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I. PROJECT INFORMATION 

Project: IFC Ukraine Business Development Project 

Grantee: International Finance Corporation 

Award No. 121 -G-00-98-00618-00 

Agreement Date: 911 711 998 

End Date: 41301200 1 

Amount Obligated: $2,496.250 (incl. Leasing Advisory Project - $1 70,000) 

Strategic Objective (SO): Accelerated Growth and Development of Private Enterprises 

II. EXECUTIVE SUMMARY 

Overview 
w With funding from the United States Agency for International Development (USAID), the 

International Finance Corporation (IFC) managed and implemented the Business 
Development Project in Ukraine, the goal of which was to improve conditions for the growth 
and development of small and medium-sized businesses. The project was a successor to 
IFC's USAID-funded Post Privatization Project in Ukraine and IFC Small-Scale Privatization 
Project in Ukraine as well as its two years of Post-Privatization work funded by the British 
Know How Fund (BKHF) in Ukraine and Belarus. 

Rationale 
The formal small business sector in Ukraine is small, even compared to neighboring countries 
that are going through similar transitions. IFC's research over the past three years in Ukraine 
confirms that some of the key obstacles to the development of small and medium-sized 
businesses are lack of managerial know-how, inadequate access to market information, and 
excessive government regulation. Particular weaknesses in the Ukrainian economy would be 
greatly improved by an increase in number of healthy small and medium-sized enterprises. 
and there is broad consensus among experts, donors, and policy-makers that small business 
development is a priority. The Ukrainian government had requested that IFC continue the 
Business Development Project (formerly Post Privatization Project) by supporting Consulting 
Centers in regional capitals and by advising the Ukrainian government on policy toward small 
businesses. w 
Project Description 
The Project had four components: (i) establishment of Consulting Centers that provide 
training, consulting, and information services to small and medium-sized businesses in a 
sustainable manner; (ii) advisory work with local and central governments on business 
regulation; (iii) an information campaign directed at key government officials and the public at 
large on the importance of small and medium-sized businesses to the economy; and (iv) 
assessing and making recommendations for the improvement of the legal and market 
environment for leasing in Ukraine. 

Project Accomplishments 
Since August 1996, IFC opened 7 consulting centers (3 of which were opened directly under 
the current grant), all of which are self-sustainable. Collectively, these centers have assisted 
over 17,fOO Ukrainian SMEs. This includes a wide variety of clients and activities covering 
three main areas of consulting, training, informational services. In total, UCN centers have: 

had almost 10.000 direct SME engagements; 

. trained nearly 6,500 business people in a variety of areas; - consulted 1.675 firms in areas like business planning and market research; 



provided other technical assistance to 1,800 entrepreneurs, and; 

engaged in almost 7,300 other client contacts and information services 

* Helped secure $5.4 million in direct investment and financing for Ukrainian SMEs 

The Project has 'helped gain significant improvements in the SME enabling environment 
through its policy and public education activities. Specifically, IFC has advised the 
government and parliament on 26 different laws and regulations, which have made it easier 
for SMEs to survive and compete. Additionally, the Project conducted the only annual SME 
Survey in Ukraine (for 5 years running), which highlighted enabling environment issues such 
as registration, licensing, inspections and other key SME barometers of and traces their 
trends from year to year. The project has also educated millions of Ukrainians on the 
importance of SMEs to the economy through several hundred articles, television reports, and 
other publications. 

Within the framework of UBDP, the Ukraine Leasing Advisory Project prepared a detailed 
assessment of the legal and market conditions for leasing in Ukraine and recommendations 

'w+ for their improvement. On the basis of these recommendations, the project provided training 
to entrepreneurs, financial institutions and government officials in 10 different regions of 
Ukraine. ULAP worked closely in advising key government officials in Kiev on necessary 
reforms for the development of a competitive leasing industry in Ukraine. As a result, a new 
Law on Leasing, drafted by the Project has already gone through three Parliamentary 
readings. The Project also published a leasing manual -"Leasing in Ukraine" (Annex 5)- that 
provides the reader with a clear understanding of how leasing works internationally and in 
Ukraine, and what is necessary to further improve the legal and tax environment for leasing. 

Ill. FINAL RESULTS 

IR - 1: Improved access to market business skills and information' 
The scale and scope of a consulting center's activity are important indicators of its overall 
level of outreach to the business community. These, in turn, represent some measure of the 
centers' overall impact in terms of both the quantity and character of its work. Over the last 
4.5 years, the centers created by IFC with USAlD funding have delivered a wide range and 
high volume of services to Ukrainian SME's. These services fall into three broad categories - 
consulting, training, and provision of information services. It is important to note that IFC has 
never mandated centers to deliver specific services, training programs, etc. The goal has 
always been operational sustainability. Consulting centers were provided with all of the 
required tools to assist local business and then allowing the market to dictate what services 
were required. 

Here we present a summary and analysis of both the volume and array of service delivered. 
The table below summarized broadly the activities for all seven centers created by USAID via 
IFC since August 1996: 

Table 1: SME Client Engagements 
Total Tech. General 

Center Clients Consult % Train % Info % Info % 
Zhitomir 3.612 598 16.6% 768 21.3% 1.357 37.6% 889 24.6% 
Sumy 3,192 540 16.9% 1.675 52.5% 25 08% 952 29.8% 
Vinnytsia 3.560 76 2.1% 1,624 45.6% 59 1.7% 1.801 50.6% 
Dnipropetrovsk 3.029 180 5.9% 1.334 44.0% 80 2.6% 1.435 47.4% 
Simferopoi 1.467 72 4.9% 350 23.9% 105 7.2% 940 64.1% 
Chernigiv 824 50 6.1% 250 30.3% 46 5.6% 478 58.0% 
Chernivtsi 1,486 158 10.6% 465 31.3% 87 59% 776 52.2% 

Client total 37,170 1.674 9.7% 6.466 37.7% 1.759 10.2% 7.271 42.3% 

' A l l  quantitative data in this report is  correct as of December 2000 



Business Education : Training and Seminars 
While the largest share of such assistance was in providing general business information 
(42%), more than half of all client contact has resulted in tangible, direct assistance to SMEs. 
The largest source of direct assistance was in the area of enterprise training (38%). Since 
their inception, consulting centers have developed more than 60 different training courses and 
seminars on topics as varied as Market Research for SMEs. Enterprise Restructuring, Risk 
Management, and Using the Internet in Your Business (please refer to Annex 4 for more 
information). Many of these topics have been adjusted or replaced by other themes to reflect 
changing market conditions and client demands. Collectively, in 4.5 years they have 
conducted: 

460 business education programs, including 
250 intensive training sessions, and; - 210 thematic business seminars; 

and, in the process, educated: 

more than 6,500 entrepreneurs and business managers 
= from 4.200 Ukrainian firms. 

Training sessions typically constitute 3-5 day, intensive sessions on topics such as 
international accounting standards, business planning, market strategy and marketing 
research, and cost and managerial accounting. Seminars are shorter sessions of anywhere 
from one-half day to two days in length and tend to fall into two categories - more narrow, 
highly specialized topics such as taxation and foreign trade and sub-components of broader 
training topics like the use of focus group research in developing marketing strategy for the 
firm. 

In the context of business training and education, measuring business development service 
outreach can be done by looking at the number of events held, people engaged, or firms 
participating, depending on the goals of the outreach program. Table 2 below displays in 
detail the full scale and scope of consulting center business education activities and includes 
all three measures of outreach - people, firms, and activity volume or events. 

Table 2: IFC Consulting Center Training Courses and Seminar Activities 
Topic Events % People % Firms % 

Business planlstrategy 69 15.0% 1.027 15.9% 602 14.3% 
MarketingISales 125 27.2% 1,832 28.3% 928 22.1% 

AdvertisInglPR 29 6.3% 545 8.4% 248 5.9% 

FinanceIBudgeting 45 9.8% 458 7.1% 325 7.7% 

Accounting 56 12.2% 774 12.0% 608 14.5% 

Personnel management 32 7.0% 527 8.1% 599 14.3% 

Other 100 21.7% 1,235 19.1% 583 13.9% 
Unknown 4 0.9% 67 1.0% 304 7.2% 

Totals 460 100.0% 6,466 100.0% 4,198 100.0% 

As can be seen from the table above, overall marketing and sales were the topics that have 
been most demanded, representing more than one-quarter of all those educated by the 
consulting centers. These 1,800 managers and entrepreneurs have brought these skills back 
to more than 925 different firms throughout Ukraine. Following closely in popularity was 
business planning which accounted for 19% of all business persons educated by the 
consulting centers, 1,000 people in all. Accounting was also an important educational topic 
with 775 people and over 600 firms sewed. The typical delivery mechanism - seminars vs. 
training - differs between the topics, however, with business planning and accounting done 



typically in long-course sessions while marketing topics are handled more often in shorter 
seminars. 

These results reflect a strong and growing demand for marketing knowledge among Ukrainian 
SMEs. The fact that seminars are the major delivery vehicle for marketing education reveals 
the rather introductory nature of the topic for enterprises in general. Initially, firms were not 
keenly interested .in marketing issues so when marketing topics were first rolled out by the 
consulting centers, they were done in short seminar format as an introduction to stimulate 
further interest. Today, however, the centers have full fledged, dedicated courses on 
marketing and marketing research, which are well attended, though they continue topical 
seminars in the realm of marketing as well. 

Breaking out the overall information in Table 2 further, business planning was the most 
popular in depth training course, accounting for 27 percent of all entrepreneurs and managers 
trained. Marketing and sales related training courses brought in just under one-quarter (23 
percent) of training participants while accounting training attracted another 20 percent. 

Seminar activity was much more diverse than training, and covered literally dozens of 
themes. The flexibility, lower cost and convenience of the seminar format allowed for more 

'91' experimentation and greater topical variety. Over the previous 4.5 years, consulting centers 
have combined to teach 2,100 people from 1,350 different firms a variety of short-theme 
topics using training seminars. MarketinglSales was far and away the most popular seminar 
type, accounting for almost on half (47.6 percent) of all seminar participants, though this is a 
broad category that includes topics as diverse as The Art of Effective Sales. Effective Tools 
for SME Market Research, and The Creative Process in Modern Advertising. 

As consulting centers gained more experience, they increasingly offered customized training 
solutions for their clients after conducting a thorough training needs assessment. These 
training solutions incorporated elements from different stand alone training courses and 
seminars, and were provided with a wider range of delivery options depending on the client's 
needs - for example, evening classes, residential training, role playing, on site or at the 
consulting center, etc. 

Consulting and Advisory Assignments 
IFC consulting centers have provided direct advisory services to 1.674 clients. These projects 
tended to be much longer-term (typically a few weeks to many months) and required a much 
greater amount of dedicated resources to deliver than training or information services. Table 3 
offers a brief account of both the volume and type of consulting engagements taken on by the 
consulting centers. 

Table 3: UBDP Consulting Engagements 
Topic Events % 

Business planlstrategy 342 20% 

MarketingISales 432 26% 

AdvellisingIPR 726 8% 

FinanceIBudgeting 147 9% 

Accounting 121 7% 

Personnel management 79 5% 

Other 426 25% 
Totals 1.674 100% 

Marketing and sales related engagements were the most common, followed closely by 
business planning. This result is reflective of the changing market mentality of Ukrainian 
enterprises which, previously were interested almost solely in "consulting" simply as a vehicle 
for receiving a business or investment plan. The marketing engagements weree mostly 
related to market research but included projects such as creating a new marketing division in 



a manufacturing enterprise, conducting market survey research to ascertain basic consumer 
characteristics, organizing focus group research for a new product launch, and many others. 

Finance related engagements including accounting made up 16 percent of all consulting 
deals. These typically involved assisting with accounting transformation to new national 
standards. They also included conducting cost accounting for an enterprise or creating a 
detailed internal .budgeting system for enterprises to help make better strategic and 
managerial decisions. 

Other Technical Assistance and General Information 
The consulting centers offered a wide variety of information and other technical assistance to 
enterprises. This ranged from standing weekly or monthly orders for legal and regulatory 
information (as a result of frequent changes in Ukrainian law) to searches for business 
partners or hunts for trade leads and specialized information searches over the internet. It 
also included registering a business or assisting with obtaining a license, permit, or other 
official business approval. 

In total, the centers have had more than 9,000 such exchanges with Ukrainian SMEs, almost 
1,800 of which have been for very specific technical assistance (rather than general 

w information). While no extremely detailed records of the exact volumes and types of such 
services were kept, the results of a client impact survey (conducted in December 2000) are 
certainly suggestive of the relative use of and interest in each service. 

Table 4 below displays the use patterns and characteristics of each type of service. From the 
table we see that legallregulatory information was the most demanded of such services. It 
also had the highest percentage of repeat customers (45%) which is twice as much as the 
next two closest rivals - taxation, and basic business information. Among other services, tax 
and financing information was also fairly high on firms' interest lists, though firms are much 
more likely to pay for tax information. 

Table 4: lnformation and Other Services - Survey Results 
Topic Services % Total Paid % Paid Firms Avg/Fim % Repeat 

legal I Reaulatov 122 18.9% 60 49.2% 64 1.9 45.3% 
other 
Taxation 
Sources of Financing 73 11.3% 23 31.5% 62 1.2 12.9% 
Roundtable participation 60 9.3% - 0.0% 49 1.2 8.2% 
Informational presentation 48 7.5% 37 77.1% 35 1.4 22.9% 
Business partner search 40 6.2% 30 75.0% 34 1.2 14.7% 
Find investmentlfinancing 40 6.2% 18 45.0% 35 1.1 8.6% 
Business in Ukraine 26 4.0% 18 69.2% 18 1.4 22.2% 
Trade Leads 22 3.4% 8 36.4% 18 1.2 16.7% 
Business registration 13 2.0% 12 92.3% 12 1.1 8.3% 
Licence acquisition 3 0.5% 3 100.0% 3 1 .O 0.0% 

Totals 644 100.0% 300 46.6% 241 2.7 61.0% 

IR - 2: Improved financial viability o f  business service centers 

Sustainability Snapshot 
All seven consuiting centers created by IFC are sustainable - most on a fully commercial 
basis.'While the three newest centers in Simferopol, Chernigiv, and Chernivtsi have only just 
begun working without donor support, they have been consistently generating high enough 

' Sustainability is defined as operational susrair~ability whereby consulttng centers continuc to o f t b  traning and 
consulting services to local firms and charge fees to cover their costs. This includes other donor rcvcnues which 
the center may have received after the IFC-USAID subsidy ended. Commercial susta~nabil~ty. on the other hand. 
refers specifically to centers to consulting centers covering their costs with Income dertvcd solcly from 
commercially generated client fees and contracts, excluding donor funding. 



levels of independent commercial income that there is sufficient confidence in their long-term 
viability. The first four centers created (Dnipropetrovsk. Sumy, Zhitomir, and Vinnytsia) have 
been operating independently (post-IFCIUSAID donor support) for more than three years. As 
for the most recent centers created, all three are today in much stronger positions for success 
both financially and in terms of their level of service potential, than any of the other four 
centers were at their project ends. 

Three Main Paths to Sustainability 
In general, centers have forged one of two different paths (or some combination of them) to 
sustainability: 

I) focus on more specialized commercial services; 
2) competitive donor substitution 

Providing more specialized commercial services was the primary strategy centers used to 
survive, a pattern consistent with the BDS experience in Central Europe, particularly in 
Poland and the Czech Republic. This means that the centers began with the foundation of 
consulting skills and knowledge provided to them through the IFC training model and 
continued to deepen and extend their skills in key areas of increasing demand (marketing, for 

kd  example). 

The second path to sustainability used only in part by a few centers, was direct or implicit 
donor substitution. Only two centers (Vinnystia and Dnipropetrovsk) have turned to other 
donor funding as a significant source of income. And donor funds are no more than 40% of 
one firm's total revenues, while for the other this is just 10%. The remaining five centers are 
fully engaged in commercial service provision without any donor substitution whatsoever. 

However, the donor substitution strategy represents a rational, business driven response to 
market conditions and one that a number of commercial consulting and training service 
provides in Ukraine have also pursued. This includes not just local Ukrainian firms, but large, 
western consulting and accounting firms, for example PriceWatershouseCoopers, 
DeloittegTouche, and others who see donor measures which aim to build private sector 
markets in Ukraine as a direct opportunity to build their own consulting practices as well. 

Sustainable, But Not Money Machines 
While each consulting center is sustainable in its own right, they are neither massive revenue 
generators nor extremely profitable. The important point is that they continue to provide 
needed services to Ukrainian SMEs -firms that would otherwise have no resources to assist 
them with their business. And they do so in a way that is both affordable for local firms and 

'rr' still reasonably well paying for the centers to continue to providing the services on an ongoing 
basis. 

The centers operate with monthly revenues ranging from a few hundred to a couple of 
thousand dollars. By international standards, this may seem to be very small sums, but in 
Ukraine it represents a well-above average income in a country where the average monthly 
wage is between $30 and $40. 

A Look at the Numbers 
Table 5 below provides a basic snapshot of sustainability for all seven centers created by IFC 
with USAID funding. On the whole, the first round of centers created rely more on training and 
donor substitution for survival whereas the most recently created centers are more squarely 
aligned with consulting as the primary if not only source of income. This is largely a reflection 
of changes in the market and the overall market readiness for consulting services. However, it 
also reflects a much stronger programmatic emphasis by IFC with the most recently created 
centers to drive them toward financial self-sustainability as quickly as possible. The entire 
design of the project reflected this thinking - from the screening process used in selecting 
consultants and the structure and content of the training program to the work order system 
design and all other incentive systems put in place. 



Consultants in the new centers (i.e. Chernigiv, Chernivtsi and Simferopol) were inundated 
from Day 1 with the sustainability concept so that it drove their daily thinking and approach to 
client work. They benefited from the lessons learned from their predecessors and, therefore, 
had a running start toward self-sufficiency. They also benefited from an improved market in 
Ukraine that is more willing to contract and pay for such services. IFC UBDP also learned 
lessons from the previous centers and structured its operating subsidy to the centers in such 
a way as to maximize their motivation in earning independent commercial revenue from client 
services. 

Notwithstanding this fact, however, the centers were opened in cities that had no prior local 
consulting capacity. Therefore, local SME exposure to such services was, for all intents and 
purposes, negligible. Despite the "head start" the newest centers may have had in many 
regards, they still experienced many of the same growing pains and market barriers faced by 
their predecessors. 

Table 5: Sustainability Snapshot 

erg. Avg. 
Center Form' Donor % RevIMo. Primary Services (Share of Revenue) 

Vinnitsa NGO 40% $747 Training (50%), Consulting (35%) 

Dnipropetrovsk LTD I NGO 10% $860 Consulting (75%). Training (20%) 

~urny SME I NGO 0% $751 Consulting (60%). Training (35%) 

Zhitornir NGO 0% $696 Training (55%). Consulting (35%) 

Chernigiv SME 1 NGO 0% $797 Consulting (75%), Training (20%) 

Chernivtsi NGO 1 SME 0% $878 Consulting (60%). Training (25%) 

Sirnferopol SME I NGO 0% $1,004 Consulting (80%), Training (15%) 
NGO = nan-profit organization. LTO = limited liability mmpany: SME = private enterprise 

From the table and our analyses, the following conclusions can be drawn: 

Commercial sustainability ranges from a low of 60% in Vinnytsia (the rest made up by 
other donor funding) to 100% in most all other centers; 

Not one center has turned to donor substitution as its primary survival strategy (i.e. 
greater than 50% of revenues); 

When measured against a benchmark cost structure for future expected expenses of 
between $700 and $1,000 monthly, a// three centers are already commercially 
sustainable; 

On the whole, the centers have turned to more specialized business consulting 
services with some business training as their primary source of income; 

Average monthly income levels for all centers were between $700 and $1,000 with a 
low of $0 and a high of nearly $4,000; 

Over the last six of months of the Project, each of the three newest centers 
consistently earned near or in excess of $1.000 in monthly revenue, exceeding even 
the most successful of the older centers; 

The centers are today in a much stronger position for success both financially and in 
terms of their level of service potential, than any of the other eight other centers were 
at their respective project ends; 

Consulting services are by far the major source of revenue for the three newest 
centers, representing a fundamental shift in service delivery vehicle away from 



training. This behavior is consistent with prior SME development experience in 
Central and Eastern Europe which shows that the path to more serious revenues and 
consulting center sustainability is via the provision of higher-value added consulting 
and not training. 

IR - 3: Improved environment for leasing in Ukraine 

The Ukraine Leasing Advisory Project, within the overall goal of the UBDP and SME 
development in general, was given the mission to. "improve conditions for leasing in Ukraine," 
through three specific objectives: 

= Assess the legal, tax and market conditions for financial leasing in Ukraine 

Develop recommendations on improving the legislative and tax framework for 
financial leasing - Conduct an information campaign directed at key government officials and the 
general public on leasing as an important part of the financial sector and an 
alternative source of financing for SMEs and develop a manual on leasing in Ukraine. 

The Project was heavily involved in the development and promotion of recommendations to 
improve legislative, tax and market framework for leasing in Ukraine. Primary activity and 
results include: 

Trained over 400 government officials, entrepreneurs, and mass media personnel on 
the economic fundamentals of financial leasing and the requirements for its 
development; 

= Led various working groups in developing a new draft Law on Leasing and 
coordinated work with the Parliament's political factions in an effort to push the draft 
Leasing Law for voting through its third reading; 

= Prepared recommendations to improve existing tax legislation and the draft Tax Code 
relative to leasing; 

Prepared recommendations to the sections of the draft Ukraine Civil Code that affect 
leasing activity; 

Continued advising leasing companies on the importance of improving leasing 
legislation and in how they may attract foreign capital; 

* Trained a base of local consultants on financial leasing transactions who will 
represent their SME clients in seeking financing; 

Initiated, organized and funded an international investment conference along with 
Ukrleasing Association focusing on the development of Ukraine's leasing industry; 

. Developed and published a manual on Leasing in Ukraine 

IR - 4: Improved Public Awareness o f  SME Development Issues 

IFC's SME development model partnered the task of creating local consulting capacity with 
an important public awareness effort to raise the understanding of and support for SME 
development issues. The aim of this strategy was to help build the market for SME services 
and reduce legal and administrative barriers to SME growth and development. 



The public awareness actions were primarily targeted toward market building efforts such as 
improving SME and public understanding of the benefits of consulting, building a broad base 
of local and national support for SMEs, and educating the general public about business- 
related topics. Of particular long-term concern via these efforts was the need to foster greater 
public understanding of economic reform issues, business legislation, and stimulating 
demand for consulting services and training by reducing psychological barriers to using 
outside professional assistance. 

These efforts included organizing one-off public forums such as SME roundtables, exhibitions 
and conferences, as well as continuous, on-going efforts such as publication of newspaper or 
journal articles, and creation and development of business clubs or associations. Most of 
these events or activities the project delivered directly through the central office, though some 
were coordinated through the consulting centers or in partnership with other organizations 
that shared a similar purpose or mission. 

Among the range of activities engaged in by the project, there are some important distinctions 
to be made between one-off events vs. those of an on-going nature and entrepreneur- 
directed efforts vs. those geared toward the general public. The mix of event and publication 
types with program goal and target audiences is important for achieving the greatest impact 

ru' and outreach. Below is a brief discussion of the role that each of these event types had within 
the project and a more detailed description of a few select events. This description attempts 
to capture the essence of their purpose, target audience, and outcomes. 

One-Off Events vs. On-Going Activities 
The project employed a mix of one-time, sometimes large, but infrequent events with much 
smaller, on-going educational or public awareness activities to build support for or 
understanding of business development services. The choice of event or vehicle was directly 
tied to the intended outcome or goal. For example, the project typically created a large public 
relations event to promote or advertise a consulting center or to draw significant and sudden 
attention to a specific business issue like the need for investment for example. This usually 
took the form of a conference, business roundtable, or exhibition. 

When the need was primarily intended to build a broader, more general, long-term 
understanding and acceptance of the project's goals and activities, we employed vehicles of 
an on-going nature such as publishing a sequence of newspaper articles, creating a serial 
radio program or distributing informational booklets or brochures. 

Entrepreneur Directed Efforts vs. General Public 

eJ The choice of event type or information format was similarly driven by the intended audience, 
the primary consideration being whether the information was entrepreneur-directed or more 
targeted to the general public. Items such as business booklets, brochures and serials were 
created specifically for distribution to the business community. These sometimes took the 
form of very detailed and usable business reference resources, though they also came in 
shorter, more marketing-oriented forms like a project pamphlet or newsletter. Those items 
published or produced for the general public tended to fall into the categor~es of mass media 
actions or advertisements. 

What follows is a brief description of the public education and awareness tools utilized by the 
project along with some examples of each. Wherever possible, we have attempted provide 
the reader with a basic account of output volume and level of outreach. 

Conferences, Roundtables and Educational Seminars 
The project and the centers organized, coordinated, presented at, or otherwise participated in 
over 300 business and policy conferences, roundtable discussions, and exhibitions and 
another 75 educational seminars. Most of these focused on building public support for SME 
development and educating both entrepreneurs and government officials on various business 
development topics. 

An example that most strongly demonstrates the basic function and goal of such events were 
three investment conferences that the project organized between November 2000 and April 



2001. The goals of the project were threefold: 1 )  Create a massive public relations event for 
each of the three consulting centers currently receiving direct support under the donor 
agreement, 2) Facilitate financing and investment of Ukrainian enterprises by introducing 
good firms with active lenders and investors, and 3) Acclimate enterprise managers to the 
requirements of serious, modern sources of finance. 

Project staff, in conjunction with the consulting centers, created conferences for each of the 
three new centers. Each conference had between 120 and 200 participants with a mix of 
enterprises, bank representatives, investors, and journalists. Enterprises invited to the 
conferences included hundreds of the strongest, mostly medium sized firms that had either 
investment-ready projects or serious potential for new project development. 

The conferences were structured in two basic parts. The first half of the day included 
presentations by banks and investment companies with a special emphasis on teaching the 
managers what is required for good firms to receive financing or investment. Presenters 
typically explained the importance of good market research and a strong marketing strategy, 
clarity of ownership and transparent corporate governance, transparent and reasonable 
financial assumptions and analysis, and strong management, among other topics. The 
presentations were intended not simply for informational purposes but as a serious learning 

bd tool for enterprises. 

Part two of the conference provided an opportunity for one-on-one meetings between banks 
and investment funds and SMEs. Here the participants were able to acquaint themselves with 
each other's activities, discuss the merits of a proposed project on the spot, and to explore 
the possibility of working together in the future. 

These conferences provided a number of key results. First, they gave a serious promotional 
boost to the centers as the day's events were widely publicized and broadcast in the local and 
national media. Second, the centers made direct contact and were able to start nurturing 
potential relations with the strongest potential clients in their regions. Third, they brought 
some direct business to the centers. In fact, the conferences resulted in each center 
beginning new (and serious) commercial relations with a few key enterprises. This has taken 
the form of contracts for market research, development of a business plan, and other 
services. Fourth, they educated nearly 400 enterprise managers about the key requirements 
demanded by good quality banks and investors. Armed with this knowledge, these firms can 
now actively and more accurately reorganize themselves and their activities to meet key 
investment criteria. 

Below you will find a few additional examples that will suggest something of the scope of work 
W and the types of engagements utilized by the project. 

In 1999, for example, the project arranged and moderated two round table meetings for 
experts from international business support organizations and government bodies. 
dedicated to improving licensing and certification procedures. - In December 1998, the project offered a seminar for local officials entitled "Regulatory 
Reform on the Local Level." The seminar covered problems hindering business 
development including the start-up and running of businesses in the construction and 
service sectors. 

The project also organized and conducted a round table meeting of representatives 
working for key government institutions and non-government organizations to discuss the 
current government's Deregulation Policy concept. 

As a result of the annual business survey conducted by UBDP, the Project would sponsor 
a meeting of officials working for the State Regulatory Policy and Entrepreneurship 
Committee or officials of the Ministry of Economy to discuss the findings, implications and 
present recommendations for further policy change. 



Mass Media Activities 
One of the most common and important tools used in creating public awareness in support of 
the enabling environment is the mass media. It is the most effective vehicle in terms of 
outreach to the general public and was used extensively in IFC's BDS model. These mass 
media activities include newspaper and journal articles as well as radio broadcasts, interviews 
and television programming. Oflen the impetus for this work was a special event like one of 
the conferences or roundtables discussed above. These events provide the "hook" needed by 
mass media outlets to consider the event news worthy. 

Sometimes, however, the work was more subtle and involved placing articles in strategic 
newspapers or business journals. Typically these were theme pieces that attempted to help 
change the mindset of Ukrainian entrepreneurs by introducing them to new or challenging 
business concepts. The ultimate goal in all this, of course, was to help generate more 
businesses for the consulting centers in order to assist them in becoming self-sufficient. As 
was described previously in this section, however, many entrepreneurs had to overcome 
certain psychological barriers before they would take that leap of faith. Building a broad base 
of public support and belief in the principles espoused by the project and the consulting 

'v' centers was one strategy used to help win over the hearts and minds of Ukrainian 
entrepreneurs. 

In a very conservatively estimated total, the project facilitated over 1,300 mass media event 
related to SME development, including over 700 different newspaper and journal publications 
and another 600 plus radio and television broadcasts. Among these events, topics covered 
ranged from the project's presentation of a recently completed legislative and policy analysis 
to the announcement of a new market research seminar offering, to a detailed, 20-minute 
television profile/expose on a consulting center. Articles written and published by the project 
covered many dozens of topics ranging from the role of corruption in a private economy to the 
importance of SMEs to the private sector. 

Brochures, Booklets, Newsletters 
In addition to the mass media activities and large events organized in support of SME 
development, the project also put out thousands of publications for entrepreneurs. This can 
be roughly divided into educational resources and marketing materials, though the emphasis 
was primarily on producing learning guides and reference sources for entrepreneurs. In total, 
the project developed and distributed: 

= 60.000 educational publications (including training materials, how-to guides for 
SMEs, etc.) and: 

. 42,000 other items raising awareness of SME issues 

The first set of published learning resources was created by the project during the second 
round of consulting center openings in 1998. During that year, more than 9.000 booklets and 
brochures were created and distributed to entrepreneurs and business leaders throughout 
Ukraine. These items were very basic introductions on the following topics (with a circulation 
of about 1.000 per item): 

Business Planning 
Marketing in the Activity of an Enterprise 
Market Research 
Financial Management of a Company 
Basic Legal Information for Businesses 
Regulation and Deregulation of Small Business 
Entrepreneurship 
Small Business 



During the most recent phase of the project, a more comprehensive and detailed set of 
business booklets was created. The Entrepreneur's Bookshelf Series was a complex of eight 
mini-books (40-80 pages each) that explained and demonstrated to enterprises the heart of a 
business concept. The booklets are not intended to be exhaustive reference sources, but 
rather to provide a broad overview of a particular business topic and offer some salient 
insights into the matter. 

The booklets do not overload readers with sophisticated scientific terms and concepts. They 
are written in a simple and easily comprehensible manner, but stress a practical, hands-on 
approach. The booklets are written by UCN business consultants in conjunction with IFC 
experts, which allows them to include international best business practices. In addition to 
theoretical material, the publications also contain relevant Ukrainian case studies and 
success stories. This approach has been proven to be a lot more successful than mere 
translation of western text books and management guides which are often inappropriate for 
local entrepreneurs. The full set of booklets currently have over 25.000 in circulation, include: 

International Accounting Standards 
Foundations of Business Planning 
Legal Aspects of Entrepreneurship 
Personnel Management 
Marketing Research 
Business Communications (Public Relations) 
Financial Management 
Quality Management 

During the final phase of consulting center creation, the project began publishing 'Business 
Consultant', a quarterly journal that was distributed to SMEs through the consulting centers. 
The goal of the journal was to help build a more common understanding of business 
consulting among entrepreneurs and to help explain the kinds of issues the project was 
fighting for on behalf of SMEs. A total of five issues were published in Ukrainian with a special 
sixth issue in English. Total circulation of Business Consultant was 17,500. 

The project produced many other items both for independent publication as well as for 
contribution to other published sources. Included in these (to name just a few) were brochures 
describing step-by-step how to register a business, prepare a business plan or search for loan 
opportunities, a guide for young entrepreneurs who are interested in starting a business, and 
many others. 

w Other Events and Actions 
One of the more unique aspects of the project was its calendar competition in which 
Ukrainians were invited to submit editorial cartoons related to the selected theme for the year. 
This competition was begun in 1997 and grew in size and public visibility each year. Each 
year, the twelve best submissions were selected for inclusion in the followtng year's calendar. 
Winners were awarded a prize and the competition results were covered widely in the press. 
Calendar circulation totaled more than 30.000. 

IR - 5: Legal  and  regulatory env i ronment  more conducive to bus iness 
deve lopment  

An equally important goal of the project, designed as a complement to the consulting centers 
was to reduce barriers to SME growth and development. These have traditionally taken two 
basic forms - structural (i.e. legal or administrative) and competitive or commercial. Over the 
last four years, IFC UBDP, researched and documented the breadth and depth of these 
barriers through its annual SME survey in Ukraine. This research, described in detail below, 
consistently documented that Ukrainian SMEs have historically suffered from massive 
government interference and other barriers to competitive success. 



Structural barriers identified include excessive regulation, abusive inspection regimes, 
abnormally high tax burden, a volatile legislative environment, a weak basis of commercial 
law, unreliable legal system, regional disparities in administrative oversight of SMEs, and 
corruption. Primary among the competitive restrictions are poor access to capital and 
operational financing and operations and lack of market information. 

IFC UBDP's model for improving the enabling environment for SMEs included a number of 
tactics to assist iri the reform of the legal and regulatory environment. Over the years, IFC 
became increasingly active in its policy reform efforts by building on its experience and 
successes. The Project worked both on the central level and locally with regional and 
municipal governments. The Project's policy-related activities can be broken down broadly 
into three categories: 

SME policy research 
Policy review, monitoring and recommendations 

= Training and information for government officials 

SME Policy Research 
'i.i At the most basic level of the Project's policy reform effort was SME policy research work. 

This included a range of research efforts from geographically localized and highly focused 
survey work to national, wide-ranging efforts that characterized the entire sphere of SME 
operations and experience in Ukraine. 

The project completed a number of other such policy research efforts. Among these was a 
survey of SME managers in the fall of 1998 to assess their reaction to a series of tax law 
amendments that had passed parliament the previous month. These changes gave the tax 
inspectors (police) new expanded powers to seize tax related business documents among 
other things. Another study was conducted in May 1998 when the project surveyed small- 
scale traders at regional markets to determine which flat tax rates had been introduced in 
various Ukrainian regions and to hear opinions of small businesses on how the introduction of 
the flat tax impacted their activities. 

The most important policy research for the project in terms of impact and scope was the 
national SME survey. Each year, IFC has conducted a comprehensive survey of SMEs in 
Ukraine. Over time this survey has grown and today it represents the most comprehensive 
assessment of the state of Ukrainian SMEs. The most recent survey (May 2001) included 
over 2,000 firms located in all oblast capitals in Ukraine. A copy of this report can be found in 

'rr' Annex 6. The substance of the questionnaire has also expanded greatly to include topics 
such as registration, licensing, inspections, shadow economy activity, the use of barter, 
restructuring activities at an enterprise, export activity, financing and investment flows, and 
much more. 

Based on the national survey results, each year IFC UBDP developed targeted 
recommendations for reform and both the results and recommendations were widely 
distributed - and not only to national and local government officials. Foreign embassies, 
foreign donors, the foreign and local press, international organizations. NGOs, enterprises 
interested in monitoring the business environment, and others have utilized the research to 
inform their own work. To date more than 5,000 copies of the survey have been distributed 
throughout Ukraine and abroad. And the results have also been widely reported in local print 
and television news. 

Most importantly, however, is that the survey results have served as the major source of 
information about the SME sector in Ukraine. Moreover, it has provided a common starting 
point and shared knowledge upon which IFC and others have been able to engage Ukrainian 
policy leaders on the need for substantive change in the SME sector. 



Policy Review, Monitoring and  Recommendations 
As a second policy reform tactic, IFC's BDS model also included active, on-going review, 
monitoring, and analysis of existing and proposed laws and regulations affecting SMEs. This 
included a wide variety of topics ranging from taxation, inspections, registration, and licensing 
to commercial legal protection, financial sector reform, and many others. This work was 
typically heavily informed by the results of the broad SME policy research work described 
above. 

Based on research findings and analysis, project staff developed corresponding 
recommendations for amendments or other changes, as well as direct policy advice that was 
provided to government officials and other influential organizations. Most work in the policy 
realm was conducted on a national level, particularly with regard to registration, licensing, 
taxation, and inspections, though local-based policy work was also conducted on occasion. 
The policy work spread to other areas too including financial sector reform among others. 

The scope and volume of legislative analysis and policy development engaged in by the 
project was quite large. While it is impossible to state for certain the number of taws, 
regulations, amendments, and other policy related documents and drafts reviewed by the 
project, or the number of recommendations provided and the quantity of advice rendered to 

w government officials, it is fair to say that on both counts (review and recommendation) this 
number exceeds many dozen. However, IFC UBDP directly assisted in drafting certain 
important pieces of legislation, in total amending andlor introducing 26 pieces of legislation 
that directly impact SMEs. A complete list of this legislation can be found in Annex 3 of this 
report. 

The following is a brief description of representative policy actions taken by the project: 

Completed a comprehensive review of drafl Ukrainian legislation pertaining to franchising 
and conducted an overview of worldwide franchising experience. Based on this work, the 
project team then developed a set of recommendations that were provided to members of 
the Verhovna Rada. 

Conducted a legal analyses of the drafl law, "On Liability of Producers" and prepared a 
report on the impact the Law might have if it were passed and delivered the report to 
Ukraine's Deputy Prime Minister. 

Surveyed SME managers in two cities, Sumy and Zhitomir, to assess their reaction to 
new tax law amendments that gave tax inspectors (i.e. tax police) new and expanded 
powers to seize tax related business documents among other things. 

Analyzed, at the request of the State Regulatory Policy and Entrepreneurship Committee, 
the committee's concept plan for state deregulation reform. 

Participated in regular, active discussions and meetings of the working group for the 
System for Tracking and Monitoring Regulatory Reform in Ukraine. 

At the request of the Kiev City Administration, commented on the their draft "Concept of 
Attraction of Foreign Investment", a plan to improve the investment climate in the Kiev 
region. 

In response to a request from the Parliament, prepared recommendations on how to 
improve Ukraine's overall macro-economic environment for private sector growth and 
development. 

Training and informing government officials 
The question of policy advice and its effectiveness lies not only in the research and analysis, 
but also in the methods or vehicles used to transfer that knowledge effectively to policy 
makers. While a major goal of the project was to inform and educate the general public about 
the importance of a dynamic, vibrant SME sector (this Public Awareness and Education 



function is explored in more detail below), a much more focused strategy had to be used with 
policy leaders. 

The key issue when working with government leaders includes both access and development 
of key contacts. IFC UBDP utilized a combination of direct, one-on-one relationship building 
techniques and organization of educational seminars and training sessions to affect policy 
reform. 

At the national level, relationship-building was done with a range of key officials including 
influential members of Parliament, well positioned staff in government agencies and 
departments, and high ranking officials among the President's cabinet and staff. UBDP staff 
and management also cultivated key relationships among other interested parties including 
consulting firms, private sector proponents, policy activists and others. While much of this 
work was performed on a person-by-person basis, the project also utilized educational 
seminars and training sessions to both orient policy leaders to a topic and to help convince 
them of the kind of change necessary to improve the SME enabling environment. 

The Project's leasing initiative provides a good example of this type of work. After project staff 
first established its excellent reputation for quality of analysis and recommendations on 

w leasing, they began to cultivate key industry and legislative contacts. Much of this work was 
done trough a leasing "road show" so to speak in which project staff traveled throughout 
Ukraine to conduct information and training sessions with government officials. 

In total, the project conducted 24 seminars and training sessions covering nearly every 
important regional city in Ukraine and trained more than 500 government officials on leasing 
as a tool for business development. During the seminar, local leaders were taught the basics 
of leasing from both a legal and economic standpoint and educated about the benefits of 
leasing to business. The project partnered these training and information sessions with public 
relations events including television coverage, newspaper articles, etc.. to win broad support. 
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ANNEX 2 
Contact Information for Consult ing Centers o f  the Ukraine Consulting 
Network (UCN) Established b y  IFC's Ukraine Business Development 
Project 

USAlD Funded consulting Centers 

Chernigiv Consulting Center (also UCN central office) 
Konstantin lvanov 
51 Vulitsa Lenina 
Tel: (0462) 101 866, 101 867 
Email: kostya@ifc.cn.ua 

Chernivtsi Consulting Center 
Maria Porchuk 
20 Vulitsa Olga Kobylyanska 

,d Tel: (0372) 585 572,585 573,513 785 
Email: mariap@bizcenter.cv.ua 

Simferopol Consulting Center 
Vladimir Kudashev 
Apt. 2 
143 Ulitsa Yaltinskaya 
Tel: (0652) 516 484 
Email: admn@bconsult.crimea-ua.com 

Dniproptrovsk Business Center 
Alexander Kondrashov 
3* Floor 
National Mining Academy of Ukraine 
19 Prospekt Karla Marksa 
Tel: (0562) 474 598,468 080 
Email: postmaster@ifc.dp.ua 

id Sumy Consulting Center 
Oleg Denisenko 
Giprohim Institute 
13 Vulitsya Krasnogvardeiska 
Tel: (0542) 271 185 
Email: bcenter@ifc.sumy.ua 

Vinnytsia Consulting Center 
Tatiana Antonova 
71h Floor 
TsNTl 
Tel: (0432) 437 887 
Email: ifcvinn@sovamua.corn 

Zhitornir Business Center 
Valerii lvanov 
54 Vulitsya Pobedy 
Tel: (0412) 208 566,258 336 
Email: valeo@zt.ukrtei.net 



British Know-How Fund (DFID) Funded Centers 

Lugansk Business Center 
Denis Voronkov 
Office 407 
122A Vulitsya Lunacharskoho 
Tei: (0642) 538 501, 526 08 1 
Email: info@viva.lugansk.ua 

Cherkassy Business Center 
Anatoliy Rekun 
78 Vultsya Smeliansky 
Tel: (0472) 470 075 
Email: asim@majar.com 

Khmelnitsky Business Center 
Volodymyr Chenash 

'u' 3 Vulitsya Gagarina 
Tel: (0382) 795 981 
Email: vchenash@infocom.km.ua 

Mariupol Business Center 
Vladimir Lebedev 
11 Vulitsya Kronshtadtska 
Tel: (0629) 376 038,372 059 
Email: lebedev@anet.donetsk.ua 



ANNEX 3 
Legislation Impacted by IFC's Ukraine Business Development Project 

Based on UBDP analysis and research, the Project determined that the main policy areas to 
focus on were issues related to business registration, licensing, and state inspections of 
businesses. The following list of legislation were directly amended or introduced following the 
Project's recommendations. In most cases the Project contributed actual text to the legislation 
in question. 

1. Resolution of the Cabinet of Ministers of Ukraine "On Small Business Development 
Program for 1997-1998" of 29.01.97 # 86 

2. Presidential Decree, "On the Licensing Chamber of Ukraine" of 7.2.97, #I04197 

3. Presidential Decree, "On the Operating Procedures for the Licensing Chamber of 

w Ukraine" of 27.11.97, #I311197 

4. Amendments to the Law of Ukraine "On Amending the Law of Ukraine "On 
Entrepreneurship" #762/97- BP of 23.12.97 

5. Resolution of the Cabinet of Ministers of Ukraine "On Licensing of Entrepreneurial 
Activity," of 03.07.98 # 1020 

6. Resolution of the Cabinet of Ministers of Ukraine "Sizes of Fees Charged for the 
Issue of and Introducing Changes into Licenses for Certain Types of Business 
Activity," of 04.01.99 #6. 

7. Law of Ukraine "On Enterprises" 

8. Presidential Decree "On the State Support of Small Business Sector" of 12.05.98, 
456198 

W 9. Law of Ukraine "On Amending the Cabinet of Ministers of Ukraine Decree "On 
Income Tax Payable by Individuals" #I29198 - BP of 13.02.1998 

10. Presidential Decree "On Eliminating Obstacles Hindering Business Development" 
of 03.02.98 #79/98 

11. Presidential Decree "On Simplified Taxation, Accounting and Reporting Systems 
for Small Businesses" of 03.07.98 #727198 

12. Presidential Decree "On Certain Measures on De-Regulating Entrepreneurial 
Activity" of 23.07.98 #el7198 

13. Resolution of the Cabinet of Ministers of Ukraine "On the Procedures for State 
Registrations of Subjects of Entrepreneurial Activity" of 25.05.98 #740 . UBDP introduced all of the following changes to Ukrainian legislation (listed below) in the 
Small Business Development Program for 1998. 

14. Presidential Decree, "On the Licensing Chamber of Ukraine" of 7.2.97, #I04197 



And 

15. Presidential Decree, "On the Operating Procedures for the Licensing Chamber of 
Ukraine" o f  27.11.97, #1311/97 . UBDP proposed that the Licensing Chamber have the status of a central executive organ. 
Previously the Licensing Chamber was a department of the Mininstry of the Economy 
(had less power). UBDP proposed that there should be one central body that monitored 
state issue of licenses and procedural violations as well as being responsible for all 
business registration. In the event the GOU accepted all of UBDP's proposals to make 
the Licensing Chamber a central body monitoring all licenses. 

16. Amendments t o  the Law o f  Ukraine "On Amending the Law of Ukraine "On 
Entrepreneurship" #762197- BP o f  23.12.97 

And 

w 17. Resolution of the Cabinet of Ministers o f  Ukraine "On Licensing of Entrepreneurial 
Activity," o f  03.07.98 # 1020 . UBDP proposed that the definition of the aim of licensing be legislatively defined to 
ensure public health, national security and protection of the environment. Previously there 
were no such limits on licenses and correspondingly there were many licenses that 
regulated practically all economic activity. 

UBDP proposed limiting the number of business activities subject to 
licensing by 22. In the event the parliament limited the number by only 15, 
from 56 to 41. UBDP is still working on lowering amount of licenses, and 
license-like permits. 

18. Resolution o f  the Cabinet of Ministers of Ukraine "Sizes of Fees Charged for the 
Issue of and Introducing Changes into Licenses for Certain Types of Business 
Activity," o f  04.01.99 #6. . UBDP proposed that licensing fees be legislatively fixed. Previously state 

W bodies could charge and change fees arbitrarily. 

19. Law of Ukraine "On Enterprises" 

And 

20. Presidential Decree "On the State Support of Small Business Sector" of 12.05.98, 
456198 . UBDP proposed that the definition of small business be tied to the number of employees 
and turnover. Previously this was determined by sector and number of employees. This 
was unworkable and lead to too many different definitions, wh~ch further lead to 
mconsistent legislation and regulation. 

21. Law of Ukraine "On Amending the Cabinet of Ministers of Ukraine Decree "On 
Income Tax Payable by Individuals" #I29198 - BP of 13.02.1998 . UBDP proposed a flat tax for market traders. 



22. Presidential Decree "On Eliminating Obstacles Hindering Business Development" 
of 03.02.98 #79198 

UBDP proposed that the President charge the GOU to simplify taxation for 
small businesses and limit state inspections of businesses. 

23 .  Presidential Decree "On Simplified Taxation, Accounting and Reporting Systems 
for Small Businesses" o f  03.07.98 #727/98 

UBDP proposed that taxation and accounting for small buslness be simplified by 
introducing a unified tax (instead of 13 different taxes) for all small businesses of 6% of 
turnover (if enterprise pays VAT) or 10% of turnover (if enterprise does not pay VAT). 

24. Presidential Decree "On Certain Measures on De-Regulating Entrepreneurial 
Activity" of 23.07.98 #El7198 . UBDP proposed to limit state inspections of businesses by dividing all business 
inspections into planned and unplanned inspections. Planned inspections can only be 
undertaken if a written notice of a minimum of 10 days is given. 

kd . UBDP proposed that all inspecting organs have to coordinate their inspections with one 
state organ. The GOU decided that there should be two such organs, the tax authority 
and the state monitoring and revision directorate. . UBDP proposed limiting the number of planned inspections to once annually 

25. Resolution of the Cabinet of Ministers of Ukraine "On the Procedures for State 
Registration o f  Subjects o f  Entrepreneurial Activity" of 25.05.98 #740 

UBDP disagreed with a CMU decision to have a registration fee payable annually, as this 
turns the fees into a virtual tax. The CMU agreed and removed this polnt. 

UBDP disagreed with a CMU decision to remove state registration of changes to founding 
documents (articles of agreement and charter), as entrepreneurs could too easily abuse 
this system. The CMU agreed and removed this point. . UBDP proposed that there should only be one state body that an entrepreneur has to 
deal with in setting up a company. In the event, the GOU reduced the number of state 
bodies involved in registration by 3, from 10 to 7. UBDP is working to reduce this number 
further. 

w . UBDP proposed that government officials should be personally responsltlle for v~olat~ons 
of reg~stratlon procedures 

2 0 .  Law o f  Ukraine "On Leasing", passed 2nd parliamentary reading on 05.04.01 . IFC draft finally allows financial leasing in Ukralne Removes minlmum lease term 
requrements. defines the rights of the parties, allows more flexibility 

Allows for sub leasing 

Clarifies repossession Issues. 



ANNEX 4 
Training Courses Developed by IFC's Ukraine Business Development 
Project 

UBDP in, conjunction with local and international experts, has a developed one of the most 
extensive business training programs in Ukraine. Typically, responding to client needs passed 
up to the project: UBDP would source the best specialists in particular areas and, in 
conjunction with project and consulting center training experts develop a training program 
specifically suited for Ukrainian businesses. Apart from the very early days of the project, no 
'off the shelf training programs have been used. Rather, the emphasis has always been to 
develop local training solutions suited to local firms. UBDP's experience with transplanting 
western training courses has on the whole been negative, with inappropriate examples and 
case studies, geared towards companies operating in completely different business 
environments. 

Typically, UBDP sources specialist in a particular area (marketing, taxation, financial 
management, etc.), then teams up the specialist with specialist trainers and consultants within 
the consulting center network, who then jointly develop a training product. This is then 
delivered to fee-paying clients and through a continual process of feedback from the training 

w courses and consulting process, is constantly updated and refreshed. 

The list below shows some of the more popular business training courses and seminars 
(though is not an exhaustive list) developed by UBDP and in demand at project end. For a 
more complete breakdown please refer to the Training Catalogue which follows. 

MARKETING, SALES & ADVERTISING 

1. Market Research and Promotion 

2. Advertising: Theory and Practice 

3. Business, Marketing and Market Research 

4. Art of Successful Sales 

5. Advertising Project Management 

6. Market Research: An Industry Sector Approach 

7. Market Research for SMEs 

w 8. Sales Methods 

ACCOUNTING, FINANCE 8 BUDGETING 

9. Financial Management 

10. Working Capital and Cash Flow Management 

11. Conversion of Ukrainian Financial Statements to International Accounting Standards 
( W  

12. Budgeting 

13. Assessment of the Investment Environment 

14. Accounting and Financial Reporting According to IAS 

15. Management Accounting 

16. Practical Aspects of Taxation in Ukraine 

17. Reporting with National Accounting Standards (NAS) 

18. Developing a Management Accounting System 



19. Principles of Accounting and Financial Report Preparation According to International 
Accounting Standards (IAS) 

20. Cost Management 

GENERAL MANAGEMENT 

21. Business Planning 

22. Organizational and Psychological Aspects of Management 

23. Breakeven Analysis 

24. Personnel Management 

25. Conflict Resolution 

26. Leadership in Business 

27. Foreign Economic Activity in Ukraine: Rules, Requirements, and Regulat~ons 

28. Risk and Risk Management for SMEs 

ir 29. Organizational Culture 

30. The Fundamentals of Leasing 

31. Business Communications and Negotiations 

32. Enterprise Restructuring for Competitiveness 

33. Personnel Management for SMEs 

34. Using Excel for Business Management 



TRAINING PROGRAMS 
OFFERED BY CONSULTING CENTERS 

OF THE 
UKRAINE CONSULTING NETWORK 



The Ukraine Consulting Network (UCN) consists of 11 consulting centers that 
offer consulting' advice, training courses, and information services to Ukrainian 
and international businesses. Over the last several years UCN, in conjunction 
with the International Finance Corporation's Ukraine Business Development 
Project, has developed over 30 training programs designed specifically for 
Ukrainian SMEs. These include in-depth, multi-day courses AND SEMINARS 
detailed in this training catalogue." These programs, developed in Ukraine, 
combine international best practice with knowledge of the local business 
environment to provide state-of-the-art training to Ukrainian firms. Our courses 
are constantly being updated and are tailored to a client's specific needs. 

UCN combines case studies from real Ukrainian enterprises with advanced 
business management theory to provide a comprehensive training experience. 
Our unique, interactive training methodology requires active participation of 
clients to contribute to theoretical discussions, practice sessions, case studies, 
role-playing exercises, and video films. The training programs emphasize 
practical skills development in the areas of finance, marketing and 
management, and the application of these skills to daily business operations. 

UCN offers seminars and courses, as detailed in this catalogue. Seminars are 
typically short training sessions lasting less than a day which are designed to be 
an introduction to a business topic or alternatively are for topics that do not 
warrant in-depth training. Courses are longer, more in-depth and typically last 
for several days. A standard training day includes 8 hours of interactive 
learning, not inclusive of participants' own preparatory work and assignments. 
The length of a course can be adjusted (reduced or extended) according to 
client requirements. Moreover, UCN can tailor training programs by combining 
different modules of its course offerings. Training materials include overhead 
slides for trainers and detailed hard copy hand outs for participants. 

*Information listed in this catalogue is current as ofAugust 1, 2000. Please contact any member 
of the Ukraine Consulting Nelwork or the IFCofice in Kiev for more up to date information. 

Inrernational Finance Corporation's Ukraine Business Developtnent Prolect (UBI)I') is  supported by 2 
the United States Agency for International Development (IJSAII)) 



TRAINING PROGRAMS 

MARKETING, SALES & ADVERTISING 

1. Market Research and Promotion 

2. Advertising: Theory and Practice 

3. Business, Marketing and Market Research 

4. Art of Successful Sales 

5. Advertising Project Management 

6. Market Research: An Industry Sector Approach 

7. Market Research for SMEs 

8. Sales Methods 

ACCOUNTING, FINANCE & BUDGETING 

9. Financial Management 

10. Working Capital and Cash Flow Management 

11. Conversion of Ukrainian Financial Statements to International 
Accounting Standards (IAS) 

12. Budgeting 

13. Assessment of the Investment Environment 

14. Accounting and Financial Reporting According to IAS 

15. Management Accounting 

16. Practical Aspects of Taxation in Ukraine 

17. Reporting with National Accounting Standards (NAS) 

18. Developing a Management Accounting System 

19. Principles of Accounting and Financial Report Preparation According to 
International Accounting Standards (IAS) 

20. Cost Management 
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GENERAL MANAGEMENT 

21. Business Planning 

22. Organizational and Psychological Aspects of Management 

23. Breakeven Analysis 

24. Personnel Management 

25. Conflict Resolution 

26. Leadership in Business 

27. Foreign Economic Activity in Ukraine: Rules, Requirements, and 
Regulations 

28. Risk and Risk Management for SMEs 

29. Organizational Culture 

30. The Fundamentals of Leasing 

31. Business Communications and Negotiations 

32. Enterprise Restructuring for Competitiveness 

33. Personnel Management for SMEs 

34. Using Excel for Business Management 
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1. MARKET RESEARCH AND PROMOTION 

Form: Training course 

Target audience: Marketing managers, marketing department staff 

Duration: 3 days 

Goals and objectives: Learn techniques of market research, sales and 
conducting negotiations 

Obtain skills in marketing strategy development 

Learn theory and practice of advertising 

1. Market Research: problems and techniques 
Organization and implementation of market research studies 
Market segmentation 
Targeting and positioning 
Writing marketing plans: objectives, strategies, case studies 

2. Developing marketing strategies 
Implementing marketing strategies with the proper choice of pricing, 
packaging, advertising, selling, and distribution 

3. Successful sales 
Marketability of a product 
Real sales: internal and external situations 

4. Conducting negotiations 

5. Advertising as a marketing tool: theory and practice 
The function of advertising in the marketing plan 
Advertising in small business 
Advertising research 
Assessing advertising effectiveness 

International Finance Corporation's Ukraine Business Development Pro;ect (lJB1)I') is supported by 
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2. ADVERTISING: THEORY AND PRACTICE 

Form: Training Course 

Target audience: Advertising managers, advertising agents, 
marketing department managers and experts 

Duration: 4 days 

Goals and objectives: Systematic study of organizational, economic and 
legal principles of advertising. 

Advertisement planning. 

Practical skills in advertising. 

How to improve effectiveness of advertising staff. 

1. Advertising in the system of marketing 
Definition of client and market. 
Marketing mix? How to use 4 Ps to meet your client's needs. 
Main definitions and concepts in advertising. 
The advertising process. 
Basic types, forms, and means of advertising. 
Target group - positioning advertisements 
Difference in advertisement for end-user and corporate customer. 

2, Organizational basis of advertising 
principles of organizing an advertising company's activities. 
Legal and public regulations in advertising. 
Agency - client paper work. 
Types of advertising products. 
Current techniques in advertising production. 
The publishing process. 
Pricing in advertising. 

3. Advertising for small business 
Low-cost advertising strategies. 
Direct mail advertisement. 
Tradeshow advertisements. 
Non-standard types of advertising. 

4. Development and implementation of advertising strategy 
What is advertising strategy? 
HOW to develop an advertising strategy. 
Obtaining information to use in an advertising campaign. 

International Finance Corporation's Ukraine Business Development Project (URDI') is  supported by 
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Market research studies. 
Media planning. 
Planning and control of advertising campaigns 
Adjusting for peculiarities of customer perceptions. 
Assessing advertising effectiveness. 

5. Working with clients. 
Testing of advertising. 
How to sell your advertising to client? 
How to write a business proposal? 
How to create a successful long-term relationship with a client? 

6. Linking the word and image in advertising 
Creativity in advertising 
The structure of an advertising message 
Structure of advertising texts. 
Peculiarities of verbal advertising message. 
Psychological principles of customer perception in advertising. 

Notes: 
At the request of a client this course can be delivered with a two-day training 
seminar entitled "The Art of Selling Advertising". At the end of the training, 
professional testing of a client's staff is offered. 
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3. BUSINESS, MARKETING, MARKET RESEARCH 

Form: Training course 

Target audience: Entrepreneurs, SME managers 

Duration: 3 days 

Goals and objectives: To introduce entrepreneurs to the concepts of 
marketing and market research. 

To show entrepreneurs how to gather and 
utilize market information to make 
management decisions. 

1. Marketing and it's role in business 

2. Market research as a marketing function 

3. Marketing mix 

4. Consumer behavior 
Consumer needs vs. consumer purchasing 
Customer values 
Consumer segmentation 
Consumer behavior models 
Customer perception of new goods 

5. Purchase decisions 
The purchasing department 
Purchase decision-making 
Analyzing the purchasing process 

6. Economic mission of a firm 

7. Correlation of strategic and tactical goals 

8. Marketing audit 

9. Estimating market size 

10. Market segmentation 
General criteria of consumer markets 
Conditions for effective segmentation 
Criteria of segmentation 
Role of segmentation in marketing planning 

11. Searching for target markets 

International Finance Corporation's Ukraine Business Development Prqject (IJI1l)l') is supported by 8 
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12. Product life cycle 

13. Distributian and its impact on profit 

14. Role of information in market research 

15. Developing a marketing information system 
Sources of marketing information 
Data base structure 
Requirements for information used in market research 

16. How to conduct interviews 

17. How to conduct consumer opinion polls 

18. Selecting appropriate survey respondents 

19. Questionnaire development 

lnternational Finance Corporation's Ukraine Business Development Project (UBDI') is supported by 9 
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4. ART OF SUCCESSFUL SALES 

Form: Training course 

Target audience: Managers of trade businesses and departments, 
commercial agents and salesmen. 

Duration: 3 days 

Goals and objectives: To develop special sales and communications 
skills for sales agents/managers. 

To master psychological techniques of sales. 

1. The sales function of marketing 
Product promotion and basic marketing principles 
Market regulations and peculiarities 
Product's special features 
Consumer behavior 

2. The sales reality 
A dynamic model of consumer behavior 
The skills of a salesperson 
Lessons in failure and threats of success 
The practical philosophy of the service 
Consumer purchasing patterns 
Gaining a competitive edge 
Consumer preferences 
The unsatisfied customers 

3. Sales tactics and techniques. 
Five phases of business communications 
Four types of listening 
Methods of questioning 
Overcoming arguments and barriers 

4. Conducting negotiations. 
Determine the key issues 
First sell the meeting, and then the goods 
Purchasing strategies and types of buyers 
Sales scenarios 
Completing the transaction 
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5. ADVERTISING PROJECT MANAGEMENT 

Form: Training course 

Target audience: Sales managers, advertising managers 

Duration: 3 days 

Goals and objectives: To obtain skills in advertising project 
management 

1. Promotion strategies and market segmentation 

2. Identifying and working with target groups 

3. Consumer markets 

4. Consumer behavior analysis 
Human needs 
Consumer's motives and behavior 
Communication problems 
Consumer's profile 

5. What we see in an advertisement? 
"Ten golden rules" for the advertiser 
Advertising products 

6. Advertising Implementation 
Setting goals and objectives of an advertising campaigns 
Setting advertising budgets 
Monthly planning 
Creative plan: design, TV, radio, press 

7. Two platinum rules for the media-planner 
Media-planning activities 

8. Advertising: where to  place your ads? 
Characteristics of mass-media outlets 
Evaluating advertising campaign effectiveness 

9. Creative advertising 
Advertising as a tool of marketing communication . Five stages of advertising communication 
The creative dilemma 
Stages of the creative process 
Brain storming for idea generation 

10. Methods of assessing advertising effectiveness 
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6. MARKET RESEARCH: AN INDUSTRY SECTOR APPROACH 

Form: Training-consultation 

Target audience: Marketing managers, marketing department staff 

Duration: 1 day 

Identifying goals and objectives of market research 

Marketing mix 

Developing models to  assess market demand 

Firm positioning within the micro and macro market 

Consumer profile 

Product assortment matrix 

Methodology for marketing research 

Information sources 

Research planning 

Conducting surveys and interpretation of their results 

Stages of research 

Low cost marketing research 

13. Advice for researching specific industry sectors 



7. SALES METHODS 

Form: Seminar 

Target audience: Sales mangers 

Duration: 1 day 

Goals and objectives: To develop effective sales skills and techniques 

1. Consumer behavior. 

2. Seller-buyer-product correlation. 

3. Customer needs. 

4. The consumer market. 

5. Categories of buyers. 

6. Key factors in purchase decisions. 

7. Three levels of customer satisfaction. 

8. Types of goods. 

9. Consumer perception of new goods. 

10. How to win the customer's trust. 

11. Customer persuasion. 
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8. MARKET RESEARCH FOR SMEs 

Form: Training course 

Target audience: Entrepreneurs, marketing department staff, SME 
managers. 

Duration: 2 days 

Goals and objectives: Learn low-cost methods of conducting market surveys. 

Developing skills in survey design. 

1. Organizing a market study 

2. Estimating market size. 

3. Sources of market information. 

4. Practical aspects of information gathering and data processing. 

5. Using questionnaires as an important tool for gathering 
information. 

How to structure a questionnaire. 
Survey design and methodology. 
Sampling overview. 
Sampling techniques. 
Types of questions - evaluating their strengths and weaknesses. 
Conducting field surveys. 

6. Processing and interpretation of the survey results. 
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9. FINANCIAL MANAGEMENT 

Form: Training course 

Target audience: SME managers and staff, middle management and 
experts willing to develop business skills 

Duration: 3.5 days 

Goals and objectives: Intensive studies of basics of financial 
management. 

Develop practical skills of financial analyses and 
management for enterprises engaged in 
production, trade and service industries. 

1. Overview of Financial Management 
Definition and goal of financial management 
Structure, goals management of business finance 
Information technology in financial management. 
The notion of cash flow. 
Functions of financial management. 
Elements of financial management. 
Management accounting as a part of financial management 
Financial accounting vs. management accounting 

2. Cost Management and Profit Planning 
Main concepts of profit management. 
Cost management. 
Cost classification and analysis. 
Break-even analysis. 
Target planning of profit 
Cost classification in the decision-making process. 
Cost accounting for management and control. . Practical assignments using "mini case studies". 
Main concepts of budget planning. 

3. Financial Management and Financial Reporting . Requirements for financial information. . Common accounting principles. 
Difference between Ukrainian accounting system and international 
accounting standards (IAS). . Types of financial statements. 
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the United States Agency for International l kve lopnxmt  (IJSAII)) 

7.59 



. The balance sheet statement. 
The income statement (Profit and loss). 
The cash flow statement. 
Practical assignments (based on financial data from a real Ukrainian 
enterprise or client's own business). 
Testing. 

4. Analysis of Financial Performance. 
Why is financial analysis important. 
Introduction to ratio analysis. 
Profit. 
Asset turnover. 
Liquidity. 
Ca~ital structure. 
~nierconnection of company's financial performance ratios. 
Interpretation of the financial analysis ratios. 
Practical assignments. 

5. Investment Management. 
The notion of company's investment activities. 
Types of investments. 

r Investment strategy. 
Basic concepts used in investment assessment. . Algorithm of investment decision-making process. 
Quantitative methods of investment assessment. 

6. Financial Activity and Capital Structure. 
Definition of financial activity. 
Managing funding sources. 
Structure and cost of capital. 
Enterprise development and dividend policy. 
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10. WORKING CAPITAL AND CASH FLOW MANAGEMENT 

Form: Training course 

Target audience: Financial managers, accountants, financial officers 

Duration: 2 days 

Goals and objectives: To acquire skills in working capital management through 
control over inventory stock 

Compiling a budget. 

1. Working capital 
Definition and structure of working capital 
Current assets profitability and turnover 

2. Financial cycle 
Duration of financial cycle. . Analysis of working capital structure and required capital. 

3. Management of accounts receivable 
Tools for managing accounts receivable 
Control and analysis of accounts receivable 
Entering into agreements with customers 
Accounts payable and accounts receivable balance 
Calculating cash ratios on the basis of ageing register 

4. Inventory control and management . Inventory control 
Inventory management 
ABC Method of inventory control 
Estimation of the most efficient size of purchase order 
Product cost management 

5. Barter operations 

6. Compiling cash flow budget 

7. Extraordinary measures to receive money 

8. Short-term funding 
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11. CONVERTING UKRAINE FINANCIAL STATEMENTS 
USING INTERNATIONAL ACCOUNTING STANDARDS (IAS) 

Form: Seminar 

Target audience: Accountants of joint-stock companies, SME 
managers, economists 

Duration: 1 day 

Goals and objectives: Investigation of the structure and contents of 
financial statements in accordance with IAS. 

Development of skills in preparation of Ukrainian 
financial statements according to IAS standards. 

1. Basic requirements of financial information. 

2. Generally accepted accounting principles (GAAP). 

3. The basic categories of IAS. 

4. The difference between the Ukrainian accounting system and IAS. 

5. Basic forms of financial statements. 

6. Balance sheet 
The essence and contents of a balance sheet. 
Classification of assets; classification of liabilities. 
The notion of equity capital and net working capital. 
The international standard balance sheet structure. . Conversion of a Ukrainian balance sheet into the international standard. 

7. Profit and Loss Statement . The essence, contents and objectives of profit and loss statements. 
International standards in the preparation of profit and loss statements. 
The structure of profit and loss statement: Ukrainian standard. 
The structure of profit and loss statement: International standard. . Conversion of the Ukrainian profit and loss statement into IAS. 

8. Cash Flow Statement 
r Notion of cash flow statements. 

Structure of cash flow statement. . Principles of cash flow statements preparation. 
Role of depreciation payments in cash flow calculation. 

9. Correlation between different forms of financial statements. 

10. Practical assignment. 
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Form: 

Target audience: 

Duration: 

Goals and objectives: 

12. BUDGETING 

Training course 

Enterprise managers, financial managers, 
production planning department staff of middle 
and large enterprises. 

3 days 

Review the basic principles of budgeting. 

To develop skills in situational economic modeling 
through budget models. 

1. Budgeting and its role in financial planning. 

2. Budgeting as a modern managerial tool. 
The main problems in planning company's activities. 
The core goals and objectives of budget planning. 

3. Cash flow management and its link to  budgeting. 

4. The notion o f  "centres o f  responsibilities". 

5. The structure of a budget. 
The role of structural subdivisions in budgeting. 
Operating vs. financial budgets. 

6. Budget making scheme. 

7. Process of  budget development. 
Stages of compiling a budget. 
Budgeting committee. 
Budgeting management. 

8. Situational analyses with the help of budgets. 

9. Budget development techniques. 

10. Case study on developing a budget. 

11. Measuring budget variation. 

12. Business situational analyses: practicum. 
Situational modeling using various data inputs. 
Search for an optimal solution. 
Analysis, discussion and presentation of budgets 
Practical recommendations on additional budget tasks. 
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13. ASSESSMENT OF INVESTMENT ENVIRONMENT 

Form: Training-consultation 

Target audience: SME managers 

Duration: 1 day 

Goals and objectives: Develop skills in assessing investment 
environment 

1. Investment environment - an overview 

2. Stages of studying the investment market 
Developing investment strategies 
Developing an investment portfolio 

3. Western criteria for assessing the investment environment 

4. The investment environment in  Ukraine 

5. Investment market structure 

6. The role of financial analyses 

7. Financial reporting 
Balance sheet 
Income statement 
Cash flow statement 

8. Financial ratio analysis 
Financial analyses for shareholders 
Financial analyses for short-term creditors 
Financial analyses for long-term creditors 

9. Market value of shares 

10. Return on assets 

11. Return on capital 

12. Working capital 

13. Business solvency analyses 

14. Characteristics of major investment sources 

15. Methodology of investment project financing 

16. Structuring the investment 
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17. Calculating financial leverage 

18. Structure of business plan for an investment project 

19. Assessing investment efficiency 

20. Calculating cash flows 

21. Duration of investment cycle 

Legal framework regulating investment environment in 
Ukraine 
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14. ACCOUNTING AND FINANCIAL REPORTING ACCORDING 
TO IAS. 

