame traditIOnally made use of lender oflast resort fmancmg for large banks that might
otherwise have falled However, because mformatlon misrepresented the true fmanclal conditIOn of the
larger banks, there was httle If any recogmtlon that these banks were m trouble There IS now
recogmtlon that the loan portfoho of many of the larger banks should be classified as loss, and that
many effectively should be wTltten off However, NBU IS only at the embryOnIC stages of developmg a
bank resolutIon department capable ofdealmg With the problems presented by the largest banks Thus,
It remams to be seen IfUkrame wlll follow a "too big to fall" approach and prOVIde resources for bank
rescues However, to date, NBU has shown a wdlmgness to let banks fad WIth signIficant pressure
already m place for reduced fiscal expenditure to help restore economic growth, Ukrame Will not be
able to afford expensIve recapltahzatlon programs for troubled banks Further, IfUkrame decIdes to
mtenslfy efforts to brmg m prune-rated banks and to prOVide mcentlves to these banks to moblhze
depOSits and lend, an eXit strategy for troubled banks would reduce obstacles to genume market
development and encourage more rapid achIevement of safety and soundness

Ukrame's bankmg system IS slowly becommg more competItIVe While there IS still noticeably hIgh
concentratIOn m depOSIt gathenng and sector lendmg flows, thIS IS changmg For mstance, regardmg
household depOSIts, State Savmgs Bank has seen ItS share of total dtrnmlsh from 77 percent at end
1994 to 33 percent at end 1997 On the asset SIde, the balance sheets of many "large" banks wdl show
a dIfferent picture after prOVISions are taken and unrecoverable assets are charged off LikeWise, If
Ukrame IS senous about attractmg foreign mvestment m the bankmg sector, thIS wIll prOVIde
addItional competitIon More trnportantly, competition among banks for balance sheet-oTlented
busmess mIght come If there IS a reconfiguratlon of the Ukramlan bankmg sector based on fewer but
larger banks engaged m a range ofactlVltles that respond to many of the needs of the non-blue ChIp
sector of the domestIc economy

While the regulatory envIronment has trnproved, there IS stili much to be done to enhance the
effectIVeness ofbankmg supervision Major weaknesses mclude the overall lack ofexpeTlence of
NBU's bankmg supervision department, reluctance of supervisors to enforce theIT mandate,
weaknesses m Ukrame's legal and accountmg framework, and fragmented mformatlon from bank
branches to bank head offices, whIch undermmes the quahty of mformatlon that flows to NBU
However, on thiS front, there IS clear cause for optimism NBU IS m the process of reversmg traditional
weaknesses Pohcy coordmatlon IS m place Better mformatlon IS now reqUITed of the banks Off-Site
surveillance and early warnmg systems are bemg put m place to Identify potential nsks These mclude
15 key mdicators which prOVide needed threshold mformatlon on capital, asset quahty, eammgs,
hqUldIty, and some foreIgn exchange nsk measures On-SIte mspectlons have already fmIshed full­
scope exammatlons of some of Ukrame's largest banks These actiVIties have contmued mto 1998,
targetmg the largest problem banks Later In 1998, more targeted mspectlOns Will also be conducted,
presumably testmg some of the fmdmgs and recommendatIons ongmatmg from off-Site analySIS An
ambitIOUS strategic plan IS m place With frrm management and dITectlon TechnIcal asSIstance IS
properly m place to prOVide needed gUidance and dIrectIon to the effort to strengthen supervIsIon, and
to convert bank reportmg systems to the new chart of accounts that WIll make It easIer to convert
overall reportmg to lAS-which will asSISt both management and regulators Near-term challenges
Will mclude ongomg trammg of personnel, estabhshmg confidence-buJldmg commuDlcatlons flows

Grado Bank and Inkombank were conSIdered mid-SIzed before hqUldation
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between banks and regulators to serve mutual Interests, and properly coordmatmg off-sIte and on-sIte
mformatlOn flows to Identify, evaluate and contam risks as banks become more aggressIve

• EffectIve January 1, 1998, banks are requIred to produce financIal statements that conform to lAS
Many of the larger and mId-SIzed banks already produce annual reports WIth the help ofexternal
audItors, and some of the smaller banks have done so as well m recent years WhIle Ukrame has not
yet converted to lAS, the conversIOn process IS m motIon WIth the mtroductlon of the new chart of
accounts It IS expected that regulatory pressure from NBU WIll accelerate movement m thIS drrectlon

