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Executive Summary

This study is based on benchmarking and analysis of the government policiesin 5 coun-
tries with transition economies. The results of benchmarking were further augmented

by the statistical analysis of government policies in 50 countries in order to arrive to

stable relationships between government policy actions and foreign direct invest-
ments (FDI) flows to these countries. These relationships were then validated by sev-
eral previously completed studies of transition economies conducted by reputable

international agencies and private institutions. In addition, significant input was re-
ceived from some of the most experienced international agencies and companies oper-
ating in Ukraine to develop an Action Plan for the country. The study makes

recommendations for government policy actions, which Ukraine must undertake to sus-
tain its pace of economic growth. Given low levels of domestic savings, the only way

for Ukraine to continue to grow on a sustainable basis is to accelerate the inflows of in-
ternational private equity capital to the country.

The International Private Capital Task Force (IPCTF) was created in early 2000 by an
agreement between the Ukrainian Government and SigmaBleyzer. The IPCTF Steering
Committee included representatives from many international agencies and businesses
operating in Ukraine (see Annex 1).

The study was conducted by the team of SigmaBleyzer professionals and the Thunder-
bird Corporate Consulting Group. Many members of the Steering Committee provided

substantial and valuable input to this study. Thisinput has been incorporated in the

report. Nonetheless, the views expressed in this study are those of the authors and

do not necessarily coincide with those of individual members of the IPCTF Steering

Committee or the organizations they represent.

The study shows that Ukraine is receiving only a small fraction of its potential flow of
international private capital. Benchmarking and statistical analyses indicate that
Ukraine could increase the level of foreign direct investments from the current level of
less that US$1.0 billion per year to about US$3.4 billion per year by year 2005 with the
implementation of policy actions identified in the study. This level of foreign invest-
ments would have an important incremental effect on GDP growth of about 4-5% per
year. The study also shows that, if Ukraine were to implement even stronger policy ac-
tions, it should be able to increase foreign direct investments to US$6.4 billion per
year, by year 2005. The difference between these three possible scenarios translates
into $15 billion, US$75 billion and US$100 billion, respectively, which Ukraine could re-
ceive in foreign direct investments over the next 15 years.

The study starts from the premise that macroeconomic stabilization, achieved by

sound fiscal and monetary policies, is an essential pre-condition to achieve a favorable

business climate and attract foreign direct investments. Within this macro framework,
in order to achieve increases in international capital inflows, on the basis of statistical

work, the study identified three key policy actions that had the strongest impact on for-
eign direct investments. These policy actions were the following:

Priority 1: Liberalize and Deregulate Business Activities

v/ Finalize and communicate widely the Government’s De-regulation Policy, con-
sistent with international standards, and rapidly implement it to simplify and
facilitate registration of new businesses, the operations of existing businesses,
and import/export of goods.
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v/ Establish an appropriate on-going mechanism to liberalize business activities,
establish deregulation priorities, and continuously review all existing and new
regulatory legislation.

v"  Eliminate current incentives to excessive Government intervention, such as
the right of some agencies to retain part of the fines they impose on
businesses.

Priority 2: Provide a Stable and Predictable Legal Environment

v/ Create an independent and incorruptible judiciary, separate from the Execu-
tive branch.

v’ Pass well-conceived new laws or modify existing legislation as needed to pro-
vide a more favorable framework for business, including the civil code, the la-
bor code, the criminal code and the tax code.

v/ Establish an efficient legislative process to coordinate and expedite the draft-
ing of laws and requlations.

v' Provide adequate funds from the fiscal budget for the judiciary, including re-

sources for training and for computers with legal databases, Internet access,
web sites with compilations of court decisions and academic treatises.

Priority 3: Improve Corporate and Public Governance and Eliminate Corruption

Corporate Governance: v/ Demonstrate corporate financial discipline by closing 10-20 big loss-making
state companies within next two years.

v/ Enact the Joint Stock Company Law of Ukraine to modernize Ukrainian corpo-
rate governance legislation.

v' Require all companies listed in exchanges to switch over to international ac-
counting standards and to submit annual reports.

Public Governance v' Continue public administration reform to reduce the size of state agencies,
raise salaries of key civil servants, and redefine the Government’s role as that
of supporting — not replacing — private activities.

Extend administrative reform to local state bodies.

Reduce shadow economy activities by drastically cutting red tape and lower-
ing cost of compliance with legislation in effect.

Privatization v' Secure the early approval and implementation of the Land Code to promote
private ownership and registration of land.

v" Encourage the independence of the State Property Fund (SPF) by passing the
Law on the State Property Fund and subordinate it to the Executive branch.

v/ Take early actions to prepare state companies for privatization (including ac-
tions to protect minority shareholder rights and transfer social assets to local
authorities) and complete expeditiously the privatization of energy sector
and other major enterprises under clear and transparent procedures.

Corruption v/ Implement an intensive, sustained and visible anti-corruption campaign, with
a strong emphasis on corruption prevention to make corruption more difficult
and more expensive to undertake, starting with key areas such as barter and
the energy sector.

Copyright © SigmaBleyzer, 2001. All rights reserved. 5
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v/ Develop the legal framework needed to ensure better enforcement of
anticorruption measures and impose visible, harsh, swift and certain penalties
for corruption of Government officials.

v' Get public support for anti-corruption programs by making people aware of
their rights and the rules of the game.

Although the above priority actions would have a significant impact on the flow of for-
eign direct investments, in order to secure a significant and sustainable flow of invest-
ments, the study shows that all nine policy areas discussed in the report are essential.

In fact, the experience of many other countries shows that only a comprehensive pro-
gram addressing all nine policy areas would lead to significant and sustainable capital

investments, both foreign and domestic. Details about these policy actions are pre-
sented in Annex 2.

Some of the Members of the Steering Committee are prepared to continue to advise the
Government, on a permanent basis, on the matters covered in this report, if the
Government were to find such support from the private sector worthwhile.

6 Copyright © SigmaBleyzer, 2001. All rights reserved.
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I. Introduction

1.  During meetings in early 2000 between the Prime Minister of Ukraine and
SigmaBleyzer, it was agreed that SigmaBleyzer would collaborate with the Government
on the development of measures that could accelerate the inflow of international pri-
vate capital into Ukraine.