Form: Training course 

Target audience: Accountants, financial and economic planning 
department managers 

Duration: 3 (overview) to 7 (comprehensive course) days 

Goals and objectives: To study the general principles of IAS to prepare 
financial reports. 

Applying accounting information in managerial 
decision making. L 

1. Introduction 

2. Accounting process 

3. Financial accounting 
Assets 
Capital and liabilities 
Cost and income accounting. Income statement (profit and loss) 
Cash flow statement. 
Financial reporting analyses. 

4 .  Management accounting. 
Organization of financial reporting. Classification of costs. 
Principles and methods of calculations. 
Break-even analyses. 
Budget planning and control. 
Analyses of alternative decisions. 

5. Capital investment projects assessment methodology. 
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15. MANAGEMENT ACCOUNTING 

Form: Training Course 

Target audience: SME managers 

Duration: 3 days 

Goals and Objectives: Explain the basic concepts of costs management 

Learn about low-costs areas of business 

Develop skills in implementation of cost reduction 
programs 

1. Introduction into cost management 
What is cost management? 
Benefits of cost management 
Bankruptcy as a result of improper cost management 
Primary cost calculation 
Distributing cost by category 

2. Variable costs calculation model 
Grouping of costs by categories 
Direct and indirect costs 
Fixed and variable costs 
Target profit planing 
Marginal contribution analyses 
Analyses of multi-product enterprise 

3. Objectives and methods of cost distribution -Cost Drivers 

4. Cost drivers 
How to use cost drivers 
Identification of cost drivers 
Classification of cost drivers 

5. Analysis of cost reduction 
Graphical analysis 
Comparative analyses 
Using cost sheets 

6. Case studies 
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16. PRACTICAL ASPECTS OF TAXATION I N  UKRAINE 

Form: Seminar 

Target audience: SME managers 

Duration: 1 day 

Goals and objectives: Develop skills in assessing investment 
environment 

1. Overview of  taxation in Ukraine 

2. Elements of  taxation system 

3. Classification of taxes 

4. Value added tax 
5. Excise duties 

6. Land taxes 

7. Profit tax 

8. Income before taxes 

9. Taxable profits 

10. Allowable expenses 

11. Direct and indirect costs 

12. Depreciation of major assets and intangibles 

13. Payroll 

14. Costs for social needs 

15. Other costs 

I 
4 
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17. REPORTING WITH NATIONAL ACCOUNTING 
STANDARDS (NAS) 

Form: Training course and workshop 

Target audience: Accountants, financial managers, SME managers, 
economic planning department management 

Duration: From 1 to 3 days 

Goals and objectives: Develop accounting skills to create and maintain 
accounting records in accordance with Ukrainian 
National Accounting Standards. 

1. Introduction. 

2. General requirements o f  financial reporting. 
Roles and objectives of financial reports 
Users of financial reports 
The financial year 
Requirements of financial information 
Financial report writing 

3. Ten common accounting principles. 

4. Preparation o f  balance sheets. 

5. Statement o f  financial results. 

6. Compiling the cash f low statement. 

7.  Equity capital statements. 



18. DEVELOPING A MANAGEMENT ACCOUNTING SYSTEM. 

Form: Training course 

Target audience: Managers, financial managers, economic 
planning department managers (mid-sized and 
large production enterprises) 

Duration: 3 days 

Goals and objectives: To obtain practical skills in management 
accounting development and implementation and 
applying summary reports' data for budget 
development and implementation (case study of 
the meat-processing factory "Polesye")* 

*Note: Joint stock company "Polesye" is 
engaged in procurement, raw material 
reprocessing, sales of intermediate, processing of 
raw material into finished products, wholesale 
and retail trade, exporting and importing. 

1. Theoretical introduction to developing a management accounting 
system. 

2. Theory in practice: Management accounting at joint stock company 
"Polesye". 

3. System implementation - a step-by-step approach. 

4. Implementation of the management accounting systems in 
'Polesye". 

5. Developing a management accounting system for one's own 
business. 
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19. PRINCIPLES OF ACCOUNTING AND FINANCIAL REPORT 
PREPARATION ACCORDING TO INTERNATIONAL 

ACCOUNTING STANDARDS (IAS) 

Form: Auxiliary training course on preparation to pass 
an exam on IAS. 

Target audience: Accountants, financial mangers, economic and 
planning department managers. 

Duration: 3 or 5 days 

Goals and objectives: To master IAS theory and practice 

1. Introduction 

2. Accounting process 

3. Preparation of: 
Asset accounting 
Investment accounting 
Cash flow accounting 
Bond accounting 
Vexel accounting 
Inventory accounting 
Intangible accounting 
Fixed assets 
Fixed assets - depreciation and write-off 
Short-term and long-term liabilities 
Equity capital accounting 
Profit and income statement 
Cash flow statement 
Financial report analyses 
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20. COST MANAGEMENT 

Form: Training course 

Target audience: Financial department managers, economic planning 
department managers, chief accountants, financial 
managers. 

Duration: 3 days 

Goals and objectives: To study correlation of cost management, important 
economic decisions, and general business's activities. 

To identify key areas for cost reduction 

To master the cost reduction programs. 

1. Introduction into cost management 

2. Classification of costs 

3. Variable costs model of calculation 
"Costs-volume-profit" analyses 
Notion of marginal contribution. 
Break-even level assessment. 
Marginal contribution analyses under less than full capacity. 
Marginal contribution analyses under conditions of low demand. 

4. Cost drivers. 

5. Approaches to cost reduction. 
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21. BUSINESS PLANNING 

Form: Training course 

Target audience: Managers and experts of small and middle-sized 
enterprises, sole proprietors. 

Duration: 3 or 5 days. 

Goals and objectives: Master basic business concepts. 

Study business planning methods and techniques. 

Generation and analysis of business ideas. 

Introduction 
Goal, tasks and expected outcomes of the training course. 
Training methodology of the course. 
Definition of business planning. 
Principal components of a business plan. 
The notion of investment. 

2. Definition of business 
Goals of business 
Definition of business 
Functions of business. 
Innovation in business 
Business productivity 
Role of profit 
Business needs hierarchy. 
Linking business goals and objective 

3. Marketing . Basic concepts of marketing 
Stages of marketing development 
Definition of marketing 
Marketing mix and its components: The 4 <<Ps>>. 
Product 
Price . Place - marketing channels. . promotion and its functions . Key factors impacting marketing strategy 
SWOT- analysis . Market Assessment: Segmentation, Targeting, Demand Estimation . Competition and Competitive Advantage 
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Sales forecast and its connection to company's market strategy 

4. Finance arid Accounting 
Characteristics of main sources of investment 
Types of funding of investment projects 
Five Cs of Credit 
Typical questions asked by creditors 
Financial reporting 
Financial and accounting documents: balance sheet 
Cost classification 
Income statement 
Cash flow Statement 
Financial analysis 
Criteria of investment attractiveness 

5. Project description 
Project description and justification 
Cost estimate 
Sources of project funding 
Calculating the break-even point 
Sales forecast and operational profit 
Terms of project financing 
Loan repayment and service schedule 
Pro forma financial statements 
Criteria of project investment assessment. 
Project financial ratios 
Project risks 
Project Schedule and timeframes 

6. Summary 
Requirements for business plan summary. 
Project implementation plan. 
Manager's role and functions 

lnternat~onal Fmance Corporat~on's Ukrame Busmess Development Protect (UUIII') I\ wpported by 30 
the Un~ted States Agency for International Development (USAID) S 



22. ORGANISATIONAL AND PSYCHOLOGICAL ASPECTS OF 
MANAGEMENT 

Form: Training course 

Target audience: Top and middle managers 

Duration: 3 or 5 days 

Goals and objectives: To study main concepts of management 

To master practical techniques of organizational 
management. 

Improvement of personnel management skills. 

1. Overview of management principles and functions 
The objectives and functions of management. 
Management methods and techniques. 
Organizational and economic structures of management. 
Stages of data processing in management. 
Practical assignment for developing management structures. 

2. Psychological analysis in management. 
Psychological structure of professional activities 
Study of professions. 
Psychogram. The stages of surveys in applied professiography. 
Professional efficiency factor. 
The core and structure of individual professional activity. 

3. Group activities in management systems. 
The notion of a group and group classification. 
Peculiarities of; management in formal and informal groups. 

4. Communication and interpersonal relations in management 
systems. 

Psychology of communication. 
Informational functions of communication. 
Types of interaction. 
Interpersonal relations in groups. 

5. Interpersonal interaction in group management systems. 
Personality overviews. 
Cognitive processes. 
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Psychological cohesion in management systems. . Psychological compatibility. 

6. Management and leadership. 
The concept of management and leadership. 
Manager's functions. 
Styles of management. 
Manager's personality. 
Manager's communicative culture 

7. Methods of psychological influence 
The power of reasoning 
Methods of argumentation 
Regulation of activities and relationships. 

8. Conflicts in a team 
The source of conflicts. 
The dynamics and development of conflicts - methods of control. 
Psychological practicum on conflict study. 

Case Study 
"Analyses and development of organisational and management structure in an 
enterprise. Diagnostics of management." 
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23. BREAKEVEN ANALYSIS 

Form: Training course 

Target audience: SME managers, middle managers and 
economists. 

Duration: 1 day 

Goals and objectives Development of practical skills in break-even 
analysis. 

1. Break-even analysis and cost management of an enterprise 

2. Costs classification and analysis as a part of break-even analysis. 
rn Fixed costs. 
rn Variable costs. 

Mixed costs and methods of their conditional distinction. 
Marginal contribution. 

3. Marginal contribution put into practice. 

4. Assumptions and limitations of break-even analysis. 
rn The break-even point concept and its graphic description. 

Methods of break-even analysis in single-product enterprises. 
rn Methods of break-even analysis in multi-product enterprises. 

The correlation of break-even analysis and product assortment. 
The notion of the financial safety line. 

rn Application of break-even analysis methodology in target profit planning. 

lliternational Fmance Corporation's Ukraine Busmess Development Project (lIB1)l') I \  \upported by 33 
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24. PERSONNEL MANAGEMENT 

Form: Training course 

Target audience: Directors of enterprises, managers, personnel and 
training departments' staff. 

Duration: 2 days 

Goals and objectives: Learn how to create an organizational management 
structure relative to a firm's objectives and functions. 

Study of personnel management techniques. 

1. Methodology of personnel management in an organization. 
Principles of organizational planning. 
Elaboration of the organization's personnel management system. 

2. Organizing a personnel management system. 
Em~l0We recruitment, review and selection. . staff evaluation. 
Management of personnel's business carriers and qualifications. 

3. Preparing to work with company staff. 

4. Personnel management techniques and company's staff 
development. 

Theory of individual and social groups' conduct. 
Methods of motivation of working activities. 

International Finance Corporation's Ukraine Business Development Project (U131)I') i s  supported by 34 
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25. CONFLICT MANAGEMENT / RESOLUTION 

Form: Training course 

Target audience: High and middle managers, personnel department staff. 

Duration: 1 day 

Goals and objectives: Develop skills in creating favourable psychological climate 
in teams. 

Improve the overall professionalism and quality of 
management with the application of conflict resolution 
skills. 

1. Conflict as a stage in company's development. 

2. The structure, dynamics and types of conflict. 

3. Delegation of responsibilities - a source of conflict. 

4. The basis of business and interpersonal conflicts. 

5. Identifying the source of conflict - the cartographic method. 

6. Conflict biases. 

7. Psychological aspects of conflicts. 

8. Behavioral patterns in conflicts. 

9. Conflict management methodology. 

10. Constructive conflict resolutions. 

11. Coordinating conflict resolution. 

12. Practicum: tasks, tests, case approach. 



Ukraine Consulting Network 

26. LEADERSHIP I N  BUSINESS 

Form: Seminar 

Target audience: Managers 

Duration: 1 day 

Goals and objectives: Develop leadership knowledge, skills, and 
potential 

1. The functions and qualities of a leader 

2. Directions of leadership in the system of management 

3. Types of power and authority 

4. Leadership communications with partners and clients 

5. Team building 

6. Feedback 

7. Testing your leadership skills 

liilcmatioii;~l Finance Corporation's I lkraine Btisiness I)cvclopiiieiit I1r<!jcct (1111I)I'1 t k  wpported by 36 
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27. FOREIGN ECONOMIC ACTIVITIES (FEA) I N  UKRAINE: 
RULES, REQUIREMENTS, AND REGULATIONS 

Form: Training course 

Target audience: Managers of SMEs engaged in FEA 

Duration: 3 days 

Goals and objectives: , Develop skills in assessing the investment 
environment and opportunities 

1. Who can conduct foreign economic activity in Ukraine? 

2. Regulations for FEA 
FEA according to government regulation 
State powers for FEA regulation 
The legal status of foreign subjects in Ukraine 

3. Foreign trade operations 

4. General classification of goods 

5. FEA commodity classification 

6. Foreign trade policy of the state 

7. Classification of services 

8. Types of exchange deals 
Non-cash basis 
Cash and financed transactions 
Production cooperation agreements 

9. Export and Re-exporting 

10. Importing 

10. Types of quotas 

11. Types of licenses 

12. Indicative pricing 

13. Swaps 

14. Types of foreign economic operations 

15. Customs duties 

16. Accounts in hard currency 

17. Taxation for import-export operations 

18. Foreign economic contracts 

International Finance Corporation's Ukraine Business Development Pro.ject (IJI3l)l') i s  supported by 37 
the United States Agency for International 1)eveloprnent (IJSAII)) & D  



28. RISK AND RISK MANAGEMENT FOR SMEs 

Form: Training course 

Target audience: SME managers 

Duration: 3 days 

Goals and objectives: Develop skills in measuring and controlling risk 
and assessing investment environment 

1. An overview of risk analysis 

2. What is risk management? 

3. Decision-making under risks 

4. Risk and uncertainty 

5. Types of  risks 
Financial risks 
Industry risks 
Economic risks 
Political risks 

6. Risk assessment 

7. Methodology for risk analysis 

8. Sensitivity analysis 

9. Probability analysis 

10. Expected value 

11. Analyses of scenarios 

12. Choice under uncertainty 

13. Principles of attitude to  risk 

14. Case studies: assessment of two investment projects 

15. The process of risk management 

16. Methods of risk control 

17. Financial assessment of risk 

International Finance Corporation's Ukraine Business Development Project (Utl[)l') is supported by 
the United States Agency for International ikvelopment (USAID) 



29. ORGANIZATIONAL CULTURE 

Form: Training course 

Target audience: SME managers 

Duration: 3 days 

Goals and objectives: Improve knowledge of organizational cultural 
issues 

Develop skills for creating and managing desired 
organizational cultural characteristics 

1. The essence of organizational culture. 

2. Cultural layers within an organization. 

3. National aspects of culture. 

4. Multinational environment in an organization. 

5. Analyses of  cultural mentality. 

6. Alternative cultural forms of an organization. 

7. Organizational culture objectives. 

8. Assessing characteristics of organizational culture. 

9. Functional roles within the context of organizational culture 

10. Types of organizational culture (by Harrison and Hendy) 

11. Matrix of  organizational cultures 

12. Organizational behavioral styles 

13. Mechanisms of culture development 

14. Professional ethics issues 

International Finance Corporalion's Ukraine Business Development Project (1JI3I)I') I S  supported by 39 
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30. THE FUNDAMENTALS OF LEASING 

Form: Training-consultation 

Target audience: SME managers 

Duration: 1 day 

Goals and objectives: Develop overall understanding of the 
fundamentals of leasing 

Describe the roles and responsibilities of 
participants in the leasing process 

1. What is leasing? 

2. What can be leased? 

3. Who is involved in the leasing process? 

4. Scheme of leasing operations 

5. Types of leasing 
Direct leasing 
Indirect leasing 
Domestic leasing 
International leasing 
Financial leasing 
Operational leasing 

6. Functions of leasing 

7. Leasing-related regulations 
Cross-border leasing 
Leasing in Ukraine 

8. Leasing management 

9. Leasing payments 
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31. BUSINESS COMMUNICATIONS AND NEGOTIATIONS 

Form: Training course 

Target audience: SME managers 

Duration: 3 days 

Goals and objectives: Improve business communication and negotiation 
skills 

1. Non-verbal communication 

2. Theoretical principles of transactional analyses 

3. Rules of adjustment for successful communication 

4. Behavior patterns and strategies 

5. Preparation for negotiations: practical and creative techniques 

6. Creating win-win negotiations 

7. The power of reasoning 

8. Social and psychological aspects of persuasion 

9. Reasons for unsuccessful negotiations 

10. Practical guide for conducting negotiations 

11. Types of conflict resolution 

12. Negotiations in practice 



32. ENTERPRISE RESTRUCTURING FOR COMPETITIVENESS 

Form: Training course 

Target audience: SME managers 

Duration: 3 days 

Goals and Objectives: Introduce the concept of enterprise restructuring 

Learn the step-by-step process of restructuring 

Linking external analysis to restructuring 

1. Enterprise restructuring. 
Management development 
Marketing development 
Financial restructuring 

2. Succession of restructuring: problems, objectives, strategies, 
tactics, logistics. 

3. Business competitiveness. 

4. Competitive strategies. 

5. The "wheel of competitive strategy". 

6. Principles of decision-making process on competitive strategies. 

7. Why environment analyses is compulsory? 

8. Analyzing the macro and micro economic environment. 
Economic environment 
Political environment 
Legal environment 
Technological environment 

9. Analyses of competitive environment. 
Consumer market analyses 
Supplier market analyses . Competitor analyses 
Infrastructure analyses 

10. Key factors for success. 

Illterrialiolial 1'in;rnce Corporation's LJkrainc f3usit1ess Lkvclopt i~enl  I'ro.icc1 (I II(I) I ' I  i, wppoi-tcd by 42 
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33. PERSONNEL MANAGEMENT FOR SMEs 

Form: Seminar 

Target audience: SME directors and managers, personnel and training 
departments' staff. 

Duration: 1 day 

Goals and objectives: Learn how to create an organizational management 
structure relative to a firm's objectives and functions. 
Study of personnel management techniques. 

1. The role of personnel management in SMEs. 

2. Linking personnel management to  firm style and culture. 

3. The role and importance of team spirit. 

4. Principles of team building. 

5. The boss's shadow and a leader's transparence. 

6. Recruitment and hiring process. 

7. Dismissal process. 

8. Staff motivation: principles and techniques. 

9. Managing staff for efficiency and effectiveness. 



34. MANAGEMENT TOOLS USING MICROSOFT EXCEL@ 

Form: Training course 

Target audience: Entrepreneurs, businessmen interested in developing 
their computer skills. 

Duration: 2 days 

Goals and objectives: To learn opportunities of the software package and 
range of its application. 

To develop sufficient skills in applying techniques for 
budgeting and accounting standards conversion, and to 
generally broaden PC user's qualifications. 

1. General information. 

2. Basics of using a PC. 

3. Work with books and sheets. 

4. Data input and manipulation with cells. 

5. Management of lists. 

6. Absolute and relative addressing. 

7. Formatting tools. 

8. Creation of formulas. 

9. Work with diagrams. 

10. Creation of databases. 

11. Summary tables. 
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This manual was prepared by iFC's Ukraine Leasing Advisoy Project (the 
Project) and funded by the United States Agency for Internat ional  
Development (USAID). 

The Project began i n  1998 as part of IFC's Ukraine Business Development 
Project w i th  the goal o f  "improving conditions for f inancial Leasing in  
Ukraine." The Project has focused on assisting the Ukrainian government 
and industry stakeholders i n  reforming Leasing-related Legislation. The legai 
and tax framework for financial leasing represents the most significant  bar^ 
r ier t o  the development of a financial Leasing industry i n  Ukraine. 

Since i ts f irst leasing investment in Korea i n  1977, IFC has been promot- 
ing  leasing i n  countries a l l  over the  world. For over 30 years, IFC has been 
advising member governments on Leasing iegisiation and reguiation, under- 
taking feasibility studies, identiQing sponsors and technical partners, and 
investing i n  new leasing companies. Over half o f  the developing countries 
that  have a leasing industry today have had IFC invest i n to  their Local Leas- 
i ng  companies - over 130 projects i n  about 45 countries. 

The degree to  which Leasing can be effective i n  a d iKicul t  economic envi- 
ronment has been witnessed among many o f  Ukraine's neighbors where ieas- 
i ng  has grown quite rapidly. IFC has invested i n  Leasing companies in  Russia, 
Estonia, Bulgaria. Romania. Czech Republic and Slovenia, and i s  actively 
preparing leasing investments i n  other countries in  the region. 

This manuai provides Ukraine's Leasing industry participants and enter- 
prise managers wi th a thorough understanding o f  Leasing (particularly f inam 
cial  Leasing), both internationally and according to  Ukrainian legislation. 
After reading this manual, the reader w i l l  understand rvhy financial ieasfng 
is such a widely used form of  asset financing around the worLd and ' ~ h y  it lhas 
no t  developed in Ukraine. 



This document is called a 'manual' because i t  provides the reader w i th  a 
practical guide to the i ega l  tax, and accounting treatment of leasing under 
Ukrainian law. The analyses and recommendations i n  this manualare based 
on discussions with current lessors and parties t o  other forms o f  asset 
financing i n  Ukraine to  present current practice rather than theory. It cov- 
ers, i n  de ta i l  the key issues that  enterprises and lessors rnust consider when 
assessing a potential Lease agreement. 

I n  each section o f  the manual, we explain the weaknesses of Ukraine's 
leasing-related Legislation relative t o  other countries and how it may be 
improved. Therefore, th is document also serves as a guide for i n d u s t y  par- 
t icipants and government officials on the refornis necessary t o  encourage 
the development o f  a leasing i n d u s t y  i n  Ukraine. 

The authors and members of IFC's Leasing Advisory Project - Denis 
Vasilenko, Nadezhda Ryazanova, Serghiy Kysil and Richard Caproni would Like 
t o  thank those who contributed t o  the preparation of this manual. First and 
foremost the  Project would l ike t o  thank the managers and staff o f  Ukraine's 
lessors and industry participants whose assistance to  the Project and this 
manual was paramount. Significant contributions t o  this manual were made 
by  Elena Beryozkina and Karim Ahmad o f  IFC, as well as members of IFC's 
Russia Leasing Development Group. Editing and corrections o f  the English 
version were made by Daniel Kohn and the Ukrainian version by Galina 
Slivinskaya. 

The views and opinions in  this report are those o f  the authors and do not 
reflect the opinions o f  Internat ional  Finance Corporation or the United 
States Agency for Internat ional  Development. This iiianual has been pro- 
duced i n  both English and Ukrainian languages, however, in  the case of any 
ambiguity. the English w i l l  prevail. 

Addit ional copies o f  this nianual i n  either lhard copy or i n  electronic For- 
mat may be obtained by contacting the Following: 

.h:emgtiono! 5nmwe !5vpc:::~:xr 
/, yo!!o"!~,i:syc 7!r(!t>:. (5' +:; 

Kyiv, !i1!,24 !/l;oi::! 
reiephone: +3a 64d :':ij 9:. . n  
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I. INTRODUCTION 

Leasing has generated a great deal of interest in the press and among govern- 
ment officials as an effective financial instrument to facilitate economic develop- 
ment in Ukraine. Many advantages which leasing provides over conventional 
bank financing panicularly address the capital and liquidity problems faced by 
Ukrainian enterprises. Many of Ukraine's ne~ghbors have seen their leasing 
industry take off, leaving many wondering why has this yet to happen in Ukraine. 

This manual provides the necessary information to understand the nature of lease 
transactions and the issues relevant to the development of leasmg in Ukraine. 

This manual will da this by: 

;. Providing a conceptual understanding of leasing and why i t  has developed as 
such a widely-used and effective financial instrument throughout the world: 
and 

;. Analyzing Ukraine's taxation and legislation for leasing transactions. This will 
show why the typical benefits and advantages that financial leasing provides 
in many other countries are currently not realized in Ukraine. 

Leasing, and particularly financial leasing, is defined quite differently from coun- 
try to country. Therefore, this manual will explain the core principals and funda- 
mentals of leasing followed by an explanation of leasing under Ukrainian law. 

A commonly accepted definition of leasing is: 

''A contract bedwr?en two pardies, wt~!,r?ii:i !!no pi!izy i i l n  kis.soil) prowdes a n  
a s e t  for usage t o  another pai-ty (the lf!ss!:c] !or 8 !;!;r:;i!ii:r! pei-iod of t ~ m e  in 
ren i rn  for specified payments. 

This definition is simple and provides the foundation of a lease transaction, but 
it says little about the way leasing works. To understanri better how leasing 
works, one must look separately a t  the two kinds of leiisiri~j, operating leasing 
and financial leasing. 

Under both operating and finance leases, assets are provided for use. The dif- 
ference between the two is that under financial leasing the goal of the lessee is 
eitherto acquire the asset or a t  least use the asset for rnost of i ts economic life. 
Operating leasing on the other hand is analogoiis to rent and a lessee is inter- 
ested in using the asset for just a specific project or a shortei' period. 

Financial leasing is often defined as. ' a  corr;? Of ;,:w!;:, :!~~'i::;i;e!!ie:it inciuciirlg 
CYl.ti .. 91.1 , payn~ents  f w a  definite penoi! of time . I :  exc:;iiir;;:: ::::.i!:e ~!se o ian  asset 
for most  of i ts  u:;cfo; fife with ;XI ~)rec!!rif::?;, ::r o!;::!~; :%!, !.Jv ;!v!:!!?t!.iai ?I~OLII~I- , , 

tiion for ov~r;ersi i ip This definition refers to ftnancial Ikasing as a credit 
arrangement because in most cases, enterprises use fiiinncial leasing t o  
finance the purchase of fixed assets. 

Although regulation and taxation of leasing transactioris varles in d~fferent 
countries, there are a few core concepts frorn wh~ci i  1e;isiiig dei'ives its advan-- 
tages relative to other forms of financing. 



1 Lessors provide an asset for usage and therefore retain legal ownership of 
the ieased asset until the end of the iease term. This provides lessors w ~ t h  a 
stronger security position than a collateral agreement. 

2, Lessors do no t  take deposits from the pubiic and thus do no t  require the 
burdensome regulations concernrng reserves and collateral that deposko- 
r y  institutions endure. 

3. Because financing is for a specific ciient and for a specific asset, the pay- 
ment structure can be matched to the lessee's scheduled cash flow. 

These factors allow lessors to focus on the potential cash flow of the lessee 
and not on their balance sheet and credit history. Where leasing has developed 
successfully, lessees often do not need collateral other than the leased asset. 
Lessees are usually required to come up with a lower percenmge of the asset 
cost at the beginning of a lease relative to bank credit and other forms of financ-- 
ing. As a result, new and small enterprises around the world that would lhave 
had difficulty obtaining financing for much needed equipment and/or vehicles 
have been successful in leasing these assets. 

Leasing finances over $40 billion per year in new equipment and vehicle pur- 
chases in developing countries alone. The leasing industry globally is enormous and 
in many countries accounts for more than a quarter of all equipment financing. 

The effectiveness of leasing in any country depends heavily on the taxation and 
regulation that surround or influence such a contract. Most  important are tax- 
ation laws, particularly with regard to methods of depreciation allowed for tax 
purposes. 

Many countries realize the importance of promoting leasing as an important 
element in their overall economic development. Leasing provides an opportuni- 
ty for enterprises to modernize equipment and thus improve their efficiency and 
competitiveness. Leasing is also an effective way for manufact~irers of leasable 
assets to sell more of their products. 

Leasing in Ukraine 

Looking a t  the current economic situation in Ukraine, particularly the condi-- 
tion of the financial sector, one comes t o  the realization that  the need for 
leasing is especially acute. The banking sector's lack of liquidity and experience 
in lending to SMEs has left enterprises with virtually no access to capital. The 
shortage of long term asset financing negatively affects the cornpetitiveness of 
even Ukrame's most creditworthy enterprises and thus Ukraine's overall eco- 
nomic development. 

Financial leasing has enormous potential in Ukraine in that i t  addresses the 
problems of many Ukrainian enterprises that do not qualify for bank financing. 
However, the development of a leasing industry in Ukraine has been lhampered 
mostly by problems related to the legal and tax treatment of lease transact.ions. 

The legal and tax treatment of financial lease transactions in Ukraine includes 
ser iom disincentives to conducting financial leasing in Ukraine. Contradictions 



and ambiguities in legislation make the tax treatment and rights of parties to  a 
lease incomprehensible. The result is that the term 'leasing' in Ukraine is oken 
misused to describe all sorts of mechanisms used to finance the purchase of 
equipment and other fixed assets. 

There are also market driven factors that negatively influence the potential 
development of leasing in Ukraine that also create problems for banks and other 
sources of financing. Most of these factors are related to the lack of macroeco- 
nomic stability and consequently, higher country risk. This results in high inter- 
est rates and a lack of funding sources for lessors. Potential lessees need to 
earn very high returns in order to generate sufficient cash flow to qualify for 
financing on a cash flow basis. 

Despite these market issues, research has shown that there remains signif- 
icant unfulfilled demand for laasiny if offered on appropriate terms. Additionally. 
lessors are ready to enter the Ukrainian market once the legislative environ- 
ment improves. The potential demand for leasing in Ukraine is further evidenced 
by the use of pseudo-leasing transactions such as 'sale with deferred pay- 
ments.' which potential lessors and lessees have developed in response to the 
impassible tax and legal requirements for lease transactions. 

There are currently only a handful of financial intermediaries in Ukraine which 
classify themselves as leasing companies. However, due to shortcomings of the 
Ukrainian taxation and legislation governing leasing transactions, these compa- 
nies do not carry out leasing transactions as defined by Ukrainian law. Most 
'leasing companies' use deferred sales as defined by Ukrainian law which is the 
closest financing mechanism to the international concept of financial leasing 
Ifor an explanation of the installment sales under Ukrainian law, please refer to 
Appendix 31. Some asset financing institutions also use operating leasing with a 
separate purchase contract. 

In December 1997, the Ukrainian Parliament aclopted the first, Law on 
Leasing. which currently provides the legal foundation for lease transactions. 
Tax treatment for lease transactions are covered in the Law on Corporate Tax 
and Law on VAT. These laws need to be modified to prov~de a consistent 
approach to the treatment of lease transactions such that partles to a lease 
transaction wtll be able to assess confidently the risks and costs involved. 

This manual w~ll help the reader to understand lhow Uki-a~nian laws treat a 
lease transaction. This analysis also describes those problems, which have 
scared off lessors from working in Ukraine. We provide general recommenda- 
tions as to the key issues that need to be ecldressed so that a zornpetit~ve leas- 
ing industry may develop in Ukraine. 

The last sectlon will cover the treatment of leases undel- Ukraine's recently 
adopted National Accounting Standards IUNAS). This sectlorl will help the reader 
to understand more of the economic nature of lease transactions and how UNAS 
for leasing transactions diifer fror,  International Accountin<) !standards [IAS). 



II. FUNDAMENTALS OF LEASING 

DEFINITION AND TYPES OF LEASING 

Leasing - a contract between two parties whereas one party ( the  
lessor) provides an asset for usage to another party ( the lessee) for 4 

specifiedperiod of time, in return for specifiedpayments. 

As explained in the introduction, leasing has no univei-sat definition. A number of 
legal and taxation models are currently in use worldwide that affect the useful- 
ness of leasing as a financial instrument relative to alternative financing sources. 
In order t o  provide an understanding of what a leasing transaction encompasses 
we must compare the two types of leasing, operating and financial. 

Characteristics of financial leasing include: 

2. The goal of the lessee is either to acquire the asset or ? L  !east !is@ the asset 
for most of i ts  economic lge. 

*Rights and responsibilities for i?coi:o!i!;c mwneuiiip' Ihc iecsed asset are 
borne by the lessee. Economicownership refers to U.?'iring :he rewards and risks 
associated with possessing an6 usin? a:i osser. This inciijdas the risks of acci- 
dental ruin or damage of tile asset. rhi.9. darnagt?. thoi rmders an asset unus- 
able, does not exempt the lessee/;ornfinondai iinhiiities Ze,%';:e :he lessor. 

'v Tile lessee intends to cover ail or most of the ;id! cost 0; die o s e t  during the 
lease t e n  and therepre is like!y !o assunie :Ne $01 ! i :a ossei cit the end of 
the lease term. The lessee mny !join citlejbr :!re nssel eorl;er, but no earlier 
t j m  when he hnspaid thefi1i cost of the asset. 

>Tile lessee chooses the suppiier uf :he w e t  an(: apglirr a1 iiie lessor for 
fmding. This is significant because, .is was rioted %li:iii,?. t l : ~ '  /easing c0.m 
pony that funds the trar:sactiori, siio:ild not he iiabic ,@ rite asset quolily, 
teclinical characteristics and corngieteriess. even tk?:~i;i; :t ;?&ins the iegal 
winersiiip of the asset. 

'i Tile lessee may or may nor buy-.?ui die leased asset c;  c!< ofthe lease. 

Characteristics of operating leases include: 



This conceptual understanding describes the nature of the two transactions 
but should not be used as legal framework. Both sides should have maximum 
flexibility to close the contract which best suits their needs. In fact, many coun- 
tries do not have any specific 'Law on Leasing.' The reason such distinctions are 
made are mainly for taxation and financial reporting purposes. 

For example let's take a look a t  how the distinction is made by lnternat~onal 
Accounting Standards [also used in Ukrainian National Accounting Standards]. 
These standards, which determine procedures for financial reporting state that 
a lease is a financial lease if there is at least one of the following features: 

Z the !ease transfers ovinership of i!ie asset to the lessee by the ei:d of the 
iease term; 

3 the iessee has the option to purchase ;!!e asset at n .?ria? which is exp?cie;! 
to be suficientiy iower than thefcir value at the date the optior! becomes 
,?xercisob!e and at the inception ofihe iease, it is mso!!cb:j/ certcin illat ;he 
option will be exercised; 

i the !ease term isfor a nlajon'ly of the ~tsefu! life of r!!e asset. !?!e Title may 
or may not eventliolly be transfefred; 

P the present va!ue o f t he  minimum !ease payments at :he i~!ce,ptiori of the 
lsnse, is greater than or q u a !  to the fair :,she of the icnsed asset. 

Any lelses [,ha! do not have nny ofrhe above <ha!-acteristics ore considered r) !I$' ?per. 
. . 

ciii!g iraszs. 

As is evident, this is far f rom an exact definition, which is why inany countries 
see no need to define the types of leases in legislation. From a policy standpoint. 
countries realize the value in providing maximum freedom to the parties to a 
lease transaction to structure the transaction that suits them best. The trans- 
action is subsequently classified for tax purposes based on the nature of the 
ti'ansaction, as seen above. 
- 
I here are many different tax models due to the unique nature of financial 

leasing as a form of asset financing where the lessor maintains legal ownersl~ip 
but the lessee assumes the risks and reward of economic ownership. So how 
are policy makers to determine how to tax such transaction? 

If we take another look at a common definition for financial leasing: 

financial leasing is often explained as a form of credit arrangement, 
including certain payments for a definite period of time in exchange for 
the use of an asset for most of its useful life with an agreement or option 
for its eventual acquisition for ownership. 

Given this definition, a financial lease may be treated as if it were just a loaii. 
Although many countries tax financ~al leases s~mply as a purchase and sale of 
the asset by the lessor [European modell. Whlle others treat financial leases as 
though the lessor is just providing the asset for usage [US rnodell. There is obv-.  
ously no 'right' model and each country simply chooses the model that is besi  



suited to their kconomic policies and goals 

1 

Owership transferred 
b y  the end o f  Lease term 

I 
NO 

I 

Present value o f  minimum lease 
payments greater than or substan- 

tially equal t o  asset'sfair value 

Nb 

Operating Lease 

THE IMPORTANCE OF LEASING - A Practical Look 

Consider the following three scenarios, each describing a business 
seeking financing: 

1. The owner of a small, two-year old car shop decided to expand his service 
list and set up a painting facility. Market research clearly showed that local 
demand exceeded the capacity of existing paint shops. The owner prepared 
a quality business plan and applied to a local bank with an active lending pro- 
gram but was refused on the basis that the car shop lacked sufficient col- 
lateral. The bank was unwilling to recognize that the company's strong cash 
flow projections and reputation represented a large part of the company's 
market value. Eventually. lack of collateral was the decisive factor why the 
loan application was refused. 

2. Having analyzed losses borne at harvesting, a large farming business con- 
cluded that it incurs significant losses at harvest became it still uses out- 
dated harvesters. The farm so~ight to import rnoder~i harvesting machinery 
with ~ n u c h  better productivity, which woulcl sign~ficantly inci'ease the farm's 
profits. The farm applied to a bank for a loan and offei.ed 51 processing line as 
collateral to secure the loan. The bankmy institiltion was happy with the col- 
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lateral value and liquidity, but the bank's own financial resources allowed 
them only t o  offer a one-year foreign currency loan with monthly payments 
a t  25% interest The farm could not meet such a repayment scheme. 

3. A small furniture manufacturer had begun exporting to a group of large dis- 
count furniture retailers in Western Europe. However, the furniture manii- 
facturer's prices were being driven up by extremely high delivery costs i t  was 
paying to a third-party trucking company. Based on its current level of 
exports, the company realized that their projected shipping costs would 
allow them to pay off the cost of two trucks pius interest in less than three 
years. The coinpany applied to a local bank t o  finance the purchase of the 
trucks. The bank agreed to provide 70% of the costs of cost of trucks if the 
company provided the other 3096. The company was not able to come up 
with such a large sum of cash and finance the increase in their production a t  
the same time. 

The scenarios described above are quite typical today in transition econoinies 
such as Ukraine. The examples under review assumed stable operating busi- 
nesses, planning to purchase or replace fixed assets and requiring external 
funding. In all three cases funding could not be accessed for oblectlve reasons. 

Lack of collateral in the first example, availability of oniy short-term bank 
financing in the second scenario and large up-front cash flow requirements in 
the third case made i t  impossible to purchase the required equipment. 

Without financial leasing, these plans would be unfeasible. What  follows is a 
description of how leasing companies acted in these situations and lhow they dif- 
fer f rom conventional financing institutions. 

1. Rather than look a t  the value and liquidity of the car enterprises assets, the 
leasing company saw the market perspectives of the company and its abili- 
ty to effectively sell i ts sewices based on its skills and expertise. Revenues 
and net profit generated by the company were sufficient to service lease 
payments, without disrupting the company's current activit~es. The leasing 
company supplied the required equipment to the car shop notwithstanding 
its lack of sufficient collateral. The lessor held the title for the eqiiipment 
during the entire duration of the lease contract. After having met all terms 
of the lease, the car shop assumed title for the equipment. 

2. In this example, the farm was not happy with the terms of bank funding - n w  
ther with the repayment schedule nor with the cost of funcling. A Ukrainiair 
leasing company was able to receive a trade credit from a foreign siipplier of 
the required equipment a t  15% annual rate, as it had a long-term relationship 
with the supplier and enjoyed its trust as a reliable partner. Moreover, as a per- 
manent client of the foreign supplier, the company enjoyed discounts for eqiiip 
ment price and wasable to setup a seasonal repayment schedule thatwas coil-. 
sistentwith the cash flow ofthe farm. Therefore, a foreign bank funded the sul~--. 
plierwho provided the equipment as a trade-creditto the Ukraiiiian iessor. Tlx! 
lessor provided the farin access to the banking system of the s~ipplier councry. 
which could provide resources for a longer term and at a lower interest. 



3.  Although the furniture manufacturer could not come up with a huge up- 
front payment for the purchase of new trucks. its contracts with the large 
Western European retailers, was sufficient to convlnce a captive leasing 
company for a major truck manufacturer to lease them the vehicles. The 
leasing company agreed to a 10% up-front payment and a 3-year lease 
with quarterly payments. 

ADVANTAGES OF LEASING 

Some conventional advantages of financial leasing vis-a-vis bank 
financing include: 

P Simpler security arrangements as the asset provided for leasing represents 
the primary collateral. Because the lessor retains legal ownership of the leased 
asset, they will not have to compete with other creditors to repossess the leased 
asset if the lesseek business fails. Therefore, financial leases generally hove 
lower collateral requirements. For this same reason. lessors typically hdve 
more lenient credit-histoy requirements. This allows young and small enter- 
prises to access leasingfinance much more easily than bank loans. 

>Availability. In developing countries, leasing may be the only form of medi- 
u m  to long-ten financing available for purchasing equipment. Lessors tend 
to  specialize in certain types of equipment which allows them to attract trade 
f inandngfrom equipment producers or access foreign financial markets by 
sharing in the credit risk when providing leased equipment. Enterprises 
would have much more dificulty accessing these sources themselves. 

>Convenience and lower transaction costs. Leasing can be arranged more 
quickly andsimply than conventional loanfinancing because 1 )  lessorsdo not 
take deposits and therefore are not subject to regulation 2)  additional securi- 
t y  is usually not necessary. These factors remove much of the red tope often 
associated with bank loans and allow lessors to make quicker decisions and 
require less documentation. This helps the lessee to avoidcosts associated with 
assigning collateral documentation and slower processin!g times connected to 
bank borrowing which may be significant, particularly for smaller borrowers. 

>Less cash required uplfront.  Leasing can finance a higher percentage oj 
the capital cost of equipment than bank borrowing, often with little down 
payment. This is again due to  the  stronger security position of a lessor than 
just a collateral agreement. 

>Flexibility. Leasing contracts can be structured to  meet tire cash flow needs 
of the  lessee. Lessors hove less liquidity concerns than hanks and can more 
easily balance the timing of assets (leases) arid liabilitii!~ (honk credit lines 
and trade credit). 

> Tax incentives. In many countries lessees can oflset their f d !  lease payments 
against income before tax, compared to just the interest oil Sank loans. Many 
governments grant tax incentives to leasing because they recognize that it 
enables new and smallfirms to accessfinancing for investment. 



FINANCIAL LEASING - A History 

Leasing may be defined as a set of property relations where one party [lessor] 
provides assets for use by another party [lesseel. for a definite period and in 
exchange for payment. More specificaily. financial leasing rnay be defined as a 
form of credit arrangement including certain payments for a definite period of 
time in exchange for the use of an asset with an agreement for t s  eventual 
acquisition for ownership. 

Transactions ofthis naturecan be traced backthousands ofyears, although leas- 
ing has evolved considerably and received a legal basis only during thelast40 years. 
In the daysof the industrial revolution, mass producers began leasing typeschemes 
as a marketing tool that helped them sell more of their manufactured goods. 

Utility companies such as Bell Telephone Company used short-term leases to 
allowthe population to afford telephones who they could then charge for service. 
Gas and electricity companies used the same scheme in installing electricity 
and gas meters. 

As the 20" century rolled around, manufacturers of large production equip- 
ment began realizing the usefulness of leasing as did the railroad sector, In late 
1930s.  Henry Ford was selling his cars using deferred payments, where each 
payment reimbursed the cost of capital and a portion of the car price. 

I t  is these manufacturers who began refining the a r t  of financial leasing on a 
grand scale. The producers had resources to finance production of the asset 
but their customers obviously did not have enough cash for immediate payment. 
Given that many potential clients did not qualify for bank financing, the only thing 
left for the producer to do was to pass the product on in exchange for deferred 
payment with a markup to cover his cost of capital. Thus, the idea of payment 
for fixed assets in portions enabled produce'rs to increase the n~irnber of clients. 
volume of output, and to gain a significant competitive advantage in rhe market. 

However, as the number of deals with deferred payments grew, the seiling 
technique broke away as a separate type of business and leasing developed into 
a specialized financial service. Along with the development of the leasing indus- 
try. specific norms and rules for players pertaining to financial leas~ng evolvecl. 
The concept of the distribution of r ~sks  and rewards m d e r  a financial lease was 
adopted, where risks and rewards are distributed with respect to the objectives 
of the lessor and the lessee iexpiafned in detail in the next sectfonl. 

Eventually, leasing ceased to be lust a manufacturer's sell~ng technique. in 
1952 .  Henry Shonfeld founded "United States Leasing Corp," the first indepen- 
dent leasing company in the Un~ted States. Originally. the company was estab-- 
lished for administering one specific lease. However, the founder soon realized 
that leasing has plenty of undiscovered capabilities. The industry extended to 
Europe and ~ a p a n  in the 1960s  and has been spreading through developing 
coi intr~es since the mid-1970s. By 1 9 9 4  leasing had been estabislied in over 
80 countries, including over 50 developing econom~es. 



WORLD LEASE VOLUMES 

Below you can see the volume of financial leasing transactions 
throughout Europe. 

Annual volume of financial leasing 

As evidenced by the following chart, leasing is used to finance a 
siqnificant portion of capital expenditures in many developed and - 
transition economies. 

% Market penetration - 1998 
(Leasing as a percentage of all f ixed asset purchares) 

See potential demand for leasing in Ukrame based on such ~ndicators in the 
Leasing Market in Ukra~ne Section. 



Ill. L E A S I N G  MARKET I N  U K R A I N E  

CURRENT 'LEASING' ACTIVITY IN UKRAINE 

There are currently only a handful of financial intermediaries in Ukraine that 
refer to themselves as leasing companies. However, due to shortcomings of the 
Ukrainian taxation and legislation governing leasing transactions, these compa- 
nies do not carry out leasing transactions as defined by Ukrainian law. 

To discuss the leasing industry in Ukraine, we must understand 'leasing' as 
asset financing provided by non-bank financial intermediaries whose primary 
goal is to finance the usage and/or purchase of fixed assets. Leasing does not 
require licensing in Ukraine and there are no particular regulations or require- 

, 4 . 
ments in place for leasing companies. A business of any form of ownership may 
become a lessor and there is no legal restrictions prohibiting leasing companies 
from being involved in other types of activity. These factors make i t  next to 
impossible to measure the amount of 'leasing' activity in Ukraine. 

Although a Ukrainian company may have the word 'leasing' in its title, it may 
not offer such services or provide a negligible portion of leasing services com- 
pared to the rest of its activities. Further complicating attempts to measure 
leasing activity in Ukraine is that due to problems presented by Ukrainian legis- 
lation, those companies which are in the true sense leasing companies, use 
other financial instruments as defined by Ukrainian legislation. 

Most financial 'lessors' actually use 'deferred sales' as defined by Ukrainian 
law which is the closest financing mechanism to the international concept of 
financial leasing (for an explanation of installment sales under Ukrainian law. 
please refer to Appendix 31. Some asset financing institutions also use operat- 
ing leasing with a separate purchase contract. 

Those lessors who provide actual financial leases fall into two categories: 
I 1  foreign captive lessors who use the legal jurisdiction of the country from 
where the leased asset is imported: or 21 State owned lessors or leasing funds. 
The latter are able to resolve the legal and tax issues that hinder private lessors. 

The majority of this asset financing in Ukraine is provided by captive finance 
companies of vehicle manufacturers. These lessors are mostly representatives 
of large vehicle manufacturers, including VOLVO. Scania, MAN, and Daimler- 
Chrysler and include trade and finance companies of major producers of agri- 
cultural equipment such as AGCO. Most foreign lessors have a representative 
office in Ukraine, the staff of which familiarizes clients with conditions and 
requirements offered for new leases, and monitors existmg projects. The most 
common types of leased assets are trucks, cars, office and bank equipment. 
farming equipment and equipment for processing food products. 

Additional Barriers to the Development. of the Leasing Industry 

In addition to weaknesses in Ukraine's civil ant - x  legislat~on other problems 
hinder the development of a leasing iiidustry in L -me. 

Ukraine's ten years of independence have been co:iiinatecl by a lack of macro- 



economic stability in terms of inflation and currency devalitation. This has 
resulted in high costs of capital and difficulties in long term financial plann~ng. 
Such conditions have created significant problems for Ukraine's banks and the 
financtal sector as a whole. Therefore, leasing companies are faced with an 
absence of long-term. moderately priced funds with which to purchase leased 
assets. In additional, lessors experience problems in finding creditworthy 
lessees that can generate high enough returns to qualify for financing on a cash 
flow basis. However, Ukraine has witnessed significant improvements in its 
macroeconomic stability in 2 0 0 0  and there are many reasons to be optimistic 
that conditions will continue to stabilize in 2001 

Ukraine's inefficient civil court system increases the risks to lessors in settling 
potential disputes with lessees as i t  hinders investment in general. Legal pro- 
ceedings in Ukraine tend to be slow, expensive and lack transparency. Thts 
makes i t  much more difficult for domestic lessors to raise long t e r m  lower-cost 
funds from foreign capital markets as well as frightens off foreign lessors from 
entering the Ukrainian market. 

Another factor that removes an economic incentive from leasing is Ukraine's 
outdated depreciation policies (See Annex 6 on depreciation methods). One of 
the essential factors behind the huge popularity of leasing worldwide is the tax 
benefits connected with the depreciation of leased assets. Most countries real- 
ize that providing flexible accelerated depreciation options to enterprises will 
lead to increased investment, as enterprises will be looking to replace fixed 
assets more often. The net effect is that tax revenues from increased econom- 
ic activity, particularly by manufacturers of equipment and other fixed assets. 
outweighs any tax revenues lost from allowing enterprises to claim more depre- 
ciation early in the useful life of an asset. 

Need For Leasing In Ukraine 

The advantages which leasing provides over conventional hank i~nancing 
address the capital and liquidity problems of the Ukrainian market. Small and 
mid-sized firms in particular can access lease finance inore quickly and simply 
than conventional loan financing lbecause leasing does not always req~~ i re  acldi- 
t~onal security or a strong credit history and balance sheet. 

The degree to which leasing is effective in a difficult economic environment 
has been witnessed among many of Ukraine's neighbors, where leasing has 
grown quite rapidly due to greater availability. convenience, flex~bility and lower 
transaction costs relative to bank loans. For example, IFC has invested in leas- 
ing companies in Russia, Estonia. Bulgar~a, Romania, Czech Republic orid 
Slovenia, and is planning leasing investments in other countries in the reglon. 

Because a leaslng company retains legal ownership of the asset. ~t enables 
enterprises to qual~fy for use of leased equipment based on its generated cosh 
flow rather than on its credit hstory or capital base. Moreover, the amount o i  
init~al capital a lessee needs IS less than other forms of conventional f~nanc~rig. 
freeing up much needed cash flow for the lessee. 



~. . 
The need for leasing in Ukraine is magnified by the fact that bank financing is 

limited to high-interest, short-term loans. Most bank loans are made to 
mid/large-sized borrowers already known to the banks and are heavily collat- 
eralized. Moreover, the banking system as a whole is undercapitalized, can be 
discriminatory, and has not provided new market instruments to replace the 
collapsed state subsidy system. The acute shortage of medium and long term 
funding for the industrial sector plagues the Ukrainian economy. 

The result is significant pent up demand for alternative sources of financing to 
replace outdated and run-down equipment. The largest potential demand for 
leasing in Ukraine may be concentrated in the following areas: 

The transport industry has been the most active sphere in generating P 
lease transactions and has shown significant enthusiasm and demand for leas- - 
ing including recent attention by the aviation industry. 

Ukraine's agro-industrial complex, has been the greatest force in pushing 
for improvement in the legislative and tax base for the leasing industry. Leasing. 
as it has been in so many other emerging markets, is a critical financing tool in 
helping to cope with the overwhelming demand for new machinery in Ukraine's 
agricultural sphere. 

Ukrainian manufacturers suffer a material disadvantage due to outdated 
production facilities. The need for implementation of new technologies inevitably 
leads to the need for replacement or upgrade of production lines and other 
equipment. 

Small business and start-ups would likely benefit most from the develop- 
ment of leasing in Ukraine as they do not qualify for bank financing and lack the 
financial resources to purchase fixed assets to grow their business. 

Potential Market For Leasing In Ukraine 

Based on the issues discussed in the previous section. ~t is apparent that 
there is huge demand for leasing in Ukrame. The strong potentla1 demand for F ' -  

financial leasing in Ukraine is further evidenced by the pseudo-leasing transac- w 
tions such as 'sale with deferred payments,' and operating leases with purchase 
options that lessors developed in response to the irnpasslble tax and legal 
requirements for financial leasing transactions. 

However, quantifying the potential demand for leasing in Ukraine is much 
more difficult. Below is an attempt to show the potential demand based on tra- 
ditional indicators. This estimate is very conservative in terms of the percent of 
fixed investments and Machinery imports. These figures lnay be compared with 
the market penetration figures in the World Leasing Voll~rrles Section. 



GOP (En US01 44.5 50.2 41.9 30.8 32.2 33.2 

19.8 19.6 16.3 13.0 15.3' 16.8 

6,862 6.667 5.697 4.250 3.593 3.109 

- 4.369 2,895 2.690' 3,922 

.. Net Axed 1nvertment 

Potential share of Leasing in NFI has been assumed to be 5% 

Potential share of Leasing in Machinery Imports has been assumed to be 10~:;; 

,. . . -. . *.-:.*r.-.*.,: 

Share of Leasing in Net Fixed Investment ( 5 ~ ~ )  5 355.5 

: Estimated Vehicles Leasing in Ukraine 5 50.0 

Estimate of movable assets for Leasmg In Ukraine 5 597 7 
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IV. EXISTING LEGAL FRAMEWORK 
FOR LEASING IN UKRAINE 

This portion of the manual provides the reader with a detailed analysis of key 
legal issues to be considered before entering into a lease agreement in Ukraine. 

As you will see over the next several pages, Ukraine's Law on Leasing 
attempts to provide a strict legal definition and framework for leasing in 
Ukraine. However, as explained in previous sections, leasing is a unique set of 
property relations that draws its strength from being flexible and adaptable. 
Ukraine's rigid and contradictory definitions in the Law on Leasing limit the 
options available to both lessors and lessees and thus detract from leasing's 
effectiveness as a financial tool. 

Each section of this report is divided into three parts: 

1) relevant excerpts from leasing laws and regulations that deal with particu- 
lar aspects of leasing; 

21 an analysis of the terminology used in these laws and its practical implica- 
tions for parties tn a leasing transaction as well as the leasing industry as a 
whole. Key considerations for a potential lessee when entering into a leas- 
ing agreement; and 

3) suggestions for improving Ukrainian legislation, based on the complexities 
discussed in Part 2. 

Lawmakers are already working to remedy the problems that current legisla- 
tion has created for the leasing industry. Amendments to the Law on Leasing 
passed its second reading on April 5.2001. This report will provide the reader 
with a quick reference guide to some key issues that may be changed if the bill 
is passed (in the colored text boxes at the end of some sections). 

THE DEFINITION OF LEASING 
Ukraine's Law on Leasing provides the following definition of leasing: 

Article 1. Definition of Leasing 
LEASING is a type of co~nmercial activity in vdhicl? one party [the lessor) uses 

either his own or invest-ed capital to acc!ure aii a s x t  h:. cxcii is:vr: use by anoth- 
er party [the lessee] for a definite period of time an0 k? exchange for specified 
periodic payments. The leased assel ~r-lay either‘ hn 1,l;i; ~~:!s:;!J:"s own property or 
may be acquired by the lessor, upon the lessee's reques::, i;'on! an appropriate 
vendor. 

At first glance, this definition appears to encompass the nature of leasing as 
described in Section II. However, this simple definition demonstrates the inad- 
vertent restrictions that can be brought about by terminology. 

By defining leasing as a commercial activity in this and other clauses, the law 
restricts leasing to commercial entities and individuals; ~t therefore excludes 
government agencies and non-profit organlzatlons, such as hospitals and edu- 
cational institutions. 



LEASING I N  UKRAINE 

The phrase "[one'sl own or  invested capital" may be interpreted to mean 
that a lessor cannot take out loans from a bank or other credit organization in 
order to fund the purchase of a leased asset. 

The Ukrainian Law on Investment Activity clearly stipulates three types of 
financial sources of investment: an entity's own working capital, borrowed funds, 
or investment capital. The Law on Leasing does not include borrowed funds 
(defined as loans from banks or other credit organizations] as a possible source 
of finance for leases. 

One might assume, on the following grounds, that this was simply an oversight 
on the authors' part and that the provision was not meant to be enforced: 

11 The omission of "borrowed funds" contradicts other clauses within the Law. 
which refer to "capital borrowed from creditors." 

21 Ukrainian lessors have chosen to ignore the matter altogether and fre- 
quently b o m w  money from banks in order to purchase leased assets. 

31 Most importantly, if this point were to be enforced, it would undermine the 
very nature of leasing as a financial mechanism. 

[For more details, please see the appendix on "Weaknesses of Ukrainian 
Leasing Legislation.] 

'...to acquire an asset for exclusive use ..." This terminology effectively 
prohibits subleasing, as it stipulates that the leased asset may only be used by 
the lessee, never by a third party - even with the lessor's consent 

POSSIBLE IHPROVEM&NTS TO LEGISLATION 
Current legfslation contains inappropriate resmrnrnkm on the signato- 

ries to a lease, the instances where bank loans may be used to finance a 
lease, and the very legality of subleasing. Proposed amendments to legis- 
lation currently with the Verkhoma Rada will remove these resh.ictions. 

TYPES OF LEASING 

Ukraine's Law on Leasing tries to pinpoint exact definitions and distinctions 
between financial and operating leasing. In reality, however, this distinction is 
conceptual [see Section II, pps. 8-91, and not based on strict economic criteria. 
The Ukrainian government's attempt to formalize this distinction has only creat- 
ed problems for the country's leasing industry. 

Here we shall discuss the three main areas of the Law on Leasing that deal 
with the distinction between financial and operating leases. 

Article 4. Types and Forms of Leasing 

1. Types of Leasing 
1) A financial leaseis a contractual a~r-angemem whereby the lessee rriuy iise 

n r7:qoeskd nsset [leascd asset1 in exchange for specified p;?ipc?!:ts ovm. :;ui:i! 
periodof time as the asset's o~?g!nal value depreciates by st  least LiC):;;. [The oi'rij~ 
ni?l vaiuc be~ng the asset's book value on the date? when the iemse vw:; i;ic)::edj 
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The lessee must pay at least 60% of the asset's onginnl value through lease 
payments over the course of a financial lease. 

Upon expiration of a financial lease, the lessee must ~w:eem the asset's 
residual value, unless he has already redeemed its fuN value Miroo~gh the lease 
payments. 

21 An operating lease is a contractual arrangement ifidliereby the lessee 
may use the requested asset in exchange for specif~ed paynients over such 
period as the asset's original value depreciates by no more than 90%:. 

When an operating lease expires, iL- may either be renewed, or the lessor may 
repossess the leased asset and lease it to another lessee. 

Article 9. Transfer and Repossession of the Leased Asset 

An asset leased under a financial lease must be recorded on the lessee's bal- 
ance sheet, with a note indicating that i t  was acquired under financial lease. An 
asset leasedunder an operating lease mustbe recorded on the lessor's balance 
sheet, witha note that it has been leased to anotherparty; nieanwhile the lessee 
must include the asset in his off-balance account, with a note that the asset 
was acquired under lease. 

Article 14. The Risk of Unintentional Damage t o  or Destruction of 
a Leased Asset and the Matter of Insurance for Leased Assets 

7. The risk of unintentional damage to or destruction of the object of a finan- 
cial lease shall be borne by the lessee, unless otherwise stipulated under the 
lease agreement. 

2. The risk of unintentional damage to or destruction of the object of an oper- 
ating lease shall be borne by the lessor onless 0 the~ i ; se  :;tipulated under the 
lease agreement. 

Article 15. Expenditures towards the Maintenance of Leased Assets 

7. Undera financiallease, all expenses reicitiiig c m  tiit! n1i;i;:i;~::iilr:c;e of a leased 
asset [insurance, operating expenses, technical service aiid repair) shall be 
borne by the lessee, unless otherwise stipulated undw tiii;; lf?arje agreement. 

2. Under an operating lease, the lessor shall bear all ex,pcr?ses relating to the 
maintenance of a leased asset [r?xcept thcisc. ri:l:3:;ing ~,o i i r r  :i[:~r!ration and the 
renewal of consumable materials], unless o!;t?e.rv~ise strp.him! under the lease 
agreement. 

Lessors and lessees may draw the following conclusions from these four arti- 
cles of the Law on Leasing: 

Under a financial lease: 

O Tlie lessee must redeem thefirli orirgixii cos: 0:' ! i i r ' i L . f : :? , . :  :::ifB:. 

O The tern! of a financial lease must Dc : I !  ieas! os the lensed 
os.rei to depreciate i ~ y  60% bosed or: i l i  or iy i ! !c i  (: d l e n  l i l c  

!ease was signed. 



LEASING IN UKRAINE 

9 The leased asset must be recorded on the lessee's balance sheet .,/ith 
that it has been acquired underfinancial lease. 

3 The lessee must bear the risk of accidental damage to or destruction 
leased asset unless athenvise stipulated under the lease agreement. 

>The lessee must bear all costs relating to the insurance of the lease' 
unless otherwise stipulated under the lease agreement. 

, , .". . . . , , ,., .. . . . ,, . . ., 

Under an operating lease: 
. . "l..I^_-.. - _ . "" , 

9The lessee may not redeem the leased asset upon expiration of thg 
(rather he must return the asset to the lessor). 

3 The term of an operating lease must not be longer than it takes the 
asset to depreciate by 9&, based on its original value at the time wh, 
lease was signed. 

> The leased asset must be recorded in the lessee's off-balance account 
note it has been acquired under lease. 

>The lessor must bear the risk of accidental damage to or destruction , 
leased asset unless otherwise stipulated under the lease agreement. 

>The lessor must bear all costs relating t o  the insurance of the leased 
unless othenvise stipulated, under the lease agreement, 
--.-a -..'".-"- - -. ,, , 

These provisions have several implications that one should keeo 
before enterlng Into a iease agreepent. 

nomic conditions of high interest rates an~f$rifih'@'t6emtc of long-term 
fi~ioncing, hhen it can be found at all. ore extremely high. Evin ifo,ne uses 

. .. .. , . . . .>., ~. . 
accelerated depreciation, the minimum term of leases exceed whatthe mar- 
ket will cunrently bear (see Annex 6 covering asset depreciation). 

%Another problem withjixing the lease term to the asset5 depreciationperi- 
ad is that i f t he  depreciation laws or regulations suddenly change, a lease 
agreement may cease to be in compliance with the law und may fherefore 

,a;roiis require modifications. Modifying an agreement is likely to create r : 
points of disagreement between the signatories. The duration of :he iease 
affects both thesize and theschedule of leasepayments, the cos!uf tachrii.. 
ca! maintenance, the amount of interest charged and so on. iri!en?fore, 
changing the duration of a lease may make it unprofitab!e for one of ? ! i t  

porties, who might naturally resist any suclr rnodijications. 

2 The Law on Leasing stipulates whether the leased asset should be recorcl- 
ed on the lessor's balance sheet or the lessee's. This is something that 
should be [and currently is) determined by Ukraine's tax and accounting 
regulations (UNAS]. The Law on Leasing happens to be consistent with 

BEST AVAILABLE COPY 
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these laws. If any contradictions should arise, the tax and accounting regu- 
lations should take precedence, and one should consult with the local tax 
authorities. 

returned to  the lessor a t  the end of the usage term that should be 
less than the permd of the asset useful life, 

FORMS OF LEASING 

Not only does Ukrainian law define two distinct "types" of leases [financial and 
operating), it also distinguishes between various "forms" of leasing. The "form" 
of a lease simply refers to the specific relationship between the parties to  a 
lease agreement. Each form may be either a financial or an operating lease. 

Ukraine's Law on Leasing 

Article 4. Types and Forms of Leasing. 

2. Forms of Leasing 

? ] A  purchase and lease-back agreement is one rri i;riiri-: ::be ie.%or purchas- 
es an asset and leases it back to the vf?i?c;or.. 

2) A st~;~red I(:;asc? [rn,di;~pl(? l(?$s(x') is (:n? I,! I.W~I(;~? 8 4  I!;!:.I{:!~? !!!r!?i(.!rS (.:oritribl~l;e 
their own fonds [,(I th(; /(?as(?. T h r ?  [,olal invi:s[:riii?r~i. co: ;!.i:i!~ .i,i?r i iiy Chf:!sc lenders 
may not cxcer?d 80!% o l  the 1ea:;cd aw?c'!; v i d ~ ~ e  
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3) An international or cross-border lease is one in which the lessor and the 
lessee are located in different countries, and the leased asset or lease pay- 
ments are transferred across national borders. International leases 8,s regu-. 
lated by UkraineS Law on Leasing, other relevant Ukrainian laws, internationai 
treaties to which Ukraine is a signatory, and the lease agreements themselves. 

The Law on Leasing does not place any restrictions on the forms that a finan- 
cial or operating lease may take. Let's take a closer look at the forms of leasing 
defined under the law. 

A purchase and lease-back agreement is one in which the lessor pur- 
chases an asset and subsequently leases it backto the vendor. Enterprises enter 
into such agreements for a variety of reasons. Two of the most common are: 

1) Taxes. If an enterprise has a fully depreciated fixed asset which it still uses. 
it may want to sell it to a lessor and then lease it back, as it can then write 
the lease payments off as a production cost. 

21 If an enterprise owns valuable assets, it may be able to leverage these 
assets and use the cash to earn profit in excess of the finance costs. 

Both strateaies are continsent on havins an asset that has sisnificant market 
value and a ugeful service life. I t  is important to remember thata purchase and 
lease-back agreement is still classified as either a financial or operating lease 
and is therefore subject to the relevant leasing laws and tax regulations.- 

Shared or syndicated leasing refers to an arrangement whereby two or 
more sources of credit are signatories to the lease. However, the wording of the 
clause in the Law on Leasing gives rise to certain questions: 

1. What is meant by a creditor's "own funds" in the context of a syndicated 
lease agreement? 

2. Why are lenders not allowed to contribute more than 80% of the asset's 
value? 

3. How can "one or more lenders" "contribute" to a lease where the signato- 
ries are the vendor, the lessor and the lessee? 

On the one hand, these questions may be considered irrelevant, since the Law 
on Leasing has a separate clause that allows "one or more lenders" to con- 
tribute to a lease as signatory parties. Therefore, one might ignore these 
restrictions altogether, as well as the definition itself, when signing a lease 
agreement, provided that one did not wish the agreement to have the status of 
a shared lease. 

However, for those who do wish to formalize a shared lease agreement, these 
legal ambiguities make it very difficult to determine the allowable structure of 
the lease. The term 'own funds' is open to interpretation, as is the manner in 
which a lender may 'contribute' to a lease if he is not a signatory. 

As for limiting the lenders' contribution to 8G% of the leased asset's value, it 
(nay be in the lender's best interests to ensure that the leasing company also 
contributes some of the financing. However, such matters should be left to 
banking regulations as i t  is the lender who should be choosing the level of risk 
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they choose to take. 

A cross-border lease is one in which the lessor and the lessee are located 
in different countries and the leased asset or lease payments are transferred 
across national borders. The key elements for assessing a cross-border lease 
can be found in Annex 7. 

POSSIBLE IMPROVEMENTS TO LEGISLATION 

The terminology used to describe a shared lease could be improved in 
two key areas: 

1) Thelaw shouldclari~'~ what is meant by a lender's "own capitol" 

2) If Ukrainian legislators wish to  regulate the structure of shared leases 
and ensure prudent behavior on the part of lessors by requiring them 
to  contribute their own equity, they should make it clear that o lease 
is "shored" whenever one or more lenders become signatory parties, 
and that in such cases the lessor must also contribute a portion of his , 
own funds towards the purchase of the leased asset. 

LEASABLE ASSETS 

In principle, almost any kind of fixed asset may be leased. Most assets that are 
leased throughout the world tend to be business-related equipment, such as 
manufacturing and construction equipment, all forms of transport vehicles. 
office equipment, and so on. But there are also cases of leasing livestock, med- 
ical equipment, etc. In practice, however, lessors are always restricted by the 
legal framework in which they operate. 

Ukraine's Law on Leasing attempts to define which assets may be leased and 
which may not. 

Ukraine's Law on Leasing 

Article 2. Leased assets 
7. The leased asset can be any movoblc or r;riinombir? pmperty, including 

properties of state-owned enterprises imachinery, eqiiipment. vehicles, com- 
puters and other technical devices, telecornmuri~catron r;::stei~:s. et~.], that are 
classified as fixed assets, that are not prwiiibitc?ii froni 1r.m mnr-ket circulation. 
and that are not sut~ject to any other r'est:rctrvns un Iei;sr!:l. 

2. The state--ownedproperty rnen:;~oncd dri Clou:;~ ? :ilj~ivo i m y  only be? leased 
with the approval of the property's n.~anagei!-iect li;xir:! 2?i.i!: i:i ;rccor-dance l~i th 
the procedures establfshed by the Ukr;?ir!rnr~ Cnhirii?? of ivl;:i~i;!;i?ir; 

3. This law prohibits the leasing oi: 
- State-owned assets listed ii;?cIt?r AI-ucl!? 4 9: !.:,kr:~:~:+; iaw O!J Renting 

St&..-owrrr?tl Property, cxcepr. :0;. tiio!+ii ;ii;i.;,!i:. ;.:!:it i i?;: 1i:;tcri as rlorl-~ 
essential by state-owned enlcrjmscs. 

. Land and other* natu!al I-c!soL~:~c~?., 
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What all of this boils down to is that one may lease any kind of fixed asset 
except for: 

>land and other natural resources; 
9 assets explicitly prohibitedfrom general circulation such as narcoiics, ille- 

gal weapons, etc; 
pother assets prohibited to be provided for leasing (rent) in Ukraine's Civil 

Code or Law on Rent. .. . , . . . 
All three clauses of this article seek to ensure that the lessor actually has the 

legal right to lease a given asset to another party. Due to Ukraine's difficulties 
with its privatization process over the last ten years and a frequent lack of 
adherence to general corporate governance practices, it can often be difficult to 
determine who has legal control over certain assets. 

Considering this and other legal complexities, one should always seek expert 
legal advice, particularly when leasing a used or previously owned property. 
Throughout Ukraine's privatization process, the concept of leasing has fre- 
quently been abused. One must be particularly cautious when leasing from a 
state enterprise or when the supplier of the asset is a state enterprise. For 
more information on leasing state-owned, communal, or jointly owned assets. 
see Annex VII. 