4 7 Transparency and Disclosure There are major concerns about the poor level of
transparency and disclosure In Ukrame Much of thiS dates back to the SovIet penod, when
people held on to mformatlon as a form of protectIOn Today m Ukrame, many orgamzatIOnal
structures are fragmented and meffectlve due to the lack of dIsclosure of meaningful
mformatIOn This applIes to the disclosure of timely and accurate financial information provIded
by companies to banks, as well as by banks to the publIc The persIstence of problem loans m
bank portfolIos, slow introduction of lAS, and rather late applIcatIOn of prudentIal norms
consistent With BIS gUidelines all pomt to comparatively weak standards of transparency and
dIsclosure The poor qualIty of information reinforces thiS notion Nevertheless, NBU IS takmg
the lead In promoting better standards for a more accurate representatIon of the financial
condItIOn ofbanks It IS expected that as tIghter reqUIrements are applIed to banks, that banks
Will lIkeWise begin to apply comparable standards to their eXisting or potential customers Some
banks are even targetmg "finanCial consulting" to enterpnses to assist them With converSIon to
lAS as a source of fee Income for the future Score 1+/2-

• For years, banks dId not have a framework for mformatlon dIsclosure that could prOVIde a meanmgful
or reasonably accurate reflectIon oftherr fmanclal condItIOn Banks only produced unconsolzdated
statements mconslstent WIth lAS untIl 1998 Banks faIled to openly account for loan losses and
nonperjormmg loans Assets experIenced a revaluatIon durmg the perIod ofhypennflatlon, although
thIS IS less an Issue today With mflatlon rates m the 10-15 percent annual range However, mcorrect
valuatIOns of assets, such as for real estate, represent sundar problems m that they overstate asset
quahty and antIcIpated eammgs or extraordmary gams Tax mcentIves are not fully m place for banks
to adequately provIsIon/or loan losses, although some expensmg Will be permItted m the commg
years to allow for overdue provlslOnmg The draft Law on Banks reportedly prOVides for a regulatory
framework that treats exposures and rIsks on a consohdated basIS ThIs IS expected to account for
umncorporated affilIates and other kmds of nsks that can unparr the fmanclal condItion ofa bank on a
consohdated basIS Banks and mvestment companies are also expected to follow mark-ta-market
accountmg for seCUrIties mvestments for therr own portfoho management purposes, as well as for
prudential regulatory purposes Thus, there IS pOSitIVe movement towards the adoptIon of practIces and
standards that should prOVIde far more useful and meanmgful mformatlon In the future

• Banks are only at the begmnmg of the process of adoptmg the new chart of accounts, convertmg to
lAS, and Identlfymg the usefulness of informatIOn generated Thus, banks (and bankmg supervision)
are only at the begmnmg ofa process to generate adequate mformatlOn for mternal use as well as for
external disclosure lAS Will ensure a certam level ofpublIC dIsclosure over tune, but thIS Will not be
enough for mvestors to determme the magnitude of rISks that banks' (or companies') strategIes,
portfohos and management represent Thus, It Will take tune for the market (and bankmg supervISIOn)
to adequately detect rIsks m the absence of useful InformatIon It WIll also be unportant over tune for
depOSItors to obtam useful and needed mformatlon, and to be gIVen adequate assurance that deposlt­
takmg mstltutIOns are safe and sound-particularly gIVen that the proposed depOSit msurance fund
prOVides only mInunal coverage Fmdmgs from exammatlOns InspectIOns, and regular reports to NBU
are not disclosed to the pubhc, although some StatIStiCS on groups of banks and the bankmg system are
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pubhshed Over trme, market development wIll be requIred through ratmg agencIes and mvestment
analysts from the "outsIde", as well as mternal bank exchanges ofmformatlOn (dIrectly, through the
assocIatIon, and/or coordmated through NBU) for a better sense ofmdlvldual banks' underlymg
fmanclal posItIOns

4 8 SensItIVIty to Market RIsk Events 10 I997-namely the outflow of portfoho mvestment
from Ukrame to Russia and other FSU countrIes, as well as outflows back to Western capItal
markets-provIde an mdlcatlon of the fraglhty of the Ukralman economy and ItS senSItiVIty to
market nsk Events 10 late May 1998 reflect the potentIal for contagion, WIth stock exchanges m
emergmg markets around the globe be109 hit by a loss of confidence from portfolIo mvestors 57