2. Thedesire to accelerate the inflow of international private capital was based on

the belief that over the longer term, large inflows of equity capital were needed to pro-
vide sustainable financing to develop the country’s economic potential. Infact, there

was recognition that there were no other options. In Ukraine, as in other former

planned economies, the level of domestic savings and investment is low and not suffi-
cient for sustainable GDP growth. Domestic savings are low due to low personal in-
comes, low profitability and cash flows in the corporate sector, and large numbers of

barter/non-cash transactions. Given the low level of domestic savings, at this time

Ukraine cannot maintain its pace of economic growth without attracting foreign in-
vestments, particularly in the form of equity capital. Itis expected that, as the econ-
omy and national income grow over time, the level of domestic savings will increase.

Therefore, over time, the need for direct foreign investments will decline. The speed at

which this will happen will depend on the speed of implementation of policy reforms.

3. Although official lending by bilateral and multilateral institutions is necessary
to maintain future financial stability — due to the large foreign debt obligations of
Ukraine — official lending could not provide the large amounts of financing needed at
this time for sustainable long-term economic growth.

4, Similarly, private international debt financing cannot replace equity capital.
Debt financing is only a temporary solution. Additional borrowings create only
short-term relief, but at the cost of increasing the burden for any future development.
Therefore, they should only be looked at as “bridge” measures to get to a sustainable
economic growth environment.

5. Onthe other hand, additional private equity investments change the fundamen-
tal nature of the economy in a very profound and healthy way. They reduce the Govern-
ment’s role and responsibility in the overall economy, shifting them to the private
sector. They promote healthy sustainable businesses, significantly increasing the tax
revenue base, and most importantly create happy, successful and prosperous taxpay-
ers. The creation of the prosperity for the nation must be the main priority for the gov-
ernment, and nothing can better achieve it than private equity capital.

6. Therefore, given these other limitations, the success of Ukraine in maintaining

high and sustainable growth will depend on its ability to increase the flows of interna-
tional private equity capital. Without these international private capital inflows,
Ukraine will not succeed over the long term.

7. Toreviewtheissuesrelated to the attraction of foreign capital, the International
Private Capital Task Force (IPCTF) was established. Its Steering Committee included
representatives from private sector companies in Ukraine, international bilateral and
multilateral agencies, economic NGO’s, and the Government.

8. At the first meeting of the Task Force’s Steering Committee that took place in
June 2000, participants supported the initiative of the Task Force’s work and outlined
a general direction for future work. An essential part of the work was the execution of
a Benchmarking and Statistical Study. SigmaBleyzer took the initiative of contracting
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the services of the Thunderbird Graduate School of International Management to as-
sistin this effort. Over the last five years, Thunderbird was ranked first in the rating of

“U.S. News & World Report” magazine in the area of international business. It oper-
ates in the USA and has overseas facilities and business programs in Europe and Asia.
Its staff is composed of more than 110 experts in all areas of international business.
Their practical research and case studies span all dimensions of modern international
corporations. Its Thunderbird Corporate Consulting Group has carried out a large num-
ber of strategic studies for some of the largest US and European corporations (IBM, Gen-
eral Motors, Coca-Cola and others). The Group has also carried out corporate strategy
studies for a number of Ukrainian industrial sectors (ship repair, information technol-
ogy, confectionery).

9.  Thestudy was conducted by the team of SigmaBleyzer professionals and Thunder-
bird Corporate Consulting Group. Many members of the Steering Committee provided
substantial and valuable input to this study. Thisinput has been incorporated in the
report. Nonetheless, the views expressed in this study are those of the authors and do
not necessarily coincide with those of individual members of the IPCTF Steering Com-
mittee or the organizations they represent.

The study was completed in December 2000 and its main findings and recommenda-
tions are contained in the remainder of this report.

8 Copyright © SigmaBleyzer, 2001. All rights reserved.
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II. The Flow of Foreign Direct Investment

Net Capital Flows to Emerging
Markets (in US Dollar billions)

10. During the 1990's the flow of international private capital to Emerging Markets

increased significantly from an average of US$12 billion in 1984-1989 to about

US$220 billion by the mid-1990s, as noted in the Table below. However, several finan-
cial crises in the last decade — including the Mexico Crisis of 1994, the Asian Crisis of

1997 and the Russian Crisis of 1998 — significantly reduced the flow of total interna-
tional private capital to Emerging Economies. In fact, there was a drop of 31% in the

flow of private capital in 1997, followed by a drop of 49% in 1998. Nevertheless, in

spite of these crises, the flow of foreign direct investment (equity capital) has been

very stable, increasing throughout the period, as noted in the Table below. It now rep-
resents the most important source of financing for Emerging Markets. The table also

shows that the flows of official assistance and commercial bank lending have been

quite unreliable and unstable.

1984-89 | 1994 1995 1996 1997 1998 1999 | 2000(e)
Total Int. Private Capital 12 136 226 215 148 75 80 71
- Foreign Direc t Investments 13 84 93 113 138 143 150 153
- Portfolio Flows 4 110 37 78 53 8 23 30
- Commercial Bank Loans -5 -57 97 25 -44 -77 -92 -112
Official Assistance 26 4 12 1 23 45 3 1

Source: IMF, September 2000

11. Asnoted above, in 2000, the flow of foreign direct investment to Emerging Econ-
omies reached US$153,000 million. The largest recipients were developing countries
in Latin America and East Asia. Of the total amount, Ukraine received only US$750 mil-
lion, or only 0.5% (one-half of one percent) of this flow.

12. Infact, since independence, foreign direct investment for Ukraine has been very

low compared to the flows of foreign direct investment received by other countries in-
cluding Poland, Hungary, Russia, Chile, and Argentina. As shown in the chart below, in

1998, Ukraine received US$750 million in foreign direct investment, compared to the

much larger amounts received by Hungary (US$2.0 billion), Poland (US$6.4 billion),
Russia (US$2.8 billion), Chile (US$4.6 billion) and Argentina (US$6.1 billion).

Foreign direct investment —
Selected Countries

9,000
8,000 - — Ukraine ~ ==== Russia
7,000 - —Poland v Hungary
6,000 { — Chile
5,000
4,000
3,000
2,000
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

13. Interms of cumulative flows of foreign capital since independence in 1991, the
table below shows a similar but more striking situation for the economies in transi-
tion. Forexample, Ukraine was able to get only 10% of the amount received by Poland.
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II. The Flow of Foreign Direct Investment

Cumulative FDI Inflow Since 1991
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14. As a result of low foreign and domestic capital, the equity market value of the
stock exchange in Ukraine is quite low, as indicated in the chart below. The total capi-
talization of the equity market in Ukraine is a US$1.2 billion equivalent. This repre-
sents 0.05% (1/20 of 1%) of the equity capitalization of all Emerging Markets (which
reached US$2,300 billion in 1999) and 0.005% (1/200 of 1%) of the World's equity capi-
talization of US$23,000 billion. The comparison with benchmarked countries is given
below:

Equity Market Value

801

60 1

_Haali

Ukraine  Russia ~ Poland Hungary  Chile Argentina

15. Anotherindicator of the low level of private investment in Ukraine, including do-
mestic and foreign investment, is the contribution of the private sector to Gross Domes-
tic Product. As noted in the chart below, such contribution in Ukraine is quite low, at
about 20% of GDP, compared to around 70% to 80% in Hungary, Poland and Russia.