The use of the term 'fixed assets' in Ukraine's Law on Leasing effectively 
excludes the following objects: 

a] Objects that lack consumer quality [i.e., those which cannot be put to use). 
such as unfinished construction sites, incomplete equipment or machinery; 

bl Objects that are quickly consumed, such as glue, gas, lubricants, bores, etc. 

POSSIBLE IMPROVEMEh'TS TO LEGISLATION 

Ukraine% Law on Leasing makes reference t o  other laws, some of 
which have changedover the years. As this now results in certain contra- 
dictions, such references should be removedfrom the  Law on Leasing, as 
indeed they would be  i f t h e  current bill of amendments were adopted. 

Also note tha t  the  current bill of amendments t o  Ukraine's Civil Code 
includes a section on  leasing, which states t ha t  a lessor may only supply 
an asset underfinancial lease i f  it was specifically acquired for that  pur- 
pose. This effectively eliminates the possibility of direct or bilateral leas- 
ing. The current draft of the Law on Leasing, on the other hand, would 
allow for both direct and indirect leasing. One should hope that  the new 
Civil Code will be  amended to allow for both kinds of leases before it is 
adopted. 
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Leasing as a means of purchasing land? 

THE SIGNATORIES TO A LEASE 

Potential parties to lease transaction according to Ukrainian law are 
explained below. 

Ukraine's Law on Leasing 

Article 3. The Signatories to a Lease 
The parties to a lease include: 

The lessor, an individual or legal entity [including banking or non-banking 
financial institutions] that provides the asset under lease n, accordance with a 
lease agreement; 

The lessee, an individual or legal encity that receives the leased asset on the 
basis of a lease agreement; 

The seller or vendor, an individual or legal entity that manufactures the 
leased asset (machinery, equipment, etc.) and sells it to  the lessor. 

Article 3 states that any individual or legal entity may enter into a lease trans- 
action. However, definitions of leasing and the types of leasing in Ukraine's Law 
on Leasing contradictthis by stating thatthe signatories to a lease must be"com- 
mercial entities", i.e. legal entities and individuals holding commercial licenses and 
certificates of state registration. This automatically excludes all institutions and 
organizations that are financed by the state Le.g.. clinics, research institutes, state 
universities, etc.], as well as all government bodies and rnun~cipalities, non-prof- 
it research and educational establishments, and private individuals. 

Other articles of Ukraine's Law on Leasing allow for additional creditors to act as 
signatories to a lease, as explained in the "Forms of Leasing' section on page 20. 

Possible Improvements to  Legislation 

All restrictions on the signatories to a lease should be lifted as many of 
the excluded institutions suffer acute shortages of equipment and other 
technology. 

The bill of amendments currently being debated in the Verkhovna Rada 
would eliminate these restrictions and allow any legal entity or individ- 
ual to enter into a lease agreement. 
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LEASE PAYMENTS 

Typically, one of the key advantages of leasing over other forms of financing is 
flexibility in terms of the payment schedule. However, there are a number of gray 
areas in Ukrainian legislation that one must consider when structuring a lease. 

In this section, we shall analyze a number of legal issues that have a direct 
bearing on lease payments. Tax issues also play an important role in deciding 
how to  structure a lease payment schedule, but these will be explained in a later 
section. 

Ukraine's Law on Leasing 

Article 4. Types and Forms of Leasing 
I.  Types of Leasing: 

I )  The lessee must pay at least 60% of the asset's original value through 
lease payments over the course of a financial lease. 

Upon expiration of a financial lease. the leased asset may either be trans- 
ferred to the lessee based on the terms of the lease agreement, or redeemeo 
by the lessee at residual value. 
Article 10. Ownership Rights to the Leased Asset 

7. The lessor retains legal ownership of the leased asset for the duration of 
the lease. 

2. A financial lease agreement may stipulate the lessee's right to  redeem the 
leased asset either before or after the lease expires, but not until the leasea 
asset has depreciated by at least 60%. 

The lessee will obtain the ownership rights to the leased asset as soon as the 
assets total value has been fully redeemedas stipulated under the lease agree-- 
ment and relevant Ukrainian laws. 

Article 16. Lease Payments 
1. The lessee must make periodic payments to the lessor in return for the 

right to use the leased asset. The lease paynient schedule must be stipuli~teo 
under the lease agreement and may be irregular. 

2. The lease payments consist of: 

compensation for the amount by which the leased asset has di?p~~?cintr:ci 
over the payment period; 

.- interest paid on loans used to acquire the leased asset, as stfpcilatec 
un&?r the lease a,greernent; 

the lc?ssor's cornm~ssion; 

compensation for the cost of insurance [as stipulated under the i:isu!e::!:e 
agreement] if the asset is insured by the lessor; 

i,he 1i::;:;or's addi~ional expenses as st~pulated undcr l;hc icnst? ng~~ei!; r i : ? r ! ! .  

:?. Thf: SIX rr-:;innci.r, form arid tcrn'rs of the lensr payments, i!!; we!! 2:; Li;,:ti 
terms ot revwon, must be stipulated under the lease agreement in accorda~ici! 
w : ~ h  :iir!; ICILV arid ofher cwrent r~?q~l!afions. 
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The lessee must make all mandatory payments in a time!,; manner as stipu- 
lated under the lease agreement. 

4. The lessee should include lease payments in his production costs, as stip- 
ulated under current legislation. 

While the Law on Leasing provides lessors and lessees with some flexibility, it 
also imposes considerable restrictions on the size and timing of payments: 

. , . . , , . . . . . , , . , 
>Article 10 requires afinancial lease to last at  least as !ong as it takes the 

leased asset to depreciate by 60%. 
>According to Article 16, lease payments must include "compensation for the  

amount by which the  leased asset has depreciated over the payment 
period." This is by far the most problematic part of thfs Article. It would 
appear the lessor is supposed to break lease payrnent.7 down into their con- 
stituentparts and make sure that compensation for the m e t ' s  value equals 
its depreciation for each payment period. This res~llts in the parties needing 
to dwelop sillyfor advances, accelerated lease payment schedules, etc. 

>The lessee must pay at least 60% of the asset's originul value through the 
lease payments over the course of the lease. 

, . .. . . . . , , . . 
Requiring each lease payment to include full compensation for 

the leased asset's depreciated value unduly restricts the parties' 
freedom t o  choose the most advantageous payment schedule for 
redeeming the asset. 

Some aspects of Article 16 might serve as a useful guide for structuring a 
lease agreement. However, because they are codified into law, they take on a 
proscriptive [and therefore restrictive] character. In many cases, lessors and 
lessees may wish to structure their leases differently, and in Ukrainian practice 
they often do so at the risk of weakening the agreement's legal foundation by 
contradicting the Law on Leasing. 

A strict interpretation of Article 16 is that each lease payment must include 
compensation for the amount by which the leased asset has depreciated over 
the payment period and only the amount depreciated. This causes various 
problems. The first issue will be that the parties will need to devise some system 
where the lessee provides his advance other than in the form of a lease pay- 
ment. This clause removes the flexibility of the sides to negotiate different lease 
terms such as decreased pricing for an accelerated paytnent schedule. 

In addition, redemption payments should not be included in the lease pay- 
ments, since they do not meet the legal definition of "compensat~on for depreci- 
ated value" Redemption payments should be made after the lease 
expires. The asset's residual value is calculated as the portion of its value that 
has not depreciated over the course of the lease [taking m u  account any reval- 
uation]. 

According to the Law on Leasing, the residual value of o leased asset is ~ a l -  
culated as its book value on the date of purchase. The L;iw on Leasing places no 
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restrictions on the form or manner in which the lessee may compensate the 
lessor for the leased asset's residual value. 

Although the Law on Leasing does not contain an exhaustive list of the ele- 
ments that constitute a lease payment, one condition must always be met: any 
constituent parts of the lease payments not listed under Article 16 of the Law 
on Leasing must be of a compensatory nature, enabling the lessor to.recover 
'costs incurred under the lease agreement. As with all other payments made 
under the lease agreement, these additional payments may be made in any 
manner or form, as agreed by the parties. 

For example. Article 16 requires the lesseeto reimburse the lessor for insur- 
ance costs through the lease payments. Other sections of the Law require the 
lessee to insure the leased asset himself, since he is financially liable to the 
lessor for any damage to [or destruction of1 the leased asset. What if the lessee 
wishes to insure the leased asset directly as part of a larger insurance relation- 
ship [see subsequent sections on insuring a leased asset]. The risk is that. . 
should any conflict arise, one of the parties may renege on his obligations on the 
grounds that the agreement was legally invalid tn begin with, since it failed to 
comply with Article 16. 

Under a shared lease. where one or more lenders act as signatories, the 
lessee must also compensate the lessor for interest paid on loans that were 
used to acquire Lhe leased asset. The parties to a lease are free to determine 
the manner and form in which these payments are t o  be made, as well as the 
payment schedule. If the payment size must be fixed in a specific loan agree- 
ment, the lessor and the lessee must agree to it beforehand. Legally, these pay- 
ments are of a Compensatory nature, as they compensate the lessor for his 
actual expenses. The signatories are free tn determine whether these pay- 
ments will be due before or after the lessor has paid interest on the loans. 
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V. LEGAL CONSIDERATIONS IN CLOSING 
A LEASE AGREEMENT 

One of the reasons why leasing has developed so successfully is its unique 
legal structure. It is important that all aspects of a country's legislation support 
this structure, and equally important that the parties to a lease understand the 
benefits that this legal base provides. 

The nature of a lease agreement, particularly a financial lease agreement, 
contains nuances that are typically not covered by regular contract law and 
therefore require specialized legislation. This section will take a close look a t  the 
rights and responsibilities that Ukrainian legislation stipulates for each of the 
parties to a lease. 

The following text is structured to provide the reader with a practical refer- 
ence guide to the key legal elements of a Ukrainian lease agreement. For each 
legal aspect you will find: 

1. Excerpts from relevant legislation 

2. An analysis of the legislation's practical implications. 

3. Key issues that one should consider before entering into a lease agreement 
in order to minimize risks and guarantee the protection of one's rights. 

4. Some of the weaknesses of Ukrainian legislation, the resulting problems. 
and suggested amendments (see the colored boxes at the end of some 
sections]. 
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PURCHASING AN ASSET FOR FINANCIAL LEASING 
Under a trilateral lease agreement, the lessor purchases the leased asset on 

behalf of the lessee. As a result, there are some important factors that one 
must consider in order to ensure that the lessee has full legal protection in rela- 
tion to the vendor [i.e., in terms of the asset's quality, integrity, maintenance and 
warranty repairs], without requiring any intervention on the part of the lessor. 

The legal relationship between the vendor of the leased asset and the lessee 
are defined under the following Ukrainian laws: 

The Ukrainian Civil Code, Article 164. "Entrusting third parties with 
the fulfillment of obligations." 

Ukraine's Law on Leasing, Article 1. "The Definition Of Leasing" and 
Article I I .  'The Lessor's Rights And Responsibilities" 

Ukraine's Law on Leasing attempts to define the trilateral nature of a lease 
agreement and ensure that the vendor's obligations to the lessor are autamat- 
ically transferred to the lessee. However, these attempts are thwarted by the 
wording of Ukraine's Civil Code. 

There are two provisions in the Law on Leasing that attempt to capture the 
nature of this relationship: 

.. . .. - , . . , . , . 
I .  h e ' l a w  stipilates that the lessee may "make direct claims against the 

vendor of the leased asset in terms of the asset's quality, integrity. 
delivery time or warranty repair, as well as non-fulfillment of other 
obligations stipulated under the purchase agreement '. 

2. h e  Lax stipulates that "the lessor is prohibited fmm interfer~ng with 
the lessee's choice of vendor or the asset's specifications.' 

. . .. 

However. Article 164 of Ukraine's Civil Code stipulates that no rights or oblig- 
ations may be transferred to a third party unless such transfer is "explicitly stip- 
ulated under an agreement or relevant legislation." 

Ukraine's Law on Leasing does not explicitly state that the vendor's obliga- 
tions under a purchase agreement carry over to the lessee. Therefore, vendors 
may justifiably argue that they are accountable only underthe terms of the pur- 
chase agreement itself, and only to the lessor? 

If the lessor and the lessee want to ensure that the vendor of 
the asset is legally required to fulfill his responsibilities under the 
purchase agreement directly t o  the lessee, there are two ways t o  
accomplish this: 

1.The lessee must be party to a trilateral purchase agreenrer;t in w!~ich the 
vendor agrees t!iat the lessor's rights as the purchaser 01 l!!c icaced mrrt 
may be transferred to the lessee. 

2. The widor  of the asset must be party to a trilateral leirsc ogrecri!eitl in 
:v!!ich he agrees that the lessor's righls as the piirchaser o j  !.hc ieosaii !isset 
rnny be irartsferred to the lessee. 

3 h r  more details. pleare lee Annex I on *Wedknesler of Ukrainian Learing Legirlation: 
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SUGGESTED IEIPROVEMENTS TO LEGISLATION 

The legal shortcomings described above create unnecessary work and 
expenses for all of the parties concerned. Correcting these flaws would 
make leasing simpler and cheaper. 

This problem could easily be salved by adding a provision to the Law on 
Leasing stipulating that  the lessor's rights as purchaser of the leased 
asset are automatically transferred to  the lessee 

THE FORMAT OF A LEASE AGREEMENT 

This section provides a brief summary of the most appropriate format for a 
lease agreement to best ensure its enforceability. 

Ukraine's Law on Leasing 

Article 6. The Lease Agreement 

2. The lease agreement must be concluded in writmg and must fully comply 
with current legislation. 

Ukrainian legislation makes no specific provisions regarding the format of a 
lease agreement. I t  does, however, contain certain requirements that one 
should keep in mind when signing cross-border leases, leases on state-owned 
property, syndicated lease agreements that involve borrowing fmm the state, 
lease agreements backed by state guarantees, and simple lease agreements 
that allow for early repossession of the leased asset on the basis of a notary's 
writ. Here are some answers to basic question regarding lease agreements. 

Should a lease agreement be notarized? 
It is best to have a contract notarized if any aspects of the contract may be 

enforced on the basis of a notary's writ. According to Ukraine's Law on Leasing. 
a lessor may repossess the leased asset on the basis of a notary's writ if the 
lessee fails to make his lease payments for two consecutive periods. To ensure 
that such actions will be enforceable, one should refer to the Law on Notarial 
Services. 
Special considerations in a cross-border lease agreement. 

When signing a lease agreement, the lessor and the lessee inay choose the 
laws of either party's country as the legal framework for their agreement. 

Article 6 of the Law on Foreign Trade makes the following provisions in regard 
to international leases: 

a. all foreign trade agreements musC be execcited !:I inJi';tni$j. :uiiess otherwise 
stipulated by the 12ws of the country which h;r..;lir:l.iti!c!:in:i o:.cs:, cke agreement 
or by international agreements to which l i k w ~ e  I; ;i :;!g!~!!.!iiy party; 

b. the format of a foreign trade agrf?e:ne!it IS d:?!,oi.r!!ii~o;i is ;  ::he legidation 01 
chi! counLry in which it was c!xf?~ul,o~i GI:] iigrr!iirriiir;!. i : ! ~ ~ i r : ; : : i i e . i i  cibrnnd may not 
be declared invalid just because it fa11s !,o i:o!i:r~iy wil; Ljki.:!;::;;:,: w r m s  in terms 
niforrnat, as long as it othe~'wis!? coriipl~r:!; ;Ni: i.:k:-;!~rii;i~i ::;::i 
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Compliance with these requirements is crucial, because the same article also 
stipulates that '2 foreign trade agreement may be declared invalid through lit;... 
gation i f  it fails to comply with Ukrainian legislation o r  international agreements 
to which Ukraine is a signatory party.' 

Therefore, even when one is concluding an agreement outside of Ukraine's 
jurisdiction, one should have the agreement analyzed by a Ukrainian lawyer to 
ensure that it does not contradict any such documents [For further discussion 
of cmss-border leasing, see Annex VII. 

According to Ukraine's Law on Leasing, all leases of state-owned assets, 
all shared leases involving state-owned capital, and all leases backed by the 
state must be concluded in writing and registered with the appropriate state 
agencies. 

According to the Procedures for Registering Lease Agreements, confimled 
by the CMU's Resolution 913 of 16/06/1998, for those assets required to be 
registered, lease agreements must bear evidence of official registration in the 
form of a note stating the name of the registering agency, the registration num- 
ber and the date of registration, confirmed by the registering official's signature 
and the registeflng agency's official seal. Agreements that have not been prop- 
erly registered may be declared invalid. 

TRANSFERRING THE ASSET TO THE LESSEE FOR USE 

One nuance of a leased transaction is the potential ambiguities of who is 
responsible for a leased asset until the lessee officially receives it into his pos- 
session. The legislation and analyses below explain this point and other related 
issues connected with the tranfer of a leased asset to the lessee for usage. 

Ukraine's Law on Leasing 

Article 11. The Lessor's Rights and Responsibilities: 

11 To provide the lessee w ~ t h  an asset which he [the lessor1 o ~ n s ,  and allow 
the lessee temporary pOSSeSSiOn and use of this asset; o r  upon the lessee's 
request, to conclude a purchase agreement with an appropriate vendor and 
allow the lessee temporary possession and use of the purchased asset. 

Article 12. The Lessee's Rights and Responsibilities: 

I .  The lessee may claim all rights and responsibilities stipulated under the 
purchase agreement for the leased nsset, particularly regarding the asset';; 
quality, integrity, terms of delivery, warranty repairs, etc. 

According to Ukraine's Law on Leasing. the leased asset may be transferred 
and delivered to the lessee by either the lessor or the vendor. 

Let's consider the latter option. where the lessee receives the asset directly 
from the vendor. The terms for transferring and delivering the leased asset are 
important not only in their own right. but also in relation to the transfer of finan- 
cial obligations [e.g.. liability for damages]. For example, the Law on Leasing stip- 
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ulates that if the leased asset is damaged or ruined during a delay in its trans- 
fer or delivery, the party that caused the delay will be held liable. 

In order to receive the leased asset directly from the vendor, the lessee must 
be authorized by the lessor to sign the transfer and delivery papers, since the 
lessor is the legal owner. Othervise, the lessor will have to send a representa- 
tive to sign the papers. 

If the lessee is to receive the leased asset directly from the vendor on the 
lessor's behalf, the lease agreement must clearly authorize him to do so. If it 
does not, the lessor must sign the transfer papers beforehand. 

INSURING THE LEASED ASSET 

Insuring a leased asset is mandatory under Ukrainian legislation. Provided 
below are those relevant pieces of legislation which affect this process. 

Ukraine's Law on Leasing 

Article 7.  Key Provisions of the Lease agreement 

1. The key provisions of the lease agreement include: 

- terms for insuring the leased asset 

Article 14. Insurance and the Risk of Unintentional Damage t o  or 
Destruction of the Leased Asset 

4. In order to p1atect their interests over the course of the lease, the leasing 
parties must insure the leased asset, in accordance with this law and other cur- 
rent regulations, against all risks incurred by executing the terms of the lease 
agreement, including the risks of accidental damage to imr deshl~ction of] the 
leased asset. 

Thus, the Law on Leasing stipulates that the leased asset must be insured by 
one of the parties [as agreed between them] in accordance with current legis- 
lation. Furthermore, the precise terms for insuring the leased asset must be 
stipulated within the lease agreement, as they are considered mandatory con- 
ditions for a lease agreement. 

A simple comparative analysis of the Law's provisions leads us to the follow- 
ing conclusions: 

I .  The lease agreement must contnir: o ciause .s!ipu!a:iriti ;h:! :ermsJor irisur- 
ing the  leused orset. 

2. The parties !nay agree to takr  ou; oddiiionui !r;.s:irc:;;.i p!iicies in a c c w  
dance with current !i?gi.s!n:ioii. 
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Unfortunately, Ukrainian legislation is rather vague in terms of the particular 
risks that the parties must agree to insure. According to the Law on lnsurance 
(Article 51: 

a. lnsurance may be either optional or mandatory: 

b. Optional insurance is based on an agreement between the insurer and the 
insured. The insurance policy's general terms and procedures are to be deter- 
mined by the insurer in accordance with the Law on Insurance. The policy$ 
specific terms are to be agreed between the insurer and the insured prior to 
signing. 

c. Mandatory insurance is based on Article 6 of the Law on Insurance, wh~ch 
specifies the cases requiring mandatory insurance and presents a mode! 
agreement. The specific terms and pmcedures for mandatory insurance are 
outl~ned by the Ukrainian Cabinet of Ministers. 

The Law on lnsurance does not list leases as a "case requiring mandatory 
insurance [see Article 6). Nevertheless, the lease agreement must include pro- 
visions for insuring the leased asset: otherwise, according to Articles 48 and 
153 of the Civil Code, the courts may declare the lease agreement invalid. Since 
the Cabinet of Ministers has not yet specified the terms or procedures for 
mandatory insurance, one should follow the guidelines currently in place for 
optional insurance policies. Mandatory insurance must be based on an agree- 
ment between the insurer and the insured. It should follow the general condl- 
tions and procedures established by the insurer in accordance with the Law on 
Insurance. 

One must also keep the following two points in mind: 

a. Unless otherwisestipulated under the lease agreement the iessee must bear 
all costs relating to the insurance of an asset underfinanc~al lease, while 
the lessor must bear these costs under an operating lease. 

b. According to Article 6 of the Law on Insurance, insurance is always manda- 
t o y  for leased aircraft. Furthermore, the insurance policy should follow the 
model agreement and otherguidelines provided by the Cabinet of Mir~i.sters. 

Although insurance may be mandatory in some cases, this does not neces- 
sarily mean that the lessor must be compensated for bearing the cost of insur- 
ance. The Law on Leasing explicitly states that the lessor must bear all insur- 
ance costs under an operating lease, while the lessee must bear these costs 
under a financial lease, unless otherwise stipulated under the lease agreement. 
The lessee does not have to reimburse the lessor for the cost of insurance 
unless he is specifically required to under the terms of the lease agreement. 

As with all other payments made under a lease agreement, any compensat~on 
for insurance costs should be paid in accordance with the manner, form and 
payment schedule agreed by the parties. The size of these payments should be 
determined by the insurance agreement, but both the lessor and the lessee 
must agree to it beforehand. Legally, these payments are compensatory in 
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nature, since they compensate the lessor for his actual expenses. The leasing 
parties are free t o  choose whether the payment should be transferred to the 
lessor before or after the latter makes the insurance payment. 

Thus, when drafting the lease agreement, the signatories should keep in mind 
that they must make provisions for insuring the leased asset. They may also 
make provisions for other kinds of insurance at their own discretion. 

REGISTERING THE LEASED ASSET 

There are certain situations where a leased asset must be registered. 

Ukraine's Law on Leasing 

Article 7. Key Provisions of the Lease Agreement 

I. The key provisions of the lease agreement include: 
- provisions for registering the leased asset 

Article 13. Registering the Leased asset 

1. Leased assets that must be registered with supervisory government agen- 
cies (e.g.. motor vehicles, hazardous equipment, etc.) m a y  be registered in the 
name of either the lessor or the lessee, as agreed by the parties, in accordance 
with establishedprocedures. 

2. The leased asset must be registered in cases specified by current 
Ukrainian legislation, in accordance with established p~ocedwes. 

Ukraine's Law on Leasing contains contradictory requirements for register- 
ing a leased asset. On the one hand it states that the leased asset must be reg- 
istered only in such cases and in accordance with such procedures as are 
established by current legislation, allowing the parties to register the asset in 
the name of either the lessor or the lessee. On the other hand, it effectively 
mandates the registration of all leased assets, regardless of whether a given 
case is provided for under current legislation, or whether registering a particu- 
lar asset is technically feasible. 

In order to avoid having problems in the future, the leasing p a r  
ties should do the following: 

&$the law specifies that  a given osset must be r e g i s t m d  as I%:'! as  thepro-  
ceduresfor doing so, then the  pnrties sho~i id  decide ,who will register t h e  
asset, in whose name, and under who: conditions (uniess !/!ese factors are 
already determined by law). 

>If  the  law does not  ,specify whethe! a):  asrc! .si!o!~id i~i; r:xi:crered the  par- 
ties should decide in the erzent thn; re gist ratio!^ .si!cnk! t!o:.-:iie legally com- 
pulsory who will register t h e  lemeil asset, ir; :;b,isr ~ii:,':~' ,:o:i iinder what 
conditions. 
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CONDITIONS FOR USING THE LEASED ASSET 

In a leasing transaction, both parties have certain expectations as to how the 
asset will be used and who is responsible for maintenance. As explained below. 
to avoid conflict, these points should be spelled out as best as possible in the 
lease agreement. 

Ukraine's Law on Leasing 
Article 7.  Key Provisions of the Lease Agreement 

I .  Key provisions of the lease agreement include: 
- conditions for the use, maintenance and upgrading of the leased asset 

and the disclosure of information regarding the asset's technical state 

Article 12. The Lessee's Rights and Responsibilities 

I .  The lessee's responsibilities include: 

I 1 receiving and using the leased asset properly and maintaining it accord- 
ing to the terms of the agreement under which it was transferred, taking 
into account the asset's natural wear and tear; 

21 infonning the lessor of the asset's physical condition, as well as his own 
financial standing, and allowing the lessor access to the asset ;n order to 
verify its condition and the manner in which it is used. 

Ukraine's Law on Leasing obliges the leasing parties to stipulate within the 
agreement the conditions for using, maintaining and upgrading the leased asset 
and disclosing information about its technical state. This clause contains a list 
of provisions concerning the use of the leased asset. Let's take a closer look at 
each of them. 

Conditions for Use and Technical Maintenance of the Leased Asset. 
According to the Law on Leasing, the lessee may only use the leased asset '?I 
accordance with the provisions stipulated under the lease agreement." 

Therefore, when drafting the provisions of the lease agreement that deal with 
the leased asset's proper use, it is important to indicate any restrictions on the 
asset's use or the absence of such restrictions. Furthermore, if the manufac- 
turer has provided operating instructions for the asset, the lease agreement 
should stipulate compliance with these instructions on the part of the lessee. 

I t  would also make sense to require the lessee to maintain the asset in oper- 
able condition. Moreover, the lease agreement should specify the kind of tech- 
nical maintenance that will be performed, which party will take responsibility for 
major and routine repairs, and which party will bear the costs of maintenance. If 
the lease agreement fails to distribute these costs between the parties, the Law 
on Leasing stipulates that the lessee must bear all costs relating to the techni- 
cal maintenance and repair of any assets under financial lease, while the lessor 
must bear these costs under an operating lease [except for those costs arisiny 
in connection with the renewal of consumable resources). 

Conditions for Upgrading the Leased Asset. Regarding the legal aspects 
of the upgrading the leased asset, the following points should be included in the 
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lease agreement, as they are not explicitly covered by any law:" 
- The ways in which the lessee may improve the leased asset; 
- The legal consequences of such improvements, depending on whether they 

were made with or without the lessor's consent; 
- And the legal consequences of improvements that result in the creation of 

new assets. [For further details, please see Clause 1.8 of the Model 
Agreement in Annex Ill. 

Reporting on the Technical State of the Leased Asset.Thelessor, 
as owner of the leased asset, must be able to supervise the way in which his 
asset is being used. Whether or not the lessor will have access to accurate and 
timely information regarding the asset's condition will depend on the lessee's 
obligations as stipulated under the lease agreement. The Law on Leasing 
requires the lessee: a] to keep the lessor informed of the leased asset's techni- 
cal condition; and b) to allow the lessor to inspect the leased asset "at any time 
and in any manner stipulated under the lease agreement': 

In other words, the law gives leasing parties complete freedom to stipulate the 
terms for reporting the asset's condition, including the amount of detail and the 
types of documentation that the lessee must provide, the nature and extent of 
the lessor's access to the leased asset, etc. (For further details, please see 
Clause 119 of the Model Agreement in Annex Ill. 

Considering the lack of detailed regulations, the parties to a iease should: 

a. be os specific as possible in defining the terms for using the leased asset; in 
addition to the standard clause requiring ?he lessee to use the asset in accor- 
dance with its intendedpurpose ond the terms oj the lease agreement, indi- 
cate any specific restrictions, or the lack thereof; 

b.stipulote within the lease agreement the ways in whirif the lessee may 
improve the leased asset, as well as the legol conseqi!enc~s of such improve- 
ments, depending on whether they were made vvith or without the lessor's 
consent, and the legal consequences afimpro~~?rnen?.s /ha: result in the cre- 
ation of new assets; 

c. specify within the lease agreement the exact ways ic which the iessee will 
keep the lessor informed aboirt rhe leored  asset',^ ii!c!irlii:nl condition, as well 
as the conditions under which the le.ssee must n l lm  t;i?e kssor access to the 
leased asset. 

ADDITIONAL KEY PROVISIONS TO A LEASE AGREEMENT 

Under current Ukrainian legislation, lease agreements are required to include 
specific provisions guaranteeing the fulfillment of ther terms and the main 
rights and responsibilities of all parties. However, they are far from inclusive for 
all aspects that need to be considered in closing a lease agreement. 

4 lhecivil(ode addreirertllere irrucrin il\ec~rotvrto! rrrmi nyrrr~ncn~~, ,  bc! II ir ( n r l l  <$ear, undercurrent leg. 
idation. wllcther iknrer (all im tllir crtcgomv. 
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The Ukrainian Civil Code 

Article 153. Concluding an Agreement 

A contract will only be considered valid i f  the part,es have reached agreeineiit 
on all of the essential terms, properly expressed within the contract, 

Essential terms are those recognized as such under Ukrainian law and crucca~ 
for agreements of a particular type, as well as any other terms that either party 
deems essential. 
Article 178. Ensuring the Fulfillment of Obligations 

Fulfillment of the contract terms may be ensured through penalties, fines, col- 
lateral or guarantees, as stipulated under the agreement itself or relevant leg- 
islation. Obligations between individuals may be secured with a deposit, an0 
obligations between social organizations with a guarantee. 

Here are some provisions that seem not t o  be commonly used in Ukraine but 
would help to avoid problems in a lease transaction. 

Fee for using the leased asset after the marginal term of usage has expired 
The lease agreement should clearly stipulate a fee for using the leased asset 

beyond the term of the agreement, in the case that the lessee fails to return an 
asset in a timely fashion upon expiration of an operating lease, or when he 
neglects to redeem an asset's full value upon expiration of a financial lease. One 
must be careful that this provision of the agreement does not violate current 
legislation. Moreover, it would spare the lessor fmm having to seek compensa- 
tion for losses through the courts. 

Summary repossession of the leased asset in the event of two consecutive non- 
payments by  the lessee 

Here it is important to consider the legal requirements for summary recovery 
of debts. In order to obtain a notary's writ of execution authorizing summary 
repossession of an asset, the creditor [in this case the lessor] must submit an 
original copy of his agreement with the debtor [in this case the lease agree- 
ment), which must clearly state the lessor's right to repossess the asset in a 
summary fashion. In spite of this general norm, the Law on Leasing does not 
require the lease agreement to contain provisions for summary repossession of 
the leased asset. Furthermore. Article 9 of the Law does not require the lessor 
to obtain a notary's writ of execution in orderto repossess a leased asset, pro- 
vided that his right to do so is stipulated under the agreement. At any rate. 
lessors can save a considerable amount of time, expense and worry by writing 
the necessary provisions into the lease agreement. 

Requiring the lessee to  pay an advance equal to the sum of two lease payments 
plus the cost of a notary's writ of execution 

Ukrainian law entitles the lessor to repossess a leased asset from the lessee. 
on the basis of a notary's writ of execution, in the event that the lessee defaults 
on two consecutive lease payments. As default usually means that the lessee is 
unable to make payments and may be going bankrupt, there is little hope to 
recover these lost payments through future litigation. Therefore, the lessor 
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often protects himself against such losses by requiring the lessee to pay en 
advance equal to the sum of two lease payments plus the cost of a notary's writ 
of execution. 

Annual interest rates on overdue debts 
According to the Civil Code, "a debtor must, upon the demand of a creditor, 

repay the full amount of a delinquent debt, indexed by the rate of inflation for the 
entire period of delinquency, plus a surcharge of 3% APR, unless a different per- 
centage rate was stipulated under the agreement in compliance with Ukrainian 
law." Therefore, if the parties wish to establish a different rate of interest for out- 
standing debts, they must stipulate it within the lease agreement. 
Penalties imposed on the  lessee for failing to  provide accurate information 
about the  leased asset'sphysical condition or his own financial standing, or for 
failing to  allow the lessor to  inspect the leased asset and the manner in which 
it is being used 

As the lessor's access to reliable information about the physical condition of 
the leased asset and the financial state of the lessee, as well as his right to 
inspect the leased asset unimpeded, are of crucial importance, he should 
secure these rights under the lease agreement by stipulating financial penalties 
for noncompliance. 

Requiring a depositfrom individual signatories 
This is particularly important for the lessor. The Ukrainian Civil Code states 

that individuals may require deposits as additional guaranteesfor liabilities stip- 
ulated under their agreements. Thus, under a lease agreement: 

~ ~ n e p a r t y  to the lease may give a certain sum (deposit) to anotherparty as 
confirmation of the agreement and a gunrantee rhot its terms will beful- 
filled. 

>If the party that gave the deposit foils to nieet its obiigr~tions, the other 
party moy retain the deposit. 

%if the party that received the del~osit foils to mee: i:s ddigalions it must 
return twice the sum of the deposit. 

>Any party that fails to meet its obligations urzder the ieose agreement must 
compensate the otherpartyfor any losses incurred, :iriies.; ,>:herwise stipu- 
lated under the agreement. 

This is again a good example as to why parties to a lease transaction should 
be sure to make the lease agreement as comprehensive as possible. This will 
reduce the risk of unforeseen conflicts arising and as well as reduce the risk of 
being unknowingly subject to obligations due to such legislat~on explained above. 
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POTENTIAL HIDDEN OBLIGATIONS IN A LEASING TRANSACTION 

There are various aspects of a lease transaction that are stipulated in either 
legislat~on or a lease agreement that require certain actions by the parties to a 
transaction and/or incurcertain costs.This section will help you to forsee some 
of these aspects and take appropriate measures. 

Ukraine's Law on Leasing 

Article 4. Types and Forms of Leasing 

1. Types of Leasing: 

7. When a financial lease expires, the lessee must redeem the leased 
asset's residual value, i f  he has already redeemed its full value through the 
lease payments. 

2. When an operating lease expires, it may either be renewed, or the lessor 
may repossess the leased asset lease it to another party. 

Article 10. Ownership Rights to the Leased Asset 

2. The lessee may assume ownership of an asset under financial lease once 
he has redeemed We asset's full value in compliance with the lease agreement 
and Ukrainian legislation.. 

Ukraine's Law on Leasing states that when a financial lease expires, the 
leased asset must be redeemed by the lessee: but when an operating lease 
expires, the asset must be returned to the lessor. 

Both the redemption and the return of the leased asset include certain finan- 
cial obligations. For the most part, these pertain to the lessee, since he is the 
indebted party. If the lessee has any outstanding debts to the lessor, certain 
disagreements about bookkeeping may arise when the lease expires. The lease 
agreement should therefore specify: 

P whether the lessee may choose the methods and procedures for repaying his 
outstanding debts; 

>whether the lessee must fulfill all of his financial obligations wder the 
lease agreementprior to assuming ownership of the leased asset, or whether 
he may assume ownership of the asset as soon as he has redeemed itsfull 
vdlie, regardless of whether he has met o ther f inan~ai  ol~ligotiais iundcr 
the agreement; 

>:.ihether the lessee must continue to make lease payments (jxrliculariy the 
lessor's fees) if he redeems the asset before the end of the lease term. 

Another factor that hinders enforcement of a lease agreement is the lease 
term's rigid dependence on the depreciation period of the leased asset. If par- 
ties have followed the law on Leasing and planned their lease on the basis of the 
depreciation schedule, any changes to the latter could force them to restruc- 
ture the lease. In such cases the lease agreement might even fall out of compli- 
ance with the law.$ The parties should therefore stipulate within the lease 
agreement that the term of the lease, as well as the size, composition and 

5 For h a h e r  details. nleare see Annex 1 on "Weaknerrel a i  Ukrainian Leasing Legirlariim" 
6 SEC (lauser 1.2 and 1.4 the Modcl Agreement in Aonex 11. 
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schedule of lease payments, may be revised should the leased asset's depreci- 
ation rate be modified. 

Yet another factor that makes it difficult to enforce the financial terms of a 
lease agreement is revaluation. By stipulating that the leased asset must be 
redeemed at its book value, legislators effectively prohibrted the parties from 
setting their own price on the a ~ s e t . ~  Meanwhile the law requires lease agree- 
ments to include a clause allowing for revaluation of the leased asset, whether 
up or down [i.e.. increasing or decreasing its book value]. Therefore, the lessor 
may end up receiving a smaller sum than previously agreed, or the lessee may 
end up paying more than he expected. 

The parties can significantly reduce these risks by discussing beforehand the 
particular instances where revaluation may occur [i.e.. cases clearly mandated 
by the state, such as major deterioration of the asset due to circumstances 
beyond the parties' controll, as well as the various methods for revaluing an 
asset (e.g.. expert assessment, published price lists, etc.]. 

In order t o  prevent misunderstandings, the parties should: 

I .  clearly stipulate within the agreement how funds recewedfrom the lessee 
will be counted towards the reductron of hrs debts; 

2. include a provlsion allowing for changes to the leasepenod, as well as to the 
size, composrtion and schedule of lease payments, in the event that the 
asset's depreciation rate 1s altered; 

3. include provisions for the asset's revaluahon. 

EARLY TERMINATION OF THE LEASE AGREEMENT 

This section highlights the relevant legislative aspects which come into play in 
the case of a lease agreement being terminated prior to its original maturity 
date. 

The Ukrainian Civil Code 
Article 162. The Unacceptability of Unilateral Refusals to Fulfill 
Obligations 

No party may unilaterally refuse to fulfill its oMigation:; undo' an agreement. 
except in special cases defined by law. 
Article 233. Cessation of Liabilities Due to the Liquidation of an 
Entity or the Death of an Individual. 

An entity's obligations will be terniinated in the even that. IL !.s liquidated. 

Ukraine's Law on Leasing 
Article 7 .  Essential Provisions of the Lease Agreement 

tt?niis govi?rning the rr:po,%;cs:;i~~r~ o! i . ! ~  i ~ ? ; r i r i i l  ;ii;:i!i;. ; I ;  111i: ovent that 
the lcssc!! becomes insolvan;. 



LEASING IN UKRAINE 

Article 9. Transfer and Repossession of the Leased Asset 

5. Should the lessee fail to make his lease payments for two consecutive pt?rl.~ 
ods, the lessor may summarily repossess the leased asset on the bssis of a 
notary's writ of execution. 

Article 17. The Regulation of Disputes 

2. Should a breach of the lease agreement occur, the signatories may termi- 
nate the agreement in accordance with the procedures established by 
Ukrainian law. 

Thus, Ukraine's Law on Leasing indicates the following possible grounds for terminat- 
ing a lease agreement: 

. . 
>the  less 

b o n e  of the parties unilaterally rejiues tofulfill his obligations; 
b the courts rule that the agreement should be dissolved (unless the parties 

have already reached a pea 
,,. ".',A- . . 

The lessee's bankruptcy is a clear and unambiguous justification for terrninat- 
ing the lease agreement. Whenever a debtor is liquidated, all of his liabiliies are 
automatically canceled, as clearly stipulated in the Civil Code. 

Legally sanctioned cases of unilateral, out-of-court dissolution are not so 
clear. Ukrainian law does not allow parties to unilaterally renege on their oblig- 
ations except in special cases defined by law. The lessor's right to summarily 
repossess a leased asset on the basis of a notary's writ of execution, as stipu- 
lated under the Law on Leasing, is one such e~ample.~ Since the lessor cannot 
exercise this right unless the lessee fails to make two consecutive lease pay- 
ments, he may want to ensure that the payment periods, as stipulated under 
the lease agreement, are not too long. 

According to the Law on Leasing, the lessee may reject the asset if it fails to 
comply with the terms of the lease agreement. Although the Law does not 
specify that the agreement should be terminated in such cases, the Civil Code 
does explicitly state that "the creditor may refuse to meet his obligations, and 
may recover all damages, if the debtor's tardiness in fulfilling obligations has 
caused the lessor to lose his interests under the agreement." 

This means that unless the lease agreement provides for specific reme- 
dies to be performed within a given period 1e.g.. the lessor must replace the 
non-compliant asset or rectify i ts defects). The lessor's refusal to meet his 
obligations will result in early dissolution of the agreement. In order to avoid 
such situations, the parties should ensure that the lease contract contains 
provisions governing the lessee's rejection of the leased asset, as well as 
the terms under which the lessor may bring the asset into full compliance 
with the agreement.' 

According to the Law on Leasing, the parties may demand early dissolution of 
the lease agreement, in accordance with Ukrainian law, in the event that enoth- 

1 h moledetails see Annex9 on Tsporrenion of the Leased Arret on the Barir of a Notary$ Wit! a1 t r * i l t ~ o l ~ . '  
8 See also (Inure 1.13 of  the Model Agrcenlent in Annex 11. 
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er party violates its terms. In other words, any violation of the terms of the 
agreement may serve as grounds for its dissolution. However, these grounds 
must be stated explicitly in the lease agreement. 

Most frequently, early dissolution becomes necessary when the 
lessee has gone bankrupt and the lessor wishes to repossess the 
leased asset. In such cases, it is especially important not only to stipulate the 
conditions and procedures for repossessing the leased asset lie., who repos- 
sesses it, at whose expense, etc.1, but also to determine the stages of bank- 
ruptcy at which the asset may be repossessed. 

One should bear in mind that the Law on Bankruptcy divides bankruptcy into 
two stages: 

1 I priortothe commencement of liquidation hearings, at which time the lessee 
may still transfer the leased asset under the supervision of a Receiver 
appointed by the court: 

21 after the commencement of liquidation hearings, at which point the liquida- 
tor  assumes full control over all assets held by the lessee. The Law on 
Bankruptcy does not explicitly require the liquidator to return leased assets 
to the lessor. Therefore, the lease agreement should specify the exacttimes 
and conditions for repossessing the leased asset in the event that the 
lessee does go bankrupt? 

Another factor that may compel one of the parties to seek dissolution of the 
lease agreement is any change in the leased asset's depreciation rate. Such 
a change could dictate certain alterations to the lease agreement, which may 
be unacceptable to one or more of the parties. Since current legislation does 
not allow for unilateral modifications of an agreement, and consensus may be 
hard to reach in such cases, the lease agreement should include provisions for 
early dissolution of the lease in the event of unfavorable changes in depreci- 
ation rates. 

The parties should consider providing for early dissolution of the lease agree- 
ment in the event that the lessee's commercial license is revoked, and in other 
similar cases. 

Finally, it is important to note that these legal grounds for terminating a lease 
do not exclude the possibility of reaching an out-of-court settlement on mutu- 
ally agreeable terms. 
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VI. TAXATION OF LEASING IN U K R A I N E  

Taxation is a powerful instrument for developing or discouraging particular 
aspects of a country's economy. A country's tax policies should seek to promote 
economic development as a whole, as well as to promote or discourage specif- 
ic types of economic activity. Unfortunately, many countries' tax policies actual- 
ly hinder their economic development. 

How a country chooses to tax leasing transactions will, determine how its 
leasing industry develops. Many countries have created special taxation for 
leasing in recognition of its positive effects on overall economic development. 
Leasing is particularly important in emerging and transition economies, where 
it is often the only financial tool available to local small and new enterprises. 

One of the biggest barriers to the development of leasing [especially financial 
leasing) in Ukraine is the country's current tax system. The following section will 
give the reader an understanding of how leasing transactions are taxed in 
Ukraine. I t  will also try to explain the shortcomings of thls system and suggest 
possible improvements. 

This section includes five main sections: 

PProfit Tax for Financial Leasing 

PProfit Tax for Operating Leasing 

>VAT for Financial Leasing 

L- VAT for Operating Lensing 

>Withholding Tax and Customs Dutiesfor Cross-Border Leases 

This part of the manual deals with certain key aspects of taxation from the 
perspective of each party to a lease. Each section includes: 

Excerptsfrorn the  tax laws thatgovcrn how leases ax? io  be recorded for tax 
purposes; 

A practical explanation ond example of how to "iicrjnr: :i;!.w tax laws; . An analysis of the  problems inhermt  in the  curicr:: v s : ! : : ~ : ;  . Suggested solutions to  these prtib!ems 
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PROFIT TAX FOR FINANCIAL LEASING 

The following section describes the tax treatment for financial leasing in 
Ukraine. Also included is an analysis of alternative taxation models for financial 
leasing used in other countries. 

LESSOR'S PROFIT TAX FOR FINANCIAL LEASES 

The following provisions from Ukraine's Law on Corporate Tax stipulate how the 
lessor must record his revenue and expenditures in the context of afinancial lease: 

Lessor Revenue 
Article 4.1.1. 
The lessor's revenue consists ofpmceeds from the sale of goods (labor, servlcesj, 
including revenue generated by auxiliary and service productJon facilities that do 
not have the status of legal entities, as well as proceeds from the sale of securi- 
ties [except primary issue [placement] and maturity iliquidat~onjj. 

Article 1.31. Paragraph 3 

The sale of products of labor [or services] is defined as any legal transaction 
fnvolving the provision of products of labor lor services], or the transfer of usage 
or management rights to a an asset [including intangible assets and valuables 
other than goods], in exchange for compensation; as well as any transaction 
involving the free provision o f  products of labor (or services). The sale of prod- 
ucts of labor [or services) includes the provision of usage rights to an asset 
within the framework of a lease [rent] agreement ... 
Lessor Expenditures: 
Chapter 1.18.2 Paragraphs 2 and 3 

The lessor may not include expenditures for the purchase of leased assets in 
his gross costs or fixed assets. 

All fixed assets under financial lease shall be included in the lessee's fixea 
assets. 

Analysis: 
One can draw the following conclusionsfrom these clauses of the Law on Corporate Tax: 

>The lessor's income is defined us gross revenuefrom the sale of sewices 
9 The lessorprovides (sells) a service to the lessee that involves tmnsferring 

a leased asset to the lessee and allowing him to utilize it 
>An asset underfinancial leasing is placed on the lessee's balonce sheet. Cie 

lessee records the leased asset as ajixed asset and charges depreciation on it. 
>The lessor may not record the purchase of the leased asset as cn expense, 

nor may he claim depreciation allo?.iances, as it is the lessee who charges 
depreciation. Thus, Ukrainian lessors must record the entire lease pay- 
ment as revenue with no offsetting expense. 

Under this system, the lessor has to record as income, the lessee's redemp- 
tion of the cost of the leased asset. The lessor is therefore forced to increase 
his margin if he wishes to cover the tax burden and earn a positive return on 
their investment. 



T A X A T I a N  OF LEASI;\II; I N  UKRAINE 

To get a clearerpicture of the economic effects of theseprovisions, let's 
consider the follomh~g hypothetical example of a financial lease. 

Let's assume that the lessor has provided an asset under a three-year financial 
lease. The lessee has agreed to repay 100'units' of the asset's value per year. 

I ASSUMPTIONS: 

Value of the leased asset 300 

Belowis an example of how the lessor would need to record this transaction 
during the first year according to Ukraine's Law on Corporate Tax. For analysis 
purposes, annual lease payments are assumed. 

I INCOME SIATEMENT I 

mpt from VAT 

0 Lessee depreciates asset under ftnancial leasing 
., . ,.. . ., , ,~. . '. . 

14 Included imo grois expenses ... ' . J.54 
, .. ' . . . - ... 7. 

Insurance payment 2 Included into gross expenses 

Less Profit Tax(SO%) 32 

In this example that the lessor would have to increase his margin considerably 
in order to compensate for his Profit Tax and earn a profit. Under this system. 
financial leasing is not an attractive financing option for an enterprise looking to 
acquire fixed assets. In this example, the lessor still must pay back 100 units to 
its creditor out of retained earnings, which in this case results in negative cash flow. 

ALTERNATIVE UKRAINIAN MODEL FOR FINANCIAL LEASING 
For financial leasing, Ukrainian tax law does not allow the lessor to deduct the 

reimbursement of the leased asset's value from his taxable revenues. However, 
the State Tax Administration's Letter 1i6630/6/ 15-1 11 6 of 30/1  1 / 2 0 0 0  
provides a partial solution to this problem of excess tax. The letter effectively 
eliminates tax on that portion of the leased asset's value that is equal to the 
depreciation charges for the lease payment period: 
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"Because the lessor was not permitted to include the purchase cost of the 
leased asset in his gross costs or fixed assets, he should deduct from his gross 
revenue that portion of the lease payments which compensates him for the 
depreciated value of the leased asset.' 

Thismodel is based on theversion offinancial leasing provided forin Ukraine's Law 
on Leasing. This model requires that the term of the lease is long [greater than the 
period in which 60Dhofthe asset is depreciated], and that a lessor breaks down each 
lease payment into its respective parts. The portion representing reimbursement 
for the cost of the asset is to be equal to the asset depreciation for the period. 

This is problematic due t o  Ukraine's rigid and long depreciation policies. The 
combination of the lack of flexibility and the resulting economic disincentives 
eliminate the key advantages of financial leasing. [See next section). 

If the amendments to Ukraine's Law on Leasing that are being debated in the 
Verkhovna Rada are passed into law, it will: 

. . . .  . . . . . . . . . . . . .  , . .  
ldliminate the minimum term requirementforfinancial leasing; and 

2.Remove the' requirement that theportion of leasepayments that reimburse 
asset cost is equal to the depreciation of the asset for that period. ......... . . . . . .  ..... ... . . .  

However, as one can see in the example below, changes to Ukraine's Law on 
Leasing must be accompanied by improvements t o  tax legislation in order to 
make financial leasingan attractive financing option in Ukraine. 

Based on market conditions and typical structures for financial leases, parties 
to a transaction will choose a more practical [shorter) payment schedules 
resulting in the following situation. 

Expenses 

Interest on Bank Loans 14 Included in expenses 

Profit before Tax 81 

Retained Earnings 56.7 

The lessor3 overall cash flow for this transortion: 
Depreciation 25  
Retained Earnings 56.7 
Total 81.7 (this total should be equal to reimbursement of asset cost piur the ksrork mnigin) 
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Using a typical repayment schedule for a financial lease, one can see that the 
reimbursement of the asset cost exceeds the depreciation of the asset for each 
period. As a result, the lessor pays Profit Tax on that difference which is in real- 
ity, the return of his own or borrowed capital that was invested to purchase the 
leased asset. In order to make such a transaction profitable, lessors must 
charge extremely high margins or offer very long leases where the repayment 
schedule corresponds with the asset's depreciation schedule. 

Depreciation of Fixed Assets in Ukraine 

Group 2 Motor vehicles, household and office equipment 25% 

The tax depreciation rate applies t o  the book value of a fixed asset at the 
beginning of the tax period, [i.e., its residual book value]. Given the rate for Gmup 
2 assets. 99%of the value will be repaid only in the 15th year, while 60Dh will be 
depreciated in the first part of the lease's fifth year. 

rlERE IS AN EXAMPLE OF A CYEAR FINANCIAL LEASE FOR A GROUP 2 ASSET THAT 1.LJSIRATES 
IhE PORTION OF LEASE PAYMENTS ThAT REPRESEhT REIMBURSEMENI FOR IrlE .LASE0 ASIET 

I AND FOR WHICH THE LESSOR WILL BE HAVE TO PAY PROFIT TAX. 1 

Residual book value 100.0 75.00 56.25 25% 

Repayment schedule 25.0 25.00 25.0 25.0 

Accelerated depreciation may be applied to the assets in Group 3, as 
shown in the table below: 

Year 1 Year 2 Year 3 Year r. Year 5 Year 6 Year 7 

Accelerated depreciation is charged on the purchase p m e  of these assets. A 
taxpayer may choose to use accelerated depreciation a t  his own discretion. 
Using accelerated depreciation it is possible to structure a three-year lease. 
however, this will result in tax disincentives that again will force the lessor to 
charge very high margins. 
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KRE I S  AN EXAMPLE OF THE TREATMENT OF A 3-YEAR FINANCIAL LEASE FOR A GROUP 3 ASSETTHAT I I 1.LUSIRATES T l l E  PORTION OF LEASE PAYMEhTS ThAT REPRESEhT REIMBURSCMChT FOR TIIE LEASED 
ASSET COST AN0 FOR WHICH ThE LESSOR W1.L BE hAVE TO PAY PROflT TAX. 

-- 
Residual book value 100.0 75.00 56.3 

Repayment schedule 33 3 33 3 3 3  3 

LESSEE'S PROFIT TAX FOR FINANCIAL LEASES 

A lessee is able to record lease payments as operating costs, minus the por- 
tion of a lease payment that represents payment for the cost of the asset as the 
lessee charges depreciation on the asset. 

Based on the components lease payment as provided for in Ukraine's Law on 
Leasing, this table shows the provisions of Ukrainian tax law related to how a 
lessee is to record lease payments for tax purposes. 

Insurance CON Includea i n  expenses, according to  Article 5.4.6 af the Law 

on Corporate Tax!' 

~ e r s o f s  addit ional expenses onsider sir. 

From the lesseepoint of view, taxation offinancial leases are general- 
ly straightforward and the same as if the lessee had received a bank loan 
and purchased the asset themselves. 

Summary of Profit Tax lteatment for Financial Leasing in Ukraine 

Financial leasing implies that the lessee will repay the lessor for all or most of 
the asset's value over the term of the lease, and therefore the lessor is likely to 
assume ownership of the leased asset with little or no additional payment at the 
end of the lease term. 

10 i n  rarer where the lerror assumes rerponribiliry for insuring the teared asset, tic $ i h A d  take note of Tax 

Admini$tiation Letterof 84592.11.15-2116 (May L 1998). which clarifier certain !ax rcyulaliol>l. 
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From the perspective of profit tax, financial leasing is a viable financing option 
for acquiring fixed assets only ifparties to a financial lease are comfortable with 
a lease term and payment structure in which the portion of lease payments 
representing reimbursement of the asset cost throughout the lease term, do 
not exceed depreciation of the leased asset for the period. Unfortunately, given 
Ukraine's market conditions, thehigh cost of capital, and depreciation sched- 
ules allowable in Ukraine [illustrated in the previous section) this is very unlikely. 

It can be assumed that parties to a lease transaction will seek to structure a 
shorter-term lease with a sizable advance payment. However, in doing so, the 
current taxation system for financial leasing will make the transaction much 
more expensive. This is due to the lessor needing to recover the taxes paid on the 
difference between the portion of lease payments that represent reimbumement 
of the asset cost and depreciation of the leased asset for the period. 

This problem could be fixed rather easily by stating in tax law that the portion 
of lease payments representing reimbursement of the leased assets cost 
received by the lessor, is to be excluded from the lessor's taxable revenue as it 
represents the return of lent capital. 

Pmvided in the next section is an explanation of the most common models for 
tax treatment of financial leasing used in other countries. 

There are two commonly accepted models for taxation of a finan- 
cial lease. 

1. To treat financial leasing as a sale of an asset. The asset is recorded on the 
balance sheet of the lessee who depreciates the asset. The part of lease 
payments reimbursing the original cost of the leased asset are excluded 
from the lessor's revenue and from the lessee's expenses. 

2. To treat financial leasing as the sale of a service. The asset remains on the 
balance sheet of the lessor who depreciates the asset. The entire lease pay- 
ment is included in the lessor's gross revenue and the lessee's expenses. 

Each of these models results in tax being levied only on the lessor's margin. 
Some countries use a combination of these models to provide additional ben- 

efits to parties of a leasing transaction in order to promote economic growth in 
their country. However, to a country where leasing is a new concept, policymak- 
ers should consider the two options and decide whether to treat financial leas- 
ing according to its form, which is a service (payment for usage of an asset), w 
according to its economic substance, which is the sale of an asset. 

Most countries treat financial leasing for tax purposes as an asset sale 
because they perceive a loss of revenue to the budget when treated as a ser- 
vice. However other countries disagree with this viewpoint and believe that 
offering tax benefits will increase overall investment in the economy and thus 
revenues to the budget. 

Countries like the United States treat financial leasing like a service and offer 
accelerated depreciation schedules to provide ~ncentives for enterprises to 
upgrade their equipment more often. This results in companies staying com- 
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petitive globally and increases the amount of manufacturing equipment pur- 
chased in the economy. 

When financial leasing is treated as a sale, the sale is realized upon transfer 
of the leased asset to the lessee at which time it is placed on the balance sheet 
of the lessee. 

Periodic payments made by the lessee to the lessor under the lease agree- 
ment typically are treated as deferred payments of the purchase price for the 
asset. Therefore, the lessee treats a portion of each payment as payment of the 
purchase price of the asset. The lessee records as an expense the lease pay- 
ment, less the portion representing payment for the purchase price of the 
asset.The lessee also charges depreciation of the asset according to the coun- 
try's depreciation policy. 

In this model, the lessor reports the amount of all payments to be received in 
the entire course of the lease as revenue in the period when the property is 
handed over to the lessee. In the same period, the lessorwill record as an oper- 
ating expense, the cost of purchasing or producing the leased asset. 

I FINANCIAL LEASING AS THE SALE OF AN ASSET I 

upon delivery of leased asset to lessee. This resu.ts in 
an increared tax buden for the lessor at the beginning 
of a lease. 

the asset and yet retains the ownership nghts 

If financial leasing is treated as a service, the leased asset remains on the bal- 
ance sheet ofthe lessor who then depreciates it. The lessor records the full lease 
payment as gmss income for the period in which payments are received or, if ear- 
lier, as they are due. The lessee records the entire lease payment as an expense. 

A key element of this model is the value at which to consider the purchase of 
the asset if the lessee chooses to assume ownership of the asset at the end of 
the lease term. Because a portion of the lease payments represents repayment 
of the cost of the asset, the sale should be recorded at a predetermined resid- 
ual value of the asset at the end of the term that takes into account how much 
of the asset the lessee has already provided for in lease payments. 

Ukrainian legislation and consistent with schedule is shorter than asset depreciation (such as in 
Ukraine's Civil Code. Ukraine). This will be eventually offset i f  the lessor may 

write-off the asset when i t  transfer5 i t  to lerrcc at the 
end of the lease term. 
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.. . @f;i . ! .  . . $  
,A>. - Disadvantages - ' .L. i  .,,:: 

Even dirt~ib..tian of the lerrofr tax liaoilitler Lark of c.aritv as to ho* the 'ma1 Darrneot of a finan- - .  -. 
overthe entire lease term which will result in clal lease 1s to be treated when the lessee assumes 

lower pricing for the Lessee. ownerrhlp of the asset 

There exist additional tax models that combine these two basic models orthat 
treat a financial lease exactly like a loan. These models usually are developed t o  
encourage increased volume of financial leasing. Unfortunately, in Ukraine the 
way in which these two models are combined results in economic disincentives 
for financial leasing. 

Leasing transactions involve multiple stages with many possible payment 
schedules and methods. Hence, a tax system needs to be clear and leave no 
room for ambiguous interpretation and needs to be consistent across different 
pieces of legislation. 

In Ukraine the key problems related to profit tax for financial leasing transac- 
tions are a result of some pieces of legislation treating financial leasing as a ser- 
vice while the asset is placed on the balance sheet of the lessee at the beginning 
of the lease period as if it was a purchase. 

LESSOR'S PROFIT TAX FOR OPERATING LEASES 

Although financial and operating leases differ considerably, Ukrainian tax law 
makes only one distinction between them: under an operating lease, the leased 
asset is recorded on the lessor's balance sheet, and the lessor makes depreci- 
ation charges. 

Article 1.18.1. Paragraph 2 

Under an operating lease: the leased asset sl~ould he recorded among the 
lessor's fixed assets. 

Ukraine's tax treatment for operating leases is much more logical and in line 
with common international practices. However, Ukrame's depreciation policies 
put local lessors and enterprises at a certain disadvantage over their foreign 
counterparts. 

In analyzing profit tax for a lessor under operating leasing, let's 
assume that: 





Ukraine's Law on Corporate Tax [Article 81 gives businesses an extremely 
limited choice of depreciation methods for fixed assets. The list of choices 
should be expanded along the lines of the recently adopted Ukrainian National 
Accounting Standard #7 "Fixed Assets." [See Annex V l  

LESSEE'S PROFIT TAX FOR OPERATING LEASES 

The following legislation comes into play when attempting to determine a 
lessee's tax obligation under an operating lease. 
Ukraine's Law on Corporate Tax 

Article 7.9.1 
In light of the procedures establkhed by this Law, the following assets and 

funds shall not be treated as gross revenue, nor taxed as such: 

Assets received by the taxpayer on the basis of an agreement for lease [rent), 
concession, commission, consignment, entrustedmanagement, custody, orany 
other civil contract that does not imply the transfer of the ownership rights. 

Article 5.5.1 

Ewpenses shall include all payments or accr~rals of borrowing costs [including 
credits, deposits1 effected during the accounting period, provided such pay- 
ments or accruals were made in connection to the taxpayers business. 

Article 2.10 

Interest is revenue payable (or accruable) to a creditor by a debtor us a fee for the right 
to use borrowed capital or assets for a specific period. Interest shc!l include: 
- Fees for the use of capital o r  goods [labor: sr?rvices) rcci?~w?d for credit 
- Fees for the use of capital received for deposit 
- Fees for purchase of goods by installment. 

Ukraine's Law on Leasing: 

Article 16. Lease Payments 
2. Lease payments include: 
- Compensation for the depreciated value of the leasori asset per payment 

period; 
Interest on loans taken out by tt?e lessor in orfler rcj p i d r a s e  the leased 
asset, as stipulated under the lease agreement: 

- The lessor's prernii~m or cornmission: 

nsc,~-ance pny~nents, if the lensed a:;:;et is rr?!;urod by  i k  k:;sor: 

The lessor's other expenses. as spcifred in t11c iex i i i  i:;::,::r!rrlr:!r!t. 

The lessee is allowed to expense the entire sum of the lease payment, since 
this payment is understood as a mere fee for the r~ght  to use the leased asset. 
In addition, the Law on Leasing stipulates that the Iiiiiserl asset must be 
returned to the lessor when the lease expires. which Inearis that the lessee 
never assumes legal ownership. 
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VAT FOR FINANCIAL LEASING 

Under Ukraine's Lawon Value Added JaxlVATl, the following provisions relate 
to leasing: 

Law on Value Added Tax 
Article 3.2.2 

Assets transferred under a lease by non-resident lessors to resident lessees, 
as well as the return of such assets to lessors upon the expiration of a lease; 

Payment of rental fees under a financial lease agreement or a rental agree- 
ment for a domicile which is the lessee's place of residence. 

Article 7.4.2 
In cases where the taxpayer sells goods, labor or service that are exempted 

from tax under Artices 3 and 5 of this Law, the amount of tax payable or 
accruable in connection with the purchase of goods, labor or services whose 
costs are included in production costs, as well as depreciable fixed or intangible 
assets.will be treated as production costs and counted towards the 
value of fixed and intangible assets, and may not be included in 
any tax credit. 

Parties to a lease agreement need to pay particular attention to VAT treat- 
ment of each stage of a lease: purchase of the asset, transfer of the asset to 
lessee, receipt of lease payments, transfer of ownership rights to the lessee or 
return of the asset to the lessor. 

Under a financial lease, it is the inconsistency of treatment among these 
different stages that present the biggest problem. For example, at first glance 
the exemption from VAT provided for in Article 3.2.2 of the Law on VAT may 
appear to be a tax benefit, but it is actually canceled out by Clause 7.4.2. In order 
to take a closer look at this, let's look at the stages of a financial leasing trans- 
action one by one under current Ukrainian law. 
1. On the lessee's request, the lessor purchases a specified asset. 

2. The lessor transfers the asset to the lessee. 

3. The lessee gradually repays the lessor for the cost of the asset. 

4. The lessee redeems and assumes ownership Of the asset [mandatory in 
Ukraine] 

Amazingly enough, this entire problem would be rectified simply by eliminat- 
ing the clause in Article 3.2.2 of Ukraine's Law on VAT that exempts financial 
leasing from VAT. This would alleviate the lessee's excessive tax burden and 
enable him to distribute his tax liabilities evenly over the entire term of the 
financial lease. 
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I .  Tke lessorpays VATwhen purchasing the asset to he ieased,+on the supplier. 

2. Upon providing the asset to the lessee pkhich includes transjer of the leased 
asset's value to the lessee's balance sheet), tile !4Tpa;d when purchasing 
the assetfrom the supplier is capitalized aspart of the cost of the asset and 
the lessor's lrATcredit is cancelled. 

3. The lessor effectivelyfinances the lessee by the amount of VATfor the entire 
tern of the lease. This results in a higher asset cost as wei: as higherfinanc- 
ing costs to the lessee which is slightly olfset in that the lessee may then 
depredate the cost of the asset, including tire capitalized 1x7 

4.At tke end of the lease term when ou~nership of the leused asset is trans- 
ferred to the lessee (mandatory), the lessee is subject to VATon a taxable 
base of the asset's original purchase price. . . ,,.. 

Some market participants claim that they have been able to convince the tax 
administration thatthey have already paid VAT through the lease payments and 
were not hit with this'double taxation.' However, some participants have not and 
therefore use other types of transactions to avoid paying VAT again at  the end 
of the transaction. 

Under a financial lease, the lessee must assume ownership of the asset at  the 
end of the lease term: consequently, conditionsfor returning the asset are gen- 
erally not an issue. However, there is one exception: if the contract is dissolved 
prematurely due to  lessee default or some other breach of contract. There is no 
clear explanation of how the returning of the leased asset should be recorded 
forVAT purposes. I t  would appear that because the financial lease itself was not 
subject to VAT in the first place, there are no transactions to reverse. 

VAT FOR OPERATING LEASING 

Value added tax for operating leasing is quite straightforward. The same two 
articles of the Law on VATthat apply for financial leasing also apply for operat- 
ing leasing. 

Law on Value Added Tax 
Article 3.1. Tax-payer is liable to  pay VAT on the following trans- 
actions: 

3.1.1, sales of goods (works. r;erv:cesl on the stJ:Xor!ii: !.wrr!,ory of Uk~afrx?. 
Nlcluding pnyrnent of i3er~;al fees i~niler on oper;!hryi !:?;i:;i? iqreefnent and 
transfer (JI title lor assets pie(i(:gc(l as collal,e:~rri, !.v cii; i;if:(i::i.. t o  dfset out-- 
s tand~ng  debt of ttrc pledger. 



For purposes of analysis, let's look a t  the stages of an opei'ating lease: 

1. The lessor purchases o r  produces an asset to provide for leasing 

2. The lessor transfers the asset to the lessee. 

3.  The lessee gradually pays the lessor for usage of the asset. 

4. The lessee returns the asset to the lessor a t  the end of the lease te rm 
[mandatory in Ukraine1 

[!~idei a?; cperating lease, ooiy the purr!me of I!!@ asset and ieose pi;j;!nents nie sub- 
j e d  to VATresu!ti!ig in the lessor paying WT to the budget oniy on !!is margin. 

1. ?he lessor pays VAT in reintion to the prchase of the asset or$r the inpi!:.$ 
to pro6ure the asset. 

2. Transferring the leased asset to the !essee for usage is not su!iject i W?as 
there is  no exchange of ownership or paid sem'ce associated with :!if:. 

3.?he !pose payments are subject to iKp. 

4.Keti~rnirig the asset to the lessor nt the end of the lease tern; is not sub- 
ject to VATas there is no exchange of ownership orpaid seriice nsrociat- 
ed with this. 

WITHHOLDING TAX 

The following provisions from the Law on Withholding Tax are relevant to 
leasing transactions. 

Law on Withholding Tax 
Article 13.1. 

All conin?ercial revenue received by noni.esidents fron? sowsei: e l  Ukrziiie 
[iri!:liidi~iy reveiicie accrued by noni-esidents iri tarvnya accoiir:tsl wiii he tsxc-!t: 
a~:cordjrlg i:o the rates and procedure.; stipuia::ed in ti]::; nrL:(;lc 

t o r  !,tie p iqmses  of ttiis a!l;icie. ri?voii:ic? rccervcci hy  fiiw ~~v:r!(ii:i:l,s i w i r :  
srxi!r:cs ir! Ukraine .sl~all b e  i~ndf?r!jLood 2:;: 

d)  Lease payments that are effected by res!dents o r  rzpi.ese!?tij:.!i;e olbci?:; for 
I,IIC t ~ c r ~ f i i .  o i  rior~rcsidi?nt lcssors: 

Article 13.2. 

Hcre, the key issue is deterinining the taxable base for w~ttil~oldrng tax l iurn 
the legislation quoted above. Under article 13.1.d of the L i ~ w  r::' W i ~ t i l ~ u l d i r ~ j ~  
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Tax, it is discernable that all lease payments under a cross-border lease agree- 
ment are considered "commercial revenue received by non-residents." 

However, it is only the lessor's margin that should be considered taxable rev- 
enue. The portion of lease payments that represent reimbursement for the cost 
of the leased asset or reimbursement of other transactions related to the 
transaction should not be subject to withholding tax. 

As a result, the Ukrainian State Tax Administration issued Letter 
#427/7/22-2217 on Jan. I ,  1999. This letter clarifies that 'the taxable base 
is calculated as the total scm of the lease paymf?rit less compensation for the 
value of the leased asset.' 

Please note that it is the lessee who must pay the withholding tax. Therefore, 
the lessee should draw the tax authorities' attention to the structure of a lease 
payment, emphasizing that most of the payment does not constitute non-resi- 
dent revenue, but rather compensation for the value of the leased asset. 

Lessees should also review the international treaties on double taxation that 
have been ratified by the Verkhovna Rada. A number of these treaties may pro- 
vide lower rates of withholding tax, or even full exemptions. 

CUSTOMS DUTIES 

The following articles of Ukraine's Law on VAT stipulate the customs duties for 
assets brought into Ukraine under a lease agreement. 

Ukraine's Law on VAT: 

Article 7.3.6 

Tax liabilities on imported goods become effective on the date when a cus- 
toms declaration is signed, indicating t l ~ e  amount of tax to he ,:inid Tax liabilities 
on imported labor or services bccorne ef%iccrve on thc d i m  !d!m priyment for 
such labor or services is deducteo frorii thc taxpayer% l;;?!!r< nccocmt, or' when 
the taxpayer signs a document confir!i?ing that labor- or services have been per- 
formed, whichever occurx first. 