ThIS represents an extended lInk m the cham of many emergmg markets that are among the
hardest hIt when mvestors lose confidence and return to safer havens In the case of the Ukrame,
concerns about the Russian economy 10 the aftermath of the ASIa cnSIS 10 late 1997 led to
portfoho flIght due to apparent cash needs back 10 RUSSIa to mamtam confidence 10 the ruble
ThiS set off a run from Ukrame, which forced the NBU to slgmficantly raise mterest rates to try
to stablhze the hryvma and restore confidence WhIle exchange rates remamed reasonably stable
agamst the dollar and ruble, 10terest rates rocketed up to 35 percent 10 November 1997, and then
agam to 44-48 percent m February 1998 whde the mflatlon rate contmued to declIne
Developments m RUSSia 10 May 1998, WhICh mcluded a trlphng of mterest rates to ISO percent
to mamtam confidence 10 the ruble, represent a recurrence of SimIlar trends and can only hurt the
Ukramlan economy Ukra1Oe's sensitivity to market risk IS hIgh, largely due to the fundamental
weakness of Its economy at the structural level combmed WIth a high level ofdependence on
outside financmg to aVOId total collapse The former WIll take years to correct, while the latter
raIses the T1sk of an emergmg debt trap that wIll only make It more dIfficult for structural
weaknesses to be reversed It appears that until Ukrame IS able to both broaden and deepen
finanCial markets, It Will remam highly senSitive to regIOnal and global nsks Broadenmg and
deepen10g wIll requIre measures that budd confidence 10 the future Apart from monetary polIcy
and an adequate payments system through NBU, there IS httle that provides the kmd of
confidence mvestors need to compensate for the perceIved nsk aSSOCIated With the Ukramlan
marketplace In addition to legal and regulatory reforms, Ukrame Will need to reverse the
Impediments Its bureaucracy Imposes on formal pnvate sector start-ups and emerg10g
compames ThIs IS true from a tax perspective-both rates and methods ofcollectIon-as well as
from an admimstratIVe standpomt-frequency and cost of mspectlons, wasted tlme-IfUkrame
Wishes to bnng the shadow economy mto the mamstream LIkeWise, Ukrame wdl lIkely have
httle alternatIve than to create an enabhng envIronment for strategIc foreIgn dIrect mvestment
There has been lIttle domestic dtrect mvestment to date, and Ukrame WIll need the management
expertise, mformatlon systems, and market hnks to move ItS economy forward StrategIc
mvestment wdl be reqUired for SOEs that can be prIvatized, as well as 10 compames that have
already had their ownership structures transformed and are now offiCIally claSSIfied as prIvate
companIes Such an environment would then prOVIde the bank109 and finanCIal sector With a
greater number of targets for mtermedlatlon and servIces Absent such developments, Ukrame
WIll contmue to struggle through an Implodmg scenarIO charactenzed by a shadow economy, a
steaddy weakenmg fiscal pOSItIOn, and contmued mablhty to prOVide needed pubhc servIces 10 a
transparent fashIOn that promotes confidence 10 pubhc mstltutlOns Score 1+