Private Sector Contribution to
GDP 1999

100 ¢
80 1
60 1
40 1
201

0

']

Ukraine Russia Poland Hungary

16. Allthe above tables show that Ukraine has ample room to expand its flow of inter-
national private capital. It has not tapped even a small percentage of its potential.
The present study will show that the economic recession of Ukraine and the lack of for-
eign direct investment since independence cannot be attributed only to macro-eco-
nomic factors. To a large extent, the lack of sustainable growth and international
capital is due to exceptionally difficult conditions for business activities in Ukraine.
These poor business conditions are the main drivers that deter foreign investors.

10
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III. Possible Scenarios of Foreign Direct Investment for Ukraine

17. Based on the forecasting model developed in this Study, for the next few years

Ukraine has three likely scenarios for its level of foreign direct investment depending

on the depth of economic policy reforms aimed at improving the business climate in

Ukraine. The continuation of the current policies would mean a Status Quo. That is,
Ukraine would continue to receive around US$1 billion per yearin foreign direct invest-
ment during the next five years. On the other hand, under an optimistic, aggressive re-
form program that would significantly improve the business climate in the country,
Ukraine would be able to increase the flow of foreign direct investment to a level of
about US$6.5 billion per year, in five years. Under a middle scenario, Ukraine may be

able to increase the flow of foreign direct investment by year 2005 to about US$3.4 bil-
lion per year.

18. The possible evolution of foreign direct investment under these three scenarios
is given in the chart below.

7000

_ 6000 //
5000 /
4000
&
£13000 ‘/4//./&4
= 2000
4 ——
= 1000 #:: —

0
2000 2001 2002 2003 2004 2005
Year
—— Medium Scenario —— Optimistic Scenario —— Status Quo

19. The flow of foreign direct investment will have a multiplier effect on GDP
growth. Under the Middle Scenario, the incremental foreign direct investment would
generate an incremental GDP growth of 4.8% per year.

20. The discussion in this section illustrates that Ukraine would be able to reap sig-
nificant economic benefits from a policy that would accelerate the flow of foreign di-
rect investment. For this purpose, an environment must be created where private
foreign capital is allowed and welcomed to work effectively in the country. The mea-
sures to achieve these objectives will be discussed in the next section of this report.

Copyright © SigmaBleyzer, 2001. All rights reserved. 11
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IV. Increasing the Flow of
Foreign Direct Investment to Ukraine

21. Ukraine must compete for investment dollars on global capital markets. While
there is a lot of investment capital available in the world, the country must provide the
upside revenue potential commensurate with the underlying risk in order to attract
investment.

22. Anappropriate balance of risk and reward must be present to attract private capi-
tal. Today, Ukraine is viewed as too high of a risk as compared to the potential re-
ward. The Government must work on both sides of the equation simultaneously -
reducing risk and increasing potential reward.

23. Reducing risk is a long-term process, but the signals should be loud and clear:
the country is on a decisive and irreversible course towards a competitive free-mar-
ket-based economy. To achieve this goal, the countryis actively pursuing economic re-
forms, including securing internal and external economic stability, providing a stable

and predictable legal system, developing a private-land-ownership-based agricultural

sector, pursuing liberalization and deregulation of business activities, and eliminating

barriers to market entry and market exit. In addition, the progress of reforms should

be clearly visible and constantly improving.

24. In order to increase potential rewards from equity capital, there are many vari-
ables to consider. They include creating a favorable tax environment, facilitating the
growth of internal markets and competitive export-oriented business, permitting the
realization of potential higher revenues and profits, providing logistical advantages,
and facilitating the potential for integration into global supply chains.

25. In order to attract foreign equity, Ukraine must be seen as a modern country,
which understands its strengths and weaknesses, and therefore its role in the global
economy. Itshould be seen as hip, cool, evenirreverent — a fast growing economy that
nobody can stop, instead of an old bureaucracy with heavy vested interests. A dy-
namic image must be created for this new Ukrainian economy. This represents a funda-
mental transition and creates a marketing challenge, but both can be managed and
other countries have done it successfully in the past. A key signal for this is the speed
of change that is taking place in the country. Indeed, change attracts private capital!
Once capital markets perceive that a radical positive change is taking place, they re-
ward it quickly and dramatically. More investment is made every day on the basis of
the potential of tomorrow, rather than in the current business per se. But this poten-
tial must be seen, understood and accepted by the market, and this process always
starts with a perceived change in the status quo.

26. Inorderto create the conditions to attract private foreign equity capital, the Gov-
ernment must define and implement the concrete Government measures that are

needed to improve the business climate in the country. Based on the pre-condition

that a sound macroeconomic stabilization framework must be in place, additional mea-
sures should aim at improving “Transparency”, encouraging “Simplicity” and facilitat-
ing “Predictability” in business activities in Ukraine, as noted below:

“Transparency” is like “clear air” for private equity capital investment. At this
stage of development, only large globally diversified investors
would invest in equities in Ukraine. There are many of these in-
vestors, and they control an enormous amount of free capital re-
serves that would be more than sufficient to cover all of the Ukrai-
nian investment needs for years to come. However, with their

12
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size comes sophistication and experience. All of these investors

have had experience investing in liquid, efficient markets with

great transparency, and in more “murky” markets. They all know

from experience that real returns on their investments can only

be made when transparency arrives to a market place. Unfortu-
nately, in Ukraine today, many decisions and business activities

are made in a non-transparent manner. Furthermore, a lot of the

information available to investors on business opportunities in

the country is not clear and not consistent with international
standards.

“Simplicity” is also vital to the investment process. There is nothing more
damaging to a foreign investor than a cumbersome, complicated,
difficult-to-understand investment and business environment.
The more difficult it is to register, set up and operate a business
in the country, to transfer funds in and out of the country, and to
participate in various privatization and other investment pro-
cesses, the more negative an adjustment the investor has to
make to his perceived risk / reward ratio.