Article 7.3.8 

Tax lit~bilities sl~ai! not cornrnence k+~rth an advance paymei;t for goods that will 
be exported or irnporced across the cci.%orns hor-dcr- of Uk!r!ir!r?. 

Leased assets imported by Ukrainian residents do not enjoy any 
additional benefits in comparison with other imports. 

Article 7.3.6 clearly implies that lessees must pay taxes and duties on leased 
assets, including VAT, during customs clearance. Specific customs duties vary 
depending on the type of asset. 

One should keep in mind that no tax oblrgatrons arise when resrdent lessees 
make advance payments to nonresident lessors as coriipt:!r~satrori for the value 
of an asset under financral lease. 
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When entering into cross-border lease agreements. Ukrainian lessees 
should review Articles 7.4.2 and 3.2.2 of the Law on VAT to see whether the 
value of the leased asset should be increased by the sum of VAT. 

POSSIBLE IMPROVEMENTS TO LEGISLATION: 

It would make sense to exempt leased assets from VAT during customs 
clearance, since they are not importing their own property. An asset 
imported under financial leasing will not become the resident lessee's 
property unless the contract is fulfilled. If the agreement is terminated 
prematurely, the asset will be returned to the lessor. 

It would therefore be advisable to defer the payment of VAT for assets 
imported underfinancial lease agreements. VAT could be charged on the 
original contract value when the lessee assumes ownership of the leased 
asset after paying it off in full. 



ACCOUNTING TO3 LLTASIUZ T ? A N S A C T I O N S  

A C C O U N T I N G  FOR LEASING TRANSACTIONS 

As with a country's tax system, the policies governing financial reporting 
[accounting) influence the economic decisions made by investors and managers. 
Leasing is particularly sensitive to these policies, which is why tnost countries 
have developed separate accounting procedures for leasing transactions. 

Financial reporting for leasing transactions depends on such factors as the 
methods of depreciation, the valuation of the leased asset, the choice between 
recording the leased asseton the lessor's balance sheet orthe lessee's, and the 
treatment of indirect expenses related to the leasing transaction. 

The following section aims to provide a clear understanding of: 

D The differences between financial and tax accounting, the conceptual rea- 
sons for these differences, and the effects these differ~nces can have on a 
country's economic development; 

DHOW Ukrainian accounting standards treat leasing transactions 
F The effects of Ukrainian tau and accounting policies on the development of 

leasing in Ukraine. 

THE FORMS OF ACCOUNTING 

Economic theory and practice differentiate between the notions of [I 1 financial 
accounting and financial statements and (21 tax accounting and tax statements. 

Ukraine's Law on Accounting and Financial Reporting defines accounting 
as an information system that covers the entire process of disclosing, mea- 
suring, recording, collecting, generalizing, preserving and transferring infor- 
mation about a business's performance." In the West, this is known as  
financial accounting. 

Throughout the world, the goal of financial accounting is to provide objective. 
meaningful, and accurate information needed in order to make investment, 
management and other business-related decisions. Establishing of standard 
principles ensures consistency across borders and financial markets and is 
critical t o  the ability of companies and investors to operate internationally. 

Tax accounting refers t o  the process of preparing information [tax report- 
ing] for tax authorities; this includes calcitlations of one's taxable base, tax 
deductions and taxes due [Please refer to Section VI for a detailed discussion 
of tax accounting in the context of a lease agreement). TEX accounting serves 
the fiscal goals of the state and is a key element in itnplementmg a country's 
economic policy. 

As one can see, the goals of financtal and tax accounting are quite different 
and each is governed by a separate set of laws with its own specific require- 
ments. Each interprets an enterprise's financial indicators differently. That is 
why the actual revenues and costs found in financial accounts differ from the 
gross revenues and total costs reported in the tax accounts. 

11 sec ar(icle 1 of iltinine'r l a w  81 on ~ i m < ~ i t m g  m u  f i s r n ~ i r l  ucpcrr;.~g li:!:):j:9Ol). 
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In countries that actively support and encourage the development of leasing, 
the differences between financial and tax accounting are minimal: tax account- 
ing is made as similar as possible to financial accounting. In countries where the 
development of leasing is not a priority, the tax system typically fails to reflect 
the actual economic nature of leasing transactions as described in Section II. 

In Ukraine, there are some substantial differences between tax accounting 
and financial accounting for leasing transactions, particularly in the context of 
financial leases. Financial reporting procedures under Ukraine's recently adopt- 
ed National Accounting Standards are quite similar to IAS. Given that financial 
reporting generally tries t o  reflect the true economic nature of leasing transac- 
tions, it can be inferred that Ukraine's tax accounting system does not. 

LIS are not overly rigid and try to provideflexible regulations. They are 
revised regularly in order to adjust to changes in the global economy and 
the needs of the people who use them. This is important because each 
company is unique and the range of possible transactions is endless. 

International standards play an important role in improving andfine- 
tuning the methods offinancial reporting. Bringing national accounting 
systems into agreement with IAS can helps reduces the cost of borrowing 
funds and facilitate access to international capital markets. 

Some countries see no point in creating their own national standards, 
as this can be quite a costly undertaking. Realizing how important i t  is to 
standardize their accounting and financial reporting procedures, these 
countries either adopt the international standards completely, or use 
them as aframework for developing their own standards (as has been the 
case with M a i n e ) .  
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LEASING AND UKRAINIAN NATIONAL ACCOUNTING STANDARDS [UNAS] 

In the late 1990s, Ukraine implemented a new financial reporting system that 
complies with IAS but includes some deviations from IAS recording procedures. 
Ukrainian banks switched over to the new accounting and reporting system in 
1998, and the rest of Ukraine's industries followed suit two years later. 

Since October 1,2000, leases in Ukraine have been subject to the provisions 
of Ukraine's Accounting Standard # I 4  "Rent" [NAS #141.'2 

As in Ukraine's Law on Leasing. NAS # I 4  stipulates that. "wider a financial 
lease, the lessee assumes all of the rkks  and rewards associaled with the use 
and possession of the leasedasset." [which also coincides with IAS and the tax 
laws of many countriesl. 

NAS #74 also includes the definition of a financiallease from IAS which states 
that, 'a lease qualifies as a financial lease i f  it has a t  least one of the following 
features: 

The lessor transfers ownership of the leased asset to the lessee upon expira- 
tion of the lease; 

The lessee intends to, and may, redeem the leased asset at a price which is 
significantly lowe!' than the asset's fair value a t  the beginning of the lease, and i t  
is reasonably certain that this option will be exercised; 

The lease term covers most of the asset's useful serv~ce life. The title may or 
may not be transferred; 

The current value of the minimum lease payments at thi? beginning of the 
lease is greater than or equal to the real market value of t1:e ieased asset.' 

Risks associated with use and possession include possible losses resulting 
from the asset's technical malfunction or obsolescence, as well as all fluctuation 
in cash revenues due to macroeconomic changes. The rewards under a finan- 
cial lease refer to the economic benefits from the use of the leased asset over 
its useful life, gains from the asset's market value appreciation and proceeds 
from the sale of the asset [assuming that the lessee has redeemed the full cost 
of the leased asset and assumed ownership). 

In return for these benefits, the lessee also assumes respons~bility for paying 
the lessor a sum approximately equal to the fair value of the leased asset plus 
the cost of financing the lease. 

12 See National Accounting Standard 1114 "Rent". confirmed by Ukrainian M m s i r y  o! Fieancc's 
Ordcr 181 an 28/07/2000. 

11  The leare term is the period of time for which an ir~evocablclearc agrecnw: i i  snlio. ylur tl~eextension 
rtipulaled at tlle beginning of the lenic t m .  A l c m  a g r ~ e m w t  li col:;#dwa ~ i ~ e v o r n b l c  i f  i t  may 

only be broken cinder the folloiving cirranlctanrc~l: 
With the conrent af the lerror; 
in  care of certain unexpected cvenir (force majnire): 
i f  the Lerrce has signed a new learc agrccmcni for the same a r m  or muthe. a ; w  .vith a similar function 

provided by tiie ramc lerror. 
Fair ~ U E  is theamounl for which an asre, could bprxr l~anged oi a lbab1i81y ir:.~~c. A: of the time when the 
agreement ir knowingly and willingly i ~ g ~ i c d  by fhc particr. Undc, IAS, thm i l  i r i u n i m d l y  arrurnedto be 
the cum of  all lease payments. UNAS is 18krly l o  trcnt f m  value i i  l l ie i a n r  ;v,q : m  :,w i! no1 rpecifirally 

stated. 
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NAS # I 4  is the first Ukrainian regulation that attempts to define, however 
vaguely, the concept of sub-rent [subleasing]. It defines sub-rent as a contrac- 
tual arrangement whereby a renter [lessee] lets [leases] an asset which he 
himself holds under rent [lease) to a third party. 

ACCOUNTING FOR OPERATING LEASES UNDER UNAS 

Recording operating lease transactions under UNAS is quite straightforward 
and coincides with the recording of operating leases under Ukrainian tax law. 

1. Accounting for Lessees 
The lessee should record the leased asset in his off-balance account at  the 

price specified in the lease agreement. 

If the lessee wishes to  modernize, upgrade or complete the leased asset, the 
cost of such improvement should be reflected as capital investment under 
"Other long-term assets." 

The lessee's lease payments are classified and reported as "other operating 
costs" for the corresponding reporting period. 
2. Accounting for Lessors 

Since it is the lessor who keeps the asset on his balance sheet under an oper- 
atinglease, he is the one who should record it under the relevant sub-accounts 
for fixed assets and charge depreciation under the sub-accounts for long-term 
depreciation of assets. 

The lessor's revenue from an operating lease should be reflected under 
"Other operating revenue" for the corresponding reporting period. 

The lessor may choose to record the costs of contract negotiation [legal fees. 
commission, etc.1 under ''other operating costs" for the reporting period during 
which they were incurred. These costs are then recovered from the lessee in 
the cost of the lease. Some lessors, however, simply have the lessee pay these 
costs directly and exclude them from the lease amount. 

ACCOUNTING FOR FINANCIAL LEASES USING UNAS 

The following section serves as a guide for reporting financialleas~ng transac- 
tions according to UNAS. 

1. Accounting for Lessees 

The lessee reflects a financial leasing transaction on their balance sheet under 
both assets and liabilities. The appropriate group of fixed assets are increased by 
the book value ofthe leasedasset. The increase should be the totalamount of lease 
payments, which may include transportation and installation costs, as well as oth- 
er expenses incurred by the lessee in connection with obtaining the leased asset. 

The lessee should record the leased asset on his balance sheet at  its low- 
est value [LVA) as of the date when the lease began [cost of asset under 
financial lease). 



ACCOUNTlNG FOR LEASING 'TGANSACTIONS 

This value may be equal to [I I the fair value of the asset or [2] the present 
value of the sum of minimum lease payments. 

Minimum lease payments are payments made by the lessee over the entire 
lease period [less cost of services and taxes to be paid by and reimbursed to the 
lessor, and other contingent payments], increased by the following:'" 

a. (for lessees) the amount of residual value guaranteed by the lessee or a 
related party; 

b.(for lessors) the amount o f  residual value guaranteed by the lessee or a 
third party (e.g. supplier) unreinted to the lessor who isfinancially capable 
of discharging the obligations under the guarantee agreement. '' 

A lease agreement may provide for revision of the minimum lease payments 
by the amount of unforeseen lease payments. 

Contingent payments represent a portion of the lease payment which is not 
fixed in amount and is based on some factor other than the passage of time, 
such as sales percentages, amount of use, price indices. or market rates of 
interest. If, for example, the lease payment is adjusted for inflation, this adjust- 
ment is considered a contingent payment. It should not be included in the sum 
of minimum lease payments and should be recorded separately. 

The total sum of minimum lease payments [CMLP) consists of two major 
components [see charts on pages 93-94]: 

Z Value of the lensedasset (LVA). as original!y recorded on the lessee's balance 
sheet; and 

i. the lessee'sfinance costs over the entire !ense  term.(>^). 

In other words: 

CMLP = LVA + CFC (1 I 

Finance costs are payments for the use of the leased asset. They are calcu- 
lated as the difference between the sum of minimum lease payments and the 
leased asset's book value: 

The present value of minimum lease payments for the entlre lease period is 
meant to represent the sales price of the leased asset at the inception of the 
lease. It should take into account the interest rate implic~t in the lease. 

14 (011 of ~ e r v i t c r  payable by the lerree ,nay i t ~ l u d e ,  foi erarnple. i n r u r a 8 ~ e  or other coil% a i ~ o ~ i a t c d  with 
maintenasc~ of the m e , .  Taxer may indude VAI i c q a ~ r c d  i r  l rwi 01 1hv 1c.r~: ;:nymnt. 

15 i n  addilion l o  yaarantccd rcr~dual value. WS PI,. air<# ~lef inrs  uny#mar#lr.c~il m i d u a l  vatu?. Tllir refels to 

the of ihelearcd arret'r rrridualv*lur ; v h ~ h  may or may not lie pa^ n~ m e e n d  of lheleare. 

~ ~ ~ o r d i n y  LO nment  tax laws. ,tit. onnvship i ~ r l e  to an asrut llndcr a l i n m m  ikrir r~wrt rventually be 
tranrkried to ihc lerrcc; t l w c f o ~ e .  tl,ir ~ r w c  i r  $lot rrlevant. Houicver. i! current proposed amendments to 
the taw on tearing arc parred into IW. the punhaic and t r a o i f r r  or o .unvrcvy  nt ihr  end of a financial 
lease will be optional and panier will slew! t o  define the unqmanlced rcrdual uahic. 
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The interest rate implicit in the lease is the proportion of the present value of 
the sum of minimum lease payments to the cost of the leased asset (including 
costs associated with providing it to the lessee) at the beginning of lease. This 
rate should be specified under a financial lease agreement. 

If this rate is not specified under the agreement, then the lessee's incremen- 
tal borrowing rate of interest will apply by default. 

The lessee's incremental borrowing rate ofinterest refers to the interest rate 
thatthe lessee would have to pay on a similar lease. If this rate cannot be deter- 
mined, then it shall be calculated as that rate at which the lessee could borrow 
funds over a similar period, and with similar guarantees, to finance the purchase 
of the leased asset. 

The procedures for calculating the present value of total lease payments 
[PVCMLPI depend on terms of the agreement. If payments are made at the 
beginning of each period, this value should be calculated as follows: 

If payments are made a t  the end of each period, the following formula should 
be used: 

Where: MLP = minimum lease payments, paid regularly [annuity]: 

n = number of periods 

i =the interest rate for the indicated period. 

For recording purposes, finance costs are reflected in the amount attribut- 
able to the each reporting period [see charts on the following two pagesl 

Finance costs for each reporting period [FCrl are distributed according to the 
lease's rate of interest on outstanding liabilities at the beginning of the report- 
ing period (OLBrl. 

FCr = OLBr x i (51 

In financial accounting, the financial lease payment must be broken up and 
recorded separately under finance costs and reduction of outstand~ng obliga- 
tions of the lessee. This is necessary to calculate at the beginning of the lease 
because the cost of the purchase of the asset is recorded upon tranfer of the 
leased asset for usage to the lessee. Therefore, the reduction of the lessee's lia-- 
bility is not expensed as it was capitalized and will be reflected in the lessee's 
depreciation charges. 



How Lessees Should Calculate Finance Costs and Distribute Them 
Between Relevant Reporting Periods 

Example 1 
The parties have signed a three-year lease for a piece of equipment, effective 

from January 2,2001. at an interest rate of 26%. The lessee makes his lease 
payments in advance once every six months, at the beginning of each period 
[January 2 and July 1 I. in the amount of Hr  40.000. 

Using Formula 3 from the previous page, i = 0.1 3 [semiannual rate] and n = 
6, we can calculate the present value of minimum lease payments as 40.000 x 
4.51 76 = 180.704 Hr. 

The lessor will receive 240,000 Hr [40.000 x 61 in lease payments, but the 
real [present] value of this amount will be 180,704 Hr. 

Total sum of finance costs will be 240,000 - 180.704= 59.296 Hr. 

January 2 ,2003  40.000 8.676 31.324 35,420 

'P ,emt valueoileare payments should s n e c t t h c  approximate i o r l  of tnnrferrirq ti;r nrci,t l i r  theierrec including the 
lerrofr purcharc or manufactuting corrr. 

16 Cdwlated a$ outrtanding liabilities on the pnvisus date of payment n>ulti~liccl ihy ti;? , i i i<mrt  rate for that period: 
18.291 - 140.70LxO.13 15.469 -118.995 r 0.13 
12,280- 94.464 x0.13 8.676- 66744 r0.13 

17 calculated as the d i f f m n c e  betwcen the rnimn~tm Ikarr. pryncnt  arid ll,r 1h;rixc~ i i : \ ,< .  

21.709 - 40,000 - 18.291 24.531 - 40B00 . ii.t.69 
21.720-40.000 - 12.280 31.324 - K.000 8.6lb. 

18 In this example the teare paplent5 are paid in advanre: Ihctcfore. lhe firit  Dar'>li..li i, '38 l l r  10.000. 

19 140.704 = 180,704 - 40,000, where 40.000 ir tile fl::l advanre lcarc paymcn!. 

20 118.995 - 140.704. 21.709 94.464 0 118.995 ZZ.,5Jl 
66.744 = 94,466 - 27.720 35.420 = 66lLit . iilli. 

21 inter into a x o u n l  outrtnnding ilabil it#e$ 8mln Ills te i r r :  <.%O - 1(1000 i i . l . Z i l  
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Example 2 

Let's assume the same conditions as in Example 1, but with the lease pay- 
ments made at the end of each period [June 3 0  and December 31 I. 

Now based on Formula 4, provided earlier, the present value of the sum of 
minimum lease payments is calculated as 4 0 , 0 0 0 ~  3.9976 = 159,904 Hr. The 
finance costs are 240,000 - 159.904 = 80,096 Hr. 

Total 240,000 80,096 159,904 

One should make similar calculations for each financial lease agreement 
before entering the sums into the relevant accounts. 

These calculations should be made forthe entire term of the lease. If the par- 
ties alter the terms oftheir agreement, the tables should be adjusted accordingly. 

A lessee may improve an asset under a financial lease through modification, 
modernization, completion, upgrading, renovation, etc. This may add to the 
future economic benefits of possessing and using the asset. The costs of 
improving an asset should be recorded as capitalinvestment and added to the 
value of the leased asset. 

zz F i n a n m ( o ~ f ~  areequalto thelerrce'r outstanding liabilitier on thedateof previous p a y r ~ n t  muliiplied by i ? c  l ra i .  
ing interest rate for the relevant getid. 

21 llle diflercnw between minimum lease pymcntr  and Rnance cortr. 
26 Take5 into account ouutanding liabilities under the ieare: 4.601 = 40,000 - 35.399. 



Figure 2. Accounting of Financial Leasing for Lessees 
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This diagram is taken from the the book. "International Accounting 
Standards" published by the lnternat~onal Standai,ds Corninrttee.This diagram 
also pertarns to the treatment of financial leas~ng under UNA5 
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Accounting for Financial Leases by Lessors 

The lessor's accounting procedures depend on whether or not he is also the 
manufacturer of the leased asset. 

If the lessor is not the manufacturer, then he records the leased asset under 
the sale of fixed assets. In other words, the leased asset's residual value should 
be deducted from the lessor's balance sheet and recorded as receivables. This 
is done by recording the asset's residual value as a cost of sold fixed assets and 
recording the residual value as income. 

The lessor should record any costs incurred related to contract negotiation 
[legal fees, commission, etc.] under other cost sfor the period in which they were 
incurred. 

The value at which the asset is recorded under accounts receivable [AR) 
should be equal to the sum of minimum lease payments [CMLPI minus finance 
income [CFII: 

The lessor's finance income is the difference between the overall sum of min- 
imum lease payments and their present value: 

The lessor should distribute his finance income over the reporting periods for 
the term of the lease, taking into account the lease agreement's rate of inter- 
est on outstanding receivables. This calculation can be expressed in the follow- 
ing formula: 

Flr = ORr x i [9) 

Where: Flr = lessor's finance income for the reporting period; 

ORr = lessor's outstanding receivables at the beginning of the 
reporting period. 

The present value of the total sum of minimum lease payments received by 
the lessor should be calculated on the basis of the interest rate implicit in the 
lease agreement, using the following formula: 



How the Lessor Should Calculate His Finance Income and Distribute 
It over the Relevant Reporting Periods 

Example 3 

Let's use the same conditions as in Examples 1 and 2. but assume that the 
asset's fair value was 1 19.952 Hr. 

Using Formula 10, we can calculate the present value of the total sum of min- 
imum lease payments on the basis of the leased asset's fair value: thus, 
1 19,952 x [1/3.99761= 30,000 Hr. 

The total sum of minimum lease payments equals 180,000 Hr [i.e. 30.000 x 
6), while the lessor's finance income equals 180,000-1 19,952 = 60,048 Hr. 

December 31,2002 30.000 9,212 20 788 50,081 
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Figure 3. Accounting of Financial Leasing for Lessors 
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This diagram is taken from the the book. "International Accounting 
Standards'' published by the International Standards Commrttee.This diagram 
also pertains to the treatment of financial leasing under UNAS 

94 



ACCOUNTING F O R  LEASINS T7i:2NSACTIONS 

Accounting for Lessors Who Are Also Manufacturers of the Leased Asset 

The manufacturer of an asset may also become its lessor under a financial 
lease. In such cases, the lessor should record the leased asset under revenues 
from the sale of finished products, which should be equal to the accounts 
receivable. 

The lessor/manufacturer's income from the sale of the leased asset should 
be declared as the smaller of: 1 I the fair value of the asset or 21 the present 
value of the sum of minimum lease payments. The latter should be calculated 
taking market interest rates into account [see Formula 10). 

The "cost of goods sold recorded should be equal to the book value of the 
leased asset which is removed from the lessor's balance sheet. 

Thelessor/manufacturer'sfinance income should be calculated as the differ- 
ence between the total sum of minimum lease payments and present value of 
suchpaymentsand be distributed over reporting periods in which 
they are realized as in Example 3. 

Accounting for the Seller/Lessee of a Leased Asset 
in a Sales-Leaseback Transaction 

In some cases, the owner of a fixed asset may decide to sell his assetto a par- 
ticular buyer, only to lease it back again under a financial lease. Thus, the origi- 
nal owner becomes a lessee, while the new owner becomes a lessor. Under 
most leaseback agreements, the asset never changes hands. 

The essence of such an agreement is that the new owner 1i.e.. lessor) is giving 
the original owner 1i.e.. lessee) a loan with the leased asset acting as collateral. 

Under such transactions, the lessee should declare revenue from the sale of 
asset as: 

9 the sales price of the asset, if the sales price is lower ii:m or equal to the 
asset's book value after all indirect taxes and other ci;ay?s have been 
deducted; 

>the asset's book (residual) value, if its sales price /~f::?i deducting all 
indirect taxes and other chargesj is higher than its i?ooi voli:e. Any amount 
in excess of the book value should be recorded as ''!;ri.mc.d rtwnues" nnd 
carried over intofuhrreperiods. 

The book value of the sold asset should be equal to the cost of the leased 
asset. 

A special feature of leaseback transaction is that the seller/lessee includes 
income from the sale of the asset in his gross revenues for future 
periods and any profits from the sale [difference between sale prlce and book 
value] are distributed over the entire term of the lease as [part of revenues for 
each of the corresponding reporting periods. 



ANNEX I 

ANNEX l 

WEAKNESSES OF UKRAINIAN LEASING LEGISLATION 

This Annex deals with some of the major problems in Ukrainian leasing legis- 
lation. We draw your attention to what, in our opinion, are the most important 
ones. 

1. Article 4 of the Law on Leasing currently sets the minimum 
term of a financial lease a t  "60% of the leased asset's depre- 
ciation period." The situation will become even worse if the 
Verkhovna Rada IVRI adopts Article 860 of the proposed new (. - 

Civil Code which has already passed i ts first and second read- 
ings in the VR and will undergo only one more revision before 
i ts  final vote and acceptance into law. The proposed Civil Code 
would increase the minimum term of a financial lease t o  coin- 
cide with the leased asset's full depreciation period. 

This presents two serious problems: 

i. It establishes inappropriate minimum periods for financial l e a s  
es, making financial leasing economically unattractive. The law 
indirectly stipulates a minimum financial lease of 3 years and 3 months 
for fixed assets in depreciation group 2, or 5 years and 6 months for 
assets in group 3. Even with accelerated depreciation, the minimum 
lease period for assets in group 3 is 2 years and 9 months. Given high 
interest rates, lack of long-term capital and volatile business conditions, 
lessors in Ukraine are unwilling to provide such long-term leases. 

ii. If depreciation rates in Ukraine are changed, [as was recommended by 
a recent Presidential decree], lease agreements may fall out of compli- 
ance with the law. This will result in parties to a lease transaction hav- 
ing to quickly amend the lease agreement. 

Amending an agreement is likely to be quite problematic as the parties will 
< 

have to reevaluate the overall economic feasibility of the lease, as well as its 
specific conditions [size of payments, payment schedule, maintenance 
costs, compensation for depreciated value, etc.1 on the basis of current 
depreciation rates. If either party refuses to extend the term of the lease. 
then it may fall out of compliance with the Law on Leasing's minimum 
requirements once the new depreciation rates go into effect. According to 
the Ukrainian Civil Code [Articles 4 8  and 591, such violations may invalidate 
a lease agreement. 
The general assumption that new regulations should not be enforced 
retroactively does not apply here, since the Law on Leasing (Articles 16 and 
181 stipulates that depreciation charges should be calculated and made 
in accordance with the rates effective on their due dates. At the same 
time, the lease period can only be changed by lnutual consent (Article 162 
of the Civil Code prohibits unilateral modifications to any agreement). 
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A revised Law on Leasing passed i ts  second reading in the VR 
in April 2001. This draft appropriately eliminates any connection 
between depreciation and the term of a lease agreement. 
However, if the Civil Code is passed in i ts current form, it will 
most likely have precedence over the corrected Law on Leasing 
and these problems will again deter lessors from working in 
Ukraine. This Article would fix the lease term t o  the leased 
asset's full depreciation period. The problems described above 
would arise inevitably and automatically every time depreciation 
rates were revised. 

v 2. According t o  Article 16 of the Law on Leasing, lessors and 
lessees are limited to a redemption schedule for the leased 
asset that coincides with the asset's depreciation schedule. 
Furthermore, the last payment which redeems the cost of the 
asset a t  the end of the lease must be equal to the asset's 
book value rather than a previously agreed upon residual value 
and repayment schedule. 

Under a financial lease, the lessee must eventually assume ownership of the 
leased asset. According to Article 4. Clause 1, ownership may be trans- 
ferred in two ways: 
a] 100% of the asset's value is repaid through regular lease 

payments, with repayment corresponding to the asset's depreciaten 
value for each payment period [Article 16. Clause 2 of  he Law mi 
Leasing], ie. 100% of the asset's book value is repaid to 
the lessor. 

b) 60% of the asset's value is repaid through regular lease 
payments, with repayment corresponding to the asset's nepreciaceci 
value for each payment period, followed by repayment of the asset's 
residual (bookl value, ie. repayment of 60% of the leased 
asset's book value, followed by repayment of the residual 
[bookl value. 

According to Article 16 of the Law on Leasing, lease payments must be bro- 
ken down into its respective parts such as lessor's margin, reimbursement 
of interest, insurance, and redemption of the asset. Then, as seen above, the 
redemption portion of each lease payment should be equal to the portion of 
the leased asset that is depreciated in that period. The total amount paid as 
redemption of cost of the asset over the term of the lease must not be less 
than 60% of the leased asset's value, as established on the date when the 
agreement was signed [Article 4. Clause 1 of the Law on Leasingl. 
The revised Law on Leasing that is with the VR, eliminates the 
problems with Article 1 6  and Article 4 described above. 
However, the proposed new Civil Code as described on the pre- 
vious page as well as Article 8 6 0  of the proposed new Civil 
Code stipulates that the leased asset may be redeemed "at a 
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price agreed upon by the parties and equal to the leased asset's 
book value." Therefore, the last payment will need to be equal 
t o  the book value of the asset which again diverts to long 
term payment schedules and higher risk transactions for lessors. 

3. The Law on Leasing fails t o  provide an exact legal definition of 
"compensation for the depreciated value of the leased asset," 
which must be included in each lease payment under a finan- 
cial lease. 

The wording of the clause seems to imply that this portion of the lease pay- 
ments is of a compensatory nature. However, the Law on Leasing explicitly 
states that: 

a] The lessor retains full ownership of the leased asset for the duration ol 
the lease; 

b) The lessee may not assume ownership of the leased asset until he has 
redeemed its value in full. 

Hence, the lessee does not acquire any share of the leased asset by making 
regular lease payments [i.e.. he does not gradually become a partial owner]. 
Since the lessee does not obtain any ownership rights to the leased asset 
until he has redeemed it in full, the seemingly "compensatory" portion of the 
lease payment is actually a form of prepayment. Therefore, the lessee has 
the legal right to demand a full refund of these payments if the lease agree- 
ment is terminated prematurely, which in our opinion would not be fair to the 
lessor. 

4. Current legislation (the Law on Leasing1 gives the lessor the 
right t o  repossess a leased asset if the lessee has failed t o  
make two consecutive lease payments, but not in the case of 
any other breach of contract. 

The party that bears the greatest risk in a leasing transaction is the lessor 
who acts as a financial intermediary between the lessee and the vendor. In 
order to alleviate this risk, some countries allow the lessor to use a simpli- 
fied procedure for repossessing leased assets from the lessee in cases of 
lessee default, misuse of the leased asset, or any other circumstance that 
puts the leased asset in jeopardy. 

This simplified procedure is an essential element in making financial leasing 
an effective instrument allowing access to asset financing for enterprises 
that would otherwise be unable acquire said assets. If the lessor is able to 
reposess a leased asset quickly and efficiently, he can recover the capital he 
invested in the asset by leasing or selling it to another party. 

Unfortunately, Ukrainian lessors have to go through lengthy pre-arbitration 
procedures (30 days, not including mail delivery time, according to Articles 
5 and 7 of the Arbitration Codel, followed by a heailrig irl arbitration court 
[up to 2 months, according to Article 69 of the Arbitration Codel. 
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5. Neither the Law on Leasing, nor any other law, ensures the 
lessee's right to protect his interest in the leased asset before 
third parties. 

Ukraine's Law on Ownership [Article 48. Clause 21 establishes that "the 
owner of an asset may demand cessation of any violation of his owier.si>i,p 
rights, even if this violation does not entail actual dispossession, as well as 
indemnification for losses incurred because of this violation." Article 48. 
Clause 5 of the same law extends these provisions to ' m y  person oetiilr 
than the owner who possesses the property ..., in accordance v~ith the law or 
a legal contract.' 

'u' According to the Law on Leasing, lessees only receive usage rights to the 
leased asset. Therefore, i t  would seem that the above provisions of Article 
48 do not apply to them. However, one might also attempt to draw a paral- 
lel with Article 28 of the Law on Rental of State or Communal Property, 
which protects a renter's interest in a rented asset to the same extent as 
the owner's. 

In reality, both scenarios are possible: the courts may either refuse to pro- 
tect the lessee's interests, in accordance with the Law on Ownership, or 
they may recognize the lessee's rights by way of analogy with other laws. 
This ambiguity is a serious problem for both lessors and lessees. 

6. The Law on Leasing limits signatories of lease agreements to 
commercial entities. This provision automatically disqualifies a number of 
potential lessees, including all institutions and organizations financed by the 
government [clinics, scientific institutes, etc.]; agencies of the local, region- 
al or national governments and non-profit research and educational estab- 
lishments. This hardly seems justified, since many of these institutions are 
in urgent need of new equipment and machinery. 

This issue will be corrected by the passing of the current draft 

b' of the revised Law on Leasing with the VR. However, this 
improvement would be erased if the current Civil Code draft of 
Article 858, which retains the clause "commercial entities," is 
adopted. 

7 .  Ukrainian legislation does not make the vendor of a leased asset 
liable to the lessee for the quality or integrity of the asset. 
i ts timely delivery, warranty repair etc. 
A traditional feature of financial leases is that the vendor should be liable to 
the lessee for the quality and integrity of the leased asset, its timely delivery. 
warranty repair, etc. The lessor, as a financing creditor. is thus relieved of 
this obligation. 

Unfortunately, the situation in Ukraine is somewhat different. Unless ven- 
dors are directly liable to lessees under trilateral agreements, they are in no 
way obligated to satisfy lessees' claims regarding a leased asset. At imt 
glance, i t  may seem that Article 12 of the Law on Leasing does obl~ge 
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the vendor to satisfy such claims by granting the lessee all of the rights and 
responsibilities stipulated under the sales agreement. However, according 
to the Ukrainian Civil Code [Article 164, Part 21, "liability for non- 
fulfitlment or fmproper fulfillment is horne by a party to tile agreement, from 
which it has arisen." Under a lease agreement, that party would be the 
lessor. Article 1 6 4  also states that, 'third party [e.g., vendor] will not bear 
any liability unless otherwise stipulated by law."Since the Law on Leasing 
does not oblige the seller of the leased asset to satisfy any claims brought 
by the lessee. "the lessor must bear full responsibility for non--fulfillment of 
these claims.' 

I t  is important to note that the law only allows lessees to make claims 
regarding non-fulfillment of the terms of a sales agreement. I t  is not clear 
whetherthe same rights apply in cases where the vendor supplies the asset 
under some other type of agreement. This may be avoided by making sure 
thatthis point isemphasized in the purchase agreement between the lessor 
and vendor and then again in the lease agreement. 

8. In Article 1 of the Law on Leasing, leasing is defined as, "... 
a business activity, directed a t  investing one's own or attract- 
ed capital." The phrase "[one's] own or attracted capital" may 
be interpreted t o  mean that a I e ssor mav not take out loans 
from a bank or other credit organization in order to fund the 
purchase of a leased asset. 

Ukraine's Law on lnvestment Activity, [Article 10 Clause 1, para.1 
and 3), clearly defines three types of financial sources of investment: an 
entity's own w o r k i n q ~ , $ o r r o w e d  funds, or attracted cadtal. The Law on 
Leasing does not include borrowed funds [defined as loans from banks or 
other credit organizations] as a possible source of finance for leases. 

Bank loans and bonds are not referred to as attracted capital [Article 5, 
Clause 2 and Article 10 of the said law). It's true that, Article 7.  Clause 4 of 
the Law entitles an investor to attract capital in the form of loans. However. 
the issue whether it will be an investor's attracted capital or an investor's 
borrowed capital remains unresolved (Article 5. Clause 2 and Article 10 of 
the Law On lnvestment Activity]. Hence, there arises the ambiguity as 
to whether borrowed funds may be used for the purchase of leased assets. 

One might assume, on the following grounds, that this was simply an over- 
sight on the part of lawmakers and that the provision was not meant to be 
enforced: 

I ]  The omission of "borrowed funds" contradicts other clauses within the 
Law, which refer to "capital borrowed from creditors." 

2 )  Ukrainian lessors have chosen to ignore the matter altogether and fre- 
quently borrow money from banks in order to purchase leased assets. 

31 Most importantly, if this pomt were to be enforced. it would undermine 
the very nature of leasing as a financial mechanism 
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9. The current arbitration system is extremely inefficient. 

The pre-arbitration procedure aims to give the parties an opportunity to 
settle out of court by requiring the claimant to give the defendant at least 3 0  
days notice, not including mail delivery time [Articles 5 and 7 of the 
Arbitration Codel. Article 5 of the Arbitration Code enumerates all of the 
cases where pre-arbitration proceedings are not required: leasing is not 
one of them. In fact, pre-arbitration proceedings are clearly required in each 
of the following cases: 

a] disputes concerning repossession of a leased asset from the lessee by 
the lessor; 

'w b) disputes concerning repossession of the leased asset from a third 
party; 

C] disputes concerning restitution of an illegally seized asset to the lessee; 

dl disputes concerning recovery of overdue lease payments from the 
lessee. 

Furthermore. Article 69 of the Arbitration Code stipulates that the arbitra- 
tion courts should resolve disputes within two months after claims were 
filed. In cases where the leased asset is at risk of damage or destruction, the 
lessor simply cannot wait that long: he needs to be able to repossess his 
asset even before the arbitration hearings begin. This might be achieved 
with the help of security measures, but Article 67 of the Arbitration Code 
contains an exhaustive list of such measures, and these only prohibit the 
lessee from performing certain actions: they do not authorize the courts t o  
compel the lessee to perform any actions. For instance, the courts cannot 
require the lessee to transfer the asset into the lessor's custody for the 
duration of the arbitration hearings but they may prevent the lessee from 
moving it or using it in a certain way. 

10. Legislation related t o  leasing contains various contradictions and 

3 ambiguities. The following section will point out some of the 
most significant and comment on the risks they present t o  p a r  
ties to a transaction and how they may hinder the enforce- 
ment of lease agreements. 

a) The lessor may be found to have no method of repossessing 
a leased asset in the case of lessee default, neither through 
the courts, nor on the basis of a notary's writ  of execution. 

This problem would not have arisen, had not the Supreme Arbitration Court 
decreed in its Letter #01-8/104 of 03/23/98 [henceforth "Letter''] that 
"c13imq regi~rdirq rt?po:i:ie~siorl o la 1en:;ed as:;et due to puynml. clclouit h y  
tl-~e lessee shall riot be heardir; any arbitration court'Unfortunately. Article 
12. Clause 3 of the Law on Arbitration Courts stipulates that "explanatioi~s 
,ss.~.rcd by thr! Aipi@rnc Ahcrotior; Cof.~i% am? conrpf~isoi~y iflr illi jf.!r:ges ;ri lo 
relevant coi?imercral entitres.'. The Letter is not officially defined as an 
"Explanation," and its preamble merely indicates a need "to draw the atten- 
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tion of the arbitration courts to the meaning of certain clauses in the Law on 
Leasing ..." At no point does the Letter use the term "explanation." However. 
the clauses laid out within the letter are clearly explanations by their very 
nature. Therefore, arbitrators may deem the provisions of the Letter to be 
compulsory, which could cause significant problems for the lessor. 

It is not always feasible to repossess a leased asset on the basis of a 
notary's writ of execution. Article 47 of the Law on Notary Services stipu- 
lates that notaries may not sign any document that has corrections, addi- 
tions, crossed-out words or other unexplained corrections, defects that 
render any portion of the text illegible, or any text written in pencil. While 
these requirements are not always observed in practice, they may serve 
notaries as sufficient grounds for refusing writs of execution. Therefore, 
lessors must also have the right to defend their interests in court. 

b) The law only allows lessees t o  make claims regarding non-ful- 
fillment of the terms of a sales agreement. I t  is not clear whether 
the same rights apply in cases where the vendor supplies the asset under 
some other type of agreement [the law does not require the lessor to obtain 
the leased asset under a sales agreement). This ambiguity is of major con- 
cern to all parties. 

c) Article 4 of the Law on Leasing requires the lessee t o  assume 
ownership on an asset under financial lease, but other provi- 
sion of the same law cast this requirement into doubt.Article 
10, Clause 2 stipulates that the lease agreement must allow for, rather 
than require, redemption of the leased asset by the lessee upon expiration 
of a financial lease. This appears to be a mere slip of the pen. The clause 
should only have provided for the lessee's option of redeeming the asset 
either before or after the lease expires. 

Articles 11 and 12 of the Law on Leasing contain similar provisions. Article 
12. Clause 2 (Subclause 51 refers to the lessee's right, not his obligation, to 
redeem the leased asset. Article I I ,  Clause 2 stip~kites that the lessor cd 
must take the leased asset back upon expiration of tI?e iease unless the 
lessee has redeemed it Evidently the author did not quite grasp the specif- 
ic rights and obligations associated with financial and operating leases in 
other parts of the Law on Leasing. 

d) While one clause of the Law on Leasing [Article 6, Clause 1) 
limits the possible signatories to a multilateral lease to the ven- 
dor, lessor and lessee, another clause [Article 6, Clause 11 
allows for the "involvement" of one or more lenders under a 
shared lease agreement. 
At the first glance, it would seem that lenders may not be signatories to 
shared lease agreements. A shared lease implies "the execution of a multi- 
party agreement [where only the seller, the lessor arid the lessee are signa- 
tories] and the involvement of one or more lenders." The ainb~guity can only 
be resolved through clarification of the phrase 'ii:t!i;I.:i:!:!:?:i!. of one or more 
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1enders"Article 2 1  of the Law on Leasing, which requires the registration 
of shared lease agreements involving state-owned capital, gives one reason 
to assume that lenders may also act as parties to a shared lease. 

e l  While one clause of the Law on Leasing (Article 7 ,  Clause I] 
makes insurance provisions compulsory for lease agreements, 
another clause indicates that the leased asset should be insured 
"...subject to agreement between the parties, and in accordance 
with current legislation." 

Article 14, Clause 4 of the Law on Leasing establishes that ':..I;!% partit?s 
may elect to insure any of the following in accordance with current legish-- 

ic' tion:"al the leased asset: b l  any risks arising from the execution of the lease 
agreement: c l  the risk of accidental ruin or damage. Nevertheless, there is 
no doubt that the text of a lease agreement must include provisions for 
insuring a leased asset, [othetwise, according to Articles 4 8  and 153  of the 
Ukrainian Civil Code, the agreement may be declared null and void]. 

A simple comparative analysis of Articles 7 and 1 4  of the Law on Leasing 
enables us to draw the following conclusions: 

1 ] The only type of insurance that must be provided for under the lease 
agreement is insurance of the leased asset itself; 

21 The parties are free to decide whether or not to provide for other kinds 
of insurance. 

f) One clause of the Law on Leasing [Article 7 ,  Clause 1) requires 
lease agreements t o  include provisions for registering the leased 
asset, while another clause (Article 13, Clause 21 states that 
the leased asset need only be registered in cases stipulated 
under Ukrainian law. 

The incongruity is obvious. On the one hand. Article 13 states that "the 
leased asset need only be registered in cases specified by current Ukrainian 

'd legislation." Article 1 3  also allows the parties to register the leased asset in 
either the lessor's name or the lessee's. Article 7, on the other hand, indi- 
cates that all leased assets must be registered [otherwise, according to 
Articles 4 8  and 1 5 3  of the Civil Code, the lease agreement may be declared 
null and void]. 
Therefore, if the law specifies that a given asset must be registered, as well 
as the procedures for doing so, then the parties should decide who will reg-. 
ister the asset, in whose name, and under what conditions [unless these 
factors are already determined by law). If the law does not specify whether 
an asset should be registered, the parties should decide who will register 
the leased asset, in whose name and under what conditions in the event 
that registration should become legally compulsory. 
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ANNEX l l  

MODEL LEASING AGREEMENT 

The purpose of this Appendix is to assist enterprises who are entering their 
first lease agreement to analyze the full impact of the lease agreement. For a 
better understanding of the essential provisions and specific terminology used 
in this model, we suggest that you refer back to the appropriate sections of this 
manual. 

For the sake of clarity, certain provisions of this model agreement will be 
accompanied by commentary, particularly those provisions that were not dis- 
cussed within the main sections of the manual. Please bear in mind that the 
Model Agreement is only an amalgam of the most common essential provisions. 
I t  is not a ready-made formula, fit for any situation. Its goal is merely to help you 
draft more effective agreements. 

MODEL LEASE AGREEMENT NQ 

City of Kiev ((-n 2001 
PREAMBLE 
VERSION I: Preamble of an agreement between Ukrainian residents 

[COMPANY NAME) , state regis- 
tration * - issued 2 0 4 ,  identification code 
# , further referred t o  as the Lessor, in the person of 
the director , acting on the basis of the Statute, 
as one party, and (COMPANY NAME) 

, state registration - issued 
- 200-, identification code # . further referred to 
as the Lessee, in the person of the director , acting 
on the basis of the Statute, as the other party [the Lessor and 
the Lessee may be referred t o  herein collectively as the Parties 
and individually as a Party] conclude the following Agreement: 

VERSION 2: Preamble of an agreement between a Ukrainian resident and a for- 
eign entity 

[COMPANY NAME) , state regis- 
tration # - issued - 200-, identification code 
further referred to as the Lessee, in the person of the director 

, acting on the basis of the Statute, as one party, 
and [COMPANY NAME1 , which is a 
legal entity under the jurisdiction of , excerpt 
from the trade, banking, or judicial register (indicate document prov- 
ing state registration in another countryl, further the Lessor, in 
the person of the director , acting on the basis of 
the , as the other party. [the Lessor and the 
Lessee may be referred t o  herein collectively as the Parties and 
individually as a Party.) conclude the following Agreement: 
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COMMENTS: The preamble is an important part of an agreement, but non- 
lawyers usually neglect to fill it out carefully. If the parties fail to indicate within 
the preamble their proper legal authority ke.. list of commercial activities pro- 
vided for by the Statute) or the authority of the persons signing the agreement, 
or if they fail to observe the proper signing procedures established for theirpar- 
ticular type of agreement, the essential terms of the agreement may lose their 
legal force. The Ukrainian Civil Code stipulates that agreements may be 
declared null and void if they fail to comply with aN legal requirements [Article 
481; if they are concluded contrary to the interests of one of the parties [Article 
501: if one of the signatories was not legally authorized to represent the legal 

;r' entity on whose behalf he signed the agreement, unless this entity gives further 
consent (Article 631; or if a foreign trade agreement failed to comply with cur- 
rent signing procedures at the time when it was concluded (Article 451. 

The preamble must also clearly identify each of the signatories; ie., i t  must 
provide the full names of all parties, whether legal entities or private entrepre- 
neurs, as well as the full names of any officers authorized to sign on behalf oi 
legal entities. It must also provide details of documents that prove the parties' 
commercial status, the state registration of foreign participants, and the 
authority of individuals signing on behalf of legal entities. 

2. 1 
Total Value of Assets 
on Date of Signing 

1. SUBJECT OF THE AGREEMENT 

This section will present versions of both types of essential provisions: a) those 
required by law (Article 7, Clause 1 of the Law on Leasing]: bl those which may 
be written into the agreement only by mutual consent of the parties. Our sug- 
gested provisions will suit most lease agreements regardless of their type or 
form. Some problematic pmvisions will be accompanied by brief Commentary. 
Clause 1 .I : Composition and value of the leased asset. and its usage period 
1. In accordance with the terms of this Agreement, the Lessor 

will provide and the Lessee will accept into exclusive paid use 
until 200- the following assets [further 
referred to  as leased asset/s): 

2. Usage of the Leased Asset implies that the asset will be used 
for the following purposes: 

3. The date specified in this clause is the last date when the 
Leased Asset may be used. 

dl 

1. 

Quantity List of Leased Assets Asset's Value 
on Date of Signing 
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4. Whenever the leased asset's depreciation rate is legally revised, i ts 
usage period shall be extended automatically either: a] proportion- 
ate to the revised depreciation rates: or b l  through an adjustment 
of the leased asset's depreciated value over the usage period. 

COMMENTS: The Law on Leasing makes the leased asset's usage term strictly 
dependent on its depreciation period. Therefore, a lease agreement that fully com- 
plies with the law at the time of signing may suddenly become invalid if the depreci- 
ation rates are legally revised. [For more details, see Annex I "Weaknesses of 
Ukrainian Leasing Legislation'? The provision suggested under subclause 4 is not 
a foolpmofsolution to this problem. However, it may help to mitigate the effects. 

Clause 1.2: Temls and conditions for the leased asset's transfer and receipt 

Version 1 (the lessor delivers the leased assetl 

Between the dates of and 204, the 
Lessor shall prepare and deliver the leased asset t o  the Lessee 
a t  the following address: , on the basis of a 
Transfer and Receipt Act, signed by duly authorized representatives 
of both Parties. 

Version 2 [the lessee arranges for delivery of the leased assetl 

Between the dates of and 2 0 0 ,  after 
duly authorized representatives of both Parties have signed a 
Transfer and Receipt Act, the Lessee shall remove the leased asset 
from the Lessor's premises a t  (full address) and arrange for i ts 
delivery t o  his own premises. 

Version 3 [the vendor delivers the leased assetl 

The vendor of the leased asset shall deliver the asset t o  the 
lessee, , on the 
basis of a Transfer and Receipt Act (signed by duly authorized 
representatives of both Parties1 and in full compliance with the 
terms of Sales (Supplier's) Agreement #- signed 
2 0 0  -: specifically: 

delivery date - 
place of delivery, transfer and receipt 
other terms 

COMMENTS: The terms for transferring anddelivering the leasedassetareimpor- 
tant not only in their own right, but also in relation to the transfer of financial oblig- 
ations (e.g.. liability for damages]. For example, Article 14, Clause 3 of the Law on 
Leasing stipulates that if the leased asset is damaged or ruaieddoring a delay h its 
transfer or delive~y, the party that caused the delay will be held liable. Furthermore, 
proper fulfillment of the transfer and delivery terms must he proven in writing. 
Therefore, the parties must be able to provide legal documentation confirming the 
transfer and receipt of the leased asset. If the represeritatrve who signs for the 
leased asset is not legally authorized to do so. the relevant party may have to bear 
full responsibility for any damages rncurred during delayed transfer of delivery. 
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One should also remember that when the lessee signs for a leased asset 
delivered directly by the vendor. he certifies not only the delivery, but also the 
transfer of ownership to the lessor. Therefore, if the lessee is reluctant to 
assume this additional responsibility, he should insist that the lessor send a 
representative to sign the Transfer and Receipt Act. 

Clause 1.3: Composition, size and schedule of lease payments 
1. For the duration of this Agreement, the Lessee will make lease 
payments to the Lessee, by means of transfers to the lessor's 
bank account, in [name, address and MFO of 
lessor's bank1 [or any other bank account specified by the Lessor), 

iu' on the following dates, for the following amounts, and of the fol- 
lowing composition: 

25 September 200- 

13 November 200-. 

And so on. 

Total 2 0 0 0  [two thousandl Hr, including: 

5 0 0  [five hundredl Hr - fee for use 
of the leased asset; 
5 0 0  [five hundred)Hr - compensation for 
the asset's depreciated value; 
5 0 0  [five hundred)Hr - compensation for 
interest paid under loan agreement 
#-of 20Q; 
500  [five hundredlHr - compensation for 
insurance payments made under Insurance 
Agreement #-of 200- 

Total 1 2 0 0  [twelve hundredl Hr, including: 

300  [three hundredl Hr - fee for use 
of the leased asset; 
3 0 0  [three hundred1Hr - compensation for 
the asset's depreciated value; 
3 0 0  [three hundredlHr - compensatlon 
for interest paid under loan agreement 
#-of  2 0 9 ;  
300  [three hundredl Hr - compensatlon 
for insurance payments made under Insurance 
Agreement #-of 200-. 

2. The Lessor shall be responsible for complying with any addi- 
tional requirements introduced by law during the term of the lease. 
including: registration of the agreement or the leased asset, insur- 
ance for events related to the execution of this agreement, and 
any other legal requirements that directly affect the execution of 
this agreement. The Lessee shall reimburse the lessor f o r  any 
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expenses he incurs in complying with these new requirements. Such 
reimbursement shall be made no later than two working days after 
the lessor has provided the lessee with written notification of these 
expenses, along with supporting documentation. 

COMMENTS: The Law on Leasing [Articles 1. 7 and 161 requires that the lease 
agreement clearly specify the size, composition and payment schedule for all 
leasing charges that can be known beforehand. There is always a possibil~ty that 
newregulations will come into effect over the course of the lease, and that com- 
pliance with these regulations will entail additional expenses. Subclause 2 stipu- 
lates the obligations of each party in such cases. 

The composition of lease payments used in this model is only an example. For 
the sake of presentation, it includes all of the types of leasing charges specified 
under Article 76 of the Law on Leasing, even though some of these are rather 
atypical for real lease agreements. 

Clause 1.4: Conditions for revising the s~ze, composition or schedule of lease 
payments 
1. The Parties may decide t o  revise the size, composition or sched- 
ule of lease payments. 

2. If the legal depreciation rate for the leased asset should change 
over the term of this agreement, the amount of compensation for the 
leased asset's depreciated value, as specified under Clause 1.3 of this 
Agreement, shall be adjusted in proportion to the new depreciation rate. 

The Parties shall accept this adjusted amount of compensation for 
the leased asset's depreciated value beginning with the date when 
the depreciation rate was revised. 

3. If the interest rates specified under Loan Agreement - of 
- 200- (henceforth LoanAgreement) should be reduced, 
the amount of compensation payable to the lessor, as specified under 
Clause 1.3, shall be adjusted accordingly. The rate of interest shall 
not exceed that which is specified under the Loan Agreement. 

4. If the Lessor's rate of interest under the Loan Agreement should 
increase, the Lessee shall increase the amount of compensation 
accordingly, as stipulated under Clause 1.3 of this Agreement, but 
only if the Lessor gave his written consent to this increase before- 
hand and the Loan Agreement provided for such automatic revi- 
sions with the Lessee's consent. 

5. Disputes concerning any revision of the size, composition or 
schedule of lease payments shall be resolved according to the pro- 
cedures established by current legislation. 

COMMENTS: Each party k entftled to ~ntroduce changes or amendments to the 
lease agreement. However, the size of specific lease payments icompensation for 
the leased asset's depreciated value plus the lessor's loan mter.cstJ does not depend 
solely on the parties' will Clauses 2.3 and 4 attempt to regulate these questfons. 
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Subclause 4, like Subclause 4 in Clause 1.1, does not offer total protection 
against the possibility that the lease agreement will fa1 out of compliance wIth 
the law over the term of the lease [see the Appendix on "Weaknesses of 
Ukrainian Leasing Legislation"1. However, Subclause 4 may at least mitigate the 
effects of any changes in IegislatIon. 
Clause 1.5: Conditions for revaluing the leased asset 

1. In cases specified by this Agreement and current legislation, the 
leased asset's book value may either be appreciated [increased by 
the amount of revaluation1 or devaluated [reduced by the amount 

w of revaluationl. 

2. The leased asset will undergo revaluation whenever i ts book value 
differs from the value of i ts remaining service life by -% 
[ percent) or more. The value of 
the leased asset's useful service life will be determined on the 
basis of an evaluation requested by the Lessor and performed by 
one of the following independent experts: 

3. The leased asset will also undergo revaluation whenever required 
by law in accordance with the procedures established by this Clause, 
unless other procedures are stipulated under current legislation. 

COMMENTS: The suggesteddraft of Clause 7.5 is not universally applicable. The 
parties may stipulate other cases and procedures for revaluation of the leased 
asset (see also Section IV "Financial Aspects of Enforcing a Lease Agreement"). 
Furthermore, the parties to a financial lease agreement have to realize that the 
title to the leased asset may not change hands until the leased asset has been 
redeemed in full. 
Clause 1.6: Conditions for repossessing the leased asset in the event of lessee 
insolvency 
1. If an arbitration court should initiate bankruptcy proceedings 
against the Lessee, the Lessee must notify the Lessor in writing 
and return the leased asset within seven calendar days after the 
court issues i ts decision, unless the parties conclude a written 
agreement t o  extend this period. 

2. Should the lessee fail to fulfill his obligations under this Clause, 
or should fulfillment of these obligations seem unfeasible, the lessor 
may summarily repossess the leased asset; the lessor shall assist 
him and compensate him for all expenses incurred. 

COMMENTS: Clause 1.6 is not obligatory. The parties are free to determme any 
other procedure for repossessing the leased asset in the event of the lessee's 
bankruptcy (see also Section IV 'Financial Aspects of Enforcrng a Lease 
Agreement'? 
Clause 1.7: Condhons for ~nsuring the leased asset 

1. The Lessor/Lessee shall bear the risk of accidental damage t o  
or destruction of the leased asset. 
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2. The Lessor/Lessee shall insure the leased asset against acci- 
dental damage o r  destruction with any one of the following i n s u r  
ance companies: 

3. The Lessee shall reimburse the Lessor for the cost of i n s u r  
ance payments, as stipulated under Clause 1.3 of this agreement. 

COMMENTS: The terms for insuring the leased asset will vary according to the 
type of agreement, the legal requirements and the wishes of the signatories [see 
also Section IV "F~nancial Aspects of Enforcing a Lease Agreementt'J Our model 
only satisfies the minimum requirement of the Lawon Leasing [Article 71: tn insure 
the leased asset itself. 

Clause 1.8: Conditions for utilizing the leased asset and performing technical 
maintenance and upgrades 

1. The Lessee must: operate the leased asset in accordance with 
i ts  intended purpose, the manufacturer's technical manuals and the 
conditions of this agreement; maintain the leased asset in operat- 
ing condition; maintain the leased asset at his own cost; perform 
all technical service and both minor and major repairs; and replen- 
ish all consumable supplies required by the asset. 

2. The Lessee may not enhance or upgrade the leased asset with- 
out the Lessor's written consent. The Lessee is entitled t o  recov- 
er costs incurred by such enhancements or upgrades if the Lessor 
has signed a written agreement t o  that effect beforehand. If such 
reimbursements have not been agreed upon in advance, and the 
enhancements may be separated from the leased asset without 
damaging it, then the Lessee may retain these enhancements upon 
expiration or termination of the lease. 

3. If enhancements performed with the Lessor's consent should 
transform the leased asset into a new asset, then the Lessee shall 
be granted partial ownership of the new asset [i.e., of the added 
components). 

4. The Lessee may not claim reimbursement from the lessor for 
any enhancements performed without the lessor's consent. 

COMMENTS: This is just one possible version of the conditions for operating. 
maintaining and upgrading the leased asset. The Parties have considerable free- 
dom to establish their own terms, depending on the type oflease agreement and 
i ts particular provisions [see also Section IV "F~nancial Aspects of Enforcing a 
Lease Agreement"). 

Clause 1.9: Reporting on the Technical State of the Leased Asset 

1. The Lessee shall provide the Lessor with a monthly report on 
the technical state of the leased asset no later than the 4th day 
of the following month. 

2. The Lessee shall allow duly authorized representatives of the 
Lessor unrestricted access to the leased asset twice per calendar 
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month, at times confirmed in advance by the Lessee, for the pur- 
pose of inspections. 

3. The Lessee shall give the Lessor written notice within 2 4  hours 
after discovering any defect, breakage or malfunction in the leased 
asset, after failing t o  perform obligatory, periodic maintenance, or 
after any other event that could have a negative effect on the 
leased asset's technical condition. 

4. The Lessee shall give the Lessor written notice of any major 
repairs or upgrades of the leased asset a t  least 7 calendar days 
in advance. 

w 5. Should the need for emergency repairs arise, the Lessee shall 
notify the Lessor a t  least 24 hours before undertaking such repairs. 

COMMENTS: This is only one possible version. The Parties are free to structure 
this clause to  suit theirparticular needs. However, lessors should realize that the 
clearer these provisions are, the easier it will be for them to obtain accurate and 
timely information about the condition of a leased asset. The Law on Leas~ng 
[Article 1'2, Clause 2.41requires the lessee: a1 toreport t o  the lessor on the tech- 
nical state of the leased asset; bl to allow the lessor unrestricted access to the 
asset to verify its condition and the manner in which it being used, within the time 

ed under the agreement [see also Section IV"Financia1 Aspects of 
Enforcing a Lease Agreementd% 

Clause 1.1 0: Conditions for registering the leased asset 
Version I: The Lessor registers the asset 

1. The leased asset shall be registered by the Lessor in his own 
name with the [full name of government agency] at the lessor's 
principal place of business no later than - calendar days after 
the Agreement was signed. 

2. If, over the term of this Agreement, new regulations should go 
into effect requiring the leased asset t o  be registered with addi- 
tional government agencies, the Lessor shall register the leased 
asset with these agencies a t  his principal place of business and 
in his own name, unless otherwise agreed between the Parties. 

3. The Lessee shall reimburse to Lessor for all costs incurred in 
registering the leased asset, as stipulated under Clause 1.3 (21 of 
this Agreement. 

Version 2: The Lessee registers the asset. 

1. The leased asset shall be registered by the Lessee in his own 
name with the [full name of government agencyl a t  the Lessee's 
principal place of business no later than - calendar days after 
the Agreement was signed. 

2. If, over the term of this Agreement, new regulations should go 
into effect requiring the leased asset t o  be registered with addi-- 
tional government agencies, the Lessee shall register the leased 
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asset with these agencies at his principal place of business and 
in his own name, unless otherwise agreed between the Parties. 

COMMENTS: These are just two variants. The parties are free to structure this 
clause to suit their particular needs and conditions [see also Section IV "Financial 
Aspects of Enforcfng a Lease Agreementry. 

Clause 1 .I 1 : Conditions for returning or redeeming the leased asset 

I. Conditions for returning the leased asset: 
1.The Lessee shall return the leased asset t o  the Lessor in the 
state in which it was received [except for reasonable wear and 
tear), no matter whether the lease has expired or been terminat- 
ed prematurely. 

Return of Asset to Lessor 

Version A: The lessee returns the asset to the lessor. 

The Lessee shall return the leased asset t o  the Lessor a t  [full 
addressl on the basis of a Transfer and Receipt Act duly signed 
by both Parties' authorized representatives. If the lease has expired. 
the Lessee shall return the leased asset within the maximum usage 
term specified under Clause 1.1: if the lease has been terminated 
prematurely, the lessee shall return the asset within 72 hours. 

Version B: The lessor repossesses the asset. 

The. Lessor, with maximum support from the Lessee, shall arrange 
and undertake t o  remove the leased asset from the lessee's pos- 
session a t  [full addressl on the basis of a Transfer and Receipt Act 
duly signed by both Parties' authorized representatives. If the lease 
has expired, the Lessor shall remove the asset within the maximum 
usage term specified under Clause 1.1: if the lease has been termi- 
nated prematurely, the Lessor shall remove the asset within 72 hours. 

11. Redemption of the Asset under a Financial Lease 

Version I: The lessee fully redeems the leased asset through his regular lease 
payments. 

1. The Lessee shall redeem the leased asset by compensating the 
Lessor for the i ts full depreciated value, as stipulated under Clause 
1.3 of this Agreement. 

2. The Lessee shall assume ownership of the leased asset as soon 
as he has compensated the Lessor for i ts full depreciated value. 

Version 2: The lessee redeems the leased asset by compensating the lessor for 
both its depreciated and residual values. 
1. The Lessee shall redeem the leased asset by transferring the sum 
of - Hr, equal to the asset's residual value, to the Lessor's bank 
account # in [full name, address and MFO of lessor's 
bank], or any other bank account specified by the Lessor, within the 
maximum usage term specified under Clause 1.1 of this Agreement. 
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2. The Lessee shall assume ownership of the leased asset as soon 
as he has compensated the Lessor for both i ts depreciated and 
residual values. 

Version 3: The lessee redeems the leased ahead of term by compensating the 
lessor for its residual value. 

1. The Lessee shall redeem the leased asset by transferring the sum 
of - Hr, equal to the asset's residual value, to the Lessor's bank 
account * in Ifull name, address and MFO of lessor's 
bank], or any other bank account specified by the Lessor, within the 
maximum usage term specified under Clause 1.1 of this Agreement. 

2. The Lessee may redeem the asset earlier by transferring the sum 
of - Hr, equal t o  the asset's residual value, t o  the Lessor's bank 
account * in [full name, address and MFO of lessor's 
bank], or any other bank account specified by the Lessor, between 
the dates of 200- and 200-. 

3. The Lessee shall assume ownership of the leased asset as soon 
as he has compensated the Lessor for both i ts depreciated and 
residual values. 

COMMENTS: These versionsareonlysuggestions. Thepartiesare free tostruc- 
ture this clause to suit their particular needs and conditions [see also Section I\/ 
'Financial Aspects of Enforcing a Lease Agreement"]. 

Clause 1.1 2: Conditions for early termination of this ~ ~ r e e m e n t  

1. The Lessor may demand early termination of the agreement in 
the following cases: 

1) The Lessee has misused or neglected the leased asset. 

2) The Lessee has impaired the condition of the leased asset 
through misconduct or gross negligence. 

3) The Lessee has transferred the leased asset to a third party 
without the Lessor's consent. 

4) The Lessee has missed  two^^ coasecutivel l e a  payments 

5) The Lessee has failed t o  perform major or minor repairs on 
the leased asset within the time frame established under this 
Agreement. 

61 The Lessee is more than 10 [ten) calendar days late in 
providing the Lessor with information about his [the Lessee's] 
financial standing or the leased asset technical condition: 

7) The Lessee has failed on one or more occasions to give 
the Lessor (or his duly authorized representative) unrestricted 
access to the leased asset for the purpose of inspection. 

81 The Lessee's negligence or actions jeopardize the leased asset. 
or exposes it to the risk of damage or destruction. 
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COMMENTS: The Law on Leasing [Article 17. Clause 21 entitles the parties to ter- 
minate theiragreement, in accordance with establishedprocedures, 'I..shouldany 
terms ofthe lease agreement be violated." This means that if eitherparty breach- 
es the terms of the lease agreement, the injuredparty may file suit with the arbi- 
tration courts for early dissolution of the contract under the provisions of Articles 
1 and 1 1 of the Arbitration Code [though he must fiffit go through a thirty-day 
pre-arbitration waiting period]. In order to avoid unnecessary disputes, the par- 
ties should always specify beforehand the possible grounds for early termination 
(see also Section IV "Financial Aspects of Enforcing a Lease Agreementf% 

2. The Lessor may unilaterally terminate the lease and summarily 
repossess the leased asset on the basis of a notary's writ  of exe- 
cution should the Lessee miss two consecutive lease payments. 

COMMENTS: S 
m v e r e d  in a Summary Fashion on the Basis of a Notarv's Wri t  of F x e c w  
[Clause 81. contained within CMUResolution 1 172 of06/26/99,stipulates that 
a creditor (in our case the lessorl may not summarily repossess an asset with a 
notary's writ of execution unless he is able to provide an original agreement that 
aolicitlv allows for summary reoossession. Hence, the lessor may be denied a 
notary's writ ofexecution, even if the lessee has missedtwo consecutive leasepay- 
ments, W e  lease aoreement fails to include the necessarv orovision 

Furthermore, Article 162 of the Civil Code permits unilateral termination of an 
agreement only in certain cases specified by law. Repossession of a leased 
asset isone such case. but one would be well advised to emphasize this point in 
the lease agreement (see also Section IV "Financial Aspects of 
Enforcing a Lease Agreement"). 

3. The Lessee may request from the court to terminate the 
Agreement in the following cases: 

11 The asset becomes unusable due t o  circumstances for which 
the Lessee is not responsible. 

2) The Lessor fails to perform major or minor repairs on the 
leased asset as required under the Agreement. 

3) The Lessee discovers defects in the leased asset which pre- 
vent him from using it for i ts  intended purpose or in accor- 
dance with the Agreement. 

COMMENTS: The Lawon Leasing [Article 17, Clause 2)entitles theparties to ter- 
minate theiragreement, inaccordance with establishedprocedures, 'I..shouldany 
terms ofthe leaseagreementbe violated." Thismeans that ifeitherpartybreach- 
es the terms of the lease agreement, the injuredparty niay file suit with the arbi- 
tration courts for early dissolution of the contract under the provisions ofArticles 
1 and 11 of the Arbitration Code [though he nwst first go through a thirty-day 
pre-arbitration wafting period). In order to avoid unnecessary disputes, the par- 
ties shouldalways specify beforehand the possible grounds for early termination 
(see also Section IV "Financial Aspects of Enforcing a Lease Agreement'% 
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4. The Lessee may unilaterally terminate the Agreement if the 
leased asset fails t o  comply with his stated requirements. However, 
the Lessor and/or Vendor of the leased asset shall have 30 days 
t o  bring the asset into full compliance with the Lessee's demands 
or provide a suitable replacement. 

COMMENTS: The Civil Code [Article 273, Part 21 establishes that 'the creditor 
may refuse to meet his obligations, and may recover all losses, if the debtor's 
tardiness in fulfilling obligations has caused damage to  the lessor's interests 
under the agreement." Therefore, the lessee effectively terminates the lease 
agreement whenever he rejects a leased asset. If the lessor and the vendor 
would like to avoid such unexpected dissolution of the lease agreement, they 
should stipulate within the agreement a deadline by which all of the leased 
asset's defects may be corrected [see also Section IV 'financial Aspects ol 
Enforcing a Lease Agreement'? 
Clause 1 .I 3: Conditions for reporting on the lessee's financial standing 

1. For the duration of the lease, the Lessee must provide the 
Lessor with the following certified documents: 

- Form # I  crBalance Sheets, provided monthly no later than the 
12 th  day of the following month; 

- Form #2 nlncome Statements, provided monthly no later than 
the 12th  day of the following month; 

- Form a3 "Statement of Enterprise's Finances and Assets" 
[essentially an abridged Cash Flow Statement), provided annually 
no later than the 24th day of the following fiscal year. 

COMMENTS: This is only one possible version. The Parties are free to structure 
this clause to suit their particular needs. However, lessors should realize that 
the clearer these provisions are, the easier it will be for them to obtain accurate 
and timely information about the lessees financial standing. The Law on Leasing 
[Article 72, Clause 2.4) requires the lessee to report to the lessor on his [the 
lessor's] financial standing on the dates specified under the agreement (see 
also Section IV "Financial Aspects of Enforcing a Lease Agreementry. 
Clause 1 .I 4: The Parties' Liabilities 

1. Any Party that fails t o  fulfill his obligations under this Agreement 
shall compensate the other party for any losses incurred. 

2. The Lessee shall compensate the Lessor for losses suffered due 
to any deterioration in the leased asset's condition, unless the 
Lessee can demonstrate that he was not t o  blame for this dete- 
rioration. 

3. Any Party that defaults on payments stipulated under this 
Agreement shall pay the other Party a penalty of 05% of the 
overdue amount for each day the payment is delayed, but in total 
this penalty shall not be more than two times the NBU's discount 
rate for the overdue amount. Payment of this penalty shall not 
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exempt the defaulting Party from making the overdue payment. 

4. Every time the Lessee misuses the lease asset, he shall pay 
the Lessor a fine in the amount of - % of the leased asset's 
total value. 

5. Any Party that fails t o  provide in a timely fashion any i n f o r  
mation, data, statements or other documents required under this 
Agreement shall be fined Hr for each violation. 

6. Version A. Should the Lessee fail to return an asset under 
operating lease within the maximum usage period, or should he 
fail t o  return the leased asset by the deadline for early return 
specified under the law or this Agreement, then he shall pay 
the Lessor a fine in the amount of 0.-% ( 1 of 
the leased asset's total value. Payment of this fine shall not  
relieve the Lessee of his obligation t o  return the leased asset 
and pay an additional fee (as stipulated under this Agreementl 
for using the asset beyond the established deadline. 

Version 6. Should the Lessee fail to redeem an asset under 
financial lease within the maximum usage period, or should he 
fail t o  return the leased asset by the deadline for early return 
specified under the law or this Agreement, then he shall pay 
the Lessor a fine in the amount of 0.-% ( I of 
the leased asset's total value. Payment of this fine shall not 
relieve the Lessee of his obligation t o  redeem the leased asset 
and pay an additional fee [as stipulated under this Agreementl 
for using the asset beyond the established deadline. 

COMMENTS: The following is only one possible version of Clause 1.14. The 
Parties are free to structure this clause to suit their particular needs. [see also 
Section IV "Financial Aspects of Enforcing a Lease Agreement'% When the 
lessee fails to return or redeem a leased asset in a timely fashion, he clearly 
continues to use it in the meantime. The lessor should obviously be cornpensat- 
ed for this unauthorized use of his property Since the law does not stipulate any 
fee for unauthorized use, the Lessor would be better off writing this provision 
into the Agreement. 
7 .  If the Lessee should hinder the Lessor from inspecting the leased 
asset, monitoring i ts repair and/or technical maintenance, or repos- 
sessing it in cases specified by the law and/or this Agreement, or 
should the Lessee fail to support the Lessor in these undertak- 
ings in such a way as to prevent him from exercising his legal 
rights, then the Lessee shall be fined in the amount of for 
each time he fails t o  fulfill these obligations. 

8. Any party that fails to fulfill payment obligations in a timely 
manner at the request of the other Party shall repay the o v e r  
due amount, adjusted by the established rate of inflation for the 
entire overdue period, as well as _- % (annual interest ratel. 
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COMMENTS: This subclause almost replicates the provisions of Article 214 01 
the Ukrainian Civil Code, except for the size of the interest payments: Article 
214 suggests an annual interest rate of 3% on overdue payments. However, 
the Article permits the parties to choose an interest rate at their own discre- 
tion, except for certain cases specified by law. 
Clause 1 .I 5: Registering payments in the accounting records 
1. Should the lessee have overdue lease payments, any payment 
that he makes towards fulfillment of his obligations under the 
Agreement shall f i rst be counted towards settlement of his o v e r  
due debt, unless otherwise stated under current legislation. 

COMMENTS: This provision is not obligatory, but it is advisable for many lease 
agreements, as it clarifies the procedures by which the lessee shall fulfill his 
financial obligations. 
2. Unless otherwise stated under current legislation: 

a] the lessee may not redeem an asset under financial lease 
until he has fulfilled all of his lease payment obligations under 
the AgreemenG 

b) any funds that  the Lessee pays as compensation for the 
value of the leased asset shall f i rst be counted towards set- 
tlement of his outstanding lease payments, calculated on the day 
such funds are transferred. 

COMMENTS: This provision is not obligatory, but it is advisable for many lease 
agreements, as it prevents the lessee from assuming ownership of the leased 
asset until he has fulfilled all of his financial obligations towards the lessor. 

2. RIGHTS AND RESPONSIBILITIES OF THE PARTIES 

Th;s section is typical for any type of agreement. It reiterates and, to a certain 
extent, clarifies the rights established under the essential terms of agreement. 
The following version is only a rough example. The Parties are free to structure 
this clause to suit their particular needs. 
Clause 2.1 The Lessor's rights and obligations 

1. The Lessor has the following rights: 

1) To monitor the Lessee's use and maintenance of the leased 
asset, in accordance with the terms and procedures specified 
under this Agreement; 

21 To repossess the leased asset unilaterally should the Lessee 
miss two consecutive lease payments; 

31 To demand early dissolution of this Agreement and repos- 
sess the leased asset in the cases specified under current leg- 
islation and in this Agreement; 

41 To demand compensation for losses incurred due to the 
Lessee's misconduct or gross negligence. 
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2. The Lessor has the following obligations: 

11 To provide the Lessee with a fully operating leased asset in 
total compliance with the contract terms; 

2) To inform the Lessee about any special features of the 
leased asset that may pose a health risk to the Lessee or 
any other persons, or that may cause the asset to break or 
malfunction during use. 

3) To perform both major and minor repairs on the leased 
asset in full compliance with the terms of this Agreement; 

4) To reimburse the lessee for all costs incurred in repairing, 
upgrading or enhancing the leased asset in any of the circum- 
stances specified under this Agreement; 

5) To take the leased asset back in the event that this 
Agreement is terminated prematurely [or when the usage term 
expires under an operating leasel. 

Clause 2.2 The Lessee's rights and obligations 

1. The Lessee has the following rights: 

1)  To reject a leased asset that does not fully satisfy his stat- 
ed requirements or fully comply with the contract terms: 

21 To withhold lease payments for the duration of any period 
during which he is unable t o  use the leased asset for i ts 
intended purpose due to circumstances beyond his control; 

3) To demand a reduction in the fee for using the leased asset 
if the proper functioning of the asset is significantly impaired 
due t o  circumstances beyond his control; 

4) To terminate this Agreement unilaterally by rejecting a leased 
asset that fails to comply with the contract terms, unless the 
Lessor or Vendor of the leased asset is able to bring it into 
full compliance or find a suitable replacement within 3 0  days 
after receiving notice from the Lessee; 

5) To demand early dissolution of this Agreement in cases spec- 
ified under current legislation or this Agreement; 

6) To recover damages from the Lessor should the latter fail 
to meet his obligations under this Agreement; 

7) To demand one of the following in the event that he dis- 
covers a hidden defect in the leased asset which impairs i ts 
proper use: 

- the replacement of the leased asset, if possible; 

- a suitable reduction in the fee for using the asset; 

- any repairs or alterations needed to bring the asset into 
full working order [at the lessor's expense]. 
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81 To redeem an asset under financial lease as stipulated under 
the Agreement. 

The Lessee has the following obligations: 

1)  To accept and use the leased asset in accordance with i ts 
intended purpose and the terms of the agreement; 

2) To maintain the leased asset in good working order; as stip- 
ulated under the agreement; 

31 To make lease payments in a timely manner; 

41 To report to the Lessor on his [the Lessee's1 financial stand- 
ing and the technical condition of the leased asset, as stipu- 
lated under this Agreement: 

51 To give the Lessor unrestricted access t o  the leased asset 
for the purpose of monitoring i ts condition and the manner in 
which it is being used: 

61 To inform the Lessor within 24 hours if the leased asset 
should in any way break or malfunction, should he [the Lessee) 
fail to perform scheduled maintenance on a specified date, or 
should any other event occur that could have a negative impact 
on the asset's condition: 

71 To notify the Lessor within 2 4  hours should he (the Lessee] 
become subject t o  bankruptcy proceedings, foreclosure of his 
assets, any license suspension that may prevent him from using 
the leased asset, or any other event that  could have a nega- 
tive impact on he execution of this Agreement; 

8) To reimburse the Lessor for the cost of repairing the leased 
asset in cases specified under current legislation or this 
Agreement: 

91 To return the leased asset in the condition in which it was 
received, except for normal wear and tear, or in a condition 
specified under the agreement, in the event that this Agreement 
should be terminated prematurely [or should the usage term 
expire under an operating lease1 

3. FORCE MAJEURE. 

This section is also typical for aN types of agreements, but the particular word- 
ing is subject to the parties'discretion. 

3.1. The Parties shall not be held responsible for failing to fulfill 
obligations under this Agreement as long as they are prevented 
from doing so by circumstances beyond their control. 

3.2. The Party that has suffered force majeure shall provide the 
other Party with documentary evidence and a full description of the 
event, its character and expected duration, within 3 calendar days 
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of the occurrence. If he fails to do so, the affected Party will not  
be entitled to claim force majeure, unless the circumstances them- 
selves are such that he is unable to give proper notification. 

3.3. Under no circumstances shall the Parties be exempted from 
their financial obligations under this Agreement. 

4. RESOLUTION OF DISPUTES. 

This section, like the previous two, is typical of any type of agreement. The par- 
ticular wording is subject to the parties' discretion. 

Version 1: Domestic lease agreements 

4.1. Any dispute arising during the execution of this Agreement, 
and in connection with this Agreement, shall be subject to reso- 
lution according to current Ukrainian legislation. 

Version 2: Cross-border lease agreements 

Option A: 4.1. The Parties agree that any dispute arising during 
the execution of this Agreement, and in connection with this 
Agreement, shall be submitted for review and final resolution by 
the International Commercial Arbitration Court under the Ukrainian 
Chamber of Commerce and Industry. 

This Agreement shall be governed by Ukrainian law. 

One arbiter shall represent the Arbitration Court. 

The court shall convene in the city of Kiev. 

Arbitration proceedings shall be conducted in the Ukrainian language. 

Option B: 4.1. The Parties agree that any dispute arising during the 
execution of this Agreement, and in connection with this Agreement, 
shall be resolved according to the UNCITRAL Arbitration Rules. 

There shall be three arbiters. Each of the Parties shall appoint 
one arbiter, and these two arbiters shall choose a third arbiter. If 
the arbitration court has not yet convened six months after the 
claim was filed, the President of the International Court shall appoint 
the arbiters at the request of either party. The court shall convene 
in Paris, France, and proceedings shall be conducted in English. 

5. OTHER PROVISIONS. 

Traditionally, this section of the Agreement, which is usually the last section. 
includes provisions which, due to their nature, have not been included in previ- 
ous sections. The parties are free to choose both the contents and wording 01 
this section. 

5.1. Any relationship between the Parties that has not been reg- 
ulated by this Agreement shall be subject to current Ukrainian 
legislation. 



LEASING IN UKRAINE 

5.2. Each Party shall notify the other Party within 3 calendar days 
if he should change his name, location, or bank account, as spec- 
ified under this Agreement, or if any other event should occur that 
may prevent the other Party from fulfilling his contractual obliga- 
tions properly. 
5.3. The Agreement shall be deemed effective from the date when 
it is signed by each of the Parties. 
5.4.  his Agreement shall be produced in two copies (one for each 
Party). Each of these copies shall have equal legal force. 

LEGAL ADDRESSES AND BANK ACCOUNTS OF THE PARTIES 

Lessor Lessee 

b/acc. # in- b/acc. # in - 

MFO MFO 

SIGNATURES OF THE PARTIES 

Lessor Lessee 

Director /-.-.L Director /-.,L 
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ANNEX Ill 

INSTALLMENT SALES 

Due to disincentives of Ukraine's leasing-related legislation, 'lessors' and 
enterprises use 'installment sales' [sometimes referred to as. 'sales with 
deferred payments'), to finance the acquisition of fixed assets. In an 'installment 
sale,' parties are guided by provisions from Ukraine's Civil Code' on purchases 
and sales. 

An installment sale is similarto financial leasing in substance, with two signif- 
icant disadvantages that increase the lessor's risks. 

1. An important element of financial leasing is that the manufacturer or seller 
of the asset to be leased bears liability for delivery, quality and warranty. The 
lessee applies to a leasing company after selecting the equipment and sup- 
plier themselves. The leasing company only fulfils the request for financing. 
However, in an installment sale, it is the lessor is also liable for delivery and 
asset quality. 

2. In an installment sale, just as a financial lease, ownership of the asset does 
not transfer to the lessee [buyer) until the asset has been completely paid 
for. However, in an installment sale, if there is a breach of agreement and 
the seller [lessor) is forced to repossess the equipment, the seller [lessor) is 
entitled to keep only the amount paid by the buyer [lessee) equal to the por- 
tion of the asset that was depreciated. The seller [lessorl may contest this 
in court, [for which there is precedence in Ukraine). Ukrainian courts have 
ruled that the seller [lessor) is entitled to keep the difference between the 
original contract price of the asset and the market value of the asset at time 
of repossession. 

Despite these problems. installment sales remain the lnost acceptable tool 
for purchasing equipment in Ukraine. Parties to an installment sale may deter- 
mine their own payment schedule and do not have the problems of excessive 
taxation that results from Ukraine's laws governing financial leasing. 

Due to the fact that domestic leasing companies have trouble finding accept- 
able credit resources the most common scheme for asset financing varies sig- 
nificantly from the way lessors work in other countries. The usual system -take 
a loan, purchase equipment and lease it out is replaced by the following: 

1) They purchase equipment from the nlanufacturer on terms of a trade cred- 
i t  [commercial credit); 

21 The equipment is provided to the lessee under an installment sale contract. 
Domestic leasing companies use this scheme mostly with Ukrainian manu- 

facturers. 
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Note: tearing activityin Ukraineir not licensed or rvbjecttoaddit ienai regulations. Therefare,it ir difficult to  determineexact number of companier involved in  tearing activity. For 
this rearon the many captive ierrerr operating i n  Ukraine have been excluded. 
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INFLUENCE OF DEPRECIATION POLICIES ON LEASING 

Depreciation policy is an important tool that may be used either to promote or 
to discourage the growth of leasing. This section will address the following topics: 

- the essence of depredation for accountingpurposes; 

- five depredation methods; 

- examples and comparison of different depreciation method.$; 

- depreciation rates; 

THE ESSENCE OF DEPRECIATION 

Depreciation policies in Ukraine are currently regulated under both account- 
ing' and tax2 legislation. Unfortunately, the two do not always agree. 

National Accounting Standard [NAS) #7 "Fixed Assets" defines the deprecia- 
tion of a leased asset as the systematic reduction of its value over the course of 
its useful service life. The following section will focus on the treatment of depre- 
ciation by UNAS. 

Depreciation is charged separately for each leased asset. To charge depreci- 
ation means to calculate the portion of an asset's value that will be treated as a 
cost and will therefore be deductible from taxable income. 

Depreciated value [DV] is equal to the original or reassessed value [RV) of the 
leased asset minus its residual value [LVI: 

DV = RV-LV [I I 

The original value [RV) of a leased asset is the value first recorded on the 
balance sheet of the party entitled to make depreciation charges. It should be 
equal to the costs he incurred in acquiring the asset. 

The residual value [LV) is the net sum that a lessee expects to receive for 
a leased asset at the end of its useful life after deducting the expected costs of 
its disposal. 

The useful service life is understood as either the period over which the 
lessee will use the leased asset. or the number of production units that he 
expects to obtain from the asset. The service life may be revised if the econom- 
ic benefits of using the asset are expected to change. 

Depreciation may be charged throughout an asset's useful service life, but 
should be suspended during renovation. upgrading, modernization or storage. 

A leased asset's depreciation period depends on whether the lessee will 
assume ownership of the asset upon expiration of the lease. If so, then the 
depreciation period should coincide with the useful servlcc l~le. Otherwise, the 

1 NA$ If7 "Fixed A ~ l e l ~ " ~ o n f i i m e d  lby Minlriry of  tir:.wr U~6i.v 9 2  a1 A y d  2 ; .  2 0 0 ~  r.bS :;;"intangible Al ret r "  con- 

firmed by Minirtry of  Finance Order 742 of O m i a r  In. ! W 9 .  
2 Ukraine3 Law on Coruorateraxof May 22. 1991 

1 27 
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depreciation period should coincide with either the useful service life, or the 
lease term, whichever is shorter. 

Under financial accounting procedures, unlike tax accounting, depreciation is 
charged on a monthly basis. If a business has a seasonal operating mode, then 
depreciation charges will accrue annually. 

Depreciation charges should commence withthe first fiscal month afterthe leased 
asset was first put to use towards the production or sale of goods. The charges 
should stop from the first fiscal month afterthe asset is removed from operation. 

In financial accounting, depreciation charges are recorded as a business 
expense under depreciation of fixed assets or depreciation of intangible assets. 

Ukraine's Law on Corporate Tax defines the depreciation of fixed assets as a 
decrease in taxpayer's net revenue3 equal to the sum of his expenditures 
towards the purchase, production or improvement of these assets. 

For financial accounting purposes, the amount of compensation that the 
lessee must pay to the lessor for the value of the leased asset may be equal to, 
larger than or smaller than the sum of depreciation charges. However, 
Ukraine's Law on Leasing states that the portion of each lease payment that 
represents compensation to the lessor for the value of the asset should be 
equal to depreciation for that period. 

Ideally, the lessor will recover 100% of the asset's value over the term of the 
lease. However, in order for this to be possible, the lessee must establish a 
reserve equal to the difference between the original value and the total depre- 
ciation charges. Accruals to this reserve should be made on a monthly [or quar- 
terly) basis over the entire term of the lease. Thus, if the total sum of deprecia- 
tion charges over the term of the lease comprises 60% of the asset's value, the 
reserve should contain the remaining 40%. 

DEPRECIATION METHODS 

Ukraine's accounting laws offer a much broader range of depreciation meth- 
ods than its tax laws. 

NAS #7 allows for the following depreciation methods: 

- straight line/iineac 

- ueciining buinrice; 

- occeieroted deciining haionce; 

- cumiiiotive; 

- orod!icliun; 

- oriy o!!ier di?prec!ol!a~~ nie!:hod s/.ip!ilared iurlder llkroi,rim:! (< ;x  i!rw 

For purposes of financial reporting under UNAS, an enterprisc: is free to 
choose any one of these depreciation methods. If necessary. ~t can also switcll 
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from one method to another. However, an enterprise :nay only begin to use a 
new method during the next fiscal month after the decis~on was made. 

When choosing a depreciation method for a leased asset. businesses should 
keep in mind that the same method must be used consistently for all similar 
assets ke.. all assets serving a similar purpose). The freedon? to choose any one 
of the depreciation methods listed under NAS #7 is one of the most progres- 
sive achievements of financial reform in Ukraine. However. not everyone is enti- 
tled to exercise this right. 

Despite the wide range of depreciation methods offered by Ukrainian 
accounting laws, most lessees still prefer to use the methods suggested under 
Ukraine's tax laws, both for financial accounting and for tax accounting. There 
are a number of reasonsforthis. One is that businesses are already more famil- 
iar with the tax laws' depreciation methods, and the NAS  neth hods differ from 
these rather substantially. In addition, not all businesses are comfortable with 
the idea of choosing their own accounting policies [as suggested by NAS), since 
they are already accustomed to complying with strictly regulated conventional 
accounting [as required under tax laws). 

Linear depreciation [often referred to as 'straight-line depreciation'j implies an 
equal portion of an asset's value is depreciated each period overthe leased asset's 
useful service life. As a general rule, it is used for assets that perform approxi- 
mately the same amount of work from one accounting period to the next and are 
subject to physical deterioration [e.g.. buildings. structures, gas pipes, tanks, tools. 
etc.]. The linear method is common throughout the world. It is simple and easy to 
revise, which makes it very attractive in comparison to other !methods. 

I t  makes sense to use the linear method under the following circumstances: 

I ]  the enterprise does not anticipate any major increase in maintenance or 
repair costs to extend the asset's useful service life; 

21 the asset is not susceptible to rapid obsolescence: or 

3)  it is difficult to predict the asset's overall production capacity. 
With linear depreciation, yearly depreciation charges [UCI are calculated by 

dividing the asset's depreciable value (DV1 by its expected service life IT] 
expressed in years. 

DV @C = - 
T 121. 

Example: The Linear Method of Calculating Depreciation 

A financial lease agreement has been s~gned for ;I piccr: of i:clulpment w~ th  a 
useful service life of 4 years I8 slxrnnnth pr:r.iorisl. Tiii: hissee receives the 
equipment on January 2. 2001. and makes lease Ipayniini!; on the last day of 
each sernester [June 3 0  and Deceinber 31 1. Tt i i? ii:~.;:;!:!: itan recorded the 
leased asset on his balance sheet at the present mluii (11 ;i)ilmcltn lease pay- 
ments totallrig 159.904 Hr. 
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Using Formula 3 from Section VII, where i = 0.13 [semiannual rate) and n = 6, 
we can calculate the present value of minimum lease payments as 40.000 x 
4.51 76 = 180.704 Hr. 

The following table shows depreciation charges based on the linear deprecia- 
tion method and the asset's book value at the end each semester: 

Semiannual Oevreciation Charoer 

Useful Original Value Number of Total Depre- Cumulative Residual 
Service (book value) Six-month ciation Per Depreciation' Book Value 

Life of the Asset (DV) Periods (T) Semester (TO)' 

2.01.2005 159,904 8 19.988 159.904 0 

Accelerated depreciation methods include: [I 1 declining balance, (21 acceler- 
ated declining balance and (31 cumulative. What sets these methods apart is 
that they enable one to write off larger amounts of an asset's value during ear 
lier accounting periods. The main difference between these methods is their 
rate of depreciation. 

Accelerated depreciation methods are generally used for assets that quickly 
become obsolete [e.g., computer equipment], or whenever there is a need to 
maintain relative parity between maintenance costs and annual depreciation 
charges over the asset's service life [as in the case of motor vehicles, whose 
maintenance and repair costs grow considerably over time]. 

The declining balance method allows one to depreciate the asset most 
quickly during the earliest periods. 

With this method. the annual depreciation rate IADR) is calculated as 
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Where: T = Service life expressed in years 

LV = Liquidation value 

OP = Original price 

The annual amount of depreciation IAADI is calculateci as the balance value 
[BV) at the beginning of the fiscal year (or the starting valiie on the date when 
depreciation charges commenced] multiplied by the annual depreciation rate 
[ADR). 

AAD = BV ADR 

Example: Declining Balance Method 

Let's assume the same conditions as in the last example and see what hap- 
pens when we use the declining balance method to calculate the depreciation 
charges and remaining book value. Let's assume, that the asset's residual value 
(LV] is 12.792 Hr [or 8% of its original value]. 

Semiannual Depreciation Charges 

Useful Original Book Value Semiannual Semiannual Cumulative Remaining Book 
Sewice Value of the Asset Depreciation Depreciation Depreciation Value a t  the End 

Life (OV) BOP (BV) Rate (ADR)' Amount (AAD) of Period 

The accelerated declining balance method presents the simplest pro- 
cedure for calculating depreciation rates IADR): 

100% ARO=- .A 
T 

15). 

The annual amount of depreciation (AAO] is c:alci~Iai:r:d ;I:; fol!r~ws: 

AAD = 8V . AOR I I l j  

Where: BV - Balance value 
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Example: Accelerated Declining Balance Method 

Using the same data as the previous example, let's use the accelerated 
declining balance method to calculate the depreciation charges and remaining 
book balance for each semester: 

Semiannual Depreciation Charges 

Useful Original Book Value Semiannual Semiannual Cumulative Book Value 
Service Value of  the Asset Depreciation Depreciation Depreciation at the End 

Life (OV) BOP (BV)  ate (ADR)' ~ r n o u n t  [AAD) . of Period 

A 8 C 0 E - C x D  F G 

2.01.2001 159,904 159.904 159,904 

1.07.2001 159.904 159,904 25 % 39,976 39,976 119.928 

The cumulative depreciation method is considered a linear method because 
the annual depreciation charges are reduced in two even portions. 

When using this method, one must calculate a cumulative coefficient [Cc] 
according to the following formula: 

Where: ST = Useful service life [expressed in years] 

T-t = Number of years remaining until the end 
of expected usage term 

The useful service life may be calculated as: 

If the useful service life is relatively short, one can easily find i t  without using 
the formula. For example, if the service life is only 4 years, then: 

The annual amount of depreciation under the cumulative inettiod [AC) is cal 
ciilated as the product of depreciable value and the cumulative coefficient 
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Example: Cumulative Depreciation Method 

Given the same data as in previous examples, let's use the cumulative depre- 
ciation method to calculate the depreciation charges and remaining book value 
for each semester. The asset's residual value is 12.792 Hr. 

Semiannual Depreciation Charges 

Useful Original Depreciable Cumulative1 Amount of  Semi- Cumulative Book Value 
Semice Value Value Coefficient annual Depre- Depreciation a t  the End 

Life (OV) (DV)" (Cc)" ciation (AD)" of  Period 

Monthly depreciation charges under each of the above  neth hods (linear. 
declining balance, accelerated declining balance and cumulative) equals annual 
depreciation divided by 12. 

The production method is based on calculating the depreciation charges 
attributable to one produced item. Under this method, depreciation charges are 
proportionate to the volume of products manufactured with the asset. 

Most frequently, this  neth hod is used for assets whose degree of wear and 
tear depends on how rigorously they are used Ie.g.. trucks]. 

The production depreciation rate [PDR), or the size of depi-eciation charges 
per single item of produced goods [labor, services], is calc~ilated as: 

DV PDR - - N I101 

Where: DV - Depreciable value of the leased asset 

N = Nurnber of goods expected to be produccd w~th the leased asset 

BEST AVAILABLE COPY 



The annual amount of depreciation [AAD] under the production method is cal- 
culated as: 

Where: OCu = Depreciate charges per product unit 

N = Number of units produced over the accounting period 

Monthly depreciation charges under this method equal the actual monthly 
volume of production multiplied by the production depreciation rate. 

Example: The Production Method 

The lessee acquires an asset under financial lease with an original value of 
159,904 Hr and a residual value of 12,792 Hr. The asset is expected to pro- 
duce 397,600 units of a particular good over 4 years of useful service life. 
- - 

Semiannual Depreciation Charger 

useful Original Depreciable Production Production Amount Of Se- Cumula- Book Value 
sem'ce Value Value Depreciation Volume miannual Dep- tive depre- the End 

~ i f e  (OV) (OU)" Rate(PDR)" (Unitr)(N)" reciation (AD) ciation at of Period 

b R C D E F - D x E  G H 

2.01.2001 159,904 159,904 

1.07.2001 159,904 147,112 0.37 50,000 18,500 18.500 141,404 

2.01.2002 159.904 147.112 0.37 49,800 18,426 36,926 122.978 

1.07.2002 159,904 147.112 0.37 49,000 18.130 55.056 104,848 

2.01.2003 159,904 147,112 0.37 49.700 18,389 73,445 86,459 

1.07.2003 159.904 147.112 0.37 49.100 18,167 91,612 68,292 

201,2004 159,904 147,112 0.37 51,000 18.870 110.482 49.422 

1.07.2004 159.904 147.112 0.37 49,200 18.204 128,686 31.218 

2.01.2005 159.904 147,112 0.37 49.800 18,426 147.112 12,792 

Total x X x 397.600 X X 

DEPRECIATION RATES 
The choice of depreciation method is one of the most important elements in a 

company's depreciation policy, as it can have a major influence on the total 
depreciation charges. No less important, however, is the depreciation irate. 
which the company may also choose at its own discl-et~on. 

The depreciation rate depends on the following facto1.s: 
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The only one of these inputs that is specific is the purchase prtce; the rest are 
estimates. 

Under a financial lease, the asset's original value may be e~ther its fair value or 
the present value of the total minimum lease payments. 

Residual value can be estimated fairly accurately for assets with a compara- 
tively short service life. In most cases, however, the residual value will only be an 
approximation. It is usually based on the value of sellable scrap lie., whatever 
remains after the asset has been used up]; sometimes it also includes the value 
of components that may be sold as spare parts. 

In short, the leased asset's residual value will depend on its condition and salability. 

The asset's useful service life is based on: 

- Expectedphysical and moral deprenatm 
- Expected duration of use, taking into account the asset's ccijpacity and pro. 

ductiw'ty 
- Legal and other restrictions on service life. ............. 

The estimated useful service life does not always have to coincide with the 
legally established period of use.:This will depend on the business's cost reduc- 
tion policy. For example, a business may replace an asset after a service life of 5 
years, even though it could be used for 10. This-approach is fully consistent with 
the requirements of the National Accounting Standards. 

Dynamics of Book Value under Various Depreciation Methods 

.- Straight Line Method 

Declining Balance Method 

-~cceleraled Declining Balanu 

Cumulative Method 

Protl~ction Method 



A Comparison of Depreciation Charges and Book Values under Different Depreciation Methods 

Book Valu 
at the End 
of Period 

(EOP) 

159,904 

141,404 

122,278 

104,848 

86,459 

68 292 
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PAYMENTS UNDER CROSS-BORDER LEASES 

Ukrainian laws and regulation are quite restrictive in definmg the procedures 
for making foreign currency payments under export and import agreements, 
including cross-border [or internationall lease agreements. The web of legisla- 
tion and regulation governing export of assets and receipt of payment from 
abroad make it virtually impossible for a Ukrainian lessor or manufacturer to 
lease an asset on an export basis. However, cross--border leases by foreign 
lessors for assets imported into Ukraine are feasible and implemented regular- 
ly in practice. In assessing whether to enter such a transaction, one should 
thoroughly understand all relevant tax and customs implications as described in 
the respective sections of Section IV. 

The main problem for Ukrainian lessors looking to export assets under a lease 
agreement result from Ukraine's Law on Procedures for Foreign Currency 
Payments [08/23/1994, last updated 05/07/96], This law stipulates a 
maximum term for foreign currency receivables of Ukrainian residents under 
export contracts, as well as maximum periods for the delivery of goods after 
payment is made under import contracts. In both cases, marginal terms may 
not exceed 9 0  calendar days from the date of export or import. When an enter- 
prise exceeds this term, it must obtain a license from the National Bank of 
Ukraine in order to make currency transactions. 

Specific provisions for operating and financial leases are contained in Article 
6 of the Law on Leasing and Clauses 1.5 and 4.1 of NBU lnstruction 136 on 
Procedures for ControMing and Obtaining Licenses under Export, Import and 
Leasing Transactions [henceforth "lnstruction"] of 03/24/1999. Without 
going into detail about the procedures for obtaining a license, it would be fair to 
say that they are difficult. The National Bank will considei- a license application 
only with a statement from the State Tax Administration authorizing an exten- 
sion of the payment period, and a confirmation fi-om the Ministry of the Economy 
that neither the resident nor the rioni~esident are unciel' any foreign trade 
restrictions, and that their agreement cornplies with all cLtrmrlt legislation. 

The Tax Administration's statement must suhstsntiate the grounds for 
extending the original term and may bc: subject to approval by L t l r  Ministry of the 
Economy. Moreover, an applicant must subrnit t i~s  app1icat;ion and supporting 
documents before the leased asset is clelivered. This is clearly stipulated in the 
Procedures for Resident Transactions under Forergri Trade Agreements le.g.. 
production-sharlng, consignment. complex coristruction, ol~erating and finan- 
cial leases, delivery of soph~sticatecl i x h n ~ c a l  p~'oclucL:; and specla1 purpose 
goods), last updated 10/02/98 m r i  confirmed by CMI! liesoiution 882  of 
12/28/94.  

According to this regulat~on. CMU will a~thorizt: i l r i  i:xt~:r~:mi of the payment 
period only i f  the resident enterpnso provides conf~r~noi.iori trorn the Min~stry of 
Foreign Trade and Relations to the riffc:ct thiit;: 



a) neither the resident enterprise nor its foreign partner is subject to any of 
the foreign trade restrictions listed under Article 37 of the Law on Foreign 
Trade; 

b) The foreign trade agreement fully complies with Ukrainian leg~slation. 
In short, :receiving a license for interrlational export leases is la?::ly ieesi!h 

For cross-border leases between a foreign lessor and a Ukrainian lessee 
importing a leased asset, there may be issues relative to the currency in which 
the lease payments may be made. 

Clause 1 of the CMU's Resolution 1998 on Improvements to Pricing 
Procedures of 12/18/98 stipulates that ':..commercial entities may not form. 
establish or implement prices on Ukrainian territory in any currency except the 
national currency of Ukraine.'However, the same clause also states that ':.. at 
the time of price formation ...p rices calculated in dollar equivalent will onby be 
recognizedas valid in the import portion of the price structure (re. the portion 
for which payment is made in foreign currency.)" 

This mean that the lessee's advance payment may be made in foreign cur- 
rency, but once the asset is received by the lessee for usage, payments should 
be made in Ukrainian currency in accordance with the above mentioned legis- 
lation. Therefore, foreign lessors will seek a method to hedge the risks of infla- 
tion and/or currency devaluation. 

Although a lease agreement may stipulate that payments will be paid in 
advance, one must be sure to follow Ukrainian leasing legislation with regard to 
limitations on the lease term and payment schedule. According to Artrc!e 382 
of Ukraine's Civil Code, "an organization may only make advance payments to 
another organization in cases provided f o ~ b y  !aw."Moreover. Clause 24 of NBD 
Instruction 7 on Payments by Order in the National Economy of Ukraine, con- 
firmed by NBU Board Resolution 2 0 4  of 03/02/96, clearly states that "enter.. 
arises arc eri1;it:ed to mnke advance payments orlly if this is p!vv~dt?tl !w ~; r r i r? r  
their 8grcerneril;s ... " 
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LEGAL ISSUES IN LEASING STATE-OWNED, COMMUNAL, 
OR JOINTLY-OWNED ASSETS 

Leasing of Staie-o:w!ied Assets 

According to Ukraine's Law on Leasing, state-owned property not removed 
from civil circulation may be leased only upon approval of the body that manages 
this property. Bodies managing the appropriate state-owned assets must reg- 
ister all leasing agreements. Unregistered lease agreements for state-owned 
assets will be deemed invalid. The Procedure on Registration of Leasing 
Agreements, approvedby the CMU's Resolution of 16.06.1998 #913(further - 
the Procedure] describes legal practices for registration of leasing agreements. 

If intending to lease state-owned assets, it is important to verify the rights 
that the corresponding state-owned or kazenny enterprise [strategic state- 
owned enterprises not subject to privatization] may exercise in relation to the 
asset. According to Article 10 of the Law On Enterprises of 
27.03.1 991, #887-Xll: 

I ]  State-owned assets entrusted to a state-run enterprise [except for a 
kazenny enterprise], are owned by this enterprise on terms of 'full econom- 
ic possession', where the enterprise possesses, uses and disposes of these 
assets at its own discretion, and is entitled to undertake any action, as long 
as it does not contradict the law and the enterprise's charter documents; 

21 Assets of a kazenny enterprise are owned by the enterprise on basis of 
'operating management,' where the enterprise possesses and uses these 
assets. The kazenny enterprise may dispose of its fixed assets only subject 
to permission granted by the body. specifically authorized to manage this 
state property. The charter of the kazenny enterprise will outline manage-. 
ment peculiarities of other assets. 

31 Stated-owned production assets entrusted to a state-owned enterprise. 
will be alienated from the state on a competitive basis [through exchange 
market or competitive auction] following the procedure established by the 
State Property Fund of Ukraine whereas cash receipts f ro~n  such alienation 
will be further invested. 

The Law on Leasing prohibits leasing the following items: 

a] ",... i~~:ji~id~.iz~lly d(?fin6?d < ~ S S C L S  wd; ;i!d 11y !c~:; l , ( :  !:!!::i; ; : > P Y ~ S  :,IKI !s;xx:iti6xi in 
Art,;(;le 4 of l,Iw Labv 0,' l.lkrt$ir;~! 0,; I h ! : ~ ! . ! r ! : , ]  F % , w  ~ j : ~ ~ ; ~ ~ r ~ , ; ,  , wh,i:t! IIX/IJ~~(? 

the f:~//~iniillCJ 
- b1tegr.d p:'ope?tji complexes o: 

closed cycle of :xxiuctio:;, c 
cd. and ai.;tor!o:wus u!.!liLy 
,ntegirj/ p!vp;!?:;y comp 
d;~~~slonsl, 

- ~~I~:!Iov~IM? ~~r,.~pc!?ty (IJ~I~C!!!I~~:;, ; 1 : 1 ! ! : ! , w  
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In attempting to define assets that may or may not be leased, the Law on 
Leasing refers to clauses of the Law of Ukraine on Rent of State Property. This 
law has since been renamed to the Law of Ukra~ne on Rent of State Property 
and Communal P ropem This raises the question of whether an object of com- 
munal property may be leased. One should seek an expert opinion on this issue 
if considering leasing communal property. 

If leasing an asset with 'joint-shared ownership.'[i.e. with specification of 
shares) or 'joint-common ownership (without indication of shares) one must be 
quite careful that the necessary parties have agreed to the full terms of the 
lease agreement. One should make an extra effort to make sure all the asset's 
owners understand and agree to terms such as the following: 

- terms ofperformance offinann'al iiabilrties by the lessee, 
- the procedure for leased asset repossession in an indisputable manner; 

a) whether non-performance of liability by a lessee must take piace against 
one co-owner or all co-owners, 

b) steps taken by co-owners in case of executing resolution in a state 
notary oftice. 

- redemption of the leased asset [according to Article 114 of the Civil Code - 
when a co-owner sells his interest in an asset, all other co-owners have the 
right to preferred purchase of the interest at  such a price as it may be oth- 
erwise sold, and on other equai terms, except when i t  is sold n? pubiic auc- 
tion]. 

- or its repossession [who will sign a transfer-receipt act: ail co-owners, or 
only thoseproperly authorized by others], etc. 
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ANNEX Vlll 

REPOSSESSING A LEASED ASSET ON THE BASIS 
OF A NOTARY'S WRIT OF EXECUTION 

By their very nature, financial leases are a type of lending agl-cement. One of 
the key advantages of a financial lease relative to a bank loan is the lessor's 
additional security from the fact that he maintains ownership of the asset until 
the end of the lease term. This stronger security position I-elative to a simple 
collateral agreement allows lessors to lend to enterprises that would otherwise 
not qualify for other forms of financing. 

In many cases, lessees are new enterprises with so called 'zero balance 
sheets.' Their only source of funds for paying off the lease is the revenue they 
generate by using the leased asset. Therefore, Inany lease agreements are 
quite risky for lessors. In order to alleviate this risk, most countries allow the 
lessor t o  use a simplified procedure for repossessing leased assets from the 
lessee, particularly in cases of lessee default, misuse of the leased asset, or 
other circumstances that put the leased asset in jeopardy. This simplified pro- 
cedure is an essential tool for protecting the lessor's interests. If the lessor is 
able to  repossess a leased asset quickly and efficiently, he can recoverthe cap- 
ital he invested in the asset by leasing or selling it t o  another party. 

Ukraine's Law on Leasing [Article 9,  Clause 51, appropriately allows the lessor 
to unilaterally repossess his leased asset, on the basis of a notary's writ of exe- 
cution, if the lessee misses two consecutive lease payments. Otherwise, 
Ukrainian lessors have to go through lengthy pre-arbitrat~on procedures [ 3 0  
days, not including mail delivery time, according to Articles 5 and 7 of the 
Arbitration Codel, followed by a hearing in arbitration court (up to 2 months. 
according to Article 6 9  of the Arbitration Code). 

The legal procedure for obtaining a writ of execution is described under 
Section 1 4  of Law H3425-XI1 on Notary Service, adopted 9. /2/93 and last 
revised 5/24/98;  and the Instruction on Procedures for Obtaining a Ukrainian 
Notary's Writ of Execution, last irevised 6 / 2 9 / 9 9  and conf~rrned by Ministry of 
Justice Order 18 /5  of 6 /1494  [henceforth 'lnstruct~on']. These regulations 
establish the following procedures for obtaining a notary's w r ~ t  of execution: 

1. According to Article 47 of the Law on Notary S~+rvicf:s. iiupporting docu- 
ments lnust meet the following requirements: 



2.  Article 8 7  of the Law on Notary Services refers t o  a list of docuriienrs 
established by the Cabinet of Ministers that a claimant must submit in order 
to obtain a wri t  of execution. This list is called the List o f  Documents oil the 
Basis of which a State Notary May Issue a Wr i t  of Execut~on Authorfzii-ig 
Summary Collectron of Overdue Payments [henceforth 'List'), confirmed by 
Government Resolution 11  7 2  o f  6/2999. According to Clause 8 of this 
regulation, lessors must submit the following documents in order to obtarn 
a writ of execution: 

aj an oiigina! copy of the lease agreenient, l*~hich must pi.r!v!d!%i to:- s:;fi 
mnry rcposscssion of the lei?scd asset; 

11; a copy of the lease payment invoice with proof that the jesses has bee.? 
notified in  ~ w r i t r q  of his default. 

3. According t o  Article 88 of the Law on Notary Services, the supporting doc- 
uments mus t  prove the indisputable !?ature o f  tile debt. 

4. According t o  Article 88 o f  the Law on Notary Ser'v~ces, one niay inake 
claims under a wri t  of execution for up to 3 years in the case of agreements 
between individuals, and up t o  1 year in the case of agreements between 
enterprises, institutions and organizations. 

Moreover, accord~ng to article 9 1  ofthe Law On Notary Service. an executive 
approval may be submitted for enforcement only w~thin one year of its executlori 
for legal entities and up t o  three years for ind~viduals 

According to Article 8 7  of the Law on Notary Serv~ces and Clause 1 6 8  of tt!r 
Instruction. notaries may only execute resolutions on docuiiients that bear i?vi 
dence of the unpaid debt. Furthermore. according to the Instruction [C,li?us!, 
1 6 8 1  notaries may only execute such resolutions on oriyinal copies of docki 
lnents that hear evidence of the unpaid debt. 

According to Artfcle 90 of the Law on Notary Services.  tic t!earer oi i; 
notary's writ of execution should repossess his assets i r i  ~ c r o r r i i ~ r i c e  with i : t ~  

proceclures established by Law :1606 XIV on Execirtrve Eiiforcernent, adop1,r':i 
4/21/99. and the instruction on Performance of Exect~trvr Actronr;. !:orifir~n!,:i 
hy Ministry of Justice Orclei- 75/5 of 1 2 / 1 5 / 9 9  
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INTRODUCTION . ..~ . .. . .- 

The International Finance Corporation (member of the World Bank Group) has been one of 
the most active players in private sector development in Ukraine. IFC has been particularly 
active in the development of the small business sector through such programs as Small 
Scale Privatization (privatization of the vast majority of small businesses); Divestiture of 
Unfinished Construction Sites; Land Privatization and Agricultural Reform; Agri-Business; 
Mass Privatization (assisting enterprises undergoing voucher privatization); Corporate 
Governance; Leasing Reform. Since 1994 IFC has been heavily involved in providing 
direct services to Ukraine's emerging private sector through the Business Development 
Project, which established the Ukraine Consulting Network of 11 business consulting 
companies. 

The Business Development Project has conducted annual surveys of the small and medium 
enterprise sector in Ukraine since 1996 to gauge the overall-enabling environment for 
SMEs. These surveys have been targeted towards analyzing the role that the state has in 
influencing the operating environment for domestic business in Ukraine, particularly small 

b business. These surveys have been influential in stimulating real debate among policy 
makers and government on private sector development issues as well as used to monitor the 
progress of various reforms and changes in the business environment. 

This report is published in both English and Ukrainian, however the English version will 
prevail in the event of any ambiguity. While every effort has been made to directly translate 
the English version into Ukrainian, in certain instances, form has been sacrificed to 
preserve substance. 

The authors would like to thank the following people for their assistance and invaluable 
insights and comments. Oleksander Babanin of ICSP; Vladimir Dubrovsky of CASE 
Ukraine; Victor Chepenko of the Barents Group Fiscal Analysis Office; Oksana Kuziakiv 
of EERC. The authors are especially grateful to Elena Voloshina and Igor Aksyonov of IFC 
for overviews and legal comments and Elena Beryozkina and Oleksandr Rybalko for their 
patience and professionalism in the translation work. 

The views and opinions expressed in this report are solely those of the authors and do not 
necessarily reflect the positions of the International Finance Corporation, World Bank 
Group, Norwegian Government, or the United States Agency for International 
Development. 

Funding for this survey was very generously provided by the Ministry of Foreign Affairs of 
Norway under the auspices of IFC's Ukraine Business Development Project, which is 

. funded by the United States Agency for International Development. The actual survey field 
work was carried out by the Ukrainian Marketing Group (UMG). 

Copies of this report in both hard copy and electronic format can be obtained from the 
authors at the following address: 
In Ukraine In the United States 
International Finance Corporation kina Likhachova 
5Ih Floor Room F10P-2 10 
4, Vulytsya Bohomoltsya 2121 Pennsylvania Avenue;NW 
Kyiv, 01024 Washington DC, 20433 
Ukraine USA 
Tel: +380 44 253 0539 Tel: +I2024731813 
Fax: +380 44 490 5830 Fax: + I  202 974 43 12 

.. . - 
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SAMPLE SELECTION AND METHODOLOGY 

SAMPLE SELECTION AND METHODOLOGY 

IFC's annual surveys have traditionally covered the small and medium sized business 
sector. The 2000 survey has been expanded to include medium and large firms, as well as 
different forms of firm origin (state-owned, privatized, and start-ups) to allow for better 
comparisons between different B e s  of firms. 

The survey has attempted to capture a representative picture of business in Ukraine's oblast 
capitals and has therefore surveyed firms in every single oblast capital in Ukraine as well as 
Kyiv and Simferopol, that are engaged in commercial activity. In order to construct the 
survey sample, manufacturing firms were used as the baseline. 1,005 manufacturing f i r m  
were selected, distributed proportionally amongst all cities based on their proportion of 
manufacturing firms in Ukraine (in any case not less than 20 manufacturing firms per city.) 
Please refer to Annex 1 for a full sample breakdown. 

For non-manufacturing sectors, fixed quotas were used for each city, but also ensuring that 
the total number of firms in each sector was representative of the sector as a whole. This 

w allows for comparisons across cities, but is not necessarily representative (with the 
exception of manufacturing) of sectors and overall business in each city. Further, it cannot 
be said that the findings of the survey reflect all business in Ukraine, nor that the 
proportions of each type of firm in the survey correspond to the overall breakdown of such 
firms in Ukraine. 

The fixed quotas for each city were as follows: 
Construction: 6 firms 
Trade: 15 firms, including 4 wholesale and 12 retail 
Public Catering: 6 firms, including 4 cafes and 2 restaurants 
Transport: 1 freight and 4 passenger transport firms 
Telecommunications: 2 firms, including one internet service provider and one 
paging company. For Kyiv two vehicular communication firms were added. 
Other Services: 12 firms including a hotel, travel agency, commercial bank. 
insurance company, domestic service firms and public utilities. 

Sectors 
The sectors (given above) were selected so as to encompass as much business in Ukraine as 
possible and also to follow the breakdown used by the State Statistics Committee of 
Uknine in compiling national statistics. Agriculture, which accounts for a significant 
proportion of economic activity in Ukraine, was not sumeyed at all as, due its specific 
nature, comparisons with other sectors would have been difficult. Further state-owned and 

. primarily state financed entities (so called budget organizations) were not surveyed. This 
. . class of entities include hospitals, educational establishments, elc. 

Firms were selected based on their responses of what they considered to be their main area 
of business activity. Ukrainian firms in general are more diversified than their counterparts 
in more economically developed countries and it is not uncommon for large state-owned 
enterprises to have smaller, private (semi-independent from the parent enterprise) 
commercial entities in unrelated fields. 

Firm Origin 
Rather than attempt to provide information on different forms of finn ownership (14 legal 
forms of ownership were surveyed - see Annex I ) ,  this survey looked at firm origin instead. 
All companies wire divided into three different types according to their origin: state- 
owned, privatized, and start-ups. 

An IFC Survey of Ukrainian Business 
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State-Owned Firms 
These are firms where majority ownership (not less than 50%). and hence control, is held 
by the government. Further state-owned enterprises have been divided into two categories, 
municipally owned and nationally owned.  municipally owned enterprises (i.e. communal 
ownership) include firms in all of the sectors surveyed (except telecoms.) 

Privatized Firms 
These are formerly state-owned firms where a controlling stake (not less than 50%) has 
been divested through the privatization process. There were a large number of f m s  
privatized in the period 1992 - 1995 and consequently privatized fir& have been further 
sub-divided into &Iy and late privatized firms: ~ a n u a j  1, 1996 being the cut-off date. 
54.7% of all privatized firms in the sample were early privatizations. 

Start-up Firms 
For comparison purposes the survey also included completely new private firms that were 
established (since the establishment of such firms was allowed in the late 1980's.) Again, 
similar to privatized firms, start-ups have been divided into early and late start-ups, with 
January I ,  1996 being the cut-off date. 38.7% of all start-ups in the sample were early start- P 
ups. w 

Table 1 

.. . - . . - - - / National Municipal Early Late Early Late 
. . 
Manufacturing 375 328 302 1 128 23 290 248 142 174 1 1005 

Sample by Sector, Firm Size and Firm Origin 
F m  Size 

More 
Up to 50 51-250 fh2n 

Construct~on 96 55 18 
Transpott 40 35 40 
Telecoms 44 2 4 
Trade 362 45 11 
Publlc Caterlng 134 11 0 
Other Servlces 157 58 41 

State-Owned Public Caterine: 
There are still some state-owned public catering firms. Typically. large canteens and 
restaurants that belong to state-owned finns or are still majority owned by municipal 
governments. 

Firm Orlgm 

State-Owned Prlvatlzed Start-ups 

Up to 50 
51-250 
More than 250 

Total 

Municipal Firms: 
Across all sectors in this survev there are firtns that have a maioritv stake held bv munici~al 

Total 

14 3 45 28 40 39 
12 22 22 27 7 25 
7 1 2 14 26 
10 7 72 57 76 196 
18 3 26 30 26 42 
26 36 53 31 51 59 

, , 

governments. These include hotels, service firms, food processinf. ~nanufacturing, metal 
works, taxi firms, elc. Some public utilities have also been included as they are also a 
component of local business and charge for their services. 

169 
115 
50 

418 
145 
256 

.,- -. 
u 

Pertinent Information 
Medium and Large Tradine Firms: 
The sample contained medium and large trading firms. Typically these were supermarkets 
and larger wholesalers. There were also large state-owned enterprises in this sector. 

69 28 167 170 285 489 
63 20 187 146 59 59 
83 46 155 107 12 13 
215 94 509 423 356 561 

1208 
534 
41 6 

2158 



SAMPLE SELECTION AND METHODOLOGY 

Telecoms: 
The telecoms sector was selected to compare firms in this dynam~c, growth oriented, sector 
with other sectors in Ukraine. However, there are only a limited amount of firms that state 
that telecommunications is their primary field of activity. For example, there are only 7 
national state-owned telecoms firms in our sample, no municipal telecoms firms, only I 
early privatized firm and 2 late privatized firms. The rest of the 50 telecoms firms surveyed 
were all start-ups. This is pertinent in comparing averages. 

Sole Pro~rietors and Micro-Firms: 
As this survey covered medium and large firms and attempts to draw comparisons between 
them, very small firms (less than 5 employees) and sole proprietors have not been surveyed. 
As with agricultural entities, very small firms, market traders and sole proprietors tend to 
have a different set off issues than larger more established firms. 

An IFC Survey of Ukrainian Business 9 



EXECUTIVE SUMMARY 
~ 

EXECUTIVE SUMMARY 

This report is based on a survey of Ukrainian enterprises and is designed to reflect as 
closely as possible the structure of business in Ukraine. The survey also covered the whole 
of Ukraine and therefore 'covers regional differences as well. This report is in four main 
sections: enterprise performance, bamers to market entry and expansion, use of information 
technologies and external business assistance. 

2000 was the first year of GDP growth in Ukraine since independence and this was 
reflected in enterprise performance over the year. A larger proportion of Ukrainian firms 
were profitable in 2000 than in 1999 and there has been almost universal growth in value 
added activities. On the whole smaller firms were more dynamic, and more of them were 
profitable than larger firms. Further, start-up firms' generally performed much better than 
either state-owned2 or privatized' firms. 

Sales and Value Added Growth 

w According to survey data real sales increased by 28% over 2000. Reflecting 
improved purchasing power, the sectors that had the best sales growth were trade 
(sales growth of 46%), telecoms with 41%, and public catering (i.e. cafes and 
restaurants) with 38%. Sales growth favored smaller enterprises rather than larger 
ones, small firms (up to 50 employees) experienced sales growth of 38%, medium 
firms (5 1 - 250 employees) of 27%, and large firms (more than 250 employees) the 
same as medium firms at 27%. Start up firms who experienced 48% sales growth 
outperformed both state-owned and privatized firms who had 18% and 30% 
respectively. 

The picture with value added is similar to sales growth. Overall value added 
increased by 11%. Trading firms outperformed all others with value added growth 
at 33%. In second place was the service sector at 23%. Both public catering and the 
transport sectors experienced a very slight contraction in value added over 2000 of 
almost 1%. Again start up firms were the best performers, collectively achieving 
26% value added growth. Privatized enterprises as a whole performed worse than 
state owned firms with only 6% value added growth compared with more than 
twice as much at state-owned firms (13%.) However, there is a large difference 
between early and late privatized firms. Early privatized firms, who have had liiore 

w time to restructure and adapt under new private ownership, saw value added growth 
rates of 14% compared with late privatized firms who saw value added shrink by 
3%. 

. . A more accurate comparison would be between privatized firms and national state- 
owned firms as they experience more competitive pressure than municipal firms 
More municipal firms are monopolists or have a higher degree of market power 
than national state-owned firms. National state-owned firms experienced value 

I Start-up f i n s  in this report are defined as all newly created enterpriscs with ~najoriry of privutc 
ownership, ond not as a result of privatization. In this report they arc funhcr divided into carly a n d  
late start-ups, with January. J ,  1996 being the cut-off date. 

State-owned firms are enterprises with not less than 50% stake hold by the state. I n  this rcporr 
state-owned firms are split into two groups; nationally owned enterprises and ~nunicipally owncd 
enterprises. , Privatized firms are previously state-owned enterprises that run through privatization proccss and  
have a majority non-state ownership. In this report they are split into early and late privatizarions. 
with January 1 ,  1996 being the cut-off date. 

- . 
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added growth rates of 12% compared with 14% for early privatized firms and -3% 
for late privatized firms. 

Profitability 
4% more enterprises were profitable in 2000, 64% compared with 60% in 1999. 
Again, a greater proportion of smaller enterprises were profitable (70%) compared 
with medium sized firms (56%) or large firms (53%). More start-up firms were 
profitable (76%) than either privatized firms (55%) or state owned firms' (52%). 
The worst performing sector was transport with only 38% of firms profitable (up 
from 37% a year earlier.) The trade and services sector were the best with both 
sectors having 71% of firms profitable. 

Exports 
Only 20% of all companies exported in 2000, with exports accounting for 14% of 
the overall sales of all surveyed firms. A larger proportion of large firms exported 
their products (46%) compared with 23% of medium sized firms or 10% o f  small 
firms. Large firms also exported a greater proportion of their sales (16%) than 

;.c. ~. 
either medium sized firms (6%) or small firms (5%). The best performers were 
privatized enterprises with around 20% of their sales exported. By far and away the 
most popular export market was the CIS with 14% of all Ukrainian firms (or 73% 
of all exporters) stating that that was their main export market, compared with only 
5% of all f m s  who quoted Europe and the rest of the world as their main export 
markets. 

Employment and Labor Productivi@ 
Improved financial performance of surveyed firms was accompanied by a 
contraction in work forces of 3%. Only the telecoms sector experienced any 
significant job creation (6%). The construction sector contracted the most, losing 
over 8% of its work force. Start-ups again demonstrated their dynamism by 
employing an extra 4%, which was almost exclusively accounted for by late start- 
ups who employed ari:extra 8%. Amongst firm origin state-owned firms overall 
contracted the most, shedding on average 4.5% of their work forces. 

Labor productivity at surveyed firms increased by 15% compared with 1999, with 
start-ups performing the best, increasing their labor productivity by 21%. Early 
start-ups (one fifth of all start-ups) increased their productivity by 30%. Start up a. - 
service firms performed best of all experiencing 39% productivity growth. There w, 
was a very large difference in productivity growth between early and late privatized 
firms. Firms privatized prior to 1996 improved labor productivity by 19% whereas 
those privatized in 1996 and later experienced a drop in productivity of 1%. State- 
owned enterprises improved labor productivity overall by 18%, though this is 
probably due a proportionally greater reduction in work hrces compared with 
firms in the private sector. 

Budget Constraints 
The softness of budget constraints (in this survey the degree to which enterprises 
can evade tax and payments for energy) has been acknowledged as one of the 
biggest problems in restraining further private sector development and restructuring 
in Ukraine. More state-owned firms had significant tax and energy arrears 
compared to firms in the private sector. 16% of state-owned firms compared with 
9% privatized firms and an insignificant I% of stan-ups. Further the larger a 
company is the more likely it is to have budget arrears. with I?% of large firms in 
arrears, compared with only 2.7% of small firms. Further. a rhird of the sales of 
state-owned firms were in the form of non-monetary instruments (which can also 
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be considered to be a form of soft budget constraint, especially if the transaction is 
with a state-owned entity) compared with 17% of sales for privatized firms and 9% 
for start-ups. 

Enterprise Restructuring 
It is generally difficult to define enterprise restructuring as by definition i t  is n 
change from the old to the new and is unique to each enterprise. This survey 
defined restructuring as 13 activities related to changing products, technology, ' 

employment, markets and organizational structure over the last three years. 

The survey shows that the most important factor influencing both enterprise 
performance and enterprise restructuring is the level of competition. The more 
competition a firm faces the greater the likelihood of sales growth and the greater 
the chance of restructuring. Hard budget constraints imposed on enterprises 
correlate with more intensive strategic restructuring, whilst soft budget constraints 
are more conducive to more passive forms of restructuring, for example labor 
contraction and asset disposal. 

Firm origin also influences the likelihood enterprise restructuring. Unsurprisingly, 
the companies most actively restructuring or changing their operations in 2000 
were privatized and start up companies. Early start-ups and late privatized 
companies were the most active at developing new products (58% and 47% 
respectively.) Start-ups were the best at attracting new clients, with over 40% doing 
so. Early privatized firms were the most likely to shed employees (50% of all early 
privatized firms), closely followed by late privatized firms (46%) and national state 
owned firms (45%.) Late privatized companies were the most active in changing 
their organizational structure with 22% doing so. On the whole nationally owned 
and municipally owned firms (together state owned firms) were the least dynamic 
and responsive in our survey. 

Capital Expenditures and Working Capital 
A relatively small proportion of firms experienced investment expenditure in 2000 
( 41%.) The likelihood of investment into fixed assets does not seem to be strongly 
dependent on firm origin. More start-up firms experienced investment expenditure 
(44%) followed by state-owned firms (40%) and then privatized finns (3E0%). A 
larger range was observed with firm size, ranging from 35% of small firms to 44% 
of medium sized firms to 52% of large firms experiencing investment into fixed 
asstes. The sector with the highest frequency of capital expenditure was telecoms 
with almost half of all telecoms firms (48%) investing into fixed assets. 

New equipment and production facilities was the most popular form of investment 
expenditure into fixed assets. !.n 2000 28% of all firms bought new equipment 
followed by repairs of premises (23%). The most common source of investment 
financing was retained earnings and depreciation. 35% of all companies (or 86% of 
all companies experiencing fixed asset investment) financed their investment 
expenditures from retained earnings, followed by only 6% of all finns receiving 
bank credit for investment into fixed assets (with only 4% of small firms receiving 
bank credit.) Other sources of financing were not significant. 

The picture with working capital is a little more optimistic with double the amount 
of firms receiving bank credit for working capital (13%) as did for fixed assets 
(6%.) though this is still very small indeed. 9% of small firms were able to secure 
bank credit for working capital compared with 25% of large firms. Amongst firm 

- - 
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origin, more privatized firms were able to secure bank credit for working capital 
than other classes of firms. 

Firms were more optimistic about investment spending in 2001. 58% of firms plan 
to have investment into fixed assets in 2001 with 20% of them planning to obtain 

. bank credit to finance investment. 

Taxation 
Surveyed firms quoted taxation issues as the main constraint for market entry and 
expansion. Instability of tax legislation ranked as the biggest tax problem followed 
by tax burden in second place. 

The average number of taxes paid by all Ukrainian companies is 11, ranging from 9 
for small firms to 14 for large firms (out of a total of 17 national and 6 local taxes 
and duties that were applicable to surveyed firms.) This represents an overall tax 
burden of 24% of sales, with most firms somewhere around this level. Trade firms 
had the least with 19% of sales turnover paid in tax and construction firms the 

*-' 
highest with 28%. However, in terms of value added, the figures are very different. Y 

Over half (53%) of value added or wealth creation of all firms was paid in tax with y 
the senice sector having the highest value added tax burden (60%.) In terms of 
firm size this ranged from 44% for small firms to 52% for medium sized firms to 
56% for large firms. The level of tax burden that firms stated was tolerable was half 
of the actual value at 27% of value added. This is perhaps one of the reasons that 
16% of all tumover was concealed from taxation and the state. 

Unfair Competitive Practices 
As effectively functioning markets and oversight in Ukraine is still nascent, the 
issue of  anti-competitive business practices is still prevalent in Ukraine. Out of 
general business barriers this issue ranks fourth, behind taxation, low demand and 
inflation, with all firms reporting some form of anti-competitive behavior. In 
addition to firms experiencing unfair competition from shadow activities and 
competitors receiving more favorable tax treatment, the biggest impediment quoted 
by all sectors (except manufacturing) was privileged permits1 permissions given to 
competitors by local authorities. This was the most acute form of anti-competitive 
behavior across all sectors. However, looking at firm size, this issue was only in 
second place behind privileged access to credit which ranked first for both medium 
and large sized firms. The anti-competitive barriers ranked third and fourth for all 
firms were privileged access to clients and subsidies to competitors from the w 
national government. 

Main Regulatory and Administrative Barriers to Business Development 
The regulatory and administrative environment does not appear to have 
significantly changed over the last year. Ukrainian companies still complain of 
taxation problems and the very large role that the state plays in regulation and 
otherwise interfering in the operations of business. 

Out of all regulatory and administrative issues, the lnost acute in 2000 was 
frequently changing business legislation, quoted by 94% of all respondents. In 
second place by severity customs procedures which, however, only applied to 44% 
of all firms. In third place by severity, obtaining permits and permissions (which 
was applicable to 86% of all firms.) Out of the choices presented firms ranked 
business registration procedures last. 
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UnoJ'?cial Payments 
All firms surveyed had to make some sort of unofficial payments in dealing with 
regulatory and administrative issues. 23% of all surveyed firms had to make 
unofficial payments in obtaining permits and permissions, 15% in obtaining 
licenses, 15% in product certification. 28% of all firms had to make unofficial 
payments in relation to inspections and 39% of all firms had to make some form of 
'voluntary' contribution to municipal or charitable funds. 

Time Tax 
The survey shows that the average amount of work time that senior company 
management spent on various dealings with the state amounted to 16% over 2000. 
Small and medium firms spent about the same amount of time (15% and 16% 
respectively) on dealing with the state, whereas larger firms spent about 20% of 
their time. Among cities the largest time tax was in Lugansk with 21%, followed by 
Ivano-Frankivsk with 20%. The smallest time tax out of all oblast capitals was in 
Uzhgorod with only 9%, and there small firms had a time tax of 7%, and medium 
firms had the lowest level of time tax in Ulcraine at only an average of 5% of senior 
management time. 

Licensing 
Due to the fact that a large sample of both private and state-owned, small, medium 
and large enterprises were surveyed, it is difficult to analyze this issue as different 
firms face different licensing requirements. The survey instead asked firms whether 
they felt that business licensing presented an obstacle to business development. 
72% of all f m s  had to undergo licensing in 2000, of which 42% felt that it 
presented a significant or major constraint to business development. 15% of these 
firms had to make unofficial payments in obtaining licenses. 

The most difficult licensing environments (according to the respondents) were to 
be found in Simferopol (54% stated that licensing was a significant or major 
bamer), followed by Dnipropetrovsk (53%.) The best environments were to be 
found in Chemigiv (26%), and Lutsk (28%.) 

Permits and Permissions 
86% of all firms faced the need to obtain permits/ permissions over 2000, of which 
44% stated that permits and permissions presented either a serious or major barrier 

'id to market entry. The most problematic permits and permissions were in connection 
with land and construction. 58% of all companies felt that it was difficult or very 
difficult to obtain a permit for the allocation of a land plot, followed by 43% of all 
firms who complained about the procedures for receiving permits and pennission 

. . for construction. 

Inspections 
The overall level of state inspections of business in Ukraine has not declined over 
2000. Across all firms the average number of inspections in 2000 was 14.4. with 
small firms experiencing 11.5 inspections, medium sized firms 16.8 inspections 
and large firms 20.4 inspections over the course of 2000. The average total duration 
of all inspections was 26.6 days. Notwithstanding the fact that small firms had 
fewer inspections than large firms, smaller firms had a much greater inspections 
burden. Micro firms (less than 10 employees) had inore than 20 times more 
inspections per employee than very large firms (more than 500 employees.) 

--- .- 
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Inspection Consequences 
44% of all surveyed firms faced some Sort of SanCtlOn from inspecting bodies. Of 
these, the most widespread was the use of 'kartoteka' (d~rect debit of fines and 
anears from a company's bank account) faced by 18% of all companies. This was 
followed by repeated inspections in second place quoted by 17% of all firms and 

. frozen bank accounts in third place quoted by 13% of all firms. The average 
duration of kartoteka was 171 days, firm assets seized as tax collateral - 174 days 
and frozen bank accounts - 95 days. 

Barriers to Receiving Financing and Credit 
The biggest barrier to receiving commercial financing was high interest rates, 
followed by lack of long term credit. Medium sized finns put lack of long term 
credit in fust place as their biggest problem with obtaining financing. In third place 
for all fm was the issue of collateral requirements. 

Computer and Internet Use 
Three quarters of all surveyed firms had at least one computer (on average 1 
computer for 20 employees) and around a third of all firms had some sort of g:. 
intemet access, with more larger firms (52%) having access than medium sized 
firms (3 1%) or small firms (27%.) 

The biggest barriers to internet access were the low quality of phone lines and the 
high price of intemet services. Internet use in Ukraine is still primarily passive with 
80% of companies using intemet access for email and 77% for obtainingpews and 
information. 
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MAlN ISSUES IN BUSINESS DEVELOPMENT IN 
UKRAINE 

This report is based on a survey of 2,158 companies located in every oblast center in 
Ukraine and is therefore geographically representative. Further, it attempts to capture a 
representative picture of business4 in Ukraine and therefore surveyed small ( 5  to 50 
employees), medium (51 to 250) and large (more than 250) companies; state owned. 
privatized and start up companies. State owned companies were divided into municipal 
enterprises* and nationally owned companies. Privatized enterprises were divided into early 
and late privatized companies with January 1, 1996 being the cutoff. Privatized enterprises 
were defined as those that had a majority non-state ownersh~p (i.e. not less than 50% 
privately owned.) Similarly startups were divided into early and late startups, with January, 
1 1996 as the cut off date. Please refer to Annex 1 for a full explanation of the survey 
methodology used. 

This survey looked at enterprise performance over 2000 and attempts to capture the main 
issues and problems faced by Ukrainian businesses. Broadly speaking, the main barriers 
facing Ukrainian firms can be divided as follows: 

Demand side restrictions: Low purchasing power, low demand. 
Macroeconomic instability: High and changing interest rates, inflation, exchange 
rate volatility. 
Micro-level non-financial constraints: legal-institutional issues (taxation and 
regulatory climate), market failure due to anti-competitive practices, access to 
infrastructure, difficulty in sourcing inputs, criminal pressure. 
Micro-level financial constraints: access to external financing, high cost of capital, 
underdeveloped financial markets. 
Conuption 

Survey respondents were asked to rate what they considered to be the most important issues 
hindering their development and further growth. Fig.1 below shows the distribution of 
responses for 10 major business barriers in Ukraine. 

There is almost total unanimity across all firms on the major barriers facing business 
development, irrespective of firm size or firm origin. The issue of taxation emerged as the 

w biggest barrier for all sectors and also for small, medium, large, state and private companies 
as well. This confirms previous research carried out by IFC and other organizations, that 
consistently ranks taxation as the biggest business headache in Ukraine. As this report will 
later show, the biggest problem with taxation is not just high tax rates, but large number of 

. . 
different taxes and duties and frequently changing tax regulations, leading to inspections, 
unofficial payments and shadow economic activities. Again there is unanimity across the 
whole sample on the instability of the taxation regime in Ukraine as the main problem with 
taxation in Ukraine. 

Certain classes of firms were not surveyed, in particular agricultural producers and srarc tinanccd 
enterprises (health care, educational establishmenrs, etc.) 

More correctly 'communally owned' enterprises that are engaged in commercial activity, including 
transport, cafes and restaurants, construction firms, manufacturing firms. shops. liotels, erc. 
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Figure 1 
Rating of Barriers Hindering Business Development in Ukraine6 
(distribution of responses for all firms) 
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'Figure in brackets give the average score of answers on a 4-point scale from I -no obstacle to 4 - 
major obstacle, for each obstacle listed 

Across all firms, general macroeconomic conditions, as characterized by low demand and 
inflation,' were cited as being the next most important issues for Ukrainian business. It is 
probable to assume that higher input pricesin Ukraine have lead to cost-push inflation over 
2000 leading to producers attempting to pass on higher costs to consumers. Low demand is 
ranked in second place for firms in the survey. 

This is followed by m a i n i a n  firms complaining of anti-competitive behavior, discrimina- 
tory practices and a non-level playing field for all. The issue of corntption ranked as next 
most important in fifth place. This is followed by the general regulatory environment and 
access to infrastructure. Interestingly, in general firms ranked access to external financing 
almost in last place. Given the low level of investment, retained earnings and credits, in a=- 

,.#,&' 
Ukraine, this is very surprising indeed and implies that the administrative, regulatory and 
business environment is much more important to the immediate operations of Ukrainian 
businesses than obtaining financing. 

No real differences are observed between private or state companies amongst the rating of 
the main business problems in Ukraine, and in most cases the responses of state owned en- 
terprises are identical with the responses of the entire sample. There was only one excep- 
tion, and that is the issue of corruption. State owned enterprises ranked cormption as eighth 
most important compared to the whole sample ranking of fourth. 

b Please refer to Table 21 for breakdown of main barriers by firm sizc : ~ n d  origin and Table 80 for 
sectoral breakdown. 
' Inflation for 1999 - 19%. for 2000 - 26%. 
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Financial Performance 

2000 was the first year of economic growth in Ukraine. Overall the results correspond well 
with national statistics on economic growth. The real volume of sales and value addedeof 
surveyed enterprises grew on average by 28% and 11% respectively. 

The three best performing sectors by sales in descending order were trade, 
telecommunications and public catering (see Table 2.) The general service sector 
experienced the lowest growth rate at 15%. More encouraging was that overall sales growth 
was skewed towards smaller firms (38%), compared with medium and large firms which 
experienced an average sales growth rate of 27%. 

Table 2 
Real Sale Growth Rates in 2000 
(% weighted year on year average change) 

Firm Size Firm Onain 

Manufacturing 31.6 
Construction 35.4 14.4 11.4 -17.8 20.0 39.6 18.6 
Transport 39.4 4.4 14.5 21.8 2.2 41.2 17.1 
Telecoms 50.8 39.6 20.0 19.5 -6.5 41.9 40.9 
Trade 42.9 64.6 32.0 17.5 30.1 59.2 45.8 
Public Catering 48.6 7.7 -10.2 45.4 47.6 38.2 
Other Services 40.3 12.9 3.7 53.2 15.0 -- - 10.7 -- 16.1 -- 
Up 10 50 9.3 15.9 4Y.M 31.5 
51-250 9.8 24.1 49.1 26.5 
More than 250 16.8 31.0 25.8 26.8 

Average 17.1 29.6 47.6 27.7 

Figure 2 
Real Sale Growth Rates in 2000 by Firm Origin 
(% weighted year on year average change) 

State-owned Privatized Start-ups 

. 
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However, results of value added growth differ from the sales picture. Value added provides 
an assessment of wealth creation in an economy and at the finn level. In terms of value 
added growth the best three performers were trade, services and telecommunications (see 
Table 3). The worst in terms of value added growth rates was transport with almost zero. 
The average rates of growth in value added for each size group of enterprises were 
approximately at the same level - about 11%. 

Table 3 
Value Added Growth Rates in 2000 
(% weighted year on year average change)' 

Firm Size Firm Orioin - 
More State- Start- Average 

up to than 250 Owned UPS 
. . 
Manlrfacturing 1.9 -0.9 10.7 13.8 5.0 20.0 8.5 
Construction 24.2 13.2 -20.2 -30.1 8.9 36.0 3.5 
Transport 4.2 4.5 -2.5 9.0 -8.6 0.5 -0.2 
Telecoms 37.8 8.9 20.0 15.4 -24.0 12.6 12.4 
Trade 15.3 64.1 27.1 -7.2 21.5 47.4 33.4 
Public Catering 12.8 -20.7 43.3 16.7 8.1 -0.9 
Other Services 16.6 24.5 22.4 17.9 20.5 48.2 22.5 

Average 10.5 10.8 11.2 
-~ ~ p-~~~~- 

Up to 50 -44.2 8.2 24.6 10.5 
51-250 6.4 0.7 29.5 10.8 
More than 250 17.4 7.5 19.5 11.2 

Average 12.8 6.3 26.5 l f . 0  

Figure 3 
Value Added Growth Rates by Firm Origin 
(% weighted year on year average change) 

Late 

u 
-5 -3.3 

State-Owned Privatized Start-ups 

On the whole the private sector outperformed the state sector in sales growth in 2000. Sales 
growth for the private sector was 32% (privatized firms and start-ups) versus 1 7 %  for 
state-owned firms. However, the state sector did better as a whole in value added terms 
compared with sales growth. Municipal enterprises did well with value added growth of 

"alue added growth rate was calculated by using the real salcs growth data provided by 
respondents in 2000 compared with 1999 and the shares of material cow in salcs in I999 and 2000. 
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17%.' Late privatized companies that are probably still undergoing more intensive 
restructuring, fared worse in value added growth than early privatized companies and 
lowered the average figures for privatized firms as a whole. 

Probably the most appropriate comparison to make is between early privatized finns, who 
have already had time to undergo some restructuring and national state-owned firms (more 
direct competition.) Here we find that early privatized firms as a whole have performed a 
little bit better than the state-owned firms. This is encouraging as it shows that on an 
aggregate level within a particular sector privatization does lead to improved efficiencies, 
especially if it is borne in mind that in a lot of cases those firms still left in state ownership 
are more attractive or have a higher degree of market power than firms that were privatized 
earlier. 

Tab le  4 
Prof i table  E n t e r p r i s e s  in  1999 
(% of all firms) 

Finn Size Finn Origin 

w State- Start- Average Up to 50 51-250 thy::5o 
UPS 

. . 
Manufacturinq 67.8 49.1 51.4 51.4 48.3 74.0 56.5 
Construction 58.3 58.2 66.7 25.0 53.5 72.9 59.2 
Transport 68.8 30.3 17.5 15.2 31.9 76.0 37.1 
Telecoms 76.3 100.0 75.0 80.0 50.0 80.6 79.1 
Trade 85.9 65.9 63.6 53.3 58.7 70.3 65.8 
Public Catering 55.6 63.6 57.1 46.3 65.0 56.3 
Other Services 72.5 69.6 43.9 58.1 59.5 78.6 66.9 

Average 66.1 52.9 48.5 

Up to 50 58.2 53.9 72.8 66.1 
51-250 56.1 45.1 73.6 52.9 
More than 250 36.2 51.9 78.3 48.5 

Average 48.3 50.2 73.1 59.2 

Table  5 
Prof i table  e n t e r p r i s e s  in 2000 
(% of all firms) 

Finn Size Firm Oriain - 
More State- Privatized Start- Average 

Up to 50 51-250 than 250 Owned UPS 
. . 
Manufacturing 71.2 51.4 56.3 53.1 52.7 76.6 60.2 
Construction 65.2 65.5 61.1 29.4 58.3 78.9 64.8 
Transpan 70.0 25.0 17.5 14.7 31.9 74.2 38.4 
Telecoms 83.3 100.0 100.0 100.0 66.7 84.6 85.1 
Trade 72.2 69.0 54.5 58.8 67.4 74.1 71.4 
Public Catering 59.1 90.9 66.7 52.7 67.2 61.5 
Other Services 74.8 71.4 53.7 62.9 66.7 78.1 70.6 

70.5 55.9 52.8 

Up to 50 61.5 61.7 75.6 70.6 
51-250 56.1 48.9 75.9 55.9 
More than 250 41.7 55.6 82.6 52.8 

Average 51.5 55.4 75.8 63.5 

Given the sales and value added growth, the proportion of profitable f i r m  has grown by 
4% to 64% of all enterprises in 2000. Moreover, more firms were profitable across all 
sectors, sizes and irrespective of firm origin. The largest proportion of profitable firms were 

' 2 municipal enterprises were excluded from the averages. One a monopolist electricity utility with 
value addcd growth of 208% and the other a monopolist fuel utility with vduc addcd gro!\dl of' 
164% 

. . 
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in telecoms, small firms and start-ups. Conversely, the Largest proportions of loss making 
enterprises were to be found in transport (62% of all transport firms) and state-owned 
companies (48%). 

The vast majority of surveyed enterprises (80%) did not export their products. The 
proportion of exporters among large enterprises is five times greater than among small 
firms. Less than 10% of small firms exported any products. 

The international competitiveness of Ukrainian firms (as measured by the prevalence of 
non-CIS exports) is still very low (see figure 4). For example, 4 times as many large firms 
perceive CIS countries to be their major markets than Europe and the rest of the world, 
implying that firms still tend to follow more traditional export markets. 

,& .. 
An average of almost 14% of the combined sales of all surveyed enterprises is exported 
(see table below.) As expected, larger firms export a greater proportion of their output than 
smaller f m s ,  by a factor of three. By firm origin, privatized firms exported more than three 
times more of their output (20%) than either state-owned or start-ups. 

Figure 4 
Distribution of Exports 
(% of all finns) 

1 
Average 1.2 

More than 250 2.2 
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Table 6 
Volume of  Expor t s  in 2000 
(% of total sales of all firms in each group) 

Firm Size Firm Origin 
More State- Start- Average 

Up to 51-250 than 250 Owned UPS 
. . 
Manufacturing 8.2 8.5 18.4 8.1 21.9 8.1 16.9 
Construction 3.1 1 .O 1 .O 0.1 2.3 1.3 1.6 
Transport, 12.2 2.0 7.2 0.9 10.4 23.0 7.2 
Telecoms 2.2 14.8 5.0 15.8 0.3 13.0 12.6 
Trade 0.7 0.0 9.2 0.0 5.4 0.6 2.5 
Public Catering 12.8 0.0 0.0 19.0 0 0  9.3 
Other Services 1.8 0.3 0.0 0.0 0.0 2.0 0.2 

Up to 50 2.9 10.4 3.7 5.2 
51-250 2.0 6.9 7.8 5.7 
More than 250 6.5 22.7 14.2 16.4 

Average 5.7 20.0 6.2 13.6 

w 'High export figures for the telecoms sector may be explained by international data traffic counting 
as exports, and the diversified nature of telecoms companies (also have other lines of business.) 

Employment and Labor Productivity 

Economic growth in 2000 was not accompanied by job growth at existing enterprises. 
Despite a rosier financial performance outlook most surveyed companies shed employees, 
though the data is insufficient to determine the direction of the causal link between job 
creation and enterprise performance. The average downsizing across the whole sample 
amounted to 3%. The only exceptions were in telecoms, trade and services and private 
sector start-ups in general (see Table 7). However, only late start-ups experienced positive 
job growth (see Figure 5).  Internet service providers and mobile communication companies 
in the telecommunications sector were the only ones experiencing positive job growth 
irrespective of company size. 

Table  7 
w Employment  Growth  R a t e s  in 2000 

(% we~ghted year on year average change) 
Firm Size Firm Origin 

More State. Privatized Start- Average 

. . Up lo 51-250 than 250 Owned UPS 
. . 
Manufacturing -5.4 -7.1 -2.7 -5.3 -1.9 -4.2 .3.2 
Construction -11.4 -7.6 -8.2 -14.8 -15.2 20.1 -8.3 
Transport -28.9 -16.6 4.4 -4.5 -10.7 0.8 6 .0  
Telecoms 7.7 44.7 4.0 -1.6 0.0 33.4 5.9 
Trade -0.5 5.4 -2.9 -5.8 -5.1 9.7 0.4 
Public Catering 0.0 -7.6 -13.4 -4.4 6.5 -2.4 
Other Sewices 1.4 -1.0 0.9 1.1 -1.1 6.7 0.7 

~ ~ ~. ... 
Average -4.2 -6.3 -2.7 .. 

Up lo 50 -14.8 -12.3 3 9 -4.2 
51-250 -5.1 -9.0 3.6 -6.3 
More than 250 -4.4 -1.7 4.8 -2.7 

Average 4 .5  .2.9 4.2 -3.1 
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Figure 5 
Employment Growth Rates in 2000 
(% weighted year on year average change) 

-5.0 

State-Owned Privatized Start-ups 

The survey shows that, as a result of negative net job creation, greater restructuring and 
increases in sales and value added, labor productivity at Ukrainian enterprises has increased 
in 2000. Table 8 below shows changes in labor productivity. All surveyed sectors 
experienced labor productivity growth which averaged 15%. The best performers were 
trade (33%), services (22%) and construction (13%). Public catering performed the worst 
with productivity increasing by only 1.5%. Medium sized firms fared the best with average 
productivity of 18%, consistent with them proportionally shedding the most employees (by 
6%). 

Table 8 
Labor Productivity Growth Rates in 2000* 
(% weighted year on year average change) 

Firm Size Firm Origin 
More 'Iate- Privatized Start- Average - 

51-250 than 250 Owned UPS ur 
. . 
Manufacturing 7.7 6.7 13.8 20.5 7.1 25.3 12.1 
Constmaion 40.2 22.6 -13.1 -18.0 28.4 13.2 12.9 
Transport 46.6 25.4 2.0 14.1 2.4 -0.2 6.1 
Telecoms 28.0 -24.8 15.4 17.3 -24.0 -15.6 6.2 
Trade 16.0 55.6 30.8 -1.4 27.9 34.4 32.9 
Public Catering 12.7 -14.2 -34.6 22.1 1.5 1.5 
Other Services 15.1 25.7 21.3 16.6 21.8 38.9 21.7 - ~ 

Avera e 15.4 18.2 14.2 

Up to 50 -34.5 23.3 20.0 15.4 
51-250 12.0 10.7 25.0 18.2 
More than 250 22.9 9.4 14.0 14.2 

Average 18.1 9.5 21.4 14.6 
*Calculated as value added growth ratio ( 1  999-2000) dwided by employment growth ratlo (1999-2000). 

At an aggregate level, over 2000 state-owned enterprises improved labor productivity more 
rapidly than private firms - by 18% compared to the 13% average for all private firms. This 
is probably due to state-owned enterprises reducing their work forces more so than other 
companies. However the picture is more interesting if the data is disaggregated (see Figure 
6 below). Companies with the highest productivity growth were early start-ups (30%). 
Followed by municipal enterprises (20%). Early privatized companies performed similarly 



ENTERPRISE PERFORMANCE ~ 

to nationally owned state enterprises increasing their productivity figures by 17% and 18"h 
respectively. 

Figure 6 
Labor Productivity Growth Rates in 2000 
(% weighted year on ~ear 'average change) 
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State-Owned Privatized Start-ups 

Competition 

Figure 7 
Number of Competitors 
(% of all firms) 

90 : 77 
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Start up enterprises operate in the most competitive environment -only 2% of new entrants 
have no competitors (see Figure 7). Further, start-ups experienced the most domestic 
competitive pressure, compared with privatized and state-owned firms (see Figure 8.1 
Privatized enterprises on the other hand faced the most foreign coinpetitive pressure. As 
expected, municipal enterprises experienced the smallest competitive pressure (32% of the 
group are monopolists). 

-- 
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Figure 8 
Pressure from Domestic and Foreign Competitors 
(% of the total of each type of enterprise who stated significant and very significant 
competition) 

Domestic Competition Foreign Competition PL. 
w 

Soffness of Budget Constraints 

In a fully functioning market environment enterprises are led by market prices, supply and 
demand, and the relation between revenues and expenditures. Imposition of hard budget 
constraints on firms implies that enterprises bear full responsibility for their actions, in par- 
ticular, they make all of their payments to the state in full and on time, receive no state 
subsidies or credits on preferential terms to finance operational and capital expenditures, 
and cannot influence the legislative and regulatory environment exclusively in their favor. 
In addition enterprises should expect that these conditions will not change in the future. 
Hard budget constraints are therefore one of the more important mechanisms that a 
government has in determining a level playing field for all and stimulating enterprise 
efficiency. The violation of any of the above mentioned principles means that an enterprise 
operates under conditions of soft budget constraints. 

2* 
For the purposes of our survey soft budget constraints at the enterprise level were defined 
by the presence of significant tax and/or energy arrears. Table 9 below shows the b d '  
proportion of enterprises that reported that they were in significant arrears to the state 
and/or energy suppliers. 
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Table 9 
Firms with Significant Tax andlor Energy Arrears' 
(% of all firms) 

Firm Size Firm Origin 
More 

'Iate- Privatized Start- Average to 50 51-250 than 250 Owned - .  UPS 

Manufacturing 3.5 12.2 10.9 15.2 10.4 2.2 8.6 
Construction 3.1 12.7 22.2 11.8 16.4 0 0  8.3 
Transport 7.5 14.3 12.5 20.6 10.2 3.1 11.3 
Telecoms 0.0 0.0 25.0 14.3 0 0  0 0  2.0 
Trade 1.4 0.0 0 0  17.6 0.0 0.7 1.2 
Public Catering 3.0 0.0 9.5 1.8 1.5 2.8 
Other Services 3.2 5.2 19.5 15.9 6.0 0.9 6.3 

51-250 13.3 12.6 1.7 10.3 
More than 250 19.2 9.2 8.3 12.3 

Average 15.5 8.5 1.3 6.4 

b In answering the question on presence of tax andlor energy arrears firms were given 4 options: 
'none', 'insignificant', 'manageable' and 'hopeless'. For the purposes of the table 'manageable' and 
'hopeless' were aggregated. 

Whilst there is significant variation between sectors, the data shows significantly less small 
firms have significant arrears to the state than either medium or large firms. As can be 
observed more larger state owned enterprises experience soft budget constraints than other 
types of fums. In fact almost 12 times as many state owned firms than start-ups are likely to 
have significant tax and energy arrears. This has very obvious implications for state 
revenues. 

The use of non-monetary instruments in transactions can also be considered to be a type of 
soft budget constraint especially as it relates to fiscal discipline of enterprises. 

Table 10 
Volume of Sales Using Barter, Off-sets, Bills of Exchange and Other Non- 
monetary Instruments 
(% of sales, weighted) 

Firm Size Firm Orioin - ~- ~ ...... 
State- Privatized Start- Average Up to 50 51-250 t h ~ ~ ~ 5 0  Owned 

- ,  
UPS 

Manufacturino 14.7 17.4 22.9 33 8 16 9 11 fi 71 q ... ... ... " -- ~ 

. . Construction 21.3 29.1 21.8 12.7 30.6 18.7 24.4 
Transport 23.3 14.7 7.9 9.1 1 1 0  20.7 11.2 
Telecoms 6.0 5.0 58.6 48.2 15.0 5.0 7.4 
Trade 6.3 3.0 15.9 12.1 7.7 7.4 7.7 
Public Catering 8.7 2.0 4.4 11.3 1.9 6.9 
Other Services 2.6 37.4 38.2 40.2 34.8 1.9 36.0 

More than 250 34.2 17.2 16.0 23.8 
Average 34.1 17.4 9.0 22.3 

Non-monetary instruments, which are by definition more opaque, often allow for 
transactions at non-market prices and minimizing or even evading taxes. For example. a 
large enterprise producing a non-competitive product and thereby with little cash flow. may 
use barter or mutual off-sets to cover energy debts at below-market prices which in turn 
distorts the true financial state of the firm. 

- 
An IFC Survey of Ukrainian Business  27 



- Ukrainian Enterprises in 2000 

On average state-owned firms had more non-monetary transactions than privatized f m s ,  
who in turn had more that start up firms. However, there were significant variations with 
for example, state owned transport and construction firms being more cash based than their 
counterparts in the private sector. Similarly there is tendency for larger firms to use more 
non-monetary instruments than smaller ones. 

Enterprise Restructuring 

According to the definition of Pohl el a/.," enterprise restructuring during the transition 
from a planned to a market economy is a complex process of changes at the firm level to 
support profitability under conditions of a continuously changing economic environment, 
technological progress and competition from other market participants. Existing economic 
literature on enterprise restructuring in transition defines at least two major types of 
restructuring activities: passive and strategic restructuring:ll 

tri* 
Passive restructuring is imposed by new market environment on almost all enterprises 
regardless of fum origin. It includes the following measures influencing the short-term w 
prospects of an enterprise: postponing production not demanded by the market, reducing 
costs by the sale or lease of idle assets, decreasing real wages andlor reducing the 
workforce. 

Strategic restructuring include measures aimed at making an enterprise viable in the long 
run. The market value of an enterprise in this case is maximized by the development of new 
business strategies, organizational changes, investment into new production lines and 
technologies, new product development, expansion into new markets, etc. Strategic 
restructuring usually leads to an increase in output and new job creation.I2 

This survey attempts to reveal the intensity of restructuring, or alternatively firm dynamism 
(as some of these activities are not purely restructuring activities) at the enterprise level. 
Respondents were asked questions regarding both strategic and passive kinds of 
restructuring activity performed by their enterprise over the last three years. Table 11 
presents a breakdown of restructuring activities by firm origin. 

to Pohl, Gerhard, Robert E. Anderson. Stljn Claesscns and Simeon Djankov (1997): Privatization and 
Restructuring in Central and Eastern Europe: Evidence and Policy Options. World Bank Technical 
Paper No. 368, The World Bank. 
" See, for example, kina Akimova, "Expori Orientation and its lntluence on Enterprise 
Restructuring in Ukraine", pp 209, ed. Hoffmann and Moellers, 200 l 
I 2  EBRD Transition Report 1999, pp. 143- 144. 
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Table I I 
Restructuring by Firm Origin 
(% of the total of each type of enterprise) 

Firm Origin 

State-Owned Privatized Start-Ups Average 

Natlonal Municipal Early Late Early Late 

Developed New 
Products 

Improved 
Existing Products 

Changed Sales 
Channels 

Attracted New 
Major Clients 

m 
c Introduced New 
' Technologies - 
U 

Purchasedl 
$ Leased New 

Assets 

Attracted New 
Employees 

Trained 
Employees in 
New 
Technologies 

Changed Legal 
Organizational 
Structure 

m Discontinued 
r Production of Old 17 .- 5 23 18 15 9 16 
; Products - 
U 
2 Sold/ Leased Out 26 - 19 32 25 9 6 19 g Excess Assets 

K 
D 
.$ Shed Excess 45 32 50 46 30 25 38 

Labor 

Development of new products is perceived by many economists as the most important sign 
of strategic restructuring since it reflects an enterprise's ability to meet changing demand 
and other market conditions. Early start-ups are clearly the most innovative, with over half 
developing new products and services.. Privatized firms (irrespective of when they were 
privatized) also performed well in developing new products. State owned enterprises 
performed worst of  all in adapting to changing market conditions though this could also be 
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more of a reflection of the fact that state owned enterprises tend to face less competition in 
general.13 

On the whole the data shows start ups and privatized enterprises to be most dynamic in 
response to changing conditions, they were better at finding customers, developing new 
products, and creating new jobs. Passive types of restntcturtng, represented by 
discontinuation of old products and production and a reduction in excess labor, were also 
performed most frequently by privatized enterprises. Across all restructuring parameters 
surveyed, more privatized firms were active than state-owned finns, part~cularly in strategic 
restructuring. 

The worst performers across almost all restructuring indicators were municipally owned 
enterprises, an important confirmation of the need to further reduce the role of city 
governments in local business. 

Management Turnover 

Another important component of enterprise restructuring (or enterprise dynamism) is the 
frequency with which key enterprise decision makers are changed, if at all. Company 
managers take all key operational decisions and are in a position to initiate restructuring. 
The role of outside professional company management (in the sense of taking key 
operational decisions) is still novel in Ukraine. , 

Directors could be disciplined in different ways, in particular, by enterprise owners and 
extemal factors. Company directors are appointed by enterprise owners who could have 
different objectives. For instance, the objectives of insider owners (workers or existing 
managers) are quite different from the objectives of the outsiders - direct and portfolio 
investors or government representatives. Among the major external factors influencing 
management turnover according to the survey are market structure (i.e. competition) and 
degree of softness of budget constraints. 

On average, each fifth enterprise changed its top management over last three years. At the 
same time 7.7% of surveyed companies attracted new top managers from outside. Evidence 
of the latent state of the managerial talent market is the relatively low influx of new outside 
managers into privatized enterprises - only 8.4%. The high proportion of management 
turnover at state-owned enterprises is probably explained by administrative andfor political 
decisions rather than market pressures. The table below shows by firm size and origin those 
firms that changed their management, as well as showing whether they were insiders or 
outsiders. 

" For comparisons between the state and private sectors in enterprise restructuring it is better to use 
only nationally owned enterprises as representative of state entcrpriscs duc to the specific market 
conditions under which municipal enterprises operate (product ho~nogencity and high degree of 
market power.) 
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Figure 9 
Management Turnover 
(% of a// firms) 

New Insider Top Manager El New Outsider Top Manager 

More than 250 employees 

51-250 employees 

Up to 50 employees 

Start-up 

Privatized 

State-Owned 30.7 

Average 
~ ~- ~~ 

0 5 10 15 20 25 30 35 % 

The telecoms sector experienced the highest rate of attracted managerial talent, however the 
general manufacturing sector also experienced substantial management turnover (23%), 
especially so with state owned enterprises (65.5% of all state owned manufacturing 
companies.) 

A possible reason for the relatively low level of influx of new outside managers into 
privatized firms could he that enterprise ownership is more dispersed, and therefore the 
chances of a majority owner are reduced. Another possible reason is the dominance of 
inside owners in an enterprise rather than outside owners, thereby increasing the chances 
for insider management. 

Table 12 
Ownership Dispersion at Privatized Enterprises and Start-ups 
(% of all private firms) 

Holders of Major Stakes. %' 
One (State) One (Private) Two-Three More than Three Tatai 

Privatized 1.7 13.8 22.0 62.5 100.0 
Early 1.6 72.2 18.0 68.2 100.0 
Late 1.9 15.5 26.8 55.8 100.0 

W ~tart .ups 0.5 43.5 36.3 19.6 100.0 
Early 0.9 35.7 36.9 24.5 100.0 
Late 0.4 48.3 34.5 16.9 100.0 

"Refers to holders of the largest relative stakes. The state could very well have the largest single. 
. though minority, share. 
. . 
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Figure 10 
Privatized Enterprises and Start-ups with Dominant Inside Owners* 
(% of  total in each firm origin group) 

Privatized Stan-Ups 

*Controlling stake with management and1 or employees. 

A statistical analysis (see Annex 2 for more information) revealed that there are several 
main factors that increase the probability of the appointment of new outside management. 
In order of significance these are: the presence o f  outside owners, an increase in the number 
of competitors and the probability that management will change increases with the presence 
of significant tax andor energy arrears. 

Start-ups change their managers the least frequently. More than twice as many state-owned 
firms compared have changed their management as start-ups. Ownership concentration 
appears to have no significant influence on the probability of management turnover. 

Factors That Influence Enterprise Performance 

An important objective of the survey was to determine what relationship, if any, exists in 
Ukraine between enterprise performance and various internal and external factors 
influencing enterprises. This follows on from similar research carried out by EBRD in 
199914 where they examined enterprise performance in the medium term (over three years) 
in 22 transition countries. 

EBRD Business Environment and Enterprise Performance Survey 
Main Results: 

Sales growth is higher for those firms experiencing significant pressure from foreign 
competitors, but is not higher for firms reporting signrficont pressure from domestic 
competitors. Firms with 1-3 competitors have much high@? sales and productivi& 
growth than firms with no competition or very strong competirion. Pressure porn 
foreign competitors and customers is a significant source of snles and productivity 
growth. Competition contributes to the growth of ,firms through its impact on the 
development of new products and technologies. 
Strategic restructuring at the firm level is conducive to sales und productivity growth. 
The launch of new ~roducts  and the upgrading of existing 0ne.Y are closely linked with 
sales growth. At the same time the influence of switching suppliers and firm 
reorganization on sales growth is very weak: 
Soft budget constraints measured by the presence of tux ui7.eurs leads to a slower 
expansion in sales. 

I 4  Business Environment and Enterprise Performance Survey. EBRD Transirion Repon 1999 
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The analysis in this rep& (see Annex 2for regression analysis) used the same approach as 
in EBRD's survey and showed that, in the short term (over one year), the following factors 
are related to enterprise performance: 

Significant domestic competition is associated with increasing sales. However, 
significant foreign competition leads to a slight decrease in real sales volumes; 
When control is made for other factors, firm origin status does matter for financial 
perfprmance. Start-ups and privatized enterprises performed better than state-owned 
companies in terms of sale growth whilst municipal enterprises outperfortned 
nationally owned state enterprises in terms of value added growth; 
Strategic restructuring measures have different effects. New product development 
correlates with a reduction in sales and value added, whilst improving existing products 
is associated with increasing sales. Changing sales channels increases the volume of 
sales and value added. Attracting new clients leads to higher value added volumes. 
Changing major suppliers correlates with a reduction in value added. Training 
employees to meet new technologies and attracting new employees is associated with 
an increase in value added. Changing a firms organizational structure correlates with a 
decrease in value added (however, it is not clear why); 
The consequences of passive types of restructuring are varied as well. Ceasing old 
production increases a firm's value added. Salellease of excessive assets is associated 
with a reduction in real sales. Reducing the workforce correlates with a reduction in 
value added. This is a positive sign if accompanied by productivity growth; 
The short term influence of soft budget constraints on firm financial performance is 
unclear. 

Factors That Influence Enterprise Restructuring 

Some restructuring measures in the short t e rn  are associated with increasing sales and 
value added, others with a decrease. However, other research carried out in this field that 
uses a more long term approach and simple common sense indicate that restructuring, 
especially strategic restructuring, is a precondition for improving competitiveness and 
sustainable growth of an enterprise. Therefore, this report seeks to analyze which factors 
are the most conducive for reshucturing at the firm level. 

According to the EBRD Business Environment and Enterprise Performance Survey". the 
degree of enterprise restructuring in transition economies in general is positively influenced 
by the level of competition experienced by firms, hard budget constraints, presence of 
concentrated outside private owners and quality of the investment climate in the particular 

. country. 
. . 

Studies of the Ukrainian corporate sector have drawn similar conclusions. Research carried 
out by the London Business ~ c h o o l ' ~  found that outsider rather than insider firm ownership 
leads to greater restructuring activity, notably with respect to products (i.e. adjustment to 
quality, product mix, structure of sales by region and sales outlets) and inputs (reducing 
waste in material inputs, energy, changing suppliers.) The German Advisory Group on 
Economic ~ol icy"  concludes that enterprise restructuring is triggered by an increase i n  
competitive pressure, especially by exposure to foreign competition, changes in top 

' I  EBRD Transition Report 1999. 
16 Estrin Saul, and  Rosevear, Adam, Enterprise Performance and Corporate Governance in Uh~.;~inc. 
Journal of Comparative Economics, 27, 1999, pp. 442-458. 
" See, lrina Akimova. "Expon Orientation and its Influence on Enterprisc Restructuring i n  
Ukraine", pp 206-232, Ukraine on the Road to Europe, ed. Hoffmann and Moellers, 2001 
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management and training for enterprise staff. At the same tnne soft budget constraints 
significantly slow down restructuring activity. 

Our survey generated sufficient data to explore the factors that influence enterprise 
restructuring. A regression analysis was employed to assess the influence of such variables 
as competition, firm origin and budget constraints on enterprise restructuring. The detailed 
results are presented in Annex 2. 

The analysis confirms that the most important factor associated with enterprise 
restructuring is competitive pressure. Further, pressure from foreign competitors seems to 
be much more important than pressure from domestic rivals. This accords well with 
previous research. Oligopolistic competition (1-3 competitors) promotes the development 
of new products and the improvement of existing products more so than other t p e s  of 
enterprise restructuring. Stronger competition (more than 3 competitors) has a larger 
influence, not on the development of new products, but on more frequently changing sales 
channels - i.e. more dynamic marketing. Facing competitive pressure, enterprises are more 
likely to look for new customers. Significant foreign competition pushes Ukrainian 
enterprises to imovate and introduce new technologies. Competition also acts as a strong 
influence on persuading enterprises to sell off or lease unwanted assets. Competition also 'ITi 

seems to be the biggest motivator in reducing excess labor at an enterprise. The stronger the 
competition the more likely that an enterprise will shed excess labor. 

Figure 11 
Level of Competition a n d  Strategic Restructuring 
(% of all firms that performed strategic restructuring) 

.Developed New Products 

Qlmproving Existing Product 
50.6 

OAttracted Major New Customers 479 

-- 

No Competitors 1-3 Competitors More than 3 Competitors 

Statistical analysis shows that firm origin status does indeed correlate with enterprise 
restructuring. Less state-owned firms performed any restmcturing measures than either 
privatized firms or start-ups. Privatized firms and start-ups are much more likely to provide 
training for their employees than state-owned enterprises. In addition, start ups are also the 
most frequent buyers of new assets and the major source of new jobs. Across all of the 
variables tested municipal enterprises introduce restructuring measures least of all. This 
may be explained by lack of the profit motive, by the higher degree of market power 
enjoyed by most of them at the city level and the presence of relatively stable local budget 
financing (e.g. for public transport.) 
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Figure 12 
Softness of Budget Constraints and Restructuring 
(% of all firms that restructured) 

Sianificanl Taxl Ener~v Arrears - -. 

NO significant Taxl Energy Arrears 

'tv' Developed New Attracted Major Attracted New Reduced Excess Soldl Leased Out 

Products New Customers Labor Labor Excess Assets 

The analysis shows that soft budget constraints do indeed influence restructuring. The 
presence of soft budget constraints, approximated by tax and energy arrears, is associated 
with sluggish change at the enterprise level, except for contraction measures (i.e. passive 
forms of restructuring.) Soft budget constraints seem to significantly reduce the probability 
of introducing and improving products. Further the presence of soft budget constraints 
negatively correlates with improved marketing (i.e. less likely to find new customers.) 
Companies with arrears are also the least likely to employ new workers. However, they are 
associated with the shedding of excess labor and excessive assets. 

Pa fernalisrn 

One of the more interesting aspects of this research was attempting to get an idea of the 
degree of 'paternalism', or expectation of state support, still prevalent in company 

IV' management in Ukraine. 

Decentralization of economic decision making lies at the essence of the transition from a 
. planned to a market economy. Market reforms need to transfer the consequences of 
. . 

business decisions, including their benefits and costs, to the enterprise level and away from 
the state. Only under such conditions will private initiative promote proper restn~cturing 
and productivity growth instead of rent seeking activities (search for subsidies, privileges 
and preferential treatment) and other methods of market distortion. 

The figure below shows the views of firm managers regarding the role of the state in the 
economy. The figure on the left shows the proportion of enterprises who would like to have 
the state support them should they incur losses (i.e. desire for support.) The second figure 
reflects the proportion of enterprises that do not actually exoect to receive any real support 
from the government and rely on themselves only. 

-. 
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Figure 13 
Expectation of State Support 
(% of positive answers for all firms) 

Would Like the State to Support Do Not Actually Expect to Receive Any 
My Firm if Losses are lncuned State Support, We Rely on Ourselves 

More than 250 employees - 85 1 4 8  

51-250 employees 1- 75 1 60 

Up to 50 employees - 70 
i 

1 6 9  

Start-ups - 66 171 
Privatized 1- 78 

4 
1 6 1  

Statedwned 1- 88 
i 

0 42 

Average - 74 
, , .  - 1 6 3  - % 

0 20 40 60 80 100 % 0 20 40 60 80 100 ,a. 
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About three quarters of respondents (74%) would like the government to cover losses 
incurred by their fums or provide funds for investment. Another startling result is that two 
thirds of start up businesses would like to receive govenunent support if they incur losses 
or if their businesses start to fail. These entrepreneurs should be amongst the most 
progressive supporters of enterprises and the primacy of the private sector. That these 
figures are so high is a very disappointing finding and demonstrates how much more work 
needs to be done on promoting market principles in Ukraine. At the same time 63% of 
managers do not expect in actual fact to receive any state support at all and rely on their 
own resources if losses are incurred. This figure may be considered as another indicator of 
restructuring at enterprise level. Not surprisingly, this independence from the state is the 
highest for start-ups and the lowest for state-owned companies. Moreover, expectations of 
govemment support positively correlate with enterprise size. 

Based on the above results, it is interesting to see the relationship between the degree of 
paternalism and intensity of strategic restructuring. Without exception, those enterprises 
with lower levels of moral hazard experienced more strategic restructuring. The figure 
below compares those firms given in the second chart of Figure 13 and their corollary, i.e. ..>. 
firms who do and do not in actual fact exoect to receive any govemment support if they ''- 

incur losses. Strategic restructuring measures for the two different types of firms were L' 
compared and the results presented in Figure 14. 
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Figure 14 
Intensity of Strategic Restructuring and Expectation of State Support 
(% of the total of each type of enterprise) 

Gi Enterprises That Expect State Support 

OEnterpnses That Do Not Expect Stat& Support 

46.0 

Developed New Attracted New Clients Changed Major Attracted New 
Products Suppliers Employees 

Those firms with lower levels of moral hazard undertook more strategic restructuring than 
those who expect state support, or in other words the more independent an enterprise the 
better it is at adapting to change. This is consistent with the picture with profitability. 
Analyzing the responses between those who answered yes or no to the question of "We 
should rely only on ourselves" shows that 64% of those who answered yes were profitable 
in 1999. In 2000 this figure had increased to 69%. Of those who disagreed with the 
statement (i.e. & expect state support) 51% were profitable in 1999 and 53% in 2000. The 
data does show a link between profitability growth and expectations of paternalism, 
however this information is insufficient to show a causal link. 

W Capital Expenditures and Working Capital 

A very important factor of the health of an economy is investment. Investments increase 
. production potential, allow for job creation, and establish conditions for sustainable growth. 

The survey sought to identify the incidence of capital investment into individual finns and 
usage of investment funds. 

Over 2000,41% of surveyed firms experienced capital investment. Table 13 below shows 
the breakdown of companies who had investment expenditures over 2000 by sector. firm 
size and firm origin. 

An IFC Survey of Ukrain~an Business 37 

29sI.Q 



Ukrain ian  E n t e r p r i s e s  - in 2000 

Table 13 
Proportion of Enterprises That  Experienced Fixed Capital lnvestment  in 2000 
(% of all firms) 

Firm Size Firm Origin 
More State- Start- Average 

Up 51-250 than 250 Owned UPS 
. . 
Manufacturing 41.1 41.5 54.6 47.0 40.6 52.4 45.3 
Construction 32.3 45.5 44.4 29.4 35.6 41.8 37.9 
Transport 40.0 42.9 42.5 29.4 46.9 46.9 41.7 
Telecoms 45.5 50.0 75.0 42.9 33.3 50.0 48.0 
Trade 28.8 46.7 45.5 35.3 26.4 33.2 31.2 
Pubiic Catering 33.6 45.5 14.3 32.1 42.6 34.5 
Other Sewices 33.1 51.7 48.8 39.7 34.5 44.0 39.8 

. 
More than 250 53.1 51.1 62.5 52.4 

Average 39.7 37.5 43.8 40.5 .. ', 
'4 

There is small variation between firms of different origin in terms of frequency of 
investment expenditure. Naturally, start-ups are more frequent investors (44%) than state- 
owned firms (40%), and privatized companies (38%). This is also the case with capital- 
intensive sectors, such as telecoms (48%) and manufacturing (45%) compared with labor- 
intensive trade (3 1%) and public catering (34%). Larger enterprises are also more likely to 
.experience capital expenditure than smaller firms (52% vs.35%.) 

Table 14 shows what firms used capital investment for. Purchasing new equipment was the 
most popular form of investment with 28% of all firms doing so, whereas new construction 
projects the least with 9% of all firms investing into construction. 

Table 14 
lnvestment  into Fixed A s s e t s  in 2000 
(% of all firms in each firm origin group) 

National Municipal Privatized Start-up Average 
lnvestmenl Took Place 42.0 36.6 37.5 43.8 40.5 
New Equipment 27.8 20.4 24.2 32.9 27.9 
Repair of Premises 24.5 19.4 22.2 22.7 22.5 
Repair of Equipment 21.2 20.4 19.2 11.2 16.2 hi 
Transport Assets 13.2 11.8 12.7 15.4 13.8 
New Construction 9.0 7.5 9.3 9.6 9.3 

Over 2000, retained earnings and depreciation was the major source of investment into 
fixed assets (see Table 15). 86% of firms who had investment expenditures did so from 
internally generated sources. In a very distant second place for sourcing investment capital 
were bank credits at 15% of those who experienced investment. Other forms of longer term 
financing were insignificant. 
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Table 15 
Sources of Investment into Fixed Assets in 2000 
(% of firms who had investment expenditures) 

. National Municipal Privatized Start-up Average 
Retained Earnings and 81.9 76.5 89.4 79.3 86.4 

' Depreciation 
Bank Credit 19.0 6.0 15.7 13.5 15.1 
Non-Bank Credit 0 0  0.0 4.5 6.3 4.9 
Domestic Investor 2.1 20.5 6.1 4.9 5.9 
State Funds 12.4 23.5 1.3 0.2 3.0 
Leasing 2.1 0.0 3.2 1.9 2.5 
Direct Foreign investor 2.1 3.0 1.9 1.3 1.7 
Portfolio investor 1.2 3.0 1.3 1.5 1.5 

Table 16 presents more detailed data on attracting bank credits for capital investment. More 
than twice as many large firms (1 1%) received bank credit than small firms (4%.) There is 
almost no variance within firm origin with around 6% of firms able to secure bank credit. 

Over 2000, banks found most attractive telecoms firms, large trading firms, transport start- 
ups and large state-owned manufacturing enterprises. 

Table 16 
Proportion of Firms that Used Bank Credits for Investment into Fixed Assets 
in 2000 
(% of all firms in each group) 

Firm Size Firm Origin 
More State- Start- Average 

Up to 50 51-250 than 250 Owned Privatized 
UPS 

. . 
Manufacturing 5.3 7.0 11.3 9.3 7.1 7.9 7.7 
Construction 2.1 3.6 0.0 0.0 1.4 3.8 2.4 
Transporl 12.5 8.6 10.0 8.8 10.2 12.5 10.4 
Telecoms 2.3 50.0 25.0 0.0 0 0  7.5 6.0 
Trade 3.9 13.3 18.2 0.0 4.7 5.9 5.3 
Public Catering 1.5 0.0 0.0 1.8 1.5 1.4 
Other Services 4.5 3.4 7.3 4.8 3.6 5.5 4.7 

Up to 50 4.1 3.0 4.8 4.2 

Boi 
51-250 4.8 4.2 16.2 6.9 
More than 250 9.2 11.5 8.3 10.6 

Average 6.5 5.8 6.3 6.1 

In terms of working capital financing the picture is a little more optimistic, with 13% of all 
. firms managing to obtain short-term bank credit to finance working capital in 2000 (see 

Table 17). Again, obtaining short-term bank credits was easier for larger firms than for 
smaller ones: a quarter of all large firms managed to secure bank credit for working capital 
compared with only 9% of small firms. Among larger firms trading companies did 
especially well with 55% managing to obtain short-term bank credits. 
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Table 17 
Proportion of Firms that Used Bank Credit for Working Capital in 2000 
(% of all firms in each group) 

Firm Sire Firm Origin 
More State- Privatized Start- Average 

UP to 50 51-250 I . "  7 "  nw..d 

. .. . 
Construction 5.2 12.7 5.6 5.9 1 1 0  5.1 7.7 
Transport 10.0 11.4 10.0 11.8 8.2 12.5 10.4 
Telecoms 2.3 0 0  50.0 14.3 0.0 5.0 6.0 
Trade 12.2 35.6 54.5 11.8 20.9 13.6 15.8 
Public Catering 2.2 0.0 0.0 0.0 3.6 1.5 2.1 
Other Services 4.5 5.2 22.0 7.9 10 7 4 f i  7.6 

up to 50 
51-250 
More than 250 

Average 12.6 15.2 10.9 

Surveyed enterprises have more ambitious investment plans for 2001 compared with actual 
capital expenditures over 2000 (see Table 18). 58% of all respondents plan investment into 

w 
fixed assets compared with the 42% in 2000. It remains to be seen whether this will 
actually take place. Privatized enterprises are the most ambitious in terms of investment 
projections with 60% planning to invest into fixed assets. 

Table 18 
Planned lnvestment into Fixed Assets in 2001 by Firm Origin 
(% of total number of respondents in each group) 

National Municipal Privatized Start-up Average 
Investment Will Take Place 52.4 50.5 60.2 58.7 58.4 
New Equipment 34.4 29.0 36.1 36.3 35.7 
Repair of Premises 19.3 17.2 29.4 17.1 22.8 
Repair of Equipment 24.1 24.7 22.8 10.8 18.1 

Transport Assets 12.7 14.0 14.5 17.4 15.5 
New Construction 9.0 8.6 11.7 14.0 12.2 

Table 19 shows expected sources of investment over 2001. Firms are starting to look more 
&~.. 

at external sources - obtaining bank credits (19% of firms expecting investment compared 
with 15% in 2000) and attracting strategic investors - 8% of all firins expect a local investor id 
in 2001 compared with the 6% in 2000, and 5% of all firms expect a foreign investor 
compared with 2% in 2000. 

Table 19 
Expected Sources of lnvestment into Fixed Assets in 2001 by Firm Origin 
(% of firms who expect investment expenditures) 

National Municipal Privatized Start4p Average 
Retained Earnings and 84.5 78.8 77.9 84.7 81.3 
Depreciation 
Bank Credit 19.8 12.9 20 6 18.1 19.2 
Non-Bank Credit 0.0 0 0  3.3 4.6 3.4 
Leasing 3.6 2.2 7.0 5.5 5.8 
Domestic Investor 6.3 17.0 9 3 4.8 7.5 
Foreign Investor 6.3 12.9 5.6 3.4 5.1 
Porlfolio Investor 1.7 4.4 1.8 0.9 1.5 
Slate Funds 11.6 25 5 2 7 0.7 3.6 
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Enterprise Performance - Conclusions 

Official statistics18 show that Ukraine's GDP has grown by 6% over 2000 and this is 
reflected by the surveyed firms whose value added increased on average by 11%. On the 
demand side, external demand for Ukrainian goods grew much faster than internal demand. 
Export growth of goods reached 26% compared with domestic capital investment growth of 
11% and growth in household expenditure of Export growth was a result of 
increased overseas demand for Ukrainian products (particularly CIS markets) and the 
positive impact of currency devaluation, which took place in late 1998. Internal demand 
grew due to an expansionary monetary policy in 2000 as well as from the multiplier effect 
from export growth. Further, the government reduced wage and pension arrears in 2000 
which has had a positive effect on household income. 

This survey offers evidence that on the supply side, the Ukrainian economy has been 
improving as well. Firms are adapting to market conditions and there is evidence that 
restructuring efforts are paying off with growth in labor productivity. The survey sought to 
establish which groups of f m s  contributed most to economic growth and to determine 
what factors influence the pace of restructuring at the firm level. 

Small firms experienced the highest sales growth in 2000 (see Table 20Error! Reference 
source not found..) However, this was not accompanied by a respective increase in value 
added. Small firms experienced 11% value added growth, simiIar to medium sized and 
large firms. At the same time more small firms (70%) were profitable than medium sized 
(56%) and large firms (53Oh.) Medium sized firms demonstrated the highest growth in labor 
productivity (18%), mainly due to larger lay-offs of 6% on average. 

Table 20 
Summary Table of Changes in Financial Performance in 2000 
(% year on year change) 

Real Sales Value Added Employment Productivity 

Manuiaciuring 
Construction 
Transport 
Telecoms 
Trade 

w Public Catering 38.2 -09  -2.4 1.5 
Other Services 15.0 22.5 0.7 21.7 

Up to 50 37.5 10.5 -4.2 15.4 
51-250 26.6 10.8 -6.3 18.2 
More than 250 26.8 11.2 -2.7 14.2 . . 0 .  

All Slate-owned 17.1 12.8 -4.5 18.1 
National 15.8 11.7 -5.0 17.6 
Municipal 21.2 16.5 -2.9 20.1 

All Privatized 29.6 6.3 -2.9 9.5 
Early Pdvaliled (up to 1996) 31.4 13.5 -3.0 17.0 
Late Privatized (1996 and later) 23.5 -3.3 -2.8 -0.5 

AII Stan-ups 47.6 26.5 4.2 21.4 
Early Slarf-ups (up to 1995) 46.2 29.7 -0.4 30.2 
Late Slarf-ups (after 1995) 46.4 23.3 7.9 14.3 

Average 27.7 11.0 -3.1 14.6 

I S  State Statistics Committee of Ukraine. 
I 9  Authors' estimates. 

.. .. . .. 
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Start-ups showed the highest growth in sales, value added, employment and labor 
productivity compared to either privatized or state-owned firms. Further, significantly more 
start-ups were profitable (76%) than either privatized (53%) or state-owned fums (5 I%.) 

On average value added and labor productivity grew faster at state-owned enterprises than 
at privatized enterprises, however it is instructive to disaggregate the data and look value 
added growth in more detail. 

The overall results of the state-owned sector were considerably boosted by municipally 
owned firms in the survey sample. There is a much higher incidence of monopolists 
amongst municipal firms than with either national state-owned firms or with privatized 
firms. Further, municipally owned firms in general have a much higher degree of market 
power than either types of firms. 

There is also a large difference amongst firms privatized before and after 1996. This is 
especially evident in value added growth and labor productivity growth, where early 
privatized firms performed very well whereas late privatized firms actually contracted. A 
possible reason is that early privatized firms have had more time to adjust, find an effective @ 
owner and implement strategic changes, whilst late privatized firms are still in the early irk; 
stages of restructuring. 

Comparison of national state-owned firms and early privatized firms is more appropriate as 
both groups operate in a similar market environment with similar competitive pressures and 
early privatized firms have already gone through the difficult transition to private 
ownership. Early privatized firms outperformed national state-owned firms in terms of real 
sales growth and value added growth. Labor productivity growth is similar for both 
privatized and national state-owned firms, though there was higher labor contraction at 
national state-owned firms of 5% compared with only 3% at privatized firms. 

Hard budget constraints are imposed on Ukrainian business very unevenly. In particular, 
more state-owned enterprises have significant tax and energy arrears more often than their 
counterparts in private sector. The proportion of barter, mutual off-sets, bills of exchange 
and other non-monetary instruments in the transactions of state-owned enterprises is larger 
than in private companies as well. 

The survey shows that competition is the most important factor in producing a positive 
effect on restructuring and enterprise performance. The number of competitors and the ,&- 

origin of competitive pressure are of great importance. The higher the level of competition, w' 
the sooner a business will restructure and increase sales. Innovation (i.e. new product 
development and introduction of new technology), which demands additional costs, is 
associated with a more moderate level of competition. Another important result is that 
pressure from foreign competitors is a much more powerful incentive to restructure than 
pressure from domestic rivals. 

Statistical analysis shows that firm origin correlates with enterprise restructuring. Less 
state-owned firms performed any restructuring measures than their counterparts in the 
private sector. Soft budget constraints also influence enterprise restructuring. Soft budget 
constraints, approximated by tax and energy arrears, is associated less enterprise dynamism 
(i.e. less restructuring), except for contraction measures - shedding employees and assets. 
Soft budget constraints also reduce the chances of introducing and improving products. 

Over the course of 2000, two fifths of surveyed companies experienced capital 
expenditures, or in other words invested in their own businesses. Reflecting the poor state 
of the Ukrainian investment environment, retained earnings and depreciation were the 
primary sources of investment, used by 86% of firms who experienced investment. 
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Investment capital was mostly used for purchase of new assets as reported by 28% of all 
respondents. Only 6% of all businesses were able to finance capital investment with bank 
loans, though the figure is higher for working capital. This shows the underdeveloped 
nature of the banking sector in Ukraine and banks' general reluctance to offer long term 
credit, preferring instead to offer short term credit, especially working capital for trade 
operations and manufacturing 

Overall the survey provides good arguments in favdr of further privatization. Privatized 
companies were more dynamic, restructured more frequently and more of them were 
profitable than state-owned firms. If it is also borne in mind that the state still owns some of 
the more attractive larger firms then this provides even more reason to privatize as they 
could perform even better in the private sector. The survey also shows that municipalities 
still retain a wide array of business interests, that should also be transferred to the private 
sector. 

... . 
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BARRIERS TO MARKET ENTRY AND EXPANSION 

This section of the report analyses most of the barriers to business development given at the 
beginning of this report. 'For ease of reference, the information is again provided below 
along with firm size and firm origin breakdowns (a fuN sectoral breakdown is provided in 

Annex 4 . )  This section follows the main priorities given the main bamers listed below, in 
particular taxation, business regulations, unfair competition and issues of administrative 
corruption. 

Table 21 
Rating of Barriers Hindering Business Development in Ukraine 
(for all firms) 

Average F i n  Origin Firm Size 

'Iate- Privatized Start-ups Up to 50 51 - 250 More lhan 
Owned 250 w g $ 

2 score rank Score rank score rank score rank scare rank score Rank 

Taxation 3.1 1 3.1 1 3.2 1 3.0 1 3.1 1 3.2 1 3.2 1 

Low Demand 2.9 2 2.8 2 3.0 2 2.8 2 2.9 2 2.9 2 3.0 2 
Inflation 2.8 3 2.8 3 2.9 3 2.7 3 2.8 3 2.8 3 2.8 3 
Non-Level Playing 
Field1 Anti- 2.5 4 2.3 4 2.6 4 2.5 5 2.5 4 2.5 4 2.4 4 
Competitive 
Practices 
Corruption 2.3 5 2.0 8 2.3 5 2.5 4 2.5 5 2.2 6 2.2 6 
Regulatory 
Environment 

2.3 6 2.3 5 2.3 6 2.4 6 2.4 6 2.2 5 2.4 5 

Underdeveloped 2.2 7 2.2 6 2.2 7 2.3 7 2.3 7 2.1 7 2.2 8 Infrastructure 
Sourcing 
Necessa!y Inputs 2.0 8 2.1 7 2.1 8 1.9 8 1.9 8 2.1 8 2.2 7 

ObtainingExtema' 1.8 9 1.8 9 1.8 9 1.7 9 1.8 9 8 9 1.8 9 
Financing 
Pressure from 
Criminal Elements 

1.6 10 1.4 10 1.6 10 1.6 10 1.6 10 1.5 10 1.4 10 

'Calculated as simple average using the following scale: 1 - no obstacle. 2 - small obstacle. 3 - significant 
obstacle. 4 -major obstacle. 

Taxation 
.. As taxation is consistently cited as one of the biggest obstacles faced by business in 

Ukraine (rated as the biggest problem in this survey), respondents were asked more detailed 
questtons on this issue. 

Figure 15 below shows the distribution and ranking of obstacles related to taxation. The 
overall scores are given on a four point scale with 1 -no obstacle to 4 - major obstacle. 
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Figure 15 
Main Issues with Taxation 
(distribution of responses for all firms) 

Instability of Tax Legislation (3.3') 
- . . ~  

, , High Tax Rates (3.2) , , 
, , 
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, . 
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Unfair Competition from Untaxed Shadow Activities 
(2.6) 

Tax inspections (2.6) 

Different Tax Treatment of Competitors (2.5) 
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Sianificant Obstacle Small Obstacle No Obstacle 

*Figure in brackets gives the average score o f  the answers on  a scale on I - n o  obstacle to 4 -major 
obstacle for each obstacle listed. 

Table 22 
Main Issues with Taxation 
(for all firms) 

Averaae Firm Origin Firm Size - 
State- Privatized Slart.Ups Up to 50 

51 250 More than 
u Owned 250 - x 
8 , p score rank Score rank score rank score rank score rank score rank 

lnstabilityofTax 3 , 3.3 1 3.3 2 3.3 1 3.3 1 3.3 2 3.3 1 
Leaislation 

Large Number Of 3.1 3 3 1 3 3.2 3 3 0 3 3 1 3 3 2 3 3 2 3 
Taxes 

TaxReportinga 2.6 4 2.8 4 2.7 5 2.6 4 2.6 5 2.7 4 2.7 4 
Accounting 

Unfair Competition 
from Untaxed 2.6 5 2.5 6 2.7 4 2.6 5 2.6 4 2.7 5 2.5 6 
Shadow Activities 

Taxlnspections 2.6 6 2.7 5 2.5 7 2.5 6 2.5 6 2.5 7 2.7 5 
Different Tax 
Treatment of 2.5 7 2.5 7 2.6 6 2.4 7 2.5 7 2.5 6 2.5 7 
Competitors 

The problems with the tax environment in Ukraine can be broadly split into three main 
areas: instability of tax legislation; size of tax burden (which refers to tax rates, number of 
taxes, duties, payments and other tax-like payments and tax reporting procedures); and 
uneven tax distribution caused by different tax regimes and unrecorded 'shadow' activity. 
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Instabili ty of Tax Laws a n d  Regulations 

Frequently changing tax legislation, regulations and reporting requirements have often been 
raised by businesses in Ukraine as one of their biggest taxation concerns. Whilst a detailed 
analysis of this legislative and regulatory instability is beyond the scope of this report, the 
authors have counted the.number of changes in tax regulations over 2000. Over the last 
year there have been 110 changes to the tax regulations and laws in Ukraine, including the 
introduction and amendment of 3 1 laws, 28 Cabinet of Ministers resolutions, 28 State Tax 
Administration orders, 15 State Customs Committee orders, and other changes introduced 
by other state bodies. This number represents those changes that were published centrally in 
Kyiv and does not include internal instructions of state bodies or any local tax regulations. 

T a x  Burden  

There are a large number of taxes and duties levied on Ukrainian businesses. Currently 
there are a total of 24 national taxes (of which 17 are applicable to s w e y e d  firms) and I6 
local taxes and duties (of which 6 are relevant.) In this report the word 'taxes' is taken to 
mean all forms of taxes, duties, and obligatory tax-like payments. The table below shows 
the average number of taxes paid by businesses by firm size and origin over 2000. 

Table 23 
Number of Taxes in 2 0 0 0 ~ ~  

Firm Size Firm Origin 

'Iate- Privatized Start- Average 
Up to 50 51-250 thy:;50 owned 

UPS 
. . 
Manufacturing 10.0 12.6 14.3 12.8 13.0 10.4 12.1 
Construction 10.0 11.5 16.8 10.1 12.7 10.1 11.2 
Transport 10.3 12.5 12.7 12.9 12.4 9.4 11.8 
Telecoms 8.4 17.0 13.0 11.2 9.0 8.8 9.1 
Trade 9.7 12.2 14.7 10.2 11.2 9.5 10.0 
Public Catering 8.7 12.0 8.4 9.4 8.8 9.0 
Other Services 7.5 11.8 13.5 10.7 9.8 8.6 9.5 

Average 9.4 12.4 14.2 - 
Up to 50 10.1 9.9 9.1 9.4 
51-250 11.6 12.6 12.4 12.4 
More lhan 250 13.1 14.5 16.6 14.2 

Average 11.8 12.2 9.7 1 i . i  

w As can been seen for Ukrainian businesses with this number of taxes, issues of accounting 
and reporting are a major administrative burden. On average Ukrainian businesses paid I I 
different taxes. The largest number of taxes on average are levied on manufacturing 
enterprises with more than 12, the lowest levied on companies in the public catering and 

. telecoms sectors (9). However, the sample contained manufacturing companies that paid up 
to 23 different taxes. According to the EBRD's survey of transition economies, Ukraine 
has the second highest number of principal national taxes in Eastern Europe and the  CIS^'. 

The data also shows that there is a tendency for larger firms to face more taxes and duties. 
however this is more as a result of smaller firms electing to move towards simplified sys- 
tems of taxation, whereby various different taxes are unified. However, small firms i n  
Ukraine still face too many taxes on average around nine. 

20 The table contains responses to the question. "How many taxes, duties and other obligaror~/ 
payments into state1 local budgets and non-budgetary funds were made by your firm in 2000"' 
" "Transition Report 1999", EBRD p. 157 
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Quarterly business surveys conducted by a leading Ukrainian business newspaper2' show 
that businesses reckon that the most problematic taxes, in descending order are, VAT, profit 
tax, payroll taxes. It is probable that VAT is ranked in first place due to the fact that it is 
more difficult to avoid than other taxes and also because of numerous problems that exist 
with VAT refunds (especially for exporters.) Payroll taxes are problematic due to high 
rates; however they are more easily evaded by paying employees in cash. 

In order to assess the effects of a large number of taxes and high tax rates, the tax burden on 
firms was calculated. Table 24 below shows the proportion of taxes in relation to enterprise 
sales, weighted by sales volume. It is important to note that the survey did not attempt to 
assess tax incidence (distribution of tax burden between producers and consumers.) 

Table 24 
Enterprise Tax Burden 
(taxes paid a s  % of gross sales, weighted) 

Firm Size Firm Origin 
More State- Privatized Start- Average 

Up 51-250 than 250 Owned UPS - .  w 
Mancrfactu~no 23.5 29.7 22.5 26.9 22.0 28.7 23.6 

~ ~ 

Constmction 
Transport 
Telecoms 
Trade 
Public Catering 
Other Services 

Average 24.9 26.9 22.7 

Up to 50 33.5 24.8 23.7 24.9 
51-250 37.8 26.2 22.5 26.9 
More than 250 24.8 21.4 35.0 22.7 

Average 26.5 22.2 24.0 23.6 

The data shows that enterprises paid taxes of around a quarter of their sales. However, if the 
tax burden is expressed as a proportion of value added, then the burden is very high indeed 
at more than half of all value added (see table below.) 

" "Bizness" newspaper, issue 7, 2001, pp. 37-38 
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Table 25 
Enterprise Tax 6urdenZ3 
(taxes paid as % valued added, weighted) " 

Firm Size Firm Origin 
State- Start- Average Up to 5 0  51-250 th:,"'&, owned 

UPS 
. , 
Manufacturing 43.0 61.7 55.9' 47.1 60.2 59.3 56.0 
Construction 42.3 49.4 60.0 52.6 49.6 49.2 50.1 
Transport 92.9 54.8 44.2 58.1 51.5 56.3 54.7 
Telecoms 43.4 21.7 15.8 29.6 32.3 23.4 23.6 
Trade 40.6 17.3 30.5 51.4 21.2 37.1 29.5 
Public Catering 55.1 17.6 21.7 39.5 57.4 41.3 
Other Services 40.4 52.5 66.4 65.8 70.6 26.1 60.3 

Up to 50 63.3 40.2 42.8 44.0 
51-250 65.6 48.2 37.4 47.4 
More than 250 49.1 60.6 61.5 56.1 

Average 51.6 57.0 41.6 52.8 

w Further, larger enterprises tend to pay out more in taxes relative to their value added, than 
smaller companies. These high taw burdens are unsustainable and are detrimental to 
investment and sustained economic growth and help to explain why Ukraine has such high 
levels of shadow economic activity. 

Enterprises were then asked to estimate the level of taxation that they felt would not hinder 
their further development. Obviously, rational entrepreneurs will always seek to minimize 
their tax burdens and will therefore underestimate the level of taxation that they are able to 
bear. Nonetheless, it does provide an insight into what would make companies more 
comfortable with paying taxes. Respondents felt that it in general the tax burden should be 
cut in half to around 27% of value added. 

Table 26 
Bearable Taxes and Other Obligatory Payments 
(bearable taxes as % of value added, weighted) 

Firm Sire Firm Orioin 

51-250 13.0 24.2 16.7 19.8 
More than 250 32.3 29 9 25.4 30.9 

Average 30.0 28.2 18.4 27.4 

'' The tax burden was calculated as a weighted average o f  the responses to the question , "Wll;~t pcr 
cent o f  gross sales was accounted for by all taxes paid by your firm?" 
14 Value added was calculated as sales less material costs. Respondents did not give actual s;~les 
figures, rather they selected out o f  various sales bands. The midpoint of cach band was uscd 111 [he 
above valued added calculations. I t  is important to note, that the data is that reponcd by rcspondcnrs. 
and not independently verified. 

. ~~ ~ - .. 

An IFC Survey  of Uk ra in i an  Business 



Ukrainian Enterprises in 2000 --- .................. 

Shadow Economic Activity 

Three quarters of the entire sample responded to questions on concealed turnover. The 
primary question being "how much do similar enterprises to yours conceal from taxation?" 
Respondents were given the option of selecting from different levels of sales, given below. 
In order to make the data easier to understand the responses have also been combined to 
give a weighted (by sales) average across all obiast capitals in Ukraine. It is important to 
note that this information was given in an anonymous questionnaire and iepresents 
respondent's opinions of other firms similar to theirs. Table 27 below gives the breakdown 
of concealed sales by cities in order to allow the reader to draw comparisons with data 
given in this report. A weighted (by sales) average was developed for each city showing the 
overall average proportion of sales in that city concealed. 

Table 27 
Sales Concealed from Taxation 
(% of a// firms reporting concealed sales of firms similar to theirs ) 

Concealed Sales 
Weiahted 

1-10% 11-20% 2140% 3140% 4140% 5140% >60% ~ve-rage W 

Vinnytsia 49 2 19.0 9.5 9 5 4 8 7.9 11.2 
14.3 . . 

Donetsk 
Zhylornyr 
Zaporizhqa 
Ivano-Frankivsk 
Kyiv 
Kirovograd 
Lugansk 
Lutsk 
Lviv 
Mykolayiv 
Odesa 
Poltava 
Rivne 
Sirnferopol 
Surny 
Teinapil 
Uzhgorod 
Kharkiv 
Kherson 
Khrnelnitsky 
Cherkasy 
Chernigiv 
Chernivtsi 

Average 37.3 16.5 14.3 9.5 10.3 5.3 ... 15.8 

No firm that answered this question stated that no sales were concealed. On average around 
16% of all sales were concealed. What is more important here 1s not the actual percentage 
sales concealed but rather the regional and sectoral differences. The following table 
provides the same data as above broken down by sector, firm size and origin and shows the 
average level of concealed sales for each firm group. 



BARRIERS TO MARKET ENTRY AND EXPANSION 

Table 28 
Firms With Sales Concealed from Taxation 
(% of concealed sales, weighted by sales) 

Firm Size Firm Origin 
More 

'Iate- Privatized Start- Average 
Up 50 51-250 than 250 Owned UPS 

. . 
Manufacturina 18.3 20.9 14.0 10.7 15.7 22 1 15.1 - 
Construction 19.3 28.5 14.3 11.0 22.5 24.8 20.2 
Transport 17.7 15.5 17.1 11.6 19.4 23.7 16.9 
Telecoms 14.7 5.0 5.0 6.8 25.0 13.4 11.4 
Trade 18.8 28.6 18.0 12.6 14.9 25.4 21.4 
Public Catering 22.9 18.8 20.8 20.7 23.4 21.7 
Other Services 22.7 9.4 17.6 8.7 26.7 20.3 15.2 

Up to 50  12.4 15.9 21.1 18.9 
51-250 8.8 21.6 25.7 19.8 
More than 250 10.5 15.5 26.8 14.4 

Average 10.3 16.3 23.1 15.8 

w State owned firms were able to conceal or otherwise misreport the least amount of sales, 
than private sector firms. This is probably due to a higher level of scrutiny from state 
bodies (witness the number of inspections, see Table 41). The highest level of shadow 
activity is observed in trade, public catering and construction and smaller firms are able to 
conceal more sales than larger firms. 

Simplified Taxation 

There are two systems of taxation in Ukraine: ordinary and simplified taxation. The 
ordinary tax system is composed of separate reporting and payment of all the taxes 
mentioned at the beginning of this section, including principal national taxes (corporate 
profit tax, value added tax, payroll taxes), numerous local taxes and other duties and tax- 
like payments. However, firms with up to 50 employees and turnover not exceeding UAH I 
million can go over to one unified tax that replaces most of the principal taxes, including 
profit tax and contributions to the pension fund. Further, there are two unified tax rates; 6% 
of turnover with VAT payable separately as under the regular system of taxation or 10% of 
turnover, which exempts businesses from VAT. 

29% of all respondents reckoned that they were eligible for simplified taxation, however of 
these only half actually switched. Almost 19% of eiigible firms intend to switch in the 
future. The table and figure below show the eligibility for simplified taxation and the 
choices made by firms in particular sectors. 

Table 29 
Eligibility and Transfer to Simplified Taxation 

Firms Who Stated Switched to Intend to Swltch to Do Not lntend to 
That Thev Are Simolified Taxation Simolified Taxation Switch to Sim~lified ~~ ~ 

Eligible (< of all (% df eligible small (% df eligible small Taxation (%of 
small f i n s )  f i n s )  firms) eligible small firms) - .  

Manufacturing 48.3 43.1 22.1 . 34.8 
Construclion 47.9 50.0 23.9 26.1 
Transport 52.5 66.7 28.6 4.8 
Telecoms 50.0 40.9 18.2 40.9 
Trade 51.7 39.0 19.3 41.7 
Public Catering 61.2 84.6 9.8 25.6 
Other Seruices 59.2 64.5 14.0 21 5 

Average 52.3 49.1 18.7 32.3 
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Further, enterprises were asked if they had switched to simplified taxation whether they had 
selected the 6% (excluding VAT) or 10% (including VAT) tax rate. 

Figure 16 
Choice of Simplified Tax Rate 
(% oi' firms that switched to simplified taxation) 
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Conclusions and Recommendations 

Taxation issues are by far and away the biggest administrative and operational burden on 
enterprises in Ukraine. The penalties for full tax compliance in Ukraine are large indeed. 
Further, the high level of evasion is taken into account, firms that wish to be fully 
compliant are invariably at a competitive disadvantage with those who evade taxes (who 

f' 
are in effect subsidized.) On average more than half of enterprise value added needs to be '4' 
paid out in numerous taxes and other obligatory payments. However, the biggest taxation 
issue in Ukraine is frequently changing tax reporting and accounting requirements that 
creates very real obstacles for firms. 

Simply put, Ukraine taxation system contributes to a large unofficial economy, with the 
corresponding problems of corruption, lack of investment, unfair competition and much 
lower levels of response to market signals. 

Based on the results of survey, it is clear that urgent tax refonn is required, however this 
raises several issues. How to introduce taxation stability in an unstable transition economy? 
How to introduce an equitable and bearable taxation system, with an equal tax burden for 
all, regardless of sector, business activity, size or ownership'? How to minimize the size of 
the shadow economy, which creates unfair competition and deprives the state of revenues? 
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Some steps that would be helpful are: 
Eliminate tax breaks and privileges, including special economic zones, and move to 
hard budget constraints for all firms regardless of ownership status. 
Eliminate or consolidate a large number of various taxes, duties and tax like 
payments, which contribute only small amounts to state revenues but which create 
a large burden on businesses. Drastically reduce the frequency of changes in tax 
regulations and tax rates, thresholds and reporting requirements. Adopt the new tax 
code currently under debate and them implement a freeze on further changes. . Reduce marginal rates for principal taxes (VAT, profit tax, personal income tax), 
thereby freeing more capital for internal investment. 
Unify simplified and ordinary tax systems. Simplified taxation for smaller 
enterprise has generally been effective (rather smaller businesses have faced fewer 
accounting and reporting problems), but in the medium term, this uneven 
distribution of tax burden could lead to inefficient use of resources (e.g. large firms 
with higher productivity could suffer from a higher tax burden than smaller less 
efficient firms) and abuse (larger firms attempting to become simplified tax 
payers.) Simplified taxation also creates an income gap whereby small firms that 

w are growing do not want lose their simplified tax status and move to higher levels 
of ordinary taxation. Either growth could be curtailed or more probably any extra 
income above simplified taxation thresholds will be concealed. . As there will be a decrease in state revenues initially if number of taxes and tax 
rates are reduced, the government should carefully prioritize state expenditure and 
attempt to broaden the tax base. 
Introduce pension reform to change perceptions of contributions to the Pension 
Fund. At the moment pension contributions are perceived as additional income 
taxes. Personalized pension accounts will allow people to treat their pension 
contributions as personal savings and will make available more investment capital. 

Unfair Competition 

Companies in Ukraine, both foreign and domestic, consistently complain, of competitors 
using unfair practices. In our general rating (see Table 21), this problem was ranked fourth, 
over and above such issues as lack of financing and regulatory environment. Figure 17 
below shows the importance assigned by all surveyed firms to different forms of anti- ' 
competitive practice, including privileged access to markets and key inputs, state subsidies 
and collusion of rivals. 
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Figure 17 
Rating of Unfair Competitive Practices 
(distribution of responses for all firms) 

Privileged Decisions from City Authorities (2.4') 

Favored Access to Credit (2.3) 

Favored Access to Clients (2.2) 

Subsidies from National Government (2.1) 

Market Collusion (2.1) 

Privileged Access to Land and Premises (2.1) 

Subsidies (Direct and Hidden) from Local Authorities 
(2.0) 

Privileged Access to Infrastructure (2.0) 

Malor Obstacle Significant Obstacle Small Obstacle 0 No Obstacle 

'Figure in brackets gives the average score of the answers on a scale on I -no obstacle to 4 -major 
obstacle for each obstacle listed. 

The survey revealed that the main anti-competitive practices is local authorities issuing 
permitslpermissions to rivals on favorable terms. The table below shows, that small 
businesses are hit hardest when their competitors receive privileged decisions from city 
authorities. For larger firms the biggest perceived problem is related to favored access to 
credit resources by competitors (see Table 82, Annex 4 For more detail.) 
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Table 30 
Rating of Unfair Competitive Practices in Ukraine by Firm Size and Origin 
(for all firms) 

Average . Firm Origin Firm Size 
State- Owned Privatized Start-ups UP to 50 51 . 250 More than 

2 250 
g % 

score rank Score rank Score rank score rank score rank score rank 

Privileged 
DecisionsfromCity 2.4 1 2.0 1 2.4 2 2.5 1 2.5 1 2.3 2 2.1 3 
Authorities 
Favored Access to 2,3 2.0 2 2.4 1 2.4 2 2.4 2 2.4 1 2.2 1 
Credit 

Favored Access to 2,2 
Clients 

2.0 4 2.2 3 2.3 3 2.2 3 2.2 3 2.0 5 

Subsidies from 
National 2.1 4 2.0 3 2.2 4 2.1 6 2.1 7 2.2 4 2.1 2 ~ ~ 

w Government 

MahetCollusion 2.1 5 1.8 6 2 1  6 2.2 4 2.2 5 2.0 7 2.0 4 

Privileged Access 
to Land and 2.1 6 1.8 8 2.1 7 2.2 5 2.2 4 2.1 6 1.8 8 
Premises 

Subsidies (Direct 
and Hidden) from 2.0 7 1.9 5 2.1 5 2.0 8 2.1 8 2.1 5 2.0 6 
Local Authorities 

PrivilegedAccess 2.0 8 1.8 7 2.0 8 2.1 7 2.1 6 2.0 8 1 9  7 to Infrastructure 

Regulatory and Administrative Environment 

As the regulatory climate and the role of the state in 'regulating' private business in 
Ukraine is often acknowledged as one the main areas of concern to Ukraine businesses, this 
survey sought to examine this issue in more detail for issues related to instability of 
business legislation, customs procedures, licensing, certification, procedures for receiving 
permits and permissions and business registration procedures. We asked business to rate on 

bd a 4 point scale the extent to which various regulatory issues presented obstacles to their 
operations. 

-.. . - - - 
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Figure 18 
Main Regulatory and Administrative Barriers to Business Development 
(for firms that particular barrier was relevant) 

~req"entiy Changing Business Legisiation (2.9.) 

Customs (2.5) 

Permits1 Permissions (2.4) 

Inspections (excluding tax inspections) (2.3) 

Licensing (2.3) 

Certification (2.3) 

Requirement to Make 'Voluntary' Payments (2.3) 

Business Registration Procedures (1.9) 

% 
Slanlficant Obstacle Small Obstacle No Obstacle 

'F~gure in brackets gives the average score of the appl~cable answers on a scale on 1 - no obstacle to 4 - major 
obstacle for each obstacle l~sted 

Table 31 
Main Regulatory and Administrative Barriers to Business Development in 
Ukraine by Firm Size and Origin 

Average Firm Origin Firm Size 

State- Privatized start-ups up to 50 51 - 250 
2 Owned 250 
s :  

$ score % Score % score % score % Score % score % 

Frequently 
Changing Business 
Legislation 
Customs 
Peni ts l  
Permissions 
Inspections 
(excluding tax 
inspections) 

Licensing 

Certification 

Requirement lo 
Make 'Voluntary' 
Payments 
Business 
Registration 
Proceorm 
'aierage score for the res?cnCenls 12 nnom ccna n r ; 'g~ al.0" 5 app caoe 

of responoenls lo nnor  crnaln lype of re;.lal cn s app cao e 

Unofficial Payments 

Respondents were asked whether or not they had to inake imofficial payments in dealing 
with some of the major regulatory issues ( I . @ .  bribes and other payments not stipulated by 
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law) over the course of 2000. The table below gives information given not only on those 
firms who stated that they had made unofficial payments, but also for those who abstained 
from answering, claiming that this information was confidential. 

Table 32 
Proportion of Companies Who Made Unofficial Payments by Company Size 
(% of firms to whom certain type of regulation is applicable) 

Firm Size 
Average 

Up to 50 51-250 More than 250 

Made information Made Made Made 
Information unofficial information Unofficial Information 

Unomciai Confidential payments Unofficial Confidential Payments Confidential payments Payments Confidential 

Permits1 
Permissions 28.4 22.1 18.5 19.4 14.9 15.7 23.3 20.2 

Licensing 17.8 20.2 10.5 14.2 11.1 12.1 14.8 17.2 

Business 17.6 18.6 11.7 16.8 4.9 12.7 13.7 17.0 
Registration 
Certification 18.0 19.3 12.2 15.8 10.7 11.0 150  16.7 

Customs 14.5 17.9 11.0 18.1 13.4 12.4 13.4 
w 16.7 

The biggest proportion of firms (23%) stated that they needed to make unofficial payments 
in receiving permits and permissions. For all firms for whom a certain regulation was 
applicable a larger proportion of small fums had make unofficial payments than either 
medium sized or large firms. 

Instability of Business Legislation 

As can be seen the biggest regulatory and administrative challenge that the majority of -- 
businesses face are rapidly changing Ales of the game. ~ e g u l a t o i ,  and to a lesser extent 
legislative changes, in Ukraine tend to be arbitrary and non-consultative in nature. The 
concept of consultation and public awareness in amending regulations is not widely 
practiced in Ukraine, simply because there are no requirements to do so and there are no 
well defined feedback mechanisms in any case. Though therehave been some attempts by 
the government in pushing administrative reform and more attempts to make public key 
policy decisions, a general lack of predictability of the business environment still prevails. 
This problem is further compounded by three factors; firstly that central state bodies do not 
face the requirements to make public a lot their decisions below Cabinet of Ministers level 

w (see Box); secondly that new regulations are often taken in isolation and with no 
consultation with other state bodies - often leading contradicting business legislation. 
Finally, little control exists over implementation of such decisions at the local level, further 
increasing the perceived arbitrariness of decisions. 
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As the problems with legislative instability are so acute the survey asked managers whether 
it was easy to obtain information on laws and regulations that impact on their enterprises 
and whether they thought legislative and regulatory environment was more or less 
predictable in 2000 compared with 1999. On the whole, two thirds of Ulaainian firms feel 
that it is relatively easy to obtain necessary information on the legislative and regulatory 
environment for their firms. The bigger problem appears to be not so much with obtaining 
information (although one third of Ukrainian firms find it difficult to find this information), 
rather it is the fact that business legislation changes often, creating operational problems for 

. .. 
companies and making the planning process more difficult. 

Id 

Table 33 
"It is Easy to Obtain Information on Laws and Regulations 
that Influence my Firm" 
(% respondents who agreed with the statement) 

Firm Size . ~.~~ 

Up 10 50 5i-250 t h ~ ~ &  Average 

. , 
Manufacturing 62.0 70.6 73.9 68.4 
Construction 60.0 74.5 72.2 66.1 
Transpolt 64.1 80.0 84.6 76.1 
Telecoms 83.3 100.0 100.0 85.4 
Trade 60.7 62.2 81.8 61.4 
Public Catering 59.7 81.8 61.4 
Other Services 66.5 78.9 87.8 72.7 

Average 62.6 72.2 76.7 67.7 

More companies feit (see Figure 19) that there was less legislative predictability in 2000 
compared with 1999 (32% vs. 22%). Further, there were very few optimists, only around 
one company in 30 felt that the legislative and regulatory environment had gotten much 
more stable and predictable in 2000 compared with 1999. " bJ 

2' Firms were given the choice o f  'much less predicrablc'. 'less prcd~ctablc'. 'no change', 'a little 
inore predictable', and 'much more predictable'. For the purposes of Figure 19 the responses were 
aggregated into 'less predictable', 'no change' and 'morc predictablc.' 
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Figure 19 
Predictability of Legislative and Regulatory Environment in 2000 Compared 
with 1999 
(% of all firms) 

OLess Predictable Q No Change .More Predictable 

Average 46 2 

Morz than 250 46 7 

Following on from this twice as many companies felt that the legislative and regulatory 
environment would deteriorate in 2001 compared with 2000 (see Figure 20.) 

Figure 20 
Assessment of Projected Legislative and Regulatory Environment in 2001 
(% of all firms in each size class) 

Improve .Remain the Same 0 Worsen 

Average 39 3 

More than 250 42.1 

. - 
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Import/ Export Operations 

Among regulatory obstacles, customs procedures were rated second only to legislative 
instability. Around 44% of all surveyed companies were involved in foreign trade to some 
extent. Border customs checks and certification of imported goods were cited as the most 
significant barriers, and accreditation procedures were cited as the least important barrier to 
foreign trade transactions (see table below.) In dealing with customs procedures in general, 
13% of respondents who were lnvolved in export and irhport, stated they had to make 
unofficial payments, while 17% refused to answer claiming that this information was 
confidential (see Table 32.) 

Table 34 
Main Barriers in Import1 Export Operations 
(for all importers1 exporters) 

Average Firm Origin 
Firm Size 

State- Privatized Start-ups Up to 50 51 - 250 than 
2 Owned 250 

8 :  
t -  

x Score % Score % Score % score % score % score % w 

Bordercustoms 2.1 28 2.2 20 2.1 25 2.1 23 2.1 21 2.2 27 2.0 26 
Checks 

ImportCertiflcation 2.0 19 2.2 14 1.9 18 2.1 18 2.0 16 2.0 20 2.1 19 

Customs 
Declarations 

2.0 29 2.0 21 2.0 26 2.0 24 2.1 22 2.0 27 2.0 29 

Finn Accreditation 1 5  ,,5 
by Government 15 1.5 18 1.6 17 1.5 16 1.6 19 1.5 18 

average score for the respondents to whom certain regulation is applicable 
" %of respondents to whom certain type of regulation is applicable 

Permits and Permissions 

The problem cited in third place by severity in the rating of regulatory and administrative 
problems, that of obtaining permits and permissions is very acute in Ukraine. This covers 
both official permits from local bodies and formal and informal 'permissions' from local 
officials. The importance of this issue correlates well with the importance attached to 
corruption in general by companies in Ukraine. This issue is even more important than that 
of government inspections of business and business licensing which are ranked fourth and c.. 
fifth respectively. This shows that with the exception of the legislative climate (which is 6- 
mostly influenced by central bodies) most regulatory problems for businesses occur at the 
local level rather than at the national level. 

After registering a company needs to obtain not just the necessary licenses but various 
permits and formal and informal 'permissions' as well. The procedure for obtaining the 
necessary permits is not defined in national legislation (neither national laws or  government 
resolutions), as for example company registration or licensing, but regulated through the 
internal rules and procedures of the relevant local authorities (city and oblast.) In addition 
to the necessary permits, enterprises often need to get unofficial permission and agreement 
from various local authorities. The whole procedure of receiving necessary permits and 
agreements, represents one of the most opaque, problematic and least predictable aspects of 
business activity in Ukraine, and as such can be associated with a monetary cost to the 
enterprise. 

Permits and permissions include permits for advertising, location of shops and other outlets, 
construction, permit from road police, local health and safety agency. elc. However, almost 
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all activities have to be agreed with various local bodies as well, which typically entails just 
informing these bodies of proposed activities. There is no national legislation governing the 
issue of such permits and typically there are determined by city councils. Further, the 
bureaucratic nature of the issue of such permits and permissions as well as a lack of 
effective oversight, greatly adds to arbitrariness and possibilities for corruption. 

The survey asked respondents to identify which of the main local permits that they are 
reqoired to obtain as being a barrier to market entry. 86% of the entire sample faced the 
need to obtain permits1 permissions over 2000 (itself a powerful result indicating that over 
four fifths of all business are constantly engaged in these activities.) Further, the Survey 
asked respondent whether they thought that permits and permissions were an obstacle to the 
development of their firms. The figure below gives the breakdown of responses only for 
those companies that did face the need to obtain permits and permissions and shows 
whether they felt that permits and permissions represented a barrier to business 
development. Note that the survey did not seek to obtain specific information on unofficial 
'permissions. ' 

'-w Figure 21 
Barriers Presented by Local Permits and Permissions 
(% of firms that had to obtain permits and permissions) 

Major Obstacle 
12.3% 

- 
Small Obstacle 

Of these companies 20% felt that obtaining permits did not present a problem. 44% 
reckoned that these permits and permissions constitute a significant to major barrier to 

, 
market entry. The table below shows the breakdown of responses for the ten most 
important local state bodies that are obliged to provide permits to most firms. The 
percentages quoted refer to those companies that faced the need to obtain particular permits 

. and permissions in 2000 listed in the table below, and shows the opinions of firms on the 
. . 

procedures for obtaining permits. 

-- -- 
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Table 35 
Barriers to Market Entry Presented by Various Local Permits and 
Permissions 
(% of all firms who needed to obtain particular permits and permissions) 

Firms Who Needed to Very Demand for Difficult to to 
Type of Permit! Permission Obtain Particular Permit! ",";iitno Satisfactory Obtain Unofficial 

Permission (% of all firms1 Obtain Pamenls  
Perm I lrcm Slate San la9 
Epraem mogm Selvrce 
Permit from Fire Department 
?e,m I from healtn Saiety ana 
Env ronment Depanment 
oerm ss on for Traae and Cuslomef 
Service Outlet 
Permission to Occupy Premises (close 
agreement for hire of communal propew) 
Permission to Refurbish Premises 
Permission for Construction 
Permit for Land Plol Allocation 
Approval from Housing and Communal 
Property Department 

Approval from Road Police 

As can be seen, the more difficult it is to get a permit the greater the number of companies 
that stated they faced the demand for making unofficial payments (note: this data does not 
refer to whetherfirms made unoficialpayments or not.) It is then interesting to observe the 
breakdown by cities for those same respondents who had to obtain permlts and permissions 
over 2000. The table below shows the proportion of these companies who felt that permits 
and permissions as a whole presented either a significant or major obstacle. 

Table 36 
Proportion of Firms Who Felt That Obtaining Permits 
Presented a Significant or Major Barrier 
(% of all firms who needed to obtain permits and permissions) 

Up to 50 51-250 Mo'e!han Average 

Permissions and 

LJ" 

Vinnytsia 34.1 45.5 18.2 33.3 
Dnipropetrovsk 56.9 48.4 40.0 50.0 
Donetsk 50.0 32.1 41.7 42.9 
Zhyimyr 25.8 50.0 54.5 35.4 
Zaparizhya 18.4 36.4 38.9 26.9 
Ivano-Frankivsk 45.2 88.2 38.5 55.7 
Kyiv 48.3 39.3 35.6 42.6 
Kiravograd 42.1 16.7 54.5 39.3 
Luyansk 57.8 30.0 54.5 53.0 
Lutsk 37.5 27.3 16.7 32.7 
Lviv 50.9 46.7 40.0 48.2 
Mykolayiv 36.6 40.0 42.9 36.2 
Odesa 46.2 43.8 33.3 42.4 
Poltava 43.2 36.8 53.8 43.5 
Rivne 40.0 53.8 37.5 45.8 
Simferopol 62.0 52.4 50.0 58.2 
Sumy 43.6 62.5 62.5 50.8 
Ternopil 32.0 50.0 44.4 -36.6 
Uzhgorod 38.0 33.3 25.0 35.8 
Kharkiv 45.5 54.2 40.0 46.2 
Kherson 44.1 52.9 38.5 45.3 
Khmelnitsky 46.9 53.8 55.6 49.3 
Cherkasy 29.6 28.6 42.9 31.7 
Cherniyiv 47.2 57.1 33.3 46.2 
Chernivtsi 45.7 35.7 58.3 45.9 

Average 44.1 45.3 41.1 43.8 



BARRIERS TO MARKET ENTRY AND EXPANSION 

Business Licensing 

Licensing, in the opinions of entrepreneurs, takes fifth place in the overall ranking of 
regulatory and administrative barriers, though second place amongst just regulatory barriers 
behind permits1 permissions. Currently there are 58 different types of business activity 
subject to licensing. A genuine effort has been made over the last several years to ensure 
that business licensing does indeed only apply to activity that could be detrimental to public 
health, environment on national security. In June 2000 a new Law "On Licensing of Some 
Types of Economic Activity" was introduced which aims to further streamline and simplify 
the process of obtaining licenses. However, to date the government has still not introduced 
new licensing procedures in accordance with the law. Consequently the current situation 
regarding licensing is unclear. 

Due to the fact that different types of business activity require different licenses, each with 
different procedures, this survey sought to examine the perceptions of company 
management as to whether they thought business licensing represented a barrier to business 
development. Overall only 28% of surveyed firms did not need to go through licensing 
procedures in 2000. Of those who did, 76% felt that it presented a barrier to business 
development in Ukraine (33% - small obstacle, 30% - significant obstacle and 13% - major 
obstacle). The table below shows the breakdown of responses by city for those respondents 
who stated that licensing was a significant or major obstacle. 

Table 37 
Proportion of Firms Stating that Licensing Presented a Significant or Major 
Barrier 
(% of all firms who needed to obtain licenses) 

Up to 50 51-250 MoEf?an Average 

. . 
Donetsk 46.3 52.0 52.2 49.4 
Zhytornyr 32.0 62.5 30.0 37.2 
Zaponzhya 25.7 30.0 44.4 29.6 
Ivano-Frankivsk 34.5 64.7 45.5 45.6 
Kyiv 38.6 40.4 38.9 39.2 
Kirovoarad 48.3 0.0 66.7 44.0 - 

V Lugansk 52.8 33.3 30.0 45.5 
Lufsk 22.2 44 4 25.0 27.5 
Lviv 42.6 61.5 36.4 45.1 
Mykolayiv 43.8 42.1 20.0 41.1 
Odesa 40.0 46.2 61.1 46.8 
Poltava 56.3 33.3 54.5 50.9 
Rivne 45.8 40.0 42.9 42.9 
Simferopol 51.4 62.5 50.0 54.4 
Sumy 41.2 81.8 28.6 48.1 
Ternopil 35.0 71.4 25.0 40.0 
Uzhgorod 27.0 33.3 28.6 27.7 
Khahiv 44.2 59.6 40.0 45.6 
Kherson 40.7 33.3 0.0 30.4 
Khmelnitsky 39.5 36.4 75.0 43.9 
Cherkasy 33.3 20.0 33.3 31.4 
Chernigiv 21.2 38.4 28.6 25.9 
Chernivtsi 53.6 41.7 28.6 46.8 

Average 41.8 44.7 40.9 42.3 

Overall the proportions of firms in different firm size classes who stated that licensiny 
presented a serious was roughly the same, however this masks a significant variation 
among cities. Cities like Chernigiv, Lutsk, Uzhgorod only had a qoarter of firms 

-. - - - -- 
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complaining about the licensing environment, whereas around half of firms in cities like 
Dnipropetrovsk, Dontesk, and Poltava stated that licensmg presented a senous obstacle. 

Licensing procedures are given in national legislation, however the issue of licenses is done 
by local bodies or local governments who have delegated authority from the relevant 
central authority. Some central bodies have their own local branches who handle licensing. 
Others delegate this process yo oblast governments. Local authorities therefore have a large 
influence in establishing the environment for licensing locally. 

Product Certification 

Certification ranked sixth out of the nine main regulatory and administrative barriers to 
market entry and growth surveyed in this report 70% of all respondents had to undergo 
product or service certification and their responses on whether they felt certification proved 
to be an obstacle in their business operation are given in the figure below. 

,.s% 

Figure 22 W 
Barriers Presented by Certification Procedures 
(% of firms who underwent certification) 

Major Obstacle 
12.8% 

74% of all firms who undenvent certification felt that certification procedures were 
problematic. Of these firms, 19% (or 15% of all firms who underwent cenification) had to F- &,: .. 
make unofficial payments during the certification process. The table below shows the 
breakdown of firms who stated that product certification presented either a significant or 
major obstacle to their business operations. 
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Table  38 
Proportion of F i rms  W h o  Felt That  P roduc t  Certification P re sen t ed  a 
Significant or Major Barrier 
(% of all firms who needed to cedi@ products) 

Up to 50 51-250 MO:B.than Average 

Vinnytsia 
Onipropetrovsk 
Donelsk 
Zhyiomyr 
Zaporizhya 
Ivano-Frankivsk 
Kyiv 
Kimvosrad 
~ u g a n i k  48.4 44.4 30.0 44.0 
Lutsk 20.0 44.4 25.0 26.3 
Lviv 35.6 42.9 44.4 38.2 
Mykolayiv 46.7 61.5 14.3 46.0 
Odesa 43.8 46.4 68.8 50.0 
Poltava 56.7 23.1 10.0 39.6 

'or' Rivne 54.5 45.8 25.0 48.0 
Simferopol 40.0 53.3 40.0 44.0 
Sumy 41.9 80.0 20.0 47.8 
Ternopil 17.6 30.0 25.0 22.9 
Uzhgorod 32.4 33.3 14.3 29.5 
Kharkiv 37.3 73.7 42.1 46.1 
Kherson 28.0 14.3 25.0 23.4 
Khmeinitsky 32.4 37.5 71.4 38.8 
Cherkasy 36.4 60.0 33.3 39.4 
Chernigiv 24.2 50.0 46.2 35.0 
Chernivisi 42.3 38.5 33.3 39.6 

Average 39.5 46.5 41.0 41.6 

11.3% of all firms surveyed had to undergo certification of imported goods. Around half 
(49%) stated that certification of imported goods is problematic for them. Out of all firms 
who had to certify imported goods 14 % had to make unofficial payments, 11% stating that 
information on unofficial payments is 'confidential' and the rest stating that they did not 
need to make any unofficial payments. 

There is a relatively large number of classes of goods subject to mandatory certification - 
37, which, according to the survey, creates additional obstacles to the business operations 
of Ukrainian firms. At present certification is considered to be another mechanism of state 
interference in businesses operations, a barrier to innovation and occasionaily used for 
punitive purposes. The government should consider a further reduction in the number of 

. goods subject to mandatory certification, adopting international and European certification 
standards, and simultaneously encouraging systems of voluntary certification of products. 

In order to check how Ukrainian enterprises meet requirements of quality control. 
respondents were asked if they used any quality management systems that correspond to 
IS0 9000 or similar. The data below show the breakdown of responses across the whole 
sample and across sectors. 

.. . 
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Figure 23 
Use  of Quality Management  S y s t e m s  
(% of all firms) 

Knaw About Quality 
Manaoement 

Know of Quality 
Management 

Svstems. But Not 
Systems and 
Interested in 

lmplementatlon 
22.1% 

Do Not Know of 

Nready Hav 
Quality 

Management 46.7% 
SVStem 

Table 39 
U s e  of Quality Management  S y s t e m s  
(% of all firms in each group} 

Already Have K n o ~ ~ ~ ~ ~ ~ ~ ~ ~ i i t y  Know of Quality Do Not Knaw of 
Quality Management h y  ~ u a i i t y  

Management and Systems. But Not Management 
System 

interested in Interested Systems 

Construction 10.1 
Transport 3.7 
Telecoms 4.5 
Trade 3.8 10.6 25.9 59.7 
Public Catering 1.5 4.4 23.0 71.1 
Other Services 5.0 14.7 23.9 56.3 

Average 6.5 22.1 24.7 46.7 

What is surprising from the data is the number of firms who are ignorant of such systems, q-: 
particularly in manufacturing. This could be as a result of such firms simply not needing to w'. 
introduce such systems or genuinely not having enough information. For exporters (17.8% 
of the entire sample) the picture with introducing quality system was a little more 
optimistic than for the overall sample. 
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Figure 24 
Use  of Quality Managemen t  S y s t e m s  by  Expor te rs  
(% of a// exporters) 

Know of Quallty 
Management 

Svstems. But Not 
Interested 

Know About Quality 
Management 
Systems and 
Interested in 

Implementation 
42.9% 

Nready Have Any Quality 
Quality Management 

w Management Systems 
System 11.2% 26.2% 

Table  40 
Use  of Quality Managemen t  S y s t e m s  by  Expor te rs  
(% of all exporters) 

Know About Quality Know Quality 
uready Have Management 

Do Not Know of 
Quality Management Any Quality 

Management Systems and Systems, But Not Management 
System interested In 

Implementation 
Interested Systems 

- a 

Manlrfactunnn 12 1 47 0 17.8 23 1 . . . . . . . . -. . . . . . . - 
Construction 0.0 30.0 30.0 40.0 
Transport 11.1 5.6 38.9 44.4 
Telecoms 0.0 0 0  66.7 33.3 
Trade 11.1 38.9 16.7 33.3 
Public Catering 0.0 0.0 0.0 1000 
Other Selvices 0.0 27.3 18.2 54.5 

Average 11.2 42.9 19.7 26.2 

'.ij 
Registration 

. Company registration in Ukraine is neither straight forward nor entirely predictable at the 
' local level (though all of the procedures are set out in law). As previous IFC surveys have 

shown, the registration process was a considerable obstacle faced by entrepreneurs. 
However, the government has scored a notable success in its attempts to simplify the 
registration process. 

Business registration procedures were rated last out of the regulatory and administrative 
barriers presented in this survey (see Figure 18.) Comparing with the previous IFC survey 
the proportion of entrepreneurs listing registration as a major obstacle has fallen from 6.7% 
in 1999 to 4.1% in 2000. These figures only refer to the proportion of enterprises registered 
in each year. 

.- 
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Figure 25 
Barriers Presented by Registration Procedures 
(% of firms that registeredl re-registered in 2000) 

Major Obstacle 
Sionificant 4.1% No Obstacle 

Only 4.5% (97 firms) of the entire sample underwent registration1 re-registration in 2000. 
Ftq, 

Of these, 25% (24 firms) felt that registration was an significant obstacle to market entry 
and business start up in Ukraine. 17 of these 24 enterprises were start ups with up to 50 
employees. 

State Business Inspections 

State regulation of the private sector is excessive in Ukraine, as indeed is official state 
harassment of private businesses. One of the many forms of harassment is that of official 
state inspections of business. There are numerous state agencies who have the authority to 
inspect companies (see Box below) 

Table 41 
Average Number and Duration of inspectionsz6 

Firm Size Firm Origin Average Average 

State- Privatized 
Number Of All duration of All 

Up to 50 51-250 Owned 
'Iart- inspections 
UPS over 2000 

. . 
Manufacturing 10.4 17.3 20.6 17.9 17.4 11.3 15.5 30.3 
Construction 7.2 14.2 15.6 14.9 11.9 7.9 10.3 27.0 
Transpod 10.5 18.1 24.9 21.3 19.6 12.1 17.8 32.0 
Telecoms 7.2 14.5 10.0 9.4 24.7 6.2 7.7 15.6 
Trade 13.2 19.0 21.6 18.1 18.4 11.7 14.0 20.5 

. . Pubiic Catering 16.9 23.8 12.0 21.3 15.8 17.4 27.2 
Other Sewices 9.8 12.6 16.8 14.9 13.1 8.4 11.4 23.1 

UP !o 50 11.1 14.7 1 0 1  11.5 19.3 
51-250 16.7 17.1 16.0 16.6 34.1 
More than 250 21.7 20.6 11.6 20.4 43.8 

Average Number 11,5 16.8 20.4 16.9 17.1 10.9 of Inspections 
14.4 

Average 
Durations of all 19.3 34.1 43.8 32.6 32.9 19.3 26.6 
Inspections 

The average number of inspections across all surveyed companies amounted to 14.4" over 
the course of 2000, consuming in total 26.6 days. However there was significant variation 
-- 

2%esuits of 5% of the sample that quoted very h i ~ h  figures were excluded. 
" A small number of firms reported the number of inspccrions running :IS a lhigh 200 over the course 
of 2000. 
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throughout the sample. In general the more state ties a firm has the more it is likely to be 
inspected. Both state-owned and privatized firms experienced more inspections than start- 
up firms. 

SME Inspections , 

The issue of inspections has lately become very topical in Ukraine. Whilst the average 
number of inspections by all inspecting bodies has decreased over the last several years, it 
is still very high. In order to provide a direct comparison with IFC's 1999 SME report 
(which surveyed only SMEs and only in 12 cities), an analysis of inspections for the same 
cites and same firm size is provided in the table below. The six cities that are included in 
both this and the 1999 report are Lugansk, Lutsk, Mykolayiv, Cherkasy, Chernigiv, 
Simferopol. Further for this analysis we also compared the same number of inspecting 
bodies. &@ The averages below d~fferfrom the overall averages given in 1999 and 2000 
due to a limited number of inspecting bodies being considered (who do however comprise 
the bulk ofinspectiom), and limited number ofcities. 

Table 42 
Average Number a n d  Average Duration of SME Inspections* 
(for all f;ms, 2000 vs. 1999) 

- 

2000 1999 
Smafl Fims Medium Firms Small Firms Medium Firms 

Number of Inspections 10.2 14.9 9.6 12.0 
Duration of inspections 11.0 22.2 13.5 19.3 

*Several firms with an extreme number of inpsections were excluded from the analysis. 

As can be seen, in a direct comparison of the same cities there has been a slight increase in 
the number of inspections, for both small and medium sized firms (the 1999 report did not 
survey large enterprises). However, the average total duration of inspections for small 
businesses decreased over 2000. 

There are over 30 state bodies and their regional branches that have the power to inspecr 
business activities of SMEs. 
There are more than 30 Laws, imposed dlferent type of inspections, and administrative 
responsibilityfor violation of inspecting regulation. 
There is no one law clearly defines what an inspection is, its forms or procedures. 
Presidential Decree . No.817 "On Several Measures on Deregulating Entrepreneurial 
Activity, " - July 23, 1998, attempts to regulate inspection procedures for several stare 
bodies, notably, State Tan Administration, Customs, State Control and Revision Sewice. 
State Treasury and defined two types of state inspections for these bodies: 

Planned Inspection: This is an on-site inspection ofthefinancial and business activities of  
Subjects of Entrepreneurial Activity - SEA (ie. any business) which is envisaged in rhe 
internal work plan of the inspecting body, and is conducted once per annum. The inspecting 
body is obliged to inform the SEA at least 10 days in advance ofthe inspection. 

Unplanned Inspection: This is an on-site inspection ofthefinancial and business acrivities 
ofan SEA, which is not envisaged in the internal workplan ofthe inspecting bodv and con 
occur at any time based on the following: 

Inspection ofSEA has uncovered violations at another SEA 
SEA has not submitted compulsory reports on time 

0 Compulsory reports contain false information 
SEA claims violations ofinspectiom procedure by inspecting body 

-- 
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If SEA wrthrn three days has not provrded a response to a wrrtten query fro 
authorrtres that are checkzng rnformatron from another enterprrse that had a 
relatronshiv wrth the SEA 
SEA rs berng liquidated or restructured 

3'd Party Inspection: Thrs rs an on-srte rnspectzon of an SEA conducted at the r 
another rnspecting body (or regional branch) that rs rtzspectrng another SEA 
uncovered potentral violahons m the relatronshrp between the two SEAS A 
rnspectron must be conducted withrn I 0  days of recerpt of a wrrtten query 

Operational Inspection: Thrs is an on-srte rnspectron of an SEA to check that correct 
procedures are followed durrng cash and non-cash transactrons w~th customers, check on 
the use of cash regrsters and invoices; financral and accounting documents, cash limits are 
observed (enterprcses are severely lrmzted rn their cash fransactrons); regrsh-atron 
documents; hcenses: trade patents, excise dup  stamps, any and all premues, and other 
aspects of busmess actrvrty that current legrslatlon allows rnspecting bodres to check on. 

The duration of an operational inspection must not exceed 30 days. For SEAS 
sales in excess of UAHZO million there are no limits on the duration of op V 
inspections. 

to undertake a 'rev 

Table 43 
Average Number and Average Duration of Inspections 

Average 
More State. Start- Average 

Up 51 than 250 Owned Number of Duration of 
ups ,ncno.,+innc ,ncn,rrinnc 

, , 
Donetsk 
Zhylornyr 
Zaponzhya 
Ivaoo-Frankwk 
Kyiv 
Kirovograd 
Lugansk 
Lutsk 
Lviv 
Mykolayiv 
Odesa 
Pallava 
Rivne 
Sirnferopol 
Surny 
Ternopii 
uzhgorod 
Kharkiv 
Kherson 
Khrnelnitsky 
Cherkasy 
Cherncgiv 
Chernivtsi 

Average Number 
of Inspections 

Average Duration 
of lnsoectians 
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The regional picture regarding inspections is more complex, reflecting local priorities, and 
shows a wide regional variation, ranging from an average of 8.8 inspections in Suiny to 
over twice as much in Zhytomyr (21.4 inspections per year). This range in responses is an 
important result as it shows that local and oblast governments do indeed influence the 
inspection climates locally. As there are more than 30 national agencies that account for 
the bulk of inspections, it.is unrealistic to expect them to coordinate their overall activities 
that closely, which implies that there is some other factor responsible for the overall level 
of inspections in a particular city. There are two hypothesis for the observed variation in the 
number of inspections. The first is that businesses tend to be city specific and share similar 
characteristics and regulatory infringements. The second is that local government has a 
larger influence on the level of inspections in a particular city than regulations governing 
the conduct of inspecting bodies would suggest. The authors of this survey favor the latter. 

However, average figures for any particular city disguise a very large variation in 
responses. For smaller business there is a more than a two-fold difference between 
Zhytomyr (18.4 inspections) and Donetsk (7.8). A larger variance is observed with large 
firms, ranging from 33.8 inspections in Poltava to 5.1 in Sumy. Those cities that tend to 
have less inspections for smaller business also tend to have less inspections for larger 
business. This result does indeed demonstrate that local authorities wield a large degree of 
influence on the local inspections climate. A very small difference does exist between the 
number of inspections between state owned firms and privatized firms, though on average 
across the country they experience the same number of inspections. There is larger 
discrepancy between state owned firms and start ups, with state-owned firms experiencing 
one and a half times more inspections than start ups. Only in five cities did state owned 
firms experience less inspections than start ups. 

State owned firms, rather than experiencing fewer state inspections, actually tend to have 
more than firms in the private sector, with the exception of Ivano Fraknkivsk, Sumy, 
Khrnelnitsky, Cherkasy, and Chemivtsi where they had fewer inspections than private 
firms. The big anomaly is Sumy which bucked the trend across all parameters. Small 
businesses were inspected twice as much as large businesses and state owned firms 
experienced twice as few inspections as start ups. 

There is a positive correlation between company size and the number of inspections (see 
Figure 26). The larger the company the more the number of inspections. On average across 
the whole sample, a 10% increase in the number of employees leads to a 2% increase in the 
number of inspections. Figure 26 below shows the number of inspections by firm size 
(expressed in sales) and Figure 28 by number of employees. 

.- 
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Figure 26 
Average Number of lnspections per Firm by Sales 
(all firms) 

UAH, mln 
1 

More than 10 22 

5 - 1 0  

1 - 5  

I 
Up lo 0.5 

. .. 

0 5 10 15 20 25 6. 
Number of lnspections L d  

As can be seen there is a positive correlation between firm size, expressed in terms of sales 
o number of employees, and the number of inspections. This should also logically imply 
that the more profitable a company the more inspections it should experience. In fact the 
data shows the exact opposite. Loss making enterprises experienced more inspections than 
profitable enterprises (though there is no link between different levels of profitability and 
number of inspections.) This result presumably reflects greater suspicion on the part of state 
officials of concealed sales and profits at poorer performing enterprises. 

Figure 27 
Average Number of Tax lnspections by Profitability 
(all firms) 

Average for All Fmns 
6 0 

145 

I .Unprofitable Frms 

up to 50 
4 8 OProi~lable Frms 

] 3 5 

Notw.ithstanding the fact that the larger the enterprise the more inspections, smaller 
enterprises tend to experience disproportionally more inspections per employee than larger 
ones. The inspections burden per employee is higher with smaller companies than with 
larger companies - by more than 20 times. 

More than 250 
9.5 

17.8 
, - . ... .. . ~- ~ . ~ - 
0 1 2 3 4 5 6 7 8 9 10 

Number of lnspections 



BARRIERS TO MARKET ENTRY AND EXPANSION 

Figure 28 
Average Number of lnspections 
(by firm size) 

Per Employee By Firm Size 
(No. of Employees) 

w More than 
500 

0 03 
More than 

500 22 
I 

0 0.2 0.4 0.6 0.8 0 5 10 15 20 25 

Number of Inspections Number of lnpsections 

Inspections Perceptions 

In addition to determining the number and duration of inspections experienced by 
companies in Ukraine it is also important to assess their perceptions of whether the 
inspections burden has changed or not as this provides a good indication of whether 
changes in inspection procedures are having an effect or not. In this context, what is 
probably more important is not whether there has been any reduction in the level of 
inspections, but whether company managers reckon that there has been a change or not. 

Confirming the data that shows that there has not been a fall in the number of inspections, 
at least not for smaller businesses, the majority of businesses felt that number of tax 

; .w inspections has not changed (57 % of respondents) in 2000. 17 % of all respondents 
thought that the number of tax inspections have increased during 2000. A similar picture is 
observed with respect to non-tax related inspections with the same proportion (57%) 
thinking that the level of inspections had not changed in comparison to 1999, and 21% 
stating that it had increased. . . 

.. .. 
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Table 44 
Perceptions of Changes in the Number of Inspections for All Firms 
(% of all firms) 

Have the Number of Tax Inspections Changed: 
(2000 vs.1999) 

Increased Decreased No Chanae Don't Knov 

Dnipropetrovsk 
Donetsk 
Zhyiornyr 
Zaporizhya 
Ivano- 
Frankivsk 
Kyiv 
Kirovograd 
Lugansk 
Lutsk 
Lviv 
Mykolayiv 
Odesa 
Poltava 
Rime 
Sirnferopol 
Surny 
Ternopil 
Uzhgorod 
Kharkiv 
Khenon 
Khrnelnitsky 
Cherkasy 
Chernigiv 
Chernivisi 

Average 17.2 16.3 56.6 9.9 

Have the Number of Nan-Tax Inspections 
Changed? (2000 vs. 1999) 

icreased Decreased No Chanoe nonSt unmu 

Roughly the same number of companies thought that tax inspections had increased (17.2%) 
as decreased (16.3%). The survey asked those respondents who felt that inspections had 
increased to identify what they felt to be the main reasons for this increase. Table 45 below 
lists some of the more frequently encountered reasons for increase in the number of taw 
inspections. A quarter (26.3%) did not know why inspections had increased. The two 
biggest perceived reasons for increases in inspections (according to entrepreneurs 
themselves) were being caught unawares by changes in tax legislation and regulations and 
pressure from local government on inspecting bodies. hu' 
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Table 45 
Firm Perceptions for Increase in the Number of Tax lnspections 
(% firms that reported an increase in tax inspections) 

More State- Privatized Start-up Average Up to 50 51 - 250 than 250 
Owned 

Changes to 
Legislation and 22.2 16.1 27.5 22.9 23.4 20.7 22.3 
Regulations 

Increased Pressure 
from Local 17.6 19.5 22.9 27.1 16.8 19.3 19.6 
Government 

Enterprise Lodged 
ComplaintsAgainst 6.8 3.4 10.1 11.4 4 2 8.1 7.0 
Inspection Bodies 

Worsened 
Relalionship with 4.0 5.7 3.7 1.4 4.2 5.9 4.3 
Inspecting Bodies 

Enterprise 
Switched to 

w Simplified Taxation 6.8 0.0 0.0 1.4 1.2 6.7 3.2 
(only applicable for 
small firms) 

Don't Know 30.1 25.3 21.1 15.7 27.5 30.4 26.3 

Out of the 16.3 % of the entire sample who felt that the number of tax inspections 
decreased over 2000, 40% were at a loss to explain why. Table 46 below shows the 
breakdown of the most frequently encountered answers. 

Table 46 
Firm Perceptions for Decrease in the Number of Tax lnspections 
(% of firms that reported a decrease in tax inspections) 

Up to 50 51 - 250 More than State - 
250 Owned 

Privatized Start-ups Average 

Changes to 
Legislation and 21.1 13 4 26.3 24.2 19.4 20.1 20.2 
Regulations 

Enterprise Use of 7.5 14.6 24.6 21.2 13.7 7.6 Inspections Journal 
11.9 

'kd Enterprise 
Transferred to 
Simplined Taxation 18.3 0 0  0.0 3.0 7.4 17.4 11.1 
(only applicable for 
small lirms) 

' Improved 
Relationship Mth 8.0 1 1 0  6.8 3.0 8.6' 10.4 8.8 
Inspecting Bodies 

Decreased Pressure 
from Local 7.0 7.3 5.3 6.1 6.3 7.6 6.8 
Government 

Don't Know 40.4 42.7 36.6 30.3 44.0 36.2 40.3 

As can be observed, the most significant factor influencing the level of tax inspections, in 
the opinion of company managers, is the instability of tax legislation and regulations. 
Simplified taxation offers some measure of relief from this instability, as it is intended to 
simplify tax reporting requirements. In this context it is interesting to observe that 3% of 
companies who experienced an increase in the number of tax inspections felt that this was 
as a direct result of the switch to simplified taxation. 
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The picture for non tax related inspections is the following. 9% more respondents felt that 
non-tax inspections have increased as those that felt they had decreased over 2000 (21% vs. 
12%) Employing the same analysis as with tax-related inspections, respondents were asked 
to name the main reasons for the change. Overall the same number of firms felt that there 
was no change in the level of both tax and non-tax related inspections in 2000 (57%.) The 
tables below list some of the more frequently encountered reasons in our survey for the 
reasons in the changes to the number of non-tax related inspections. 

a 

Table 47 
Firm Perceptions for Increase in Non-Tax Related lnspections 
(% of firms that reported an increase in non-tax inspections) 

Firm Size Firm Origin 
Up to More State- Start- Average 
50 51-250 than 250 Owned UPS 

Changes to Legislation 31,8 20.2 
and Regulations 35.3 29.1 29.1 31.6 30.1 

Increased Pressure 
from Local Govemment 22.3 28.4 24.1 27.9 21.6 25.4 24.2 p 

Enterprise Lodged 
Complaints Against 5.9 7.3 12.0 11.6 7.0 7.3 8.0 W 
Inspection Bodies 

Worsened Relationship 5,0 
with Inspecting Bodies 4.6 3.8 2.3 5.0 5.1 4.5 

Don't Know 3.2 0.0 2.3 2.3 1.5 2.8 2.2 

Table 48 
Firm Perceptions for Decrease in Non-Tax Related lnspections 
(% of firms that reported a decrease in non-lax inspections) 

Firm Sire Firm Origin 
Up to More State- Privatized Start- Average 
50 51-250 than 250 Owned UDS 

Changes to Legislation 28,6 24,2 
and Regulations 29.3 27.6 27.6 27.6 27.6 

Enterprise Use of 13.6 27.4 43.9 41.4 25.2 12.4 21.8 Inspections Journal 

Improved Relationship 
with Inspecting Bodies 13" 21'0 22.0 10.3 19.5 15.2 16.7 

Decreased Pressure 
from Local Govemment 11.0 12.9 12.2 10.3 12.2 11.4 11.7 e-! 
Don't Know 3.2 3.2 0.0 0 0  2.4 3.8 2.7 Isi. ' 

As far as firms are concerned the reasons behind changes in both tax and non-tax related 
inspections is the same. The major reasons for increases were changes in legislation and 
pressure from local governments and for decreases use of inspections journals and 
improved 'relationships' with inspectors. What is interesting though is that company 
managers feel a lot less confident about the reasons behind changes in the number tax 
inspections compared with other forms of inspections. The proportion of firms answering 
'Don't Know' is much higher for tax inspections than for non-tax inspections, implying that 
the workings of the tax authorities are much more opaque. 

Inspection Consequences 

Sate inspections of business in Ukraine are designed to uncover violations, occasionally for 
other reasons such as pressure from local governments or as a form of unfair competition. 
Consequently it is not surprising that 44% of all surveyed firms faced some form of 
negative consequences imposed by inspecting bodies. These can range from being just a 
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serious distraction from running a company to the 'kartoteka' system2' to outright closure. 
Up until 2001, these measures were taken unilaterally by inspecting agencies without any 
court orders. Figure 29 below shows the breakdown of possible negative consequences for 
surveyed companies. For full city breakdown of consequences please refer lo Annex 6. 

Figure 29 
lnspection C o n s e q u e n c e s  
(% of firms that had negative consequences) 

Suspended or Cancelled Licenses 

Contracts Invalidated 
i 

Shutdown 

Financial Penalties 

Asset confiscation 

Assets Seized as Tax Collateral w 
Frozen Bank Account 

Repeated Inspection 17.4 

'kartoteka' 1 8 0  
4 .. .- -- - - 

% 
0 2 4 6 8 10 12 14 16 18 20 

However the hue scale of the problem with this form of state harassment of business 
becomes apparent in looking at the time that enterprises experience various sanctions. The 
average enterprise experienced more than a year's worth of sanctions over 2000 (some 
sanctions are concurrent.) Table 49 below shows the average duration of negative 
consequences for those respondents who experienced the four most popular forms of 
sanctions. 

Table 49 
Average Duration of lnspection Consequences  
(% of all firms who experienced inspection consequences, days) 

Repeated Inspection ~ ~ ' ~ ~ ~ ~ ~ : ' , ~  Frozen Bank Account 'kartoteka' 

Up to 50 15 5 110 5 52 9 105 6 
51 -250 15 6 202 9 132 1 207 0 
~ 0 r . a  thnn x n  11 7 371 fi aa fi 1011 1 

Manufacturing 18.6 181 6 1136 178 4 
Construction 22.5 156.9 63.5 285.8 
Transport 5.2 269.2 62.4 255.3 
Telecoms 33.0 120.0 49.0 
Trade 4.3 14.0 26.3 40.0 
Public Caierino 5.8 38.0 58.4 61.0 

State -Owned 14.0 147.4 118.1 235.9 
Privatized 14.2 196.0 121.2 195.6 
Start-Ups 15.2 100.8 29.3 77.7 

Average 14.5 173.7 94.8 170.8 

28 
The kartoteka 2 system, disbanded in  2001, allows inspecting bodies ( in particular thc Starc Tax 

Administration) to directly debit arrears to the state from a company's bank account, ct'fcfcctively 
stopping a firm's cash flow. 

- ..- 
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The widespread nature of confiscatory practices such as asset seizure. frozen bank accounts 
and kartoteka goes a long way towards explaining the size of 'shadow' activities and the 
reluctance to initiate bankmptcy or restructuring. If most of the perceived benefit of such 
activities will accrue to the state then enterprises are understandably zoing to be reluctant to 
initiate restructuring. 

Figure 30 
"Have you ever contested the claims of inspectors, size of penalties, or other 
inspections consequences?" 
(% of firms who experienced inspection consequences) 

Don't Know 
A 7% Yes 

The majority of respondents did not contest the claims of inspecting bodies, either because 
the claims were indeed justified, or because they felt they would not receive satisfaction. 
Less than one enterprise in four expressed any faith in the Ukrainian court system as given 
in the table below. 

The firms surveyed were asked how often were the following statements justified in 
relation to the Ukrainian court system (i.e. how often they agreed or disagreed.) They were 
given options of 'always', 'almost always', 'often', 'sometimes', 'rarely', and 'never'. For 
the purposes of the table below those firms who said "always', 'almost always' and 'often' 
were aggregated. 

Table 50 
Assessment of Ukrainian Court System 
(% of all firms that agree with statements) 

Firm Sire 
Up to 50 51-250 More than 250 

Fair and lmoartlai 16.9 23 4 29 3 20.9 

Honest and Uncorrupt 14.3 17.1 23.0 16.6 

Quick 12.1 15.7 19.5 14.4 

Affordable 18.1 24.0 28 6 21.5 

Consistent and Reliable 10.8 14.1 19.6 13.3 

Able to Enforce Decisions 23.0 24.1 30 7 24.7 

Court system Can Defend 15.4 20.6 25 4 18.6 
My Rights Now 

Court system Could Defend 13.5 18.6 23.2 16.6 
My Rights Two Years Ago 

There is a tendency for larger firms to have inore trust in the court system than smaller 
firms. On a more optimistic note, more Ukrainian f i rm  (though still very few) felt that the 
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court system could defend their rights and interests (18.6% expressed faith in the courts in 
2000 vs. 16.6% in 1998.) 

Unofficial Payments During Inspections 

Respondents were asked if they had to make additional 'unofficial' payments in connection 
with inspections by various bodies. Not surprisingly, as this is a very sensitive issue, more 
companies chose not to answer this question (replying that this was confidential 
information) than those that admitted to making these payments. It must be stressed ihar 
this data was supplied by companies themselves in an anonymous questionnaire and 
represent their opinions only. 

The majority of companies replied that they had not made any unofilcial payments over 
2000. Table 51 below gives the breakdown of responses by particular inspecting bodies 
only for those companies who experienced inspections by those same bodies. As t h ~ s  is 
sensitive information, large proportion of companies stated that this information was 
confidential. The largest numbers of firms who made unofficial payments made them to the 
most active inspecting agencies. 

Table 51 
Unofficial Payments During Inspections 
(% of ail firms who experienced a particular form of inspection) 

Fire Department 

Sanita~y-Epidemiological Department 

Tax Inspection Service or Police 

Internal Affairs 
Consumer Rights Protection Committee 

Licensing Bodies 

City Department of Industry and Consumer Market 
Development 

Architecture Department 

City Department on Issues of Business Development. 
Registration and Licensing 

Prosecutors Mfice 
Environmental Protection Ministry 
Anti-Monopoly Committee 

Health and Safety Committee 

Price Canlrol Inspection 

Customs Service 

Standardization, Certification and Metrology Committee 

State Commission of Ukraine on Securities and Securities 
Market 

Made Unofficial 
Payments 

11.6 

10.7 

9.5 

8.0 

7.9 

6.6 

6.3 

6.2 

5.6 

5.1 
4.9 
4.6 

4.5 

4.5 

4.0 

3.9 

3.5 

Confidential 
Information 

25.4 
23.7 

24.8 

26.6 

22.2 

24.6 

27.0 

22.2 

26.4 

19.9 
19.5 

18.1 

19.1 

20.0 
32.3 

19.6 

18.4 

Did Not Make 
Unofficial 
Payments 

63.0 
65.6 

65.7 

65.4 

69.9 

68.8 

66.7 

71.6 

68.0 

75.0 
75.6 

77.3 

76.4 

75.5 

63.7 

76.5 

7 8 1  

Pension Fund 3.2 17.0 79.8 

Employment Fund 2.9 17.6 79.5 

Control Revision Service 2.9 19.6 77.5 

City Financial Department 2.3 20.4 77.3 

Social Security Fund 2.2 16.6 81.2 

Examining this issue Further, the data allowed for an analysis showing on whom the burden 
of unofficial payments fell the most. The figure below shows the firm size breakdown oi'all 

. 
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of those firms that made unoffici 
2000. 

Whilst larger firms generally expe 
unofficial payments. This couplec 
per employee means that they ar 
more established firms. 

Figure 3 i shows the relationship b 
unofficial payments. For example, 
unofficial payments in relation 
experienced up to 19 inspections n 
greater proportion of inspected smg 
firms, and incidences of unofficial 1 

Figure 31 
Unofficial Payments by Numb1 
I% of firms that made unofficial pap 

ents (i,e. answered 'yes' in the table above) in l 
inspections, smaller firms tend to make more 

e fact that smaller fims have more inspections 
much larger disadvantage compared with larger, 

ithe incidence of inspections and firms who make 
of small firms who had up to 5 inspections made 
spections, whereas 11.3% of small firms who 
nofficial payments. Overall, the picture is clear, a 
1s make unofficial payments compared with larger 
:nts increase with the number of inspections. 

inspections .P 

;I w 

o u p  to 5 ~nspectms 
.5-9 
0 1 0 - 1 9  

51 - 250 More than 250 

Firm Sire 

Time Tax 
&. 

An often Overlooked consequence of frequently changing legislation, unstable business 
environments and a complicated regulatory and administrative environment is the amount id" 
of time that the management of a company needs to spend on coping with various changes 
and in dealing with the state in its many fornu;. This survey attempted to establish what 
percentage of senior management work time was spent on dealing with state officials on 
interpretation of laws and regulations (this covers almost all forms of interaction with the 
state and local government.) However, this is not just time spent, it is time spent away from 
managing an enterprise, and therefore has a monetary impact as well (lost contracts, worse 
management, etc.). In that sense it can be considered to be a tax on enterprises, whose value 
is calculated by considering the opportunity cost of management work time. 
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Table 52 
Time Tax 
(% of management work time, all firms) 

Firm Size Finn Oriain - 
More 

State- Privatized Start- Average 
Up to 50 5'-250 than 250 Owned 

. . UPS 

Manufacturing 14.5 16.0 19.4 18.2 17.8 13.3 16.5 
Construaion 18.8 19.9 19.8 21.9 19.1 18.8 19.3 
Transport 20.0 15.5 20.3 19.9 16.9 17.1 18.7 
Telecoms 12.3 4.3 19.3 15.5 38.7 10.1 12.6 
Trade 14.1 15.5 6.8 21.5 13.0 14.2 14.1 
Public Catering 19.2 20.0 16.1 17.1 22.0 19.2 
Other Services 11.6 10.9 23.7 19.3 14.1 9.6 13.4 

Average 15.0 15.8 19.7 

Up to 50 14.3 16.7 14.3 15.0 
51-250 16.0 16.4 14.0 15.8 
More than 250 24.0 18.1 13.0 19.7 

Average 18.8 17.0 14.2 16.1 

W The measure that this survey used to assess time tax was veIy crude and offers respondents' 
subjective opinions on the amount of time spent dealing with state officials, without 
detailing particular areas of state involvement in companies or providing information on 
whether the state or firms initiate contact. A previous analysis29 shows Ukraine to have the 
highest level of time tax on management in the CIS and Central and Eastern Europe. 

Management of state owned enterprises faced the highest level of time tax with start ups the 
least. Large enterprise faced the highest level, and small enterprises the least, though there 
is no significant difference between small and medium enterprises. This means that, taking 
into account the difference in the amount of human resources available, and the opportunity 
cost of management time, small enterprises are hit hardest of all. This is a disappointing 
result as it is precisely the small business sector that should be the most dynamic and 
imovative. This level of state involvement, inspections and unfair competition all 
contribute to a poor public perception ofprivate business and helps explain the low level of 
entrepreneurship in Ukraine. The table below shows the average proportion of work time 
that senior management needs to spend dealing with state officials for all firms in a given 
city. 

l9 'EBRD Transition Report 1999,' pp.124-126 
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Table 53 
Time Tax 
(% of management work time) 

F l n  Slze 
More Average UP to 50 51-250 than 250 

Vinnytsia 16.7 14.4 12.5 15.5 
Dnipropetrovsk 17.9 14.2 24.2 18.5 
Donetsk 14.6 15.6 14.6 14.9 
Zhytomr 13.4 6.1 11.8 12.2 
Zaporizhya 22.7 11.0 15.7 18.8 
Ivano-Frankivsk 14.2 23.0 30.0 19.7 
Kylv 14.6 15.3 17.5 15.5 
Kirovograd 13.6 23.1 32.6 18.8 
Lugansk 22.9 15.9 20.4 21.4 
Lutsk 11.8 8.8 4.8 10.4 
Lviv 12.9 22.3 27.0 16.9 
Mytolayiv 14.7 17.1 23.3 16.2 
Odesa 13.3 20.9 24.7 18.4 
Poltava 16.7 23.0 22.4 19.7 
Rivne 11.3 16.5 14.4 13.9 
Simferopol 18.9 17.8 10.8 17.9 
Sumy 10.9 13.8 18.7 12.4 
Ternopil 11.7 9.4 13.0 11.2 
Uzhgomd 7.3 4.7 22.0 9.0 
Khahii 16.4 14.8 24.1 18.0 
Kherson 19.0 13.4 30.6 19.7 
Khmelnilsky 13.2 13.5 14.5 13.4 
Cherkasy 13.8 11.9 3.0 11.8 
Chernigiv 13.7 12.8 16.2 14.1 
Chernivtsi 13.4 16.5 27.7 16.8 

Average 15.0 15.8 19.7 16.1 

Barriers to Receiving Financing and Credit 

The survey asked respondents to rate their main problems with obtaining financing, 
particularly credit. The figure below lists some of the more commonly encountered issues 
with obtaining financing in Ukraine and to what extent all surveyed firms felt they 4-7. 
presented obstacles to their development. '4 ,' 
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Figure 32 
Barriers to Receiving Financing and Credit 
(distribution of responses for all firms) 

High Interest Rates (2.8') 
...... ' . . , . .L  ......... ,..L .....- > . . , .  . ~ ~ ~ . ~  

Lack of Access to Long- 
Term Credit (2.6) 

Collateral Requirements 
(2.5) 

Bank Paperwork and 
Bureaucracy (2.2) 

. . - .. .>. .,. .L.. 

Lack of lnformation on 
Sources of Credit (2.1) 

Threat of Losing Control 
Over Own Enterprise (2.1) 

w Low Depreciation 
Allowances (2.0) 

................ 
Requirement to Submit 

Sensitive information (1.9) 

-100 -60 -60 4 0  -20 0 20 40 60 80 100 
% 

Maior Obstacler$ Sianificant Obstaclem Small Obstacle No Obstacle 

'Figures in brackets refer to the overall average score for a given obstacle on a scale o f  I - no 
obstacle to 4 -major  obstacle. 

Table 54 
Barriers to Receiving Financing and Credit 

High interest Rates 

Lack of Access to 
Long-Term Credit 
(more than 1 year) 
Collateral 

' Requirements . . 
Bank Paperwork 
and Bureaucracy 
Lack of lnformation 
on Sources of 
Credit 
Threat of Losing 
Control Over Own 
Enterprise 
LOW Depreciation 
Allowances 
Requirement to 
Submit Sensitive 

Average Firm Orlgin F i n  Size 

'Iate- Privatized Start-ups Up to 50 51 - 250 More 250 
Owned e - - 

8 c , , Score rank Score rank score rank score rank score rank score rank 

lnformation 
'on a scale o f  I - n o  obstacle to 4 -major obstacle 

T h e  biggest barr ier to obta in ing commercial f inancing a n d  credit, in keeping w i t h  most  w i t h  

transit ion economies, are high interest rates. Over and beyond  this problem, SMEs are 
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particularly hard hit by the lack of availability of longer term credit. Collateral requirements 
are in third place for all companies (except large companies which ranked this problem 
second.) Companies on the whole reckon that they are fairly knowledgeable on potential 
sources of credit and financing as this was rated as only the fifth biggest problem. 

During 2000 the government and the National Bank of Ukraine (NBU) managed to reduce 
interest rates. The NBU discount rate was reduced from 45% in January to 27% in October 
2000. Increasing money supply (M2 and M3 grew by 45% over the year) together with the 
relatively low NBU discount rates decreased commercial bank lending interest rates in 
nominal terms from 56.2% in January to 37.3%j0 in December (source: NBU statistics). In 
effect, real annual interest rates on bank credits in 2000 fell sharply - on average by 19% to 
around 18%. However, the cost of long term capital still remains restrictively high for long 
term business financing with the main reasons cited for high interest rates being high credit 
risks and an underdeveloped banking sector. The average spreads between annual interest 
rates on deposits and credits were 32.7% and 26.8% respectively in 1999 and 2000. 

The upturn in bank crediting (as proportion of GDP) did not enhance investment activities, 
,, 

calculated as long-term loans. While in early 2000 8.9% of bank credit was used for 
investment, in early 2001 this had fallen to 5.6%. (Source: NBU Bulletin). In 1999 credit w 
to the private sector was 8.8% of GDP growing by the end of 2000 to only 10.3% of GDP. 
For comparison, in 1999 this indicator for Poland was at 23.6% and for Czech Republic - at 
56.8% of GDP. 

Figure 33 
Bank Credit to Private Sector in 1999 
(% of GDP) 

Ukraine Russia Poland Turkey Czech Bulgana US 
Republic 

Source: IMF International Monetary Statisfics, December 2000 

Perceptions of the Effectiveness of Local Authorities and 
Infrastructure 

Surveyed firms were asked about their perceptions of the local authorities and local 
infrastructure. It must be stressed that that these questions were asked in an anonymous 
survey of a sample of firms in every oblast capital and represents their opinions only. 

The survey asked firms to assess the business climate in their cities by posing several 
specific statements. Respondents were asked to indicate whether they agreed or disagreed 

'O National Bank of Ukraine Bulletin 
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with the statements. Figure 34 below shows the proportion of all respondents who agreed 
with various statements. For a m l  breakdown of responses by city please refer to Annex 5. 

Figure 34 
Assessment of Local Business Environments 
(% of all firms who agree with statements) 

State officials in my city are honest and do not 
demand bribes 

10.3 

Business supporl funds in my region operate in the 
interests of entrepreneurs 

18.6 

Local authorities promote business development in 
my city through ensuring a level playing field for all 

w 
Business environment in my city encourages 24.7 

investment and business development 

Local authorities promote business development in 
my city by creating appropriate infrastructure 

(information, financing, communication) 

Local authorities make efforts to simplify the business 
start up process 

Decls!ons of local authontles do not restnct busmess 
development 

37 7 

' b d  

Analysing all of the statements across cities we looked at those cities where there were 
more responses of "agree with the statement" than with "disagree with the statement.". 
without taking into account the other three possible answers. In other words for what 
statements and in what cities were. the opinions of respondents positive (i.e. more agreed 
than disagreed.) 

. 'Local authorities strictly execute all laws and regulations issued by central 
government.' Cities that were positive: Donetsk, Ivano-Frankivsk, Ternopil, 
Klutelnitsky. 

- 
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'Decisions of local authorities do not restrict business development.' Cities that 
were positive: Temopil, Chemivtsi. 
'Business environment in my city is better than in the majority of other Ukrainian 
regions.' (not given in figure) Cities that were positive: Dnipropetrovsk, Donetsk, 
Kyiv and Odessa. 

The rest of the statements produced more negative responses than positive responses (i.e. 
more firms disagreed with the statement than agreed). 

Finally, respondents were asked to assess the quality and effectiveness of local 
infrastructure. The figure below shows the breakdown of responses for providers of 
essential services. Please refer to Annex 5 for more details. 

Table 55 
Assessment of Quality and Effectiveness of Local Infrastructure 

Very Bad Bad Probably Bad Probably Good Very good 
Than Good Than Bad 

Roads De~arbnent 25.1 34.3 25.7 10.4 4.4 0.2 

Architecture deparbnent 
Land deparbnent 
Telephone service 

Electricity enterprise 

Water S e ~ c e  

Oblgas 

Teploenergo 
Public Health Care 

Education Institutions 

Barriers to Market Entry and Expansion - Conclusions 

Whilst general macroeconomic stability is very important in determining the business 
environment in Ukraine, it is still the role of the state in business (regulatory environment 
including taxation, formal and informal influence, ensuring a level playing field, etc.) that 
is most important for Ukrainian businesses. Business in Ukraine is unanimous that taxation 
is still the biggest problem in Ukraine with almost all firms rankmg taxation as their biggest 
business problem. This degree of unanimity on one issue is a very strong message to policy 
makers that the biggest help they could provide to business is to tackle taxation problems, 
lower rates and make tax compliance easier. 

According to surveyed firms, the most important taxation problem is the instability of tax 
legislation. The tax burden, as measured by the number of taxes paid and tax rates was 
rated as second. In 2000 surveyed firms paid on average I I taxes and other compulsory 
payments to the budget and non-budget funds of all levels, whilst the average tax burden 
was very high at 53% of the value added generated by firms. 

It is not so much high tax rates, but the overall tax enviromnent comprising changing tax 
regulations, many different taxes and tax-like payments, accounting and reporting, and of 
course the power that tax bodies have to severely disrupt a business that poses problems. 
Further, the effects of the taxation environment are wider than just on a company's 
financial position. Taxation is also an important component of administrative corruption in 
Ukraine, and is also a large cause of shadow or unofficial activities which in tum contribute 
to unfair competitive practices, by effectively penalizing firms who are compliant as 
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compared to those who evade tax. The issue of tax privileges, exemptions, special 
economic zones, soft budget constraints, also contribute to unfair competitive practices by 
in effect providing hidden subsidies to firms who benefit from such favorable treatment. 

All firms experienced some form of unfair competition in 2000. Only one fifth of all 
surveyed firms did not feel that the unfair competition that they experienced was a barrier 
for the further development of their business. The issue of unfair competition is even more 
important for surveyed companies than obtaining financing. The mbst problematic form of 
unfair competition is local governments granting preferential terms to competitors in 
issuing permits amd permissions, access to credit, subsidies, etc. This demonstrates the 
large degree of influence that local government and state bodies have on local business 
environments. 

One topic that has been at the center of attention over the last several years, is the issue of 
business inspections. The survey shows that, at least for surveyed companies, the number of 
inspections has not fallen over 2000 compared with 1999. For smaller business, comparing 
with IFC's 1999 survey of small business, the average number of inspections has not 
decreased and has remained at around the same level. Further, smaller businesses bear a 

IUd larger inspections burden than large enterprises and have fewer resources to deal with the 
consequences of inspections. Whilst the level of inspections has fallen compared with 3-4 
years ago, it is still far too high. This issue, together with taxation, and frequently changing 
legislation helps to explain why M i n i a n  fums have some of the highest time tax levels in 
the CIS (16% of management time is spent on dealing with the state in clarifying and 
interpreting laws and regulations) and a very significant shadow economy." 

Whilst there are those who consider a certain amount of shadow activities to be beneficial 
inasmuch as they provide a useful safety net @articularly for households), overall they are 
very much to the detriment private sector development. Shadow activities deprive the 
economy of much needed investment funds, are a major component of unfair business 
practices, reduce the incentives for enterprise restructuring (as compliance raises the cost of 
restructuring), provides a fertile environment for corruption, lowers budgetary revenues and 
deprives the government of economic feedback on policy matters. 

Oblast and city governments have a large influence on businesses in Ukraine. Local 
governments are responsible for registering businesses, issuing permits, issuing licenses (at 
least those delegated to local governments), giving permissions for business, establishing 
local infrastructure. Perhaps their biggest role is indirectly influencing the behavior of local 
officials and state bodies, even if these bodies do not report locally. Overall, those cities 
that tend to have better administrative environments also tend to do better with unfair 
competition and have a better regulatory environment as well. National policy makers need 

.' to pay more attention to local business environments in Ukraine and how local 
governments interpret national laws and regulations. It is not that central government has 
no role to play, rather it is that most Ukrainian business is local in nature and are therefore 
most influenced by local business climates. In this regard, most survey respondents overall 
had a negative opinion of the effectiveness and quality of local governments. 

Greater oversight and scrutiny is required over the work of local authorities (both city and 
oblast.) The central government should make more resources available to ensure 
deregulation at the local level, streamlining local regulatory and administrative procedures 
and ensure compliance by local officials with national laws and regulations. At the same 
time effective safeguards need to be introduced to ensure that firms have adequate redress 
in cases of rent-seeking or abuse of authority by local officials. This goes hand in hand with 

" World Bank estimates that the size ofthe shadow economy in 1997 was more than 40% of the real 
economy. "Economic Growth With Equity", discussion paper 407, pp. 128-129. 
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improving the judicial system in Ukraine. The incidence of firms of using the c o w s  to 
challenge unjust administrative decisions is still too low in Ukraine. However, until the 
judiciary achieves 1 1 1  independence from local governments, the court system will remain 
under-utilized in issues of conflict between the state and private business. 



Use of Information Technologies 

Computer Use , 

As a &presentative sample of Ukrainian enterprises were surveyed in all oblasts it was also 
interesting to establish a base line for computer and internet use in Ukraine. The survey 
shows that overall 76% of f m  have at least one computer. 

Table 56 
Proportion of Enterprises Having at Least One Computer 
(% of all firms) 

Firm Size Firm Oriain . ~~ ~ ~ .. - 
More State. Privatized Start- Average 

up to 50 51-250 than 250 Owned UPS 
. . 
Manufacturing 72.0 88.4 97.4 90.1 87.0 79.0 85.0 
Construction 69.8 81.8 94.4 64.7 76.7 78.5 76.3 
Transpolt 57.5 82.9 95.0 85.3 87.8 56.3 78.3 
Telecoms 95.5 100.0 100.0 100.0 100.0 95.0 96.0 
Trade 63.8 93.3 90.9 41.2 54.3 75.7 67.7 
Public Catering 3 . 3  90.9 38.1 26.8 48.5 38.6 
Other Services 59.9 79.3 100.0 81.0 58.3 74.3 70.7 

Up to 50 57.7 48.4 11 6 64.0 
51-250 79.5 85.6 95.7 86.9 
More than 250 97.7 97.7 87.5 97.1 

Average 80.3 75.6 75.1 76.0 

Of more interest is the number of computers per 100 people at various enterprises. This 
allows for a more refined measure of uptake of computers at the firm level rather than just 
measuring the number of companies that had one computer or more. The data shows that 
enterprises had on average one computer per for 20 employees. The following table shows 
the average number of computers for different groups of firms. 

Table 57 
Average Number of Computers, per 100 employees 
(we,ghted by number of employees) 

Firm Sire Firm Origin 

State- Privatized Start- Average 
Up to 50 51-250 , h ~ ~ 5 0  Owned 

UPS 
. . . . 

Manufactwino 17.8 5.0 4.0 2.5 5.2 7.8 4.3 . . . . . . . . . . 
Construction 
Transport 
Telecoms 
Trade 
Public Catering 
Other Services 

up to 50 
51-250 
More than 250 

Averaae 

The probability of the presence of at least one computer increases with firm size, with 
almost all of large enterprises having at least one computer. However, in terms of computer 
penetration the reverse is true, the smaller the company the greater the ratio of computers to 
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employees. Not surprisingly telecom companies have the highest level of computer 
penetration with 24.1 computers per 100 employees, the least intensive users are transport 
enterprises with 1.3 per 100 employees. 

The survey further sought to determine what computers were used for at the fum level. 
Respondents were given a choice of 10 management uses for computers and asked to select 
which they used most actively. Table 58 below shows the breakdown of responses. With 
the exception of the telecoms sector, there were no large sectoral or firm size variations 
observed. Uptake of information technology does not seem to be a function of company 
size or sector of the economy. 

Table 58 
Proportion of Enterprises Actively Using Computers' to Perform Major 
Management Functions 
(% of all firms who have at least one computer) 

Sector Firm Size .. .. 

m 0 
C C rn '4 
5 =" U) 

P 
a G z 

Financial 
Accounting 

77.4 72.4 71.1 85.4 83.4 66.1 73.6 74.6 77.1 82.0 77.1 

 ana age rid 
Accounting 

32.9 34.4 38.6 60.4 28.3 42.9 35.0 31.8 32.2 40.1 34.0 

Budgeting 29.9 20.8 31.0 48.9 20.2 12.5 31.1 22.1 27.6 38.5 27.7 

Sales and 
Marketing 

51.1 28.8 22.1 53.2 56.8 30.4 34.1 45.2 41.2 54.1 46.3 

Servicing 
Clients 

55.0 45.6 43.7 91.7 59.1 39.3 72.9 57.2 50.1 64.2 56.9 

Production 
Management 

32.4 31.2 43.2 56.3 20.9 33.9 32.8 29.9 25.9 42.0 31.7 

15.1 8.8 9.3 43.8 8.7 5.4 12.8 13.0 11.0 17.3 13.5 
ment and Control 
inventory 
Management 

41.7 30.4 25.3 43.8 55.4 42.9 22.2 41.1 35.4 44.2 40.2 

Project 
Management 14.0 17.7 8.1 33.3 7.6 3.6 14.4 13.0 10.3 16.8 13.2 i- 

HRManagement 16.8 13.6 25.9 31.3 10.5 14.5 17.8 12.7 15.8 24.2 16.4 w' 
*Respondents were given a choice of 'do not use', 'to a small degree', and 'actively use'. 

Internet Use 

Around a third of all enterprises had access to the internet in 2000. More larger firms had 
internet access (52%) than smaller firms (27%), probably reflecting poor understanding of 
internet possibilities and smaller ability to pay for connections. Publiccatering is easily the 
most indifferent sector to internet possibilities. Excluding teleco~ns'and public catering, 
between quarter and just over a third of all enterprises who had a computer were connected 
to the internet. 



Table 59 
Proportion of Enterprises Connected to the lnternet 
(% of all firms) 

Firm Size Firm Oriqin . 
State- Privatized Start- Average Up to 50 51-250 ,ht,"';50 Owned 

. . UPS 

Manufacturing 29.6 29.9 55.3 37.7 36.4 39.0 37.4 
Construction 24.0 21.8 27.8 5.9 13.7 36.7 23.7 
Transport 17.5 11.4 22.5 20.6 12.2 21.9 17.4 
Telecoms 84.1 50.0 75.0 71.4 33.3 87.5 82.0 
Trade 24.9 53.3 72.7 5.9 18.6 35.7 29.2 
Public Catering 5.2 27.3 0.0 5.4 10.3 6.9 
Other Services 31.2 41.4 56.1 30.2 29.8 47.7 37.5 

Average 26.8 31.1 51.7 

Up to 50 14.4 12.2 34.8 26.8 
51-250 15.7 26.3 55.6 31.1 
More than 250 48.5 51.9 66.7 51.7 

Average 29.0 28.4 38.3 32.7 

Figure 35 below shows the frequency of internet use for those who do have access to the 
internet (1.e. a thud of all firms.) Just over half of all f m s  (56%) use the internet on a dally 
basis, whilst another third (31%) several times per week. These firms can be considered to 
be regular internet users. 

Figure 35 
Frequency of lnternet Access 
(% of all firms that have internet access) 

Several times per Never, but do have 
month 12.2% access 1.1% 

Several times oer 
week 31.0% 

'W Daily 55.7% 
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Figure 36 
Active Internet Users by City* 
(% of aN firms) 

, Average 

S n y  41 4 

A s k  

Dn propetrovsr. 

X,." 

Mbmlaylv 

Odesa 

Zaponzhya 

Rvne 29.0 

Chernqlv 28 6 

4 h a k v  8.0 

S~mferopol 

Khmelnltsky 

Cherkasy @- 

Zhytomyr k d '  
0 5 10 15 20 % 25 30 35 40 45 

'Firms who stated that they used the intemet daily or several times per week. 

There is a large variation in the proportion of active internet users between various cities in 
Ukraine, ranging from 6% and 13% of all firms in Zhytomyr and Cherkasy to 38% and 
41% in Lutsk and Sumy respectively. The very low figure in Zhytomyr is anomalous, 
possibly due to a sampling error. It should be treated with caution as representative of firms 
in Zhytomyr as a whole. 

Connection to the internet was mostly through dial-up (70% of those with access to the 
intemet), leased lines made up a quarter (27%) and a satellite connection was enjoyed by 
only 3% of enterprises. Dial up connections cost an average of UAH349 (median of 
UAHlS5) per month, leased lines - UAHI, 405 (median of UAH330) and satellite internet 
access - UAH1055 (median of UAH1000.) 



Use of Information Technologies 

Figure 37 below shows, for those companies that have at least one computer, perception of 
usefulness of the internet to their business. On the whole, over 80% of businesses who had 
at least one computer (i.e. 61% of the entire sample) find the internet useful to some extent. 
With the exceptions of the telecoms sector there is no strong variance observed between 
sectors, firm size or origin. However only a third of enterprises had access to the internet. 
In other words, twice as many company managers feel that the internet is useful for their 
business as those that actually have access to the internet. This shows that the internet 
access gap in Ukraine is very high and demonstrates the latent demand for internet services. 

Figure 37 
Perception of Benefit of the lnternet 
(% of firms who have at least one computer) 

Do Not Know 
4 I 00,. . .."," 

Useless Very Useful 
7.5% 42.0% 

W 

Moderately Usefu 
38.6% 

The figure below shows barriers to internet use expressed by all firms who have at least one 
computer. The biggest perceived barriers to internet use in Ukraine are those related to 
access - low tpa l iqof  phone lines and high prices for internet connections. 

Figure 38 
Barriers to lnternet Use 
(distribution of responses for all firms who have at least one computer) 

Low Quality of Telephone 
Lines (2.5') 

d.gn Pnce of nlemrt 
Access 12 3 )  

, 1 4 8 ,  
, , 

. . Lack of Qualified Internet , , 
, , 

Users (1.8) 

Lack of Modem Computers ; ; 
(1 7) I 

Maior Obstacle Significant Obstacle Small Obstacle No Obstacle 

'Figure in brackets gives the average score across all firms on a scale on I -no ob$tacle to 4 - [major 
obstacle for each obstacle listed 
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Ukraine does not have high telephone penetration. The latest comparative figures released 
in EBRD's Transition Report 2000 shows Ukraine to have 19.1 main telephone lines per 
100 inhabitants (figure unchanged over two years.) In comparison the Slovak Republic has 
31 lines, Poland - 26 lines, and Lithuania 3 1. 

At this early stage of development of internet services in Ukraine the most common use for 
the internet is ernail (80% of firms that have access) and receiving general news and 
information. Search for goodl services and market) industry specific information are ranked 
third and fourth. However, they could be a subset of 'obtaining news and other information' 
category. Similarly, establishing and maintaining relations with clients is most probably a 
subset of email use. 

On the whole there is little difference in usage patterns among small, medium and large 
enterprises and between different sectors. 

Table 60 
What Internet Access is Used For 
(% of firms that have internet access) 

'"4 
Sector F i n  Size 

ObtainNewsand 77.7 90.0 80.0 75.6 69.7 80.0 79.2 75.6 75.3 80.9 77.2 
Other info 

LookfOrGoods' 57.2 75.0 55.0 53.7 67.2 40.0 43.8 60.5 56.6 54.0 57.6 Services 

MarketResearch 46.8 42.5 25.0 53.7 36.1 10.0 30.2 40.1 41.0 44.7 41.7 

PurchaseGaodsl 23.9 35.0 25.0 36.6 27.0 20.0 14.6 24.7 25.3 23.7 24.5 Services 

Advertise 53.7 52.5 20.0 56.1 34.4 30.0 39.6 45.4 52.4 46.0 47.2 Services 
Establish1 Maintain 
Relations Mth 42.6 62.5 35.0 73.2 39.3 40.0 43.8 48.5 38.6 44.2 44.8 

g- . 
Clients W- 
PubiishCarporate 19.1 20.0 15.0 53.7 8.2 10.0 20.8 17.0 20.5 21.9 19.3 I d "  

Sell Goods1 
Services 

Hire Employees 4.0 2.5 5.0 26.8 7.4 10.0 4.2 7.1 6.0 4.2 6.0 
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Figure 39 
Proportion of Enterprises that Have a Web Page 
(% of all firms that have at least one computer) 

Do not plan to 
plan to develop develop Web page 

Plan to develop 
during next month 30.3% 

w 
About 15% of surveyed firms claimed to have a web page (or just less than half of all those 
who access to the internet.) The probability of having a web page increases with firm size 
from 1 1 % of small firms to about 26% of large f m .  A larger proportion of start-ups have 
web pages than either their privatized or state-owned counterparts. The figure of one firm 
in seven that has a web page is very high and possibly misleading. Firms are possibly 
referring to free web site space that ISPs provide customers. 

Table 61 
Enterprises Having Web Page 
(% of all firms) 

F i n  Slze Flrm Origin 
Statt- Average 

Up to 50 51-250 , ,  22% Prlvatlrad 

Construction 3.1 10.9 16.7 0.0 5.5 10.1 7.1 
Transport 10.0 5.7 5.0 5.9 6.1 9.4 7.0 
Telecoms 72.7 100.0 75.0 71.4 66.7 75.0 74.0 
Trade 7.2 11.1 36.4 0.0 3.1 11.4 8.4 

Bri Public Catering 0.7 0.0 0.0 1.8 0.0 0.7 
Other Sewices 15.9 20.7 26.8 14.3 16.7 22.9 18.8 

11.3 13.5 25.7 

Up to 50 8.2 3.9 14.9 11.3 
. . 51-250 9.6 10 8 23.9 13.5 

More than 250 18.5 28.2 37.5 25.7 
Average 12.9 13.2 16.6 14.6 
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External Business Assistance 

Business Planning 

It is interesting to obsewe whether enterprises reckoned they had a business plan or not, 
though it has to be noted that the s w e y  did not attempt to capture the quality of business ' 
plans (well thought out and reasoned organizational strategy versus a vague idea of firm 
development.) On the whole, with the question phrased in general terms, a surprisingIyI2 
large number of firms (44%) felt that they did indeed have a business plan. The larger the 
enterprise the greater the chance that they possess a business plan. The same proportion 
(49%) of state owned enterprises and privatized enterprises also had a business pan. 

Table 62 
Have Business Plan 
(% of aN firms) 

U Firm Size Firm Orfain . 
More State- Start- Average 

Up to 50 51450 than 250 owned UPS 
. . 
Manufacturing 43.5 53.7 72.6 58.4 60.2 46.0 55.5 
Construction 27.1 38.2 55.6 35.3 34.2 32.9 33.7 
Transport 45.0 37.1 45.0 44.1 44.9 37.5 42.6 
Telecoms 45.5 50.0 75.0 57.1 66.7 45.0 48.0 
Trade 27.3 33.3 36.4 29.4 30.2 27.2 28.2 
Public Catering 30.6 54.5 38.1 26.8 35.3 32.4 
Other Services 35.7 46.6 56.1 41.3 36.9 45.0 41.4 

Up to 50 35.1 3 . 1  33.4 JJ.U 

51-250 45.8 48.8 49.6 48.5 
More than 250 61.7 69.0 66.7 66.6 

Average 49.0 49.1 38.0 44.4 

The data presented above is not conclusive and demonstrates that the majority of firms do 
not have a clear understanding of the business planning process (e.g. almost a third of all 
cafes and restaurants reckon they have a proper business plan.) Experience suggests that 
company managers are confusing 'industrial-financial' plans (in the case of manufacturing 
enterprises,) or vague ideas which substitute for the planning process. In a lot of cases bank 

$url credit applications are considered to be business plans as well. 

The vast majority of 'business plans' are compiled by enterprise employees with little 
recourse to outside assistance. Figure 40 below shows the breakdown among small, 

. - medium and large enterprises. 

" IFC's own anecdotal evidence (based on I I consulting centers and 7 years of business and 
investment planning experience in Ukraine) suggests that less than 2% of companies in Ukraine have 
anything approximating a proper business plan in the western sense. 
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Figure 40 
Who Prepared the Business Plan? 
(% of firms that have a business plan) 

' .External consultants Only B3 Provided by Owner1 lnvestor 
t3Employees Together with External Consultants 

77.2 76.4 

*<>. - ,  
Less than 50 51 - 250 More than 250 

W 

The incidence of the use of outside experts is very low, with most f m  relying on 
internally generated plans. The breakdown is fairly similar among enterprises, implying 
little dependence on ability to pay or on company size, though three times as many small 
companies were willing to retain an outside consultant than large companies. 

The survey also sought to establish whether companies had performed market research for 
their enterprises and their products prior to, or as part of the business planning process. 
70% of surveyed f m  who have a business plan stated that they had undertaken market 
research for their companies and for their products as part of the business planning. 

Table 63 
Proportion of Enterprises Having Conducted Market Research as Part of 
Business Plan 
(% of enterprises that have a business plan) 

Firm Size Firm Origin -. 
Mare State- Start- Average " i ~ '  

up " 50 51450 than 250 owned UPS 
- a 

Manufacturing 74.7 75.0 71.6 67.4 73.3 77.9 73.6 
Construction 53.8 61.9 70.0 50.0 56.0 65.4 59.6 
Transpoil 61.1 53.8 66.7 46.7 59.1 83.3 61.2 
Telecoms 85.0 100.0 100.0 75.0 100.0 88.9 87.5 
Trade 73.5 66.7 75.0 20.0 74.4 75.3 72.6 
Public Caterina 60.0 33.3 50.0 53.3 60.9 56.5 
Other s&&d 57.1 66.7 40.9 36.0 71.0 57.1 56.2 

Up to 50 52.9 70.2 71.0 69.3 
51-250 57.9 69.9 81.0 70.7 
More than 250 58.4 72.6 81.3 69.1 

Average 57.0 71.1 73.1 69.6 



Figure 41 
Who Undertook the Market Research? 
(% of firms who undertook market research) 

.External Consultants Only MPmvlded by Owner1 Investor 

OErnployees OEmployees Together wth External Consultants 

Less than 50 51 - 250 More than 250 

All in all a very similar picture with market research emerges as with business plaming. 
The majority of Ukrainian enterprises think that they have a business plan and have 
undertaken market research. The majority of companies performed these duties in-house 
and this is confirmed by the very under developed nature of the Ukrainian commercial 
consulting industry in general. 

Outsourcing 

Outsourcing is an acknowledgement by companies that certain business functions can be 
performed better and cheaper by outside specialists leaving the company to concentrate on 
key areas and running the business. Globally, more and more firms are outsourcing more 
actrvities that hitherto they would have performed in-house. Certain functions of course 
have to be outsourced, for example financial audits, advertising, etc. 

As some of the more important tasks that are generally performed by outside specialists 
(business planning and market research) are generally performed in-house it is interesting 
to see what business functions Ukrainian firms typically outsource. The table below lists 
some of the more widespread outsourced functions and the percentage of all Ukrainian 

- .  enterprises that outsource a particular business function. 
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Table 64 
Outsourced Services 
(% of aN firms) 

m 0, YI 
C .- - 

3 - - : 8 - - m 
s : 0 8 0 

'Z 
U e 

2 5 S a .- D) : - m E 5 e 
2 O e @ e 

0 I- I- I- a 5 2 
Advertising 57.6 53.3 40.0 72.0 59.6 41.4 53.5 55.5 

Audit 52.4 41.4 41.7 32.0 29.2 20.0 37.1 42.0 

Transpait services 35.0 40.8 9.6 22.0 37.8 17.9 19.9 31.4 

Recruitment 9.8 14.2 10.4 14.0 9.3 12.4 9.0 10.2 

Accounting 9.4 7.7 10.4 20.0 13.4 11.0 6.6 10.1 

MafietingIMafiet Research 9.9 7.7 4.3 14.0 7.4 2.1 8.2 8.3 

Executing foreign trade contracts 6.8 6.5 1.7 0.0 2.2 0.0 3.9 4.6 ,-r. 

Paymli 1.4 1.2 1.7 2.0 1.9 2.1 2.7 1.7 

Logistics 1.1 0.0 1.7 4.0 2.6 0.7 0.8 1.3 
w 

Other Business Services 7.0 9.5 7.0 12.0 5.3 1.4 5.9 6.4 

Do Not Outsource Anything 15.8 18.3 27.8 10.0 22.2 33.8 25.8 20.2 

It is very important to note that the survey did not capture whether firms engaged in all of 
these business functions or not. The data above simply refers to the proportion of 
companies that paid outside specialists for particular services. As the survey did not 
produce data on what proportion of firms used these senices at all it is difficult to comment 
on those firms that outsourced services. 

The most popular outsourced business functions are advertising (56% of all fums), auditing 
(42%). and transportation services (3 1%) In the case of auditing it is safe to assume that 
the remainder of f m s  (58%) just did not face the need to have audits of their finances. One 
fifth of all Ukrainian enterprises simply did not see the need to use outside specialists at all. 

Training 
w 

Just under half of all enterprises (45%) did not see any need to have their employees trained 
in any business area. For those who did express demand for training the topics most in 
demand are accounting and business planning, presumably explained by Ukraine's 
transition to new accounting standards and the need for investment. Telecoms firms, the 
most dynamic in our survey and with the best financial performance, have the greatest 
demand for training services They also had the highest proportion of business plans and 
completed market research. 



External Business Assistance .~~ ~ . . ~  .~ .. ~ ~ ..... .. ~ . ~ .~ ........... 

T a b l e  65 
D e m a n d  for Business T r a i n i n g  
(% o f  all firms) 

m m 
C .a 

r w .- .- .. " 
L a 
3 .- - .- - - " r m 0 0 : U $ @ - 2 P " m 
3 

- ", "7 8 a .- 
C C n 

- 
Li 

: ? - e o e = 
I v c + t- a 5 2 

Accounting 29.4 26.0 20.9 22.0 25.6 33.1 26.2 27.6 

Marketing 30.0 20.1 13.0 42.0 23 4 19.3 16 8 25.0 

Business Planning 22.9 20.7 18.3 28.0 16.5 17.9 21.9 20.9 

Financial Management 22.5 16.0 13.0 28.0 16.5 1 1 0  18.8 19.2 

Sales 19.5 13.0 4.3 24.0 23.7 13.1 8.6 17.4 

lnfarmatlon Technology 18.7 20.1 10.4 36.0 10.3 12.4 17.6 16.6 

Human Resource Management 14.6 19.5 7.8 28.0 13.9 15.2 16.4 15.1 

General Management 14.0 12.4 9.6 24.0 1 1 2  13.1 1 1 3  13.0 

NO Need 41.3 43.2 54.8 38.0 4 6 7  54.5 47.7 44.8 

Consulting 

Echoing the picture w i t h  training, the biggest demand for professional help is wit11 
accounting, business p lanning and marketing, though the overall proport ion o f  Ukrainian 
companies w i l l i n g  t o  pay for  these services is much  lower than w i th  training, at around one 
i n  ten. Manufacturing companies were the most  w i l l i ng  to pay for outside professional \help 
and cafes and restaurants the least. 

T a b l e  66 
D e m a n d  for Business C o n s u l t i n g  
(% o f  all firms) 

Accounting 1 1 9  15.4 11.3 8.0 12.4 8.3 1 0 5  1 1 8  

. . Busmess Planning 12.6 11.8 7.0 14.0 6.9 4 1  7 4  1 0 0  

Markellng 10 0 11.8 8.7 14.0 8 4 6.2 6 6 9 2 

Informalton Technology 8.8 12.4 5.2 1 0 0  5 7 2.8 4.7 7  4 

Financial Management 8.5 7.7 5.2 4.0 7  7 4.8 5 5 7 4 

Sales 8.2 7.1 1.7 6.0 8 4 3.4 6 3 7 2 

General Management 6.1 5.3 4.3 1 2 0  5 7  3 4  3 9  5 6  

Human Resource Management 5 6  4.1 7 0  8.0 5 3  2 8  5 1  5 3  

NO Need 5 9 2  61.5 7 1 3  6 2 0  6 2 9  7 2 4  6 7 2  -- 6 2 7  

~ .. ... .. . . . .. ~ . . 

A n  I F C  Su rvey  of Uk ra in i an  Bus iness  



nterprises in 2000 
~ .. .... .~ - 

Business Advocacy 

As is traditional in IFC surveys respondents were asked to co~nmelit on business advocacy 
in Ukraine. Specifically whether they belonged to any business associations that could 
advance their interests and what they felt were the tnost effective meclianisms for lobbying 
their interests. 

Table 67 
"Are you a member of a business association"? 
(% o i  all firms) 

Firm Size Firm Oriqin - 
More State- Start- Average 

Up to 50 51-250 than 250 Owned UPS 
Yes, and satisfied with 
results 6.3 1 0 1  18 5 9.5 12 4 6.6 9.5 

Yes. but not satisfied 
with results 6.7 16.3 29.1 15.3 19 2 6.7 13.3 

NO, because see no 
reason to join 26.7 23.4 18.5 22.4 21.9 27.4 24.3 b' 
NO, because there are 
no adequate 
ass~cialions for m y  31.0 28.1 22.1 28.9 25.7 31.5 28.6 

needs 
No, because do not 
know of any 29.4 22.1 11.8 23.8 20.7 27.9 24.3 
associations 
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

As can be seen there is generally a low level of participation in business associations and 
other groups that could collectively represent the interests of their members. Only 23% of 
Ukrainian finns actually belong to a business association. however less than one in ten 
firms actually feels that they receive any benefit. There is a very tnarked trend in 
membership in an association from small to large firms. Smaller firms are very under 
represented and only 6% of all small finns feel that they receive tiny benefit from business 
associations, whilst at the same time almost one in three small tirlns feel that there are no 
suitable associations that they could belong to. 

Given that there is weak collective advocacy in Ukraine. i t  IS itttcrestit~g to find out what ~- company directors feel is the best method that they employ to try and  intlltence legislation 
and policy in their favor. W 

Table 68 
Preferred Method for Influencing the Results of Legislative and Policy 
Changes that Impact on Own Enterprise 
(% of all respondenfs) 

Firm Sire Firm Origin 
up to 50 5,-250 More t han  State- Start- Average 

250 owned UP5 
Business Asso~iat~on 7 3 10 7 16.1 10.3 12.4 7 0 9.8 
Direct Ties with Slate 
Bodies and State 11 6 22 7 33 4 33 5 20 0 11.9 18 5 
Officials 
Mass Media 9 3 11 4 12 5 11 0 I 1  5 9 2 1 0 4  
Parliamentary 
Deput~esIPolitical 5.6 9 2 14 2 9 4 103 5 6 8.2 
P > d , O C  . 
Other Methods 7 7 6.7 8.9 7 7 7 5 7 9 7.7 
I have No Influence 65 3 50 4 38 0 42  9 51 9 65 5 56.3 



External Business A 
~ . .  

As can be observed the majority of Ukrainian firms feel that they have no intloencc on 
government policies that impact on them. This is partici~iarly true for smaller firms and less 
so for larger firms. Larger firms (especially larger state owned firins) do indeed feel that 
they have some influence, particularly through direct ties with state bodies niitl key 
officials. 

- . .. -- - - . - ~ .  . ~ ~ 

An IFC Survey of Ukrainian Bus iness  



Annex 1 
......................... ........................................... 

Annex 1 

Survey Methodology 

IFC's annual surveys have traditionally covered the SME sector. The 2000 survey has bee11 
expanded to include large and state owned enterprises as well in order to gain a better 
insight into tlie comparisons between different parts of the Ukrainian economy. 111 

particular to give policy makers a better understanding of the differences between small 2nd 
large enterprises. 

Firm Origin 
Stale Owned Firms 

To make the survey even more representative state owned entelpt-ises lhave been 
included as well. These have been split into two groups, nationally owned enterprises 
and local municipal enterprises to provide more detail. State-owned enterprises are 

W defined as those enterprises in which the stake of central government or municipal 
government is not less than 50%. 

Privatized F i m s  
This survey also separated out of the sample privatized enterprises to gam a better 
understanding of  their performance in relation to state owned enterprises and start ups. 
Privatized enterprises are those formerly state-owned entities in  which the state 
transferred into private ownership more than 50% of shares. Privatized enterprises have 
been split into two groups, early privatized firms (privatized prior to January I .  1996) 
and late privatized firms (privatized after January 1, 1996.) This division allows for 
observation of privatized enterprise performance over time. So called inass privatization 
started in 1994 and this first wave of enterprises should have already experienced I I Z I J O ~  

change, compared with later privatizations. 54.7% of all privatized firms in our sample 
were early privatizations. 

Start-Up F i r m s  
For comparison purposes the survey also included private firms that were newly crcntetl. 
Again, similar to privatized firms start-ups have been divided into two groups. early n~id 

191 late start-ups with January 1 ,  1996 as tlie cut off date. Start-up companies inclutlc all 
companies established from scratch since legislation permitted this and not iust i n  2000.  
38.7%) ofnll start-ups in our sample were early start-ups. 

. . Sectors 
The sectors were selected to best reflect the make-up o f  business in Ulxainc. Purc 
state financed sectors (health care, education, etc.) were not selected as they Ihaw 
practically !no private sector competition. Further. firms e ~ i ~ ~ g e d  i n  lprimary 
agriculture were not selected as they are highly specilic a ~ i d  arc gc~~cl-ally 
researched separately. The sectors were chosen to reflect the iiietliodology uscd h!. 
the State Statistics Committee of Ukraine in theil- macroeconomic rcports :rnd is 
widely c~setl in Ukraine in economic I-escarcli. This allo\vs llic data i ~ h  thts si~rvcy I < )  

he comparcd with other research results. The sectors selected for 111is sitvvc!. wcvc: . M;l;iufacturing: This includes heavy and light i~idusiry, l ix~d I ~ ~ O C C S V I I ~  

and rood industry. energy. construction materials. 
('onstruction: This refers to constructio~i scr\.iccs c o m p ; ~ ~ i ~ c s .  I ' I I I ~ I I C C I . \  0 1 '  

~ o r ~ s t ~ . i ~ c t i o n s  materials are accounted for i n  M ~ I I I ~ I ~ ) I C I I I I I I I H .  

. . - ....................... ........... 
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. Transport: Freight services. passenger lln~isportation, public 
transport~t'  ton. . Telecoms: Paging services, internet providers. mobile telephony. 
Trade: Wholesale and retail. 
Public Catering: Restaurants and cafes. 
Services: General non-manufacturing services. This includes, hotels, 

tourism, financial services, domestic services. public utilities. 

The telecoms sector was selected as a separate sector (:ei~erally state statistics 
combine telecoms with transport) to see how a new sector o f  the economy fares in 
comparison to more traditional sectors. 

Firm Size 
Enterprise selection included stnail firms (up to 50 employeesi. inedium sized firms 
(from jl to 250 employees) and large firms (more than 3 0  employees.) Sole 
traders and micro enterprises (less than 5 employees) were not surveyed as this 
would have made comparative analysis difficult with inedium and large enterprises. @ 

w 
Sample Selection 

A non-proportional stratified random sample of 2.200 enterprises was constructed. 
Enterprises were sampled in 25 oblast centers. Sample parameters for each city are 
stated below. 

Manufacturinz 1,005 manufacturing enterprises were selected. distributed proportionately 
among oblast centers based on each city's share of manufacturing enterprises in Ukraine 
(but in any case not less than 20 firms in each city.) The distribution of firms surveyed 
within each city reflects the overall oblast composition of manufacturing sectors (using a 
stratified random sample.) The only exception to this was for Donetsk and Zaporizhzhya 
where the oblast centers' industry structure differed significantly f ro~n that of the whole 
oblast. 

For non-manufacturing sectors, fixed quotas were used for each city. but also ensuring that 
the number of enterprises in each sector were representative of tlic sector as a whole. The 
fixed quotas were as follows: 

Construction: 6 enterprises; 
Trade: 16 enterprises including 4 wholesale and I2 retall firms: 
Public caterin:: 6 enterprises including 4 cafes and 2 restaurants: 
Transport: I freight and 4 passenger 11-ansportation enterpl-ises: . Telecotnmunications: 2 enterprises inclutiing an internet jprovider and a paging 

company. For Kyiv, two veIi icit la~-co~nmi~ii ication coinpa~iies were added: 
Other services: I2 enterprises includiiig hotel. travel oqmcy. commercial bank, 

insurance company, domestic service firms and public i~tilitics. 

Due to the reluctance of  some selected entcl-prises to be intewicwed. 11ot all sector quotas 
were completely filled. The following tables display the d i s t r ibu t~o~~  of surveyed firms by 
sector, size. ownership status and region. 
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Table 69 

Manutacturlng JUL 
Construction 96 55 18 
Transporl 40 35 40 
Telecoms 44 2 4 
Trade 362 45 11 
Public Catering 134 11 0 
Other Sewices 157 58 41 

Sample Distribution by Sector, Firm-Size and Firm Origin 

128 LYU 248 142 174 
14 3 45 28 40 39 
12 22 22 27 7 25 
7 0 1 2 14 26 
10 7 72 57 76 196 
18 3 2 6  30 26 42 
26 36 53 31 51 59 

Firm Size 
More 

Up  to 50 51-250 than 

w Table 70 
Sample Distribution by City and Sector 

. "".." 
'rade Catering Services 

Vinilsva 23 6 5 2 20 5 10 71 

Firm Origin 

Dntpropetrovsk 
Donetsk 

Zhytomur 
Zaporizhzhya 
Ivano-Frankivsk 
Kyiv 
Kyrowgrad 

Lugansk 
Lutsk 
Lviv 
Mykolayiv 
Odessa 
Pollava 
Rime 

State.Owned Privatized Start-ups 

w Symferopol 47 11 3 3 18 6 12 100 

Sumv 26 8 5 2 14 6 9 70 

Total 

Ternopt1 

Uzhgorod 
Kharklv 

Kherson 
Khmelnytsky 
Cherkassy 
Chernlglv 
Chernwtsi 

Total 

~ ~ . ~ ~ .  
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Table 71 
Legal Forms of Ownership 

% 

Private Enterprise 20.0 

Closed Joint Stock Company 13.3 

Open Joint Stock Company 24.0 

Limited Liability Company 24.1 

Mixed Partnership 0.4 

Full Liability Company 0.9 
Enterptise Owned by Public 
Organization 
Municipal Enterprise 

State Enterprise 

Joint Venture 

Branch 

cooperative 

Leased Enterprise 

Collective Enterprise 

Total 

Table 72 
Survey Respondents 

% 

Owner1 Entrepreneur 

Director1 General Director 

Dqputy Director 

Financial Director 

Executive Director 

Commercial Director 

Chief Accountant 

Total 

Table 73 
Firm Origin 

% 

Slate-owned 10 0 

Municipal 4 4 

Privatized 43 2 

Stan-up 42 4 

Total 100.0 

T h e  p r o p o r t i o n  of  expor ters  in the samp le  totals 10.5'!4. w l l i l e  o~l l \ ;  1 lo/;) o f  a l l  surveyed 

enterpr ises sell tnore  than 10% o f t h e i r  o u t p ~ i t  ou ts ide o f  the c o ~ ~ i l t i - y .  
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The figures below show' distribution of sales, value added and employment of silrvc).cd 
companies. 

Figure 42 
Sale Structure, by Firm Origin 

start-ups 
4 I "0,. 

Owned by Central 
Governmen 

Figure 43 
Value Added Structure, by Firm Origin 

Start-ups 
l.4 0% 

Owned by Central 
Governmen 

'd Figure 44 
Employment Structure, by Firm Origin 

. . 
Start-UOS Owned bv Central 

~ ~ . . . ~ . 
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Structure of the Questionnaire 

The survey instruments were prepared in both Ukrainian and Russian and piloted at 12 
Kyiv based enterprises to ensure that respondents correctly uiidersrood the questions. As a 
further quality control measure around half of all respondents were telephoned after 
interviews to check the consistency of responses on key questions. 

Due to the complex nature of the questionnaire i t  was diuded into three smaller 
questionnaires. The first questionnaire was used for the interview ivith the top manager of 
the company and filled in by an intewiewer. It contained 50 questions related to legal 
status of enterprise, ownership status, sectors of major activity. markets at which enterprise 
operates, restructuring measures, investment and sources of its financing, business 
planning, use of computers and internet, barriers to iiiarket entry and expansion in 
particular related to taxation, regulations and financing. 

The second questionnaire containing 31 questions was filled ill by the company's top 
manager. The questions related to inspections. permits and permissions by different state . . 
agencies (number, duration, unofficial payments), quality and efficiency of government '' 

agencies, business association membership. local business climate. presence of tax and W 
energy arrears. management turnover and demand for consulting services and business 
training. 

The third qi~estionnaire with 18 questions was devoted to enterprise performance (sales, 
shares of material inputs in sales, profitability, employment. exports. use of non-monetary 
instruments), tax system used, number of taxes and their volume as share of sales. The 
questionnaire was completed together with the film's chief accountatit. 
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Annex 2 

Factors That Influence Enterprise Performance and 
Restructuring 

The research presented in this report looked at short term measures of tinanctal 
performance - one year changes in sales and value added. Real sales growth rations wert 
obtained directly from the questionnaire presented to enterprises, while value added growth 
ratios were derived from the real sale ratios and the cost of inputs for 1999 and 2000. Orher 
indicators such as productivity and profitability are also very important, lhowever this 
survey did not measure them directly. For this reason the regression analysis did not look at 
either of these two indicators. 

In selecting the possible variables that influence enterprise perfonnance the same variables 
were used as in EBRD's 1999 Business Environment and Enterprise Performance Sur\.ey. 
namely: ownership status (state-owned, privatized, start-ups), market stn~cture (nuinber of 

W foreign and doniestic competitors), degree of softness of budget constraints (tax and energy 
arrears), and different kinds of restructuring activity. The influence of privatization 011 

enterprise perfonnance was not explored as no real data exists on pre-privatization 
perfonnance. Further two regression analyses were run with the same variables, with the 
exception that the first looked at origin of strong competition (foreign or domestic) and the 
second analyses looked at intensity of competition (number of competitors). 

In all of the tables below, the first figure refers to the estimated variable coefficient. whilst 
the second figure in brackets gives the standard error. The coefficients that are significant 
are marked with asterisks as follows: 

* significant at In/u confidence level 
* * significant at 5% confidence level 
***  significant at 10%) confidence level 

~~ ~ ~ ~ ~~ .... ~ . .  
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~ e ~ r e s s i o n  Analysis o n  En te rp r i ses  P e r f o r m a n c e  
(origin of competitiorz) 

Weighted Least Squares (WLS) regressions with real sales gi.oWh ratio and value added 
ratio as dependent variables and dummies for co~llpetitiotl inte~isity, ownership and 
restmcturing measures as explanatory variables. 

Table 74 
Dependent Variables 

Independent Variables Real Sale Ratio Value Added Ratio 

. . . . . . .  
0 117' 0.002 

Significant Pressure from Domest~c Competitors (0 037) (0.038) 

-0.074." 
Significant Pfessure from Foreign Competitors 

0.046 
(0.0401 10.0401 

Municipal 

Privatized 

Start-up 

Soft budget constraints (presence of significant -0.086 -0.044 
tax andlor energy arrears) (0.064) (0.067) 
.. 

-0.225' -0.241. 
Developed New Products (0.040) (0.041) 

Improved Ex~stmg Products 

Ceased Old Production 

Changed Sales Channels 

Attracted Malor New Cllents 

Introduced New Technologies 

Sold1 Leased Excess Assets 

Purchasedl Rented New Assets 

Changed Major Suppliers 

Shed Excess Labor 

Altracted New Employees 

Trained Employees in New Technologies 

Changed Organizational Stiuclure of Enterprise 

Constant 

R~ adj. 

F 

s, 

" significant at I'X contidencc i e w  
**  significant at 5 %  confidencu I c w  
'** significant at IO?4 confidencu lcvcl 
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R e g r e s s i o n  Analysis on Enterprises Performance 
(level of conzpefifion) 

W e i g h t e d  Leas t  Squares (WLS) regressions with r e a l  sales g r o w t h  ra t io  a n d  va lue added 
g r o w t l i  r a t i o  as dependent  var iab les  a n d  d u i n m i e s  for inarket  s t r i i cn i~-e .  o w n e r s h i p  and  

~ . e s t n ~ c t u r i n g  measures as exp lana to ry  var iables.  

Table 75 
Dependent Variables 

Independent Variables Real Sale Ratio Value Added Ratio 

1-3 competitors 

0.155' -0.080 
Mote than 3 compelltors i n  nam in n w  

\ - . - . - , , - . - - - , . .  . 
0 1  17"' 0.115"' 

Municipal (0.065) (0.068) 

Privatized 

w 
Stan-up 

Soft budoei constraints (oresence of siqniiicant tax andior -0.088 -0.036 

Developed New Products 

Improved Existing Products 

Ceased Old Production 

Changed Sales Channels 

Attracted Major New Clients 

Introduced New Technologies 

Soldl Leased Excess Assets 

Purchasedl Rented New Assets 

V Changed Malor Suppilers 

Shed Excess Labor 

Attracted New Employees 

Tlamed Employees In New Technologies 

.0.011 -0.165' 
Changed Orgaoirat~onat Structure of Enterprise (0  047) (004ar 

Constant 

R~ adj. 

N 1721 1483 

* s ign i t i can t  at I"% con f i dence  l eve l .  

* *  s i g i i l i c a n t  at 5% con f i dence  leve l .  

"*" s ig i i i l i ca t~c  at 10% con f i dence  l eve l  

- - -. 
An IFC Survey of Ukra~nian Bus~ness 



~.~ ......... .~ ~ .......... . . 
Ukrainian Enterprises in 2000 . . .. ~ . . . . . . -. 

Factors That Influence Enterprise Restructuring 

Regression Analysis on Enterprises Restructuring 
(origin of contpetitiort) 

Logit regressions with certain types of rest,-ucturiny as dicliotomy dependent variables and 
di~~nrnies  for ownership, origin of strong conipetitive pressure nntl presence of tax and 
energy arrears as explanatory ones. 

Table 76 
Estimated Variable Coefkients and Standard Errors (in brackets)" 

- ~ 

Firm Origin Origin of Significant Presence of 
Types of Restructuring Competitive Pressure Significant Tax 

or Energy 
Municipal Privatized Start-ups Domestic Foreign Arrears 

-0.622" 0.369" 0.413' -0.117 0.885' -0 238 -0.636' 
Developed New Product (0,291) (0.159) (0.161) (0.092) (0.135) (0.191) (0.148) , ., 

Improved Existing 
Products 

Ceased Old Production 

Changed Sales 
Channels 

Attracted Major New 
Clients 

Introduced New 
Technologies 

Sold1 Leased Excess 
Assets 

Purchasedl Rented New 
Assets 

Changed Major 
Suppliers 

Attracted New 
Employees 

Trained Employees in  
New Technologies 

Chanoed Oroanizational - 
Structure of Enterprise . ~, 

Number of  observations in each regression is 2158. 
* significant at 1% level. 
**  significant at 5% level. 
* * *  significant at 10%, level. 
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Regression Analysis on Enterprises Restructuring 
(level qf'cornpctition) 

L o g i t  regressions w i t h  cer ta in  types o f  res t ruc tu r i ng  as d i c h o t o m y  dependent  var iab les  and  

d u m m i e s  for ownersh ip ,  i n tens i t y  of  c o m p e t i t i o n  a n d  presence o f  tax  a n d  ene rgy  art-ears os  
exp lana to ry  ones. 

Table 77 
Varlable Coeffic~ents and Standard Errors (in brackels)" 

Firm Origin Level of Competil~on Presence of 
Types of Restructuring Signilicant Tax 

Municipal Privatized 1-3 More than 3 and Energy Intercept 
Stan-ups competitors competitors Arrears 

-0.683" 
Developed New Product 

0.263" 0.195 0.998' 0.849' -0 173 -1.239' 
(0.160) (0.163) (0.216) (0193) (0.189) (0.215) 

Improved Ex~st~ng 
Products 

W 
Ceased Old Praducllon 

Changed Sales Channels 

Attracted Major New 
Clients 

Introduced New 
Technologies 

Soldl Leased Excess 
Assets 

Purchased. Rented New 
Assets 

Changed M a p  Suppliers 

Shed Excess Labor 

Attracted New Employees 

Tramed Employees In 
New Technologies 

Changed Organml~onal 
Structure of Enterprise 

N u m b e r  o f  observat ions  in each  regress ion is 2 I S 8  
* s ign i t i can t  a t  I% leve l .  
* * s ~ y i t i c a n t  at 5% l eve l .  

* * *  s ign i f i can t  at 10% leve l .  



....... ~ . .~ .. . . . ..... ..... .. .. . -~ . . 
Ukrainian Enterprises .~ in 2000 -- 

Factors That Influence the Attraction of New Outside 
Management 

Regression Analysis o n  M a n a g e m e n t  T u r n o v e r  

Logit regression with the arrival of a new top lmanager from outside of the enterprise over 
last 3 years as a dichotomy dependent variable and dommies for inarket structure, 
ownership (origin, concentration, insider owner dominance) and presence of budget 
constraints as explanatory variables. 

Table 78 
Variable Coefficient estimates 

Independent Variables with standard errors in 
brackets 

More lhan 3 Competitors 
0 762'' 
10 353 

Privatized 

Start-ups 

Dominance of insider Owners 

2-3 Major Owners 

0.020 
More than 3 Major Owners (0.420) 
Soft budget constraints (presence of 0.528"' 
significant tax andlor energy arrears) (0.273) 

-2.466' 
Constant (0.346) 

N 2101 

* significant at 1% level. 
**  significant at 5% level. 
***  significant at 10% level. 
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Annex 3 

Business Environment Indices 

In order to provide comparative ratings for cities for several components o f t h e  business 
environment, various indices have been calculated. These indices just sum several 
parameters (all assigned equal weighting) and rate cities according to the responses of  firms 
themselves. 

The indices should in no way be interpreted as an assessment of the business environment 
in any particular city. There is simply not enough information for objective assessments. 
All they capture is how respondents in one city answered questions relative to respondents 
in other cities and then ranked compared to an Ukrainian average. 

Index Calculation 
'u' 

Ratings were calculated for each parameter that is included in an index. The percentage of 
firins in a city that stated whether a parameter was a significant barrier and were added to 
the percentage of finns that stated that the same parameter was a major barrier to give a 
combined percentage. At the same time the percent of firms who needed to make unofficial 
payments in dealing with the same parameter was calculated. The combined percentage of 
those for whom a parameter was a problem was multiplied by the coefficient of those who 
needed to make unofficial payments. This provides a rating for a particular parameter. 
Different parameter ratings were then added together which then provided the general 
ratings for each index. For each particular index the ratings were compared to the average 
in Ukraine and a l~anged by difference from average (on a scale of -10 to + 10). 

All parameters below that were multiplied by a coefficient of i in official payment are 
denoted by*. 

An IFC Survey of Ukramian Bus iness  



C o m b i n e d  City I n d e x  o f  U n f a i r  P r a c t i c e s  

Ukra~nian Enterprises in 2000 

T h e  figure b e l o w  shows  a n  i ndex  o f  c i t ies  ra ted by the un fa i r  ~ m c t i c e s  that th is  su rvey  
captured. T h e  parameters in th is  i ndex  were  taken fro111 q i ~ e s t i o i l s  in the survey, 
spec i f i ca l l y :  

compe t i t o r s  r e c e i v i n g  p r i v i l e g e d  dec is ions  t?om inun ic ipa l i t ies .  
p re ferent ia l  access to infrastruchlre. . preferent ia l  access to  land, 
pre ferent ia l  access t o  premises, 
subs id ies  f r o m  munic ipa l i t ies .  

Figure 45 
Combined City Index of Unfair Practices 

Ivano-Frankivsk 

Lulsk 

Zaporizhya 

Vinnyfsia 

Rivne 

Chernivtsl 

Kharkiv 

Zhylornyr 0 
Donetsk 0 
Lugansk 0 

On~propelrovsk n 
Odesa 0 

Uzhgorod 0 
Average 

Khmelnltsky 0 
Pollava 0 

Chernlglv 0 
S~mferopol 0 

Kherson 0 
Lv," 0 

Kirovograd 0 
Kylv m 

Mykolayw m 
Ternapli m 

sumy - 
Cherkasy 1- 

10 8 6 -4 2 0 2 6 
Wovse Better 



Combined City Regulatory Index 

Combining the ma in  regulatory parameters surveyed in this report al lows for tilt! 
constt-itction of a combined c i ty  regulatory index. The parameters used i n  this index were 
barriers to business development presented by: 

registration1 re-registration.* 
pertnits and permissions.* 
business licensing,* 
product certification,* 
citsto~ns.* 

Figure 46 
Combined City Regulatory Index 

Zaporizhya 

"rsi 
Urhgorod 

Vlnnytsta 

Temopil 

Kherson 

Chernig~v 

Kirovagrad 

Zhytomyr 

Cherkasy 

Average 

Mykolayiv 

Ivano-Frankivsk 

Rime 

Poltava 

Kharkiv 

Kyiv 

Odesa 

Oonetsk . . 
Chern~vls~ 

Sumy 

-10 -8 -6 -4 -2 0 2 4 6 8 10 
Worse Better 
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~ ..... .............. 
U k r a i n i a n  E n t e r p r i s e s  .. . in 2000 

~~ 

C o m b i n e d  Ci ty  Adminis t ra t ive  i n d e x  

Using the survey data a combined city administrative index can bu calculated for all cities 
in our survey. The following parameters were added together to generate this index: . tax inspections (adjusted by coefficient of firms who stated illat tax inspections had 

increased), . non-tax inspections (adjusted by coefficiznt of  firms who stated that non-tax 
inspections had increased), . 'voluntary' contributions to non-budget lm~~nicipal funds. 
local corruption, 
pressure from local government. 

F igure  47 
C o m b i n e d  City Adminis t ra t ive  Index  

Uzhgorod 

Lutsk 

Mykolayiv 

Zaporlzhya 

Kherson 

Vinnyisia 

Chernigw 

R ime 

Kyiv 

Poltava 

Chernwtsl 

Lugansk 

K~rovograd 

Sumy 

Average 

Ivano-Frankivsk 

Zhylomyr 

Dnipropetrovsk 

Donetsk 

Khrnelnitsky 

Lviv 

Ternop~l 

Kharkiv 

Odesa 

-10 -8 -6 -4 -2 0 2 
Worse 



C o m b i n e d  City Access t o  F i n a n c i n g  a n d  I n f r a s t r u c t u r e  l n d e x  

A c i ty  index was calculated that arranges cities in Ukraine according to whether firms t'elt 
that obtaining f inancing (nofe: oblaining financing does noi n c c m o r i l ~ .  I-cllmi ir~crii 
condirions) and access to local infrastructure were a serioits barrier. The parameters used 
were the fo l lowing:  

undeveloped infrastructure, 
access to external financing, 
internet access. 

F i g u r e  48 
C o m b i n e d  C i t y  A c c e s s  to F i n a n c i n g  a n d  I n f r a s t r u c t u r e  l n d e x  

. . . - ~~ ~ - ~ ..... ~ ..... ... 
Lutsk m., ...2u* *.*, i-,.:t:,:* x,,, ;.:, .. ' ..:'., . ,  I 

Ivano-Frankivsk ~&~~a##&dd:. .. . : I 
Lugansk &~p-~srl.I...~ amf+.&.~3, 1 

w Uzhgorod 'm 
Zaporizhya -1 

Oonetsk 

Rivne &J 
Kherson rn 

Vinnytsia 

Poltava 0 
Odesa 0 

Lviv 0 
Mykolayiv 

Kyiv 

Average 

Chernigiv 1 
Chernivlsi 

Dnipropetrovsk 

'r, Zhytomyr 
Cherkasy 

Kharkiv 

. . sumy 

-10 -8 -6 -4 -2 0 2 4 6 8 10 
Worse Better 
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Ukrainian Enterprises in 2000 - - -  - 
Table 79 
Combined City Indices 

Access to Finance Unfair Competitive Regulatory Administrative 
and Infrastructure Practices Environment Environment 

Vinnytsia 0.8 4.2 5.5 3.8 

Dnipropetrovsk -1.4 1 2  -5.8 -1.5 

Donetsk 2.0 1 6  -2.8 -3.0 

Zhytomyr -1.7 1.8 3.1 -1.2 

Zapaiizhya 2.9 6.0 6 9 5.6 

lvano-Frankivsk 9.9 6 2 -0.2 -0.7 

Kyiv 0 0  -4.3 -1.4 3.1 

Kirovograd .30  -1.9 4 3 0.7 

Lugansk 5.7 1.5 -4.1 0.8 

Lutsk 10.0 6.1 10.0 6.5 

Lviv 0.2 -1.6 -1.7 -4.1 

Mykolayiv 0.1 -4.4 0.0 5.8 

Odesa 0.2 0 9  -2.2 6 5  

Poltava 0.3 -1.2 -0.8 1 6  

Rivne 1.4 3.3 -0.4 3.6 

Simieropol -8.5 -1.6 -4.7 -9.8 

Sumy -2.7 -5.2 -3.7 0.5 

Ternopil -4.7 -4.6 4.9 -4.4 

Llzhgorod 3.4 0 9 5.9 10.0 

Kharkiv -2.2 3.0 -1.1 -4.6 

Kherson 0.9 -1.6 4.4 4.7 

Khmelnitdy -3.8 -0.1 - 1 . 6  -3.9 

Cherkasy -2.0 - 1 0 0  1 6  6 7  

Chernigiv -0.1 -1.3 4 3 3.8 

Chernivtsi -0 7 3 2 -3 4 1.3 

Average 0.0 0.0 0.0 0.0 

The table above shows that for the (majority O F  cites regulatory and administrative indices 
tend to converge. This implies that there is o link betweeti the regolarory and 
administrative indices surveyed in this report. For those c i t u  tliot perforni well in 
regulatory index tend to perfonn in administiativc as well. and \ ice versa. One of the bd 
possible hypotheses is that city governments have quite large amoont of influence on 
different types of I-egulation and therefore on local business environlnents. 
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Annex 4 

Barriers to Business Development 

The fo l lowi t ig  tables show the breakdown o f  responses by sector for various bmiiiess 
development barriers in Ukraine. Respondents were asked to rate various issues according 
to a four point scale: 
I - no  obstacle 
2- small obstacle 
3 - significant obstacle 
4 - major  obstacle 

The overal l  score for  a particular barrier was calculated as a simple tinweighted arithtlietic 
average o f  the responses o f  a l l  surveyed firms. For  ease o f  comparison these scores have 
been ranked f rom highest (more problematic) t o  lowest (less problematic). 

Table 80 
General Overview of Barriers to Market Entry and Expansion 

Average Sectors 
Public Other Manufacturing Construction Transport Telecoms Trade Catering Services 

? r 
8 ? score rank score rank score rank score rank score rank score rank score rank 

Taxation 3.1 1 3.2 1 3.2 1 3.2 1 2.9 2 3.1 1 3 0  1 2.9 1 

Low Demand 2.9 2 2.9 2 3.0 2 2.6 4 3.1 1 3.0 2 2.8 3 2.9 2 

Innallon 2.8 3 2.8 3 2.8 3 2.9 2 2.7 3 2.9 3 2 9  2 2.7 3 

Non-Level Playing 
Field1 Anli- 
Cornpetllive 2 . 5 4  2.4 4 2.6 4 2.9 3 2.4 5 2.6 4 2 4  4 2.2 5 

Practices 
Corruption 2.3 5 2.3 5 2.6 5 2.5 6 2.2 7 2.5 5 2 2  6 2.2 6 

Regulations 2.3 6 2.2 6 2.4 6 2.5 5 2.3 6 2.4 6 2 4  5 2.3 4 

Underdeve'oped 2 2 7 2 2 8 2 3 7 2 4 7 2 6 4 2 2 7 2 1 7 2 2 7 
Infrastructure 

Problems w~ th  
Sourcing 2 0  8 2 2  7 2 2  8 2 3  8 I 7  8 1 7  9 1 8  8 1 8  8 
Necessary Inputs 

Obtaln'ngExterna' 1.8 9 1.8 9 2 0  9 2.0 9 1.7 9 1.7 8 1 7  10 1 7  9 .. Financing 
Pressure from 1.6 10 1 5  10 1 7  10 1 7  10 1 5  10 1 6  10 1 7  9 1 5  10 
Crlmlnal Elements 

~-~~~ ~- . - .~ . ~ ~ ~ . .  .. . . . 
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Table 81 
Barriers Dealing With Taxation 

Average Sectors 

Public Other 
Manufacturing Construction Transport Telecoms Trade Services " 

S = score rank score rank score rank score rank score rank score rank score rank 

unstabie Tax 
Legcslat~on 3.3 1 3.3 1 3.3 2 3.3 1 3.2 1 3.3 1 3 3  1 3.2 1 
High tax rates 3.2 2 3.3 2 3.3 1 3.2 2 3.0 2 3 2  2 3 2  2 2.9 2 
Large Number of 
Taxes 3.1 3 3.2 3 3.2 3 3.1 3 2.7 3 3 1  3 3 1  3 2.9 3 
Tax Repo~iing 8 
Accounting 2.6 4 2.7 4 2.6 5 2.7 6 2.5 5 2 6  6 2 7  6 2.6 4 
Unfair Compet~tlon 
from Untaxed 
ShadowActivifies 2.6 5 2.6 5 2.9 4 2.7 5 2.3 7 2.8 4 2 7  4 2.3 6 
Tax lnsoections 2.6 6 2.5 6 2.6 6 2.6 7 2.3 6 2 6 5 2 7 5 2.4 5 
Different Tax 
Treatment of 
Competitors 2.5 7 2.5 7 2.5 7 2.7 4 2.5 4 2.5 7 2 6  7 2.3 7 w 

Table 82 
Barriers Dealing With Unfair Competition 

Average Sectors 

E Manufacturing Construction Transport Telecoms 
Public Other 

o c Trade Catering Services 
0 " score rank score rank score Rank score rank score rank score rank score rank 

Privileged 
Decisions fiom City 2.4 1 2.3 2 2.7 1 2.6 1 2.5 1 2 5 I 2 2 1 2.2 1 
Authorities 

FavoredAccesstO 2.3 2 2.4 1 2.4 4 2.4 2 2.2 4 2.4 2 2.2 2 2.1 2 
Credit 

2.2 3 2.2 3 2.5 3 2.1 5 2.4 2 2.2 4 1 8  8 2.0 3 
Clienls ~ ~ ~. 
Subsidies from 
National 2.1 4 2.2 4 2.3 5 2.0 6 2.0 6 2 0  7 I 9  6 2.0 5 
Government 
Market Collusion 2.1 5 2.1 6 2.6 2 2.1 3 2.0 7 2 2 5 2 0 4 1.9 7 
Privileged Access - 
lo Land and 2 1  6 2 0  7 2 2  6 1 9  8 2 1  5 2 3  3 2 1  3 2 0  4 
P T ~ ~ I F ~ S  w 

~~~ 

Subsidies (and 
Hidden) fiom Local 2.0 7 2.1 5 2.2 7 2 1 4 2 0 7 2 0 7 1 9 7 1.9 6 
Authortties 

Pr'viiegedAccess 2.0 8 2 0  8 2.1 8 2.0 7 2 3  3 2 1  6 2 0  5 1.9 8 
fo Infrastructure 
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Table 83 
Barriers Dealing with Business Regulations 

Average Sectors 

Manufacturing Construction Transport Telecoms Trade 
Public Other 

$ w. Catering Services 
u 

score % scare % scare % score % score % score % score % 

-~ ~~~~~ 

Frequently 
ChangingBusiness 2.9 94 2.9 95 2.8 95 2.8 97 2 9  98 2.8 94 2.8 93 2.8 93 
Legislation 
Customs 2.5 44 2.5 48 2.6 39 2.5 49 2.6 48 2.4 41 2.5 34 2.3 40 
Permits1 
Permissions 

2.4 86 2.4 86 2.5 85 2.4 85 2.3 84 2.3 85 2.3 85 2.4 91 

Inspections 
(exciudingtax 2.3 94 2.4 94 2.4 93 2.3 93 2.2 96 2.3 94 2.4 92 2.3 95 
inspections) 

Licensing 2 . 3 7 2  2.3 72 2.4 70 2.3 68 2.2 78 2.2 73 2 3  76 2.3 73 

Certification 2 . 3 7 0  2.3 74 2.4 68 2.2 70 2.1 76 2.2 66 2 3  62 2.2 69 
Requirement to 
Make'voluntary' 2.3 77 2.3 79 2.3 73 2.3 77 2.3 86 2.2 75 2.3 76 2.3 79 

@ Payments 

BuslnessReglstra- 1.9 70 1.9 69 1.8 66 2.0 71 1 9  64 1.8 70 1 9  72 1.8 75 
lion Procedures . : .  . , :  

Border Customs 2.1 26 2.0 29 2.7 15 2.1 27 2.5 24 2.1 18 2.5 13 2.2 18 
Checks 

Certificationof 2.0 19 2.0 22 2.0 13 2.0 19 2.5 20 2.0 12 2.1 8 2.3 13 
imported Goods 
Customs 2.0 29 2.0 31 2.3 18 2.0 28 2.3 24 2.0 20 2.3 14 2.1 18 
Deciaraitons 
F i n  Accreditation 1,5 21 1.6 11 1.5 20 1.5 16 1 5  16 1.8 9 1.5 12 
by Government 

- average score for the respondents to whom certain type of reguiatory barrier is applicable 
'' - % of respondents to whom certain type of regulatory barrier is applicable 

Table 84 
Barriers to Receiving Financing and Credit 

Average Sectors 

Public 
Manufacturing Construdion Transport Telecoms 

Other 

.L 
Trade Catering Services 

: = 
v, 2 score rank score rank score rank score rank score rank score rank score rank 

w 
Hlgh Interest Rates 2 8 1 3 0 1 2 9 1 2 8 1 2 6 1 2 7 1 2 5 1 2 5 1 

(more inan 1 year) 
' Collateral . . 

Requirements 
2.5 3 2.6 3 2.6 3 2.6 2 2.5 3 2.4 3 2.3 2 2.2 3 

Bank Papework 2.2 4 2.2 4 2.3 5 2.3 4 2 0 8 2 2 4 2 1 4 2.0 4 
and Bureaucracv 
Lack of informallon 
AboutSourcesof 2 1  5 2 1  5 2 3  4 2 1  7 2 3  4 2 1  5 2 0  6 1 9  7 
Credlt 
Threat of Losmg 
ControlOverOwn 2 1  6 2 1  6 2 1  6 2 1  6 2 2  5 2 0  6 2 1  5 1 9  5 
Enlerpr~se 
Low Depreclalion 
Ailaivances 

2 0 7  2 1  7 2 1  7 2 2  5 2 2  6 2 0  7 1 9  7 1 9  6 

Requirement to 
Subm,tSens#tve 1 9  8 I 8  8 1 8  8 1 8  8 2 1  7 1 9  8 1 8  8 1 8  8 
lnfoimal$on -- 

-. ~~ 
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Annex 5 

Firm Perceptions of the State and Business Environments 

Assessment of Local Business Environment 

Respondents were asked whether they agreed or disagreed with I I statements concerning 
their local business environment. For ease of  analysis we coinpared the number of 
respondents in a given city who agreed with a particular stateinsllt with the number of 
respondents who disagreed. The table below indicates whether on balance respondents 
reacted positively ro the statements or negatively, if a city ha.; 'yes' for a particular 
statement then more people agreed than disagreed with that statetnent. !Vole: The balance of 
(he yes/ no a ~ u i v e ~ s  LW.S in nm-l CRSES less i h m  /lie ii~irnher ~ l ' l i r i r i . ~  11.110 at~swered either- 
one ~ f t h e  ihvee opiio~is - :i:es ', 'no '. 'rloii '/ / i i ~o i t ' .  

Table 85 
w 

Vinnytsia yes yes yes no 

Dniprapefiovsk yes yes no no 

Donetsk yes yes no no 

Zhytomyr yes yes yes yes 

Zaporizhya yes no no no 

Ivano-Frankivsk yes yes no yes 

Kyiv yes yes no no 

Kirovograd no no no no 

Lugansk yes no no yes 

iutsk yes yes no yes 

Lviv yes yes no yes 

Mykolayiv yes yes no yes 

Odesa no no no no 

Paltava yes yes yes yes 

Rlvne yes yes no yes 

Sirnferopol no no no no 

Sumy yes no no yes 

Ternopll yes yes yes yes 

Uzhgorad yes yes yes yes 

Khatkw no no no yes 

Kherson no no no yes 

Khmelo~tsky yes yes yes yes 

Cherkasy yes yes no yes 

Chernlg~v no no no yes 

Cherntvtst Yes yes yes yes 

no no no 

no no yes 

no no yes 

yes "0 "0 

yes no no 
no no no 

no no no 

no no no 

yes no no 

yes no yes 

yes no "0 

no no no 

no no 110 

yes yes yes 

yes no no 

no no 110 

no no yes 

yes yes yes 

yes no no 

no no no 

no no 110 

yes "0 no 
no no 110 

yes no 110 

yes no $no .- 

no no no 

no no no 

yes no yes 

yes no Yes 

no no no 

no no no 

no 110 no 

no no no 

no no no 

"0 no yes 

no no no 

no rno no 

no no no 

yes "0 w 
no no no 

no 110 no 

no no no 

yes yes r= 
yes no Yes 

no ,no no 

no no no 

"0 "0 yes 

yes '10 no 

no 110 no 



Annex 5 

Assessment of Local services 

Respondents were asked to rate on  a scale o f  I - 6 their assessment o f  various providers of 
local in f rastn~cture service. The rat ing systeln used was as follows: 
I - very good 
2 - good 
3 - satisfactory 
4 - unsatisfactory 
5 - bad 
6 - very bad 

The fo l low ing  table shows the responses broken b y  cities and shows the average score Vor 
the c i ty  and for a particular local infrastructure service. Fo r  ease o f  analysis any rat ing o f  
be low 4 can be taken to mean a negative opin ion o f  the listed state instin~tions. a rattng o f  
above 4 and above positive. 

Table 86 

Dn~propelrovsk 
Donelsk 
Zhylarnyr 
Zaporlzhya 
ivano-Franknsk 
Kyw 

K~rovograd 
Lugansk 
Lulsk 
LVZV 

Mykalaylv 

Odesa 

W Pollava 
Rrvne 

S~mieropol 
Sumy 

Ternopt1 
Uzhgorod 
Kharklv 

Kherson 

Khrneln~lsky 
CherkaSy 
Chernlglv 
Chern~vlsl 

Average 

. . ... - . . . ~ . ~ ~  ~ ~~ . . . ~~-~ . .. ... .. . . 
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Annex 6 

State Business Inspections 

Table 87 
The average number and duration of inspections by different state bodies 

Inspecting Bodies 

Fire Department 

Sanitary-Epidemioiogicai 
Department 

Tax Inspection Service or Police 

Internal Affairs 

Consumer Rights Protection 
Committee 

Licensing Bodies 

City Department of lndustly and 
Consumer Market Deveiopment 

Architecture Department 

City Department on Issues of 
Business Developmenl. Registralion 
and Licensing 

Prosecutors Omce 

Environmental Protection Ministly 

Anti-Monopoly Commiilee 

Health and Safety Committee 

Price Control lnspection 

Customs Service 

Standardization. Certification and 
Metrology Committee 

Pension Fund 

Employment Fund 

Control Revision Sewice 

City Financial Department 

Number of 
Average number of 
employees engaged 

during inspection 

4.2 

2.3 

2.8 

5.6 

2.2 

2.9 

2.3 

2.5 

2.1 

1.9 

2.3 

2.6 

2.8 

2.0 

1.8 

2.0 

4.2 

4.3 

3.3 

2.1 

1.6 

Social Security Fund 1 6  2 2 2 0  

- .- 

Jog 
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Table 88 
Incidence of Various Inspection Consequence 
(% of all firms) 

Dnipropetrovsk 61.2 1 7 8  15.5 18.6 22.5 0.8 3.1 1.6 0.8 1.6 

Donelsk 56.9 14.6 18.5 19.2 21.5 0 0  1.5 5.4 2.3 3.8 

Zhylomir 53.0 19.7 13.6 18.2 22.7 1.5 4 5 4.5 0 0  0.0 

Zaparizhya 45.6 25.3 8.9 13.9 190  0.0 2.5 6.3 3.8 1 3  

Ivano-Frankivsk 53.1 9.4 6.3 4.7 12.5 0.0 0.0 1.6 1 4 1  0.0 

Kytv 5 3 5  19.0 10.2 11.5 17.3 0.4 3 5  0.9 1.8 2 7  
~- % Kirovograd 64.3 8.6 2.9 8.6 12.9 4.3 1 4  2.9 5 7  0 0  

Lugansk 47.5 20.0 12.5 100  20.0 1.3 3.8 5 0  3.8 0 0  

Lulsk 61.7 18.3 5.0 5.0 13.3 1.7 1.7 1.7 0 0  8.3 

LVIV 51 0 25.0 17.0 17.0 25.0 0.0 3.0 5.0 4 0  1 0  

Mykolayiv 58.7 12.0 13.3 21.3 14.7 0.0 0.0 4.0 1.3 0 0  

Odesa 44.2 22.1 17.3 20.2 32.7 1.0 1.0 1.9 6.7 1.0 

Poltava 43.4 28.9 6.6 11.8 11.8 2.6 2.6 2.6 1 3  1.3 

Rivne 53.6 18.8 11.6 15.9 23.2 0.0 0.0 4.3 1.4 0 0  

Simferopol 63.0 20.0 6.0 110  12.0 3.0 2.0 6.0 2.0 0 0  

Sumy 5 0 0  14.3 70.0 10.0 15.7 0 0  4.3 2.9 0 0  0 0  

Ternopil 7 9 1  9.0 4.5 4.5 11.9 0.0 1.5 1.5 0 0  0 0  

Urhgorad 69.0 11.3 7.0 5.6 155  2.8 0 0  0 0  1.4 , 1 4  . ... 
Khahiv 59.3 15.3 10.2 14.4 19.5 0.0 6.8 0 0  0.0 519.  

Kherson 60.0 5.7 8.6 21.4 22.9 1 4  4.3 5.7 2.9 1.4 

Khmelnitsky 70 1 7 8 13.0 9.1 13.0 0 0  1.3 3.9 1.3 0 0 

Cherkasy 69.6 21.7 2.2 4.3 10.9 0 0  0 0  0.0 0 0  0 0  

Chernigiv 60.0 12.9 11.4 1 0 0  11.4 1.4 1.4 4.3 4.3 2 9  

Cheinlvtsi 44.3 25.7 0 0  1 0 0  18.6 2.9 2.9 2 9  2.9 5.7 

Average 56.3 17.4 10.3 13.1 18.0 1.0 2.5 3.1 2.6 1.8 

kv' 
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U k r a i n i a n  E n t e r p r i s e s  in 2000 

Other Survey Results on lnspecfions 

In I997 International Financial Corporation (IFC) conditcted n ciirvcy :limed at studying 
business conditions fix small business. In the same year. the Sorns li~ternational Economic 
Advisory Group (SIEAG) carried out a survey of  the regulatory ilitnate for medium and 
large business. In 1998 IFC conducted a second survey of small b~ iwesses .  A survey of the 
resilaiory environment was conducted by the IRIS Regrllatory Rclbrtn Project. In 1999 
IFC conducted a third survey of srnall business. In the satne year D-il NewBiznet carried 
out a legislative itnplementation survey which dealt with the actual i~npletnei?tatio~l of five 
pieces of legislation aimed at improving the ope)-ating environment ior sinall and inedium 
businesses in Ukraine. In particular the iinpletnentation of Presidwttal Decree "On some 
deregulatory measures for business activities" aimed at reduct112 the level of state 
interference in the operations of private business by developing clearet- and simpler rules 
for state business inspections. Further, MSI and the Kyiv hitcrnational Institute of 
Sociology (KIIS) conducted a large-scale survey of business in illwulle and one part of this 
survey dealt with inspections issues. . .,.., , 

L/ 
The table shows results fro111 all of  t!le above tnentioned sur\.eys mi! combines resi~lts to 
show the averase number of inspections pet- one business entity in  the period 1991-1999. In 
1997 the total number of  inspection per one enterprise was calcillnrstl by combining the 
data from the IFC survey of  small businesses and the SlEAG surve!. of  medium and large 
businesses. For 1998 the total number of inspection was calculated h!. combining the data 
fiom the IFC survey of small business and the IRIS Regulato~y Reforin survey of medium 
and large businesses. 1999 figures were derived 6-om rile IFC survey and the MSU KIlS 
survey. 

T a b l e  89 
T h e  A v e r a g e  N u m b e r  of I n s p e c t i o n s  

DAl 
IFC. SIEAG, IRIS data NewB~znei MSI: XllS data" 

da:a 

Small Medurn and Small and 
Large Flrrns Small Medlum Large 

Average F'rrns ( I F C  (SIEAG and IRIS Firms F ims F~rms Average Surveys) surveys) 
& 