57 The RUSSIan market lost more than 40 percent of Its value from January to May, 1998 Losses
were also regIstered throughout CIS markets, eX-SOCIalIst Central European markets (e g, Hungary,
Poland), major Latm Amencan markets, and South AfrIca
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• Ukrame's banks hkely expenenced reduced earnmgs m 1997 due to mid-year compressIOn of net
spreads, contmued high cost structures, and mcreased provIsions for loan losses Profits were reported
to be UAH 921 mllhon at January 1, 1998, although these estimated profits were pnor to proVIsions
and tax payments and based on unaudited figures USing these figures, year-end ROA would
approxImate 4 percent whJie year-end ROE would be 28 percent 58 Both are satisfactory from an
mvestor standpOint, but because they are not lAS, It IS very hkely that earnmgs are highly overstated
LikeWise, earnmgs and return ratios would clearly dImmlsh after the application of provlSlons and
taxes Based on other mformal estImates ofUAH 337 mIllion m' net" profit, 1997 ROA and ROE
would be about I 5 and 10 2 percent, respectively Audited statements Will provide a more accurate
estlIDate of bankmg sector earnmgs for 1997 Meanwhile, there are slgmficant cost pressures on banks
net of provlSlons that will put pressure on earnmgs As banks contend With dImmlshmg earnmgs, they
will likely feel pressure to extend credit on a short-term basiS at high rates With as much turnover as
possible, and With fees and compensatmg balances attached to mcrease returns and fundmg Thus,
schemes used to attract fundmg as well as the general standards of credlt rlsk management employed
by banks Will be a clear challenge m the commg years Banks have been prudent and apparently more
nsk-averse m the last couple of years as monetary pohcy has tightened and NBD superviSion has
Imposed new prudential regulations Future credit management practices Will need to observe sound
underwrltmg standards, to apply and momtor appropnate loan covenants and therr compliance, and to
promptly Identify and contam nsks to portfolIo quality It IS likely that Ukramlan banks wIll remam
nsk-averse and short-term m therr perspective not only because offundmg and liqUidity constramts,
but also because Ukrame's legal framework has not tradltJOnally prOVided banks With adequate
protection m bankruptcy and hquldatlon scenarios to assume greater nsk This weakness, combmed
With hard budget constramts, IS generally managed by focusmg on short-term, low-nsk actlVltles
However, If banks want to mcrease earnmgs from lendmg, many of the higher return ventures where
banks have a strong negotlatmg posltJOn Vis-a-VIS the borrower are m the smaller or mid-SIZed market
This kmd of lendmg would also present a senes of challenges and nsks, particularly as these groups
are often the least wIllmg to prOVide the mformatlon needed for banks to conduct proper credit nsk
analySIS m the first place That tax mspectors are mistrusted Impedes mformatJOn flows, representmg
an example of the kmd of envrronmental weaknesses that undermme market development

• Ukrame's banks currently face lIqUidity and fundmg shortages Reserve requrrements are 15 percent,
but most ofthe problems relate to weak depOSit bases on the lIabilIty Side and lIDmobIle loans and
overvalued real estate on the asset Side L,qUldlty rIsk IS likely to remam high as fiscal defiCits are
perSistent, even With a declme m expenditure Ukrame's fiscal problems are mdlcatIve of a VICIOUS
cycle m which weakenmg confidence reduces revenues, which only makes the government less able to
prOVide the kmds of services needed to mamtam confidence and generate revenue for services
rendered CorruptJOn and fraud are symptomatIc of and add to the problem Further reductions m fiscal
revenues lead to the mcreased buIld-up ofarrears, which adds to the cycle of de facto default m the
enterpnse sector and therr mabllity or unwIllingness to place funds With banks, whde the government
mcreasmgly crowds out the pnvate sector Banks Will lIkely contmue to mvest safely m T-bills and
other secuntles, which may help With earnmgs, asset quality and capital adequacy However, such
activity Will do little to Improve their long-term prospects for liqUidity Meanwhile, prospects for
nsmg mterest rates pamts a bleak scenario for the government-elther addmg to politIcal pressure to
ease monetary polIcy and resort to mflatlonary practIces, or addmg to debt service costs and contmued
erosion m the fiscal and balance of payments POSition Even If rates nse and boost bank earnmgs, tillS
will have more damagmg economic consequences which wdl mclude a more lImited market for banks