“Predictability” is a third important consideration for investors. All successful
business people or investment professionals all over the world
pride themselves on their ability to understand and then manage
and control risk. They must be able to predict, at least in their
minds, what the consequences of certain actions by them and
their competitors will be. For this purpose the “rules of the
game” should be clear and stable.

27. This Report will identify and prioritize the concrete measures that are needed to
improve Transparency, Simplicity and Predictability.

Copyright © SigmaBleyzer, 2001. All rights reserved. 13
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V. Study Methodology

28.

The methodology used in the Benchmarking and Statistical Study was as follows:

It compared and benchmarked the current status of key economic factors —
called “drivers” — that influence the flows of private capital with the situation
in other countries, including Argentina, Chile, Poland, Hungary and Russia. This
Benchmarking Analysis assigned values to the policy actions of a number of
countries — policy actions that could explain the differences in capital flows
to these countries.

For a larger group of 50 countries, the study quantified the individual contribu-
tions of these “drivers” to the actual flow of foreign direct investment into
these countries. It then established the relationship between policy actions
and foreign direct investment and their relative importance for success.

The study developed a mathematical model to estimate the flow of interna-
tional private capital that Ukraine would be able to obtain over time if it were
to implement policies carried out by the most successful benchmarked
countries.

The Study then made recommendations as to the top priority actions for
Ukraine, based on international experience.

14
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VI. Benchmarking Analysis

Policies Affecting Business
Climate

29. Ateam of consultants from the Thunderbird Corporate Consulting Group visited a
number of countries to assess concrete economic policy actions that affect foreign in-
vestment and to compare these policy actions with Ukraine’s actions. The following
countries were visited: Argentina, Chile, Hungary, Poland, and Russia.

30. Thestudy starts from the premise that macroeconomic stabilization, achieved by
sound fiscal and monetary policies, is an essential pre-condition to achieve a favorable
business climate and attract foreign direct investments. Within this macro framework,
in order to achieve increases in international capital inflows, the study identified the
following nine key “policy actions” or “drivers” that generate foreign investment:

1. Liberalize and Deregulate Business Activities

2. Provide a Stable and Predictable Legal Environment

3. Enhance Governance & Reform Public Administration

4. Remove International Capital & Foreign Trade Restrictions
5. Facilitate Financing of Businesses by the Financial Sector
6. Eliminate Corruption

7. Reduce Political Risks (non-economic country risks)

8. Expand Country Promotion

9. Rationalize Investment Incentives

31. Scores were assigned to these nine individual policy actions in all benchmarked
countries, based on Thunderbird’s research and research done by others. To minimize
subjectivity in assigning values to these factors, and to further ratify and validate the
accuracy of the estimations, the Thunderbird team reviewed research carried out by
prestigious institutions. Furthermore, data was aggregated from multiple sources to
eliminate evaluator bias. Values (ratings, scores etc.) for individual line items were
normalized using a scale of 1.0 to 100.0 with higher scores indicating a better item
score.

32. Theresults of the Benchmarking Analysis are given in the tables below (numbers
in red represent best-in-class scores).

Copyright © SigmaBleyzer, 2001. All rights reserved. 15
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Benchmarking Results UKRAINE | RUSSIA | POLAND | HUNGARY | CHILE | ARGENTINA
Business Liberalization Score
18 | 49 | 87 | 80 | 89 | 62
Legal Environment Score

17 | 61 | 99 | 93 | 89 | 65
Governance and Privatization Score

29 | 30 | 89 | 82 | 80 | 65

International Capital Controls and Foreign Trade Score
63 | 45 | 78 | 79 | 84 | 69
Financial Sector Score
10 | 39 | 62 | 68 | 74 | 39
Corruption Score
15 | 21 | 41| 52 | 74| 35
Political Risk Score
65 | 49 | 83 | 82 A 75
Governmental Business Promotion Score

20 | 30 | 8 | 100 | 90 | 75
Tax and Investment Incentives Score

31 | 48 | 78 | 82 | 63 | 70

33. The tables above show that compared to the benchmarked countries, Ukraine’s

policy framework is weak in most areas. The weakest areas are those relating to the Fi-
nancial Sector (13% of best-in-class), Legal Environment (17% of best-in-class), Cor-
ruption (20% of best-in-class), and Business Liberalization (23% of best-in-class). On

the other hand, Ukraine’s policy framework is less weak in Political Risk (78% of
best-in-class) and International Capital Controls (80% of best-in-class).

34. The above analysis says nothing about the effects that the individual deficien-
cies in the policy environment have on the flows of foreign direct investment. The po-
tential effects of these nine policy factors in the flows of foreign direct investment will
be analyzed in the next section.

16 Copyright © SigmaBleyzer, 2001. All rights reserved.
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VII. Statistical Analysis

35. The objective of the statistical analysis was to determine the ‘relationship” be-
tween capital inflows and actionable policy actions in a cross-section of countries.
Several statistical tests were run to establish this relationship, ranging from simple cor-
relation models to multiple regression techniques to structured equation modeling.

36. In the statistical analysis carried out by SigmaBleyzer staff, the scores on the
nine policy actions were statistically tested against the capital inflows in 50 countries
to arrive at the coefficients of a “formula” for FDI. The coefficients of the multiple re-
gression are the relative weights of the nine factors in explaining FDI.

37. The following countries were included in the SigmaBleyzer statistical study: An-
gola, Argentina, Armenia, Azerbaijan, Belarus, Bolivia, Botswana, Bulgaria, Burkina
Faso, Cameroon, Chile, Colombia, Costa Rica, Croatia, the Czech Republic, Ecuador,
Egypt, EL Salvador, Estonia, Ethiopia, Ghana, Hungary, India, Indonesia, Jordan,
Kazakhstan, Kenya, Lithuania, Malawi, Moldova, Morocco, Mozambique, Nigeria, Peru,
Philippines, Poland, Romania, Russia, Senegal, Slovak Republic, South Africa, Tanzania,
Tunisia, Turkey, Uganda, Ukraine, Venezuela, Vietnam, Zambia, and Zimbabwe.

38. Theresults of the multiple regression analysis indicated that four “drivers” were
the most significant in explaining the flow of foreign direct investment into the above
50 countries.

39. Three “drivers’” had a strong positive impact on foreign direct investment. These
three “drivers” were as follows:

v/ Liberalization of Business Activities (including domestic and trade
liberalization.)

Adequacy of the Legal Environment (Law and Order).

Governance and Accountability of Public Administration.

40. The fourth significant “driver” had a negative impact on foreign direct invest-
ment. This driver was the level of Investment Incentives. Thisis a plausible result be-
cause a high level of investment incentives is used by many poor performing countries
in lieu of a free and competitive business environment. The level of ad hoc investment
incentives cannot outweigh the other negative factors.

41. Other“drivers” —including Financial Sector, Political Risk, International Capital
Controls, Corruption, and Government Promotion — were not statistically significant
in the regressions. But this does not mean that they are not important. Their lack of
statistical significance may be explained by multicollinearity problems, since these fac-
tors were highly correlated to the other significant factors. In fact, Corruption was
82% correlated to Public Governance; Removal of Capital and Trade Restrictions was
79% correlated to Liberalization; Financial Sector Reform was 70% correlated to Liber-
alization; and Political Risk was 71% correlated to Governance.

42. The results of the multiple regression analysis, using a two-year average for
foreign direct investment, are as follows:

Copyright © SigmaBleyzer, 2001. All rights reserved. 17



& SigmaBleyzer

Where Opportunities Emerge.

VII. Statistical Analysis

Multiple Regression Analysis

Standardized t-values Signif. Standard
Coefficients Beta Level | Error of Beta

Business Liberalization 1.140 3.09 0.003 0.368

Legal Environment 0.646 1.99 0.053 0.325

Governance/Pub Adm 0.719 1.87 0.067 0.384

Investment Incentives -1.863 -4.54 0.001 0.409
R R Square Adjusted R Square p-value
0.779 0.607 0.574 <0.00000

43. The above results indicate that Business Liberalization, Legal Environment and

Governance/Public Administration had strong positive effects on the flow of foreign

direct investment among the sample of 50 countries. Investment incentives, on the

other hand, were significant, but with a negative statistical impact. As noted earlier,
this suggest that poorly performing countries that use Investment Incentives will not

be able to increase the flow of international capital. These policy variables explained

about 60% of the variations in FDI in the sample of 50 countries. The regression

p-value of less than 0.00000 indicates that the significance level of this relationship is

almost 100%. The statistical significance of these variables is very high: 99% for In-
vestment Incentives, 99% for Business Liberalization, 95% for Legal Environment, and

93% for Governance/Public Administration. The contribution of Investment Incen-
tives was significant and negative.

44, The Thunderbird Corporate Consulting Group ran similar regressions, but for a
smaller group of 23 countries, including: Argentina, Bangladesh, Bulgaria, Chile, Colom-
bia, the Czech Republic, Egypt, Hungary, Indonesia, Kenya, Nigeria, Pakistan, Peru, Po-
land, Romania, Russia, South Africa, Sri Lanka, Thailand, Ukraine, Venezuela, Zambia,
and Zimbabwe.

45. In this second set of regression analyses, four major Government policies (Liber-
alization of Business, Legal Environment, Financial Sector and Governance/Privatiza-
tion) were aggregated into a single index called “Major Government Policy”. The other
variables included Political Risk, Corruption, Capital and Foreign Trade Restrictions,
and Tax and Investment Incentives.

46. The results of this regressions was as follows:

Multiple Regression Analysis —
Coefficients

Standardized t- | Signif. 95% Confidence
Coefficients | values | level Interval for E
Beta Lower Bound | Upper Bound
(Constant) -2.071 | 0.059 -6.649 0.14
Mj Gov Policies 1.778 2.859 | 0.013 0.008 0.061
Polit Risk 0.760 1.448 | 0.171 -0.012 0.059
Corruption 0.422 1.213 | 0.247 -0.01 0.034
Cap/TF Rt 0.272 0.967 | 0.351 -0.02 0.053
Tax/Inv Inc -0.036 -0.165 | 0.872 -0.008 0.07
Model R R Square | Adjusted R Square Std. Error of Est.
1 0.715 0.511 0.323 0.350

47. The results of this second analysis show similar conclusions to the first analysis
performed by SigmaBleyzer: for the sampled countries, Major Government Policies had
the most significant effect on the amounts of foreign direct investment received by
the countries, with a significance level of 94%. Corruption and Political Risks followed

18
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in significance at around the 75% and 83% level of significance, respectively. As was
the case with the first set of regressions, Investment Incentives also had a negative co-
efficient, though at a lower level of significance.

Statistical Research Done by Others

(a) Study Done by Morgan Stanley Dean Witter

48. A USAID-funded regression study of 67 emerging economies was made by Mor-
gan Stanley Dean Witter in July 1998 (titled “Foreign Direct Investment and its Deter-
minants in Emerging Economies.”) The main findings of the study were as follows:

Finding 1:

Finding 2:

Finding 3:

Finding 4:

Finding 5:

Foreign investment inflows are influenced very little by generic
variables such as: location, proximity to financial centers, total
population, and size of the country. These variables show little
significance throughout the regressions.

On the other hand, foreign investments are heavily influenced by
the countries’ policies and institutions.

The above means that even though initial, country-inherent con-
ditions may play a certain role, they can be overcome by sound
policies and their thorough implementation.

Economic policies allowing for free open markets, investment
and trade are key determinants of FDI inflows (Economic Open-
ness had the highest coefficient value).

The key determinants of “Economic Openness” were:

v"  Little Government interference in markets, that is, “free” markets with
minimum directive regulation.

v' Open import and export regimes.

v' An exchange rate that reflects a currency’s true value, with no controls on
currency exchange.

49. The statistical results of this USAID/Morgan Stanley study is as follows:

Morgan Stanley Model Standardized Coefficients t

Beta

(Constant) 0.898 -2.105

Econ.Openness 0.789 3.052

Corruption 0.171 1.926

Tax on Pvt. Sector -0.061 -3.101

Credit Availability 0.007 1.969

Adjusted R-square 0.38

Copyright © SigmaBleyzer, 2001. All rights reserved.
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Major Deterrents for FDI.

Recommended Policies.

Importance of Privatization.

Investment Motives.

(b) Study Done by the International Center for Policy Studies

50. Another important study was carried out by Ukraine's International Center for

Policy Studies in June 2000 (titled "Foreign Direct Investment in Ukraine, Policy

Study No. 11"). This study carried out a survey of 65 foreign companies with repre-
sentation in Ukraine. These companies had committed over US$2 billion of FDI in

Ukraine, representing about 2/3 of Ukraine's total FDI stock. They were asked to iden-

tify the major deterrents to foreign investment in Ukraine, to estimate the importance
of privatization for FDIs, and to indicate their motives for investing in Ukraine.

51. The Survey's result confirmed that the main reason for Ukraine's poor perfor-
mance in attracting foreign capital was its inferior investment climate. The main con-
clusions were as follows:

The survey ranked the major deterrents to FDI in Ukraine in the following order, de-
scending in significance:

Instability and exorbitance of the Government's regulations

Ambiguity of the legal system

Uncertainty of the economic environment

Corruption

v

v

v

v

v' High Tax burden
v/ Problems establishing clear ownership conditions
v' Depressed disposable income levels

v/ Difficulty negotiating with Government authorities
v

Volatility of the political environment

v' lack of physical infrastructure

The respondents to the Survey suggested the following policy agenda to improve
Ukraine's business climate and attract foreign direct investment:

v/ Liberalization of controls on capital, foreign exchange and profit repatriation
v/ Lifting of restrictions on foreign ownership and control
v/ Minimization of red tape

v" Reduction of tax rates and number of taxes.

The surveyed companies indicated that they had invested in Ukraine mostly through
greenfield projects or joint ventures with private companies. Privatization had not
been important in their investment decisions. Nevertheless, 95% of the companies
felt that proper privatization policies could significantly improve the business climate
in the country.

The most important motive for investment in Ukraine was new market opportunity.

Most investors were attracted to Ukraine by its extensive market of 50 million people.
This factor was well ahead of others, including cheap labor. Ukraine's lower wage rates
were offset by Ukraine's lower labor productivity, inferior management and regulatory

20
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burdens. All these factors made labor costs higher. Itisalso interesting to note that
tax/investment incentives, available qualified labor, and existing production capaci-
ties were regarded as unimportant.

(c) Study Done by the European Bank for Reconstruction and Development
(EBRD)

52. Inconnection with the "Transition Report 1999" prepared by the EBRD (Transi-
tion Report 9, November 1999), the EBRD carried out a "Business Environment and En-
terprise Performance Survey". This survey contains indicators of the problems

accountable for the rather negative perception of Ukraine's investment climate. For

the survey, the managers of over 3,000 enterprises in twenty Central European, East Eu-
ropean and CIS countries were asked to assess the business/investment climate in

their respective countries. Questions focused on macroeconomic conditions (policy

instability, inflation, exchange rate), microeconomic conditions (business regulations

and taxation, and access to finance), law and order (functioning of the judiciary, cor-
ruption, and crime), and the physical infrastructure.

53. Out of the 20 countries surveyed by the EBRD, Ukraine occupied the 16th place.
And on microeconomic conditions alone, Ukraine scored lowest of all the 20 coun-
tries. Ukraine was also at to the bottom (ahead only of Moldova) with respect to its ef-
fectiveness in affording security of property and contract rights.

(d) Study Done by the German Advisory Group

54, In 1999, the German Advisory Group to the Ukrainian Government carried out a

survey of 20 foreign companies with operations in Ukraine to find out the most impor-
tant impediments for investing in Ukraine (Siedenberg, Hoffmann (eds.), "Ukraine at

the Crossroad", New York 1999.) The study also ranks them to define the importance

of their disincentive potential. The following were the main deterrents to invest-
ments, in order of importance:

1. Legal Uncertainty was rated as the first and foremost impediment.
2. Government's failure to abide by its commitments.

3. Government control and remnants of command economy.

4. Lack of support from authorities.

5. Corruption.

7. Long processes for obtaining necessary permits.

55. Each of these four studies validates the results from our own primary analysis
and statistical tests. In fact, their results are fairly consistent with the result of this
study. How these findings are used to predict foreign direct investments to Ukraine is
presented in the next section.
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VIII. Formula to Predict Foreign Direct Investment

56. The Benchmarking Analysis and the Statistical Analysis were used to construct
an economic mathematical model that would explain changes over time in the flows of
international capital to Ukraine as a function of two factors:

(i) the value of nine policy actions or drivers discussed earlier; and

(i1) the changes in the importance of these policy actions over time, that is, the
changes in the values of the coefficients of the regression over time.

57. The economic-mathematical model is explained in detail in Annex 3 and summa-
rized in this section.

58. Foreign directinvestment flows [FDI(t)] for each year [t] are calculated by the fol-
lowing formula:

FDI(t) = D Co (T (£)) < I (t)

Where: I, (t)are the values of the nine Indexes of policy actions at time ¢; and
Cr (I, (t))are the regression coefficients for the nine indexes.

59. The values of the regression coefficients [Cj (I, (t))] are not constant, but they

change depending on the value of the Index per se [I,(t)]. Therefore the model is

non-linear and more realistic. Infact, we can expect that the importance of a particu-
lar policy action (such as Liberalization) would not be constant, but would evolve over

time, as this policy action evolves.

60. Foragiven year (such asyear2002),a sample formulais given in the table below:

Polit Govt
Cap/TFR Rsk Corrup Pol Tax/In Inc | Prom Eff
(IF) Value 62 85 | 34 | 42 48 62
(THEN) Coefficient 2 2 10 10 4 6

Formula: 2(Cap/FT)+2(Polit Rk)+10(Corru)+10(Govt Pol)+4(Tax/Inv In)+6(Prom Eff)

FDI Value for 2002 ($m): 1618

61. Asindicated above, for other years, the values of the coefficients will change.

The model tested various assumptions regarding the relationship between the coeffi-
cientsCy andindices I (t). Inonescenario,itisassumed that while the value of a pol-
icy action [I4(t)] grows, that growth will also make its overall importance in defining

FGI [i.e., the value of the coefficient C (I, (t))] to grow as indicated in the chart be-
low. Thus, we model the multiplicative impact of a factor’s growth on investment

flows and take into account time dependences.
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62. The values for the index coefficients [Cj (I (t))] are calculated with the help of
the benchmarking and statistical analysis discussed in the previous section and fur-
ther regressions of the coefficients vis-a-vis the indices.

63. In order to estimate foreign direct investment to Ukraine, we first had to esti-
mate the value of the Indices for policy action [I(t)] over time. These values will de-
pend on the depth of implementation of policy measures. We assumed the following
three scenarios for implementation of policy measures:

Status-Quo Scenario: Continuation of current policies.

Middle Scenario: Implementation of policy actions to reduce 50% of the policy level differential in five
years with the Best-in-Class country identified in the Benchmarking analysis (e.g.,
Chile on Liberalization, Financial Sector Reform, Anticorruption and International Con-
trols; Poland on Legal Framework, Governance, and Political Risk; and Hungary on Gov-
ernment Promotion and Taxation). In fifteen years, this policy differential would be
reduced further as described in Annex 3 and noted in the table below.

Optimistic Scenario: Implementation of stronger policy actions to reduce 80% of the policy differential
with the Best-in-Class in five years.

64. The evolution of the Policy Indices for the Middle Scenario for a period of 15
years is presented in the table below.

Evolution of Policy Action
Indexes - Middle Scenario

Year Growth Rate, %
Index 2000 E 2015E |2001-2015 AVerage
Annual
Liberalization and De-regulation of Business Activities 18.1 87.6 384% 11%
Legal Environment Index 16.8 96.6 475% 12%
Governance & Public Administration Index 28.6 89.1 211% 8%
International Capital and Foreign Restrictions Index 63.0 92.8 47% 3%
Financial Sector Index 10.8 72.1 567% 13%
Anticorruption Index 15.0 72.6 384% 11%
Political Risk Index 65.0 92.3 42% 2%
Government Business Promotion Index 20.0 82.0 310% 10%
Investment Incentives Index 31.0 83.7 170% 7%
Major Combined Index 24.8 85.0 342% 9%
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IX. Estimating Foreign Direct Investment into

Ukraine

65.

Using the above formula, and assuming different scenarios for the depth and

speed of improvement in the key “drivers” for foreign investment, the Study reached
the following conclusions:

v

66.

If Ukraine were to continue its current policies - status-quo scenario - the level
of capital inflows will not increase significantly from its current level- except
for ad-hoc flows related to large privatizations. By year 2005, FDI would reach
about US$1.3 billion per year.

Under the middle scenario, if Ukraine were to take policy actions to reduce 50%
of the policy level differential with the Best-in-Class in five years, Ukraine
would increase foreign direct investment to about US$3.4 billion per year by
2005, an increase of 150% over the status-quo scenario.

Under an optimistic scenario, with stronger policy actions to reduce 80% of the
policy differential with the Best-in-Class in five years, the level of foreign direct
investment into Ukraine could increase to US$6.4 billion per year.

Liberalization of Business Activities, followed by improvements in the Legal
Framework and improvements in Governance were the three most important
policy actions that the country could take to increase capital inflows today. If
reforms in only these three areas were to be undertaken, their implementation
would increase capital flows to US$2.5 billion in five years, or by 92% compared
to the status-quo scenario.

However, in order to get more significant increases on capital flows over the

next five years (i.e., between US$3.4 billion to US$6.4 billion per year), actions
on all nine factors are required.

The detailed forecasts of foreign direct investment into Ukraine for the different

scenarios are given in Annex 3. Concrete Policy Actions to achieve these higher sce-
narios are presented in Annex 2 of this report.
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Copyright © SigmaBleyzer, 2001. All rights reserved.



@ SigmaBIeyzer X. Proposed Action Plan for Ukraine

Where Opportunities Emerge.

X. Proposed Action Plan for Ukraine

67. Based on extensive discussions with the members of the Steering Committee of

the Task Force on International Private Capital, the study proposes an Action Plan nec-
essary to achieve a high level of foreign direct investment into Ukraine. This Action

Plan is presented in Annex 2.

68. The members of the Steering Committee were also asked to prioritize the main ac-
tions that the Government should take to attract increased flows of international pri-
vate capital. The main priorities indicated by members of the Steering Committee
were very similar to the priorities derived form the statistical analysis of the Study. In
addition to a sound macroeconomic framework consistent with adequate fiscal and
monetary policies, the study team proposes the main priorities as follows:

Priority 1: Liberalize and Deregulate Business Activities.

v/ Finalize and communicate widely the Government’s De-regulation Policy, con-
sistent with international standards, and rapidly implement it to simplify and
facilitate registration of new businesses, the operations of existing businesses,
and import/export of goods.

v/ Establish an appropriate on-going mechanism to liberalize business activities,
establish deregulation priorities, and continuously review all existing and new
regulatory legislation.

v"  Eliminate current incentives to excessive Government intervention, such as
the right of some agencies to retain part of the fines they impose on
businesses.

Priority 2: Provide a Stable and Predictable Legal Environment.

v/ Create an independent and incorruptible judiciary, separate from the Execu-
tive branch.

v' Pass well-conceived new laws or modify existing legislation as needed to pro-
vide a more favorable framework for business, including the civil code, the la-
bor code, the criminal code and the tax code.

v/ Establish an efficient legislative process to coordinate and expedite the draft-
ing of laws and requlations.

v' Provide adequate funds from the fiscal budget for the judiciary, including re-
sources for training and for computers with legal databases, internet access,
web sites with compilations of court decisions and academic treatises.

Priority 3: Improve Corporate and Public Governance and Eliminate Corruption

Corporate Governance: v/ Demonstrate corporate financial discipline by closing 10-20 big loss-making
state companies within next two years.

v/ Enact the Joint Stock Company Law of Ukraine to modernize Ukrainian corpo-
rate governance legislation.

v' Require all companies listed in exchanges to switch over to international ac-
counting standards and to submit annual reports.
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Public Governance

Privatization

Corruption

v

69.

Continue public administration reform to reduce the size of state agencies,
raise salaries of key civil servants, and redefine the Government's role as that of
supporting — not replacing — private activities.

Extend administrative reform to local state bodies.

Reduce shadow economy activities by drastically cutting red tape and lowering
cost of compliance with legislation in effect.

Secure the early approval and implementation of the Land Code to promote pri-
vate ownership and registration of land.

Encourage the independence of the State Property Fund (SPF) by passing the
Law on the State Property Fund and subordinate it to the Executive branch.

Take early actions to prepare state companies for privatization (including ac-
tions to protect minority shareholder rights and transfer social assets to local
authorities) and complete expeditiously the privatization of energy sector and
other major enterprises under clear and transparent procedures.

Implement an intensive, sustained and visible anti-corruption campaign, with a
strong emphasis on corruption prevention to make corruption more difficult
and more expensive to undertake, starting with key areas such as barter and the
energy sector.

Develop the legal framework needed to ensure better enforcement of
anticorruption measures and impose visible, harsh, swift and certain penalties
for corruption of Government officials.

Get public support for anti-corruption programs by making people aware of
their rights and the rules of the game.

Members of the Steering Committee felt that if the above measures were to be im-

plemented swiftly, the investment climate in Ukraine would improve significantly. For-
eign as well as domestic investment, would come to Ukraine at an accelerated pace,
providing for employment opportunities and a sustainable rate of growth for the
Economy.

70.

Several Members of the Steering Committee expressed their willingness to con-

tinue to advise the Government, on a permanent basis, on the matters covered in this
report, if the Government were to find such support from the private sector
worthwhile.

26
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Western Members of the Steering Committee

Private Enterprises

1. SigmaBleyzer

2. AGCO Corp.
3. American Chamber of Commerce
4,  CityBank

5. CocaCola

6. Commerzbank, AG

7. Credit Lyonnais

8. Du Pont de Nemour

9. Financial Markets International
10. Leo Burnett

11. PricewaterhouseCoopers

Multilateral and Bilateral Agencies
1. European Bank
2. European Commission
3. Harvard Institute for Int. Develt
4. International Finance Corporation

5. International Monetary Fund

6. Internat’l Center for Policy Studies
7. US Agency for Internat'l Devel't
8. US Embassy

9. World Bank

Michael Bleyzer, President
Edilberto Segura, Kiev Director

Gordon Graham, General Manager
Jorge Zukoski, Executive Director
Witold Zielinski, President

Garry Wilson, General Manager
Elias Ashkar, Region General Manager

Olaf Letzel, Head

Jacques Mounier, President

Peter Gill, General Manager

Hugh Patton, Director

Francois Demers, Managing Director

Gerry Parfitt, Senior Partner
Jorge E. Intrigo, Parner

Andrew Seton, Country Director
Andre Van Haeverbeke, Ambassador
Janusz Szyrmer, Director

Alyona Voloshina, Resident Represnt.

Henry Ghesquiere, Sr. Resident Repr.
David Orsmond, Resident Reprsentat.

Vera Nanivska, Director
Chistopher Crowley, Director
Kenneth Fairfax, Economic Counselor

Gregory Jedrzejczak, Mission Chief
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Specific Measures to Attract International Capital

I. Liberalization & Deregulation of Business Activity

1.  Finalize and communicate widely the Government’s De-regulation Policy, recon-
firming to companies that they are allowed to operate in a market economy with more

freedom

and less interference from government agencies.

2.  Establishan appropriate on-going mechanism to liberalize business activities, es-
tablish deregulation priorities, and continuously review all existing and new regula-
tory legislation. This body should have the final responsibility to review and
introduce new licensing and business regulations.

3. Adopt licensing and other Government controls requirements that conform to Eu-
ropean Union and international standards. This should simplify business licensing to
facilitate and reduce the amount of time required to: (i) complete business registra-
tion to start a new business, (ii) operate a business and (iii) import/export goods, as

follows:

(i)

(i)
v
v

(i)
v

Start a business registration system based on a one-stop process. Show

that the government is trying to focus only on those areas where it has a
public duty to ensure adequate standards (e.g. health and safety). Con-
sider moving to a system of license issuance without preliminary business in-
spections. Ensure that local registration offices comply with national
company registration requirements in terms of time, cost and documentary
burden.

Implement the following deregulation measures for ongoing businesses:
Reduce the number of bodies that have the power to inspect businesses.

Reduce the number of individual business inspections by government
agencies and coordinate inspections among agencies.

Limit or eliminate unplanned business inspections (to cover all inspecting
agencies). If an unplanned business inspection is required then this
should only be done with a court order.

Take strong measures to stop the arbitrary practice of state bodies to
close businesses unless there is a direct threat to safety, health or the en-
vironment. Even then only with a court order.

Remove constraints to the purchase and leasing of commercial premises,
land and housing.

Reduce the number of planning requlations developers have to meet for
refurbishment of new buildings (related to property development, espe-
cially in Kiev, where signals that are given to foreign investors are
strongest).

Move towards a level business playing field by eliminating distortions
caused by preferential access to land, state contracts, infrastructure, and
credit.

Streamline customs service for imports and exports:

Develop a custom code and other trade laws in line with international
standards.
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II. Legal Environment

1.

v" Consider partial (or full) privatization of customs service.

v' Consider contracting out the customs function to a reliable international
pre-shipment inspection firm to improve service and reduce corruption
(as in Indonesia).

v/ Streamline product certification and ensure effective oversight over cer-
tification laboratories to eliminate corruption and unnecessary delays.
Move towards recognizing international certification standards (e.g. Eu-
ropean Union, World Trade Organization).

Eliminate incentives to excessive Government intervention, such as:
Disallowing all requlatory agencies from keeping any part of the fines they
collect,

Not allowing implementing agencies such as the State Tax Authority, SCS, to

get too independent or fund itself. Get their reporting lines under the control
of the Government and Ministry of Finance.

Create an independent and incorruptible judiciary. Inorderto achieve this,itis

necessary to:

v

2.

Provide adequate funds from the fiscal budget to support the work of courts
and independent judges (in 1999 only 50% of the funding required was sup-
plied by the government).

Increase resources for the judiciary, where funds are needed for computers
with legal databases and Internet access, web sites with compilations of court
decisions, academic treatises, judicial training on issues associated with mod-
ern commercial transactions, etc.

Pass well-conceived new laws or modify existing legislation as needed to provide

a stable legal framework for businesses. Codes should set the framework for any spe-
cial legislation needed by a modern economy on banks, joint stock companies, invest-
ment institutions, securities and stock markets, etc. There should not be special
regulations for individual investors but improvement of the general legal and invest-
ment climate. This legislation should include:

v
v
v
v

3.

New civil code.
New labor code that allows restructuring of enterprises.
New criminal code.

New tax code.

Establish an efficient legislative process to expedite the above work and coordi-

nate the preparation and drafting of new laws and regulations. In general, drafting
and passing modern commercial laws and codes is uncoordinated and is occurring way
too slowly in Ukraine, thereby holding up reforms. Have public hearings with inter-

Copyright © SigmaBleyzer, 2001. All rights reserved.
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III. Corporate and Pub

ITI (A) Corporate Governance

ested groups as part of the legislative process. At the very least, publish all drafts of
legislation in order to stimulate debate.

4. Make the Civil Courts more efficient and enhance commercial courts for settling
disputes and enforcing contracts. In order to achieve these results, the government
must:

v" Improve the mechanisms for the enforcement of court decisions.
v' Implement a compulsory retraining of judges and court officials.

v/ Ensure that private business has the voice in the court system equal to the
state.

v/ Ensure that any and all penalties against the state are effectively levied.

5.  Empower the Courts to deal with jurisprudence. For this purpose, the Judiciary

should have its own independent budget. Separate the judicial and executive

branches (while legally they are separate, in terms of day-to-day operations the execu-
tive still decides on office space, communication, staffing, etc.) This is especially obvi-
ous at the local level, when executive officials can influence the Judiciary. Do not

allow executive agencies to perform jurisprudence (today, forinstance, Tax authorities

effectively carry out jurisprudence).

6. Improvetheregulationsandimplementation of the new Bankruptcy Law to make
it more effective.

7.  Abolish the practice of backdating any legal decisions. Ukraine