58 Ordmardy, return ratios would be measured agamst average assets and eqUity rather than year-end
figures However, these figures differ from NBD figures, therefore a tIme senes can not be done With
adequate confidence Further, because figures are not lAS (or GAAP), It IS questionable that these
measures would prOVide an adequate reflection of the fmanclal condition of the bankmg sector even If the
methodology followed was more consistent With market-based measures
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• Maturity and currency mIsmatches wIll be temptmg to take advantage of m the future due to earnmgs
pressures and concerns about credIt risk Thus, bank management and NBU wIll need to closely
momtor mvestments m mstruments WIth fmanclal structures that are exposed to sIgmficant volatIhty m
Interest rates exchange rates andprzcmg NBU does not have all the mformatIon It needs regardmg
off-balance sheet Items WhIle some banks engage m relatIvely T1sk-free or prudent hedgmg
mechanIsms agamst exchange rate or mterest rate volatIlIty, thIS IS not conSIdered the practIce of most
banks yet due to therr lImIted volume and the hIgh transactIons costs they would mcur However, m
the future, It may be temptmg for banks to engage m tradmg actIVItIes for therr own account and for
the account of others that are T1sky and subject to major losses Ukrame's rapId T1se m mterest rates m
late 1997 and agam m early 1998, vIrtually m lockstep WIth the RUSSIan Central Bank, reflects local
currency mterest rate T1sk Exposure to the ruble IS another clear weakness m terms of mterest rates
and exchange rates, even though hryvma-ruble rates have been farrly stable Ukrame IS more
vulnerable to systemIc T1sk assocIated WIth the ruble, as occurred m late 1997 and agam m May-June
1998, as RussIa desperately attempted to mamtamlrestore confidence m the currency Over tIme, It can
be expected that other currenCIes would eventually apprecIate agamst the dollar, even though the
dollar IS currently strong agamst the DM and yen LIkewIse, key commodItIes such as 011 and gas may
be subject to greater pTlcmg volatIhty m the future, partIcularly as Ukrame's energy sources are stIll
closely tIed to RussIa and Turkmemstan The Impact these can have on the domestIC economy-at
least untd alternatIve sources are IdentIfied and operatIve-wIll need to be momtored as well for therr
potentIal Impact on exchange rates, mterest rates, and overall portfoho qualIty

• As m any bankmg sector, there are potentIal systemIC nsks m the event that mdIvldual banks are
Imprudent m the management of resources When small, these mCldences can be Isolated and
contamed However, when such actIvItIes represent the Imprudence ofa large bank, or where
numerous mstltutlons are vulnerable to a cham of events or transactIons that can spread through the
system and undermme confidence, both the pTlvate and the pubhc sector need to be prepared One of
the best lmes ofdefense IS to ensure that standards are m place and enforced for banks to prudently
manage resources to be able to honor transactions ThIS requrres strong mternal controls, hIgh levels
of accountabIlIty, and effectIve governance and management backed by reasonable but stnct
regulatory enforcement Ukrame IS only at the begmnmg of puttmg these foundatIons m place,
although the strIctness and effiCIency of Its payments system helps To further strengthen confidence,
banks need to be m complzance WIth contractual agreements, whIch also IS tIed to the transactIon nsk
Just mentIoned ComplIance WIth prudentIal regulatIons, and publtc dIsclosure of such complIance,
sends a SIgnal that banks appear safe and sound The absence of compltance agam undermme's
confidence, and reduces effiCIency Thus, regulatory comphance backed by a well functIonmg legal
framework IS needed to manage comphance T1sk Ukrame lacks thIS capacIty, and WIll need to buIld on
eXIstmg programs and reforms backed by techmcal aSSIstance to develop thIS ThIS mcludes a
strengthened legal envrronment whIch supports the NBU mandate to enforce regulatIons to prevent
systemIc cTlses Such development of mstItutIonal capaCIty should also be conSIstent WIth prudent
management by banks (and oversIght by regulators) of strategic nsk ThIS wdl requrre a new approach
to governance and management, as well as sIgmficant and costly mvestments m mformatlon
technologIes and stafftrammg Banks WIll also need to mtroduce mcentIves for performance, SUItable
organIzatIOnal structures m whIch management mformatlon flows, and processes and procedures for
T1sk management capaCIty to develop as the market expands and becomes more competItIve Fmally,
competItIveness of mdlvldual mstltutlons and the market as a whole WIll need to mcrease to enhance
the eXIstmg reputation of Ukrame's bankmg sector Currently, the reputatIon IS weak, and It WIll take
years to reduce the T1sk premIum assOCIated WIth Investment and operatIons m Ukrame Reachmg the
stage where depOSItors, lenders, mvestors and regulators begm to have confidence m Ukrame WIll
depend on strengthenmg the macroeconomIc enVIronment, developmg the needed mstltutlons for
underlymg StabIlIty In the finanCIal sector, acceleratIng pTlVatlzatIon m the real sector, mtroducmg new
methods ofgovernance and management based on strategIC mvestment, and creatmg an envrronment
better known for transparency and accountabIlIty than IS currently the case Whtle such prospects are
years away for Ukrame, they WIll be the necessary mInImum for the estabhshment of confidence that
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IS needed for a bankmg sector to operate safely, soundly, and professIonally accordmg to market
prmcipies and m support of a growmg economy
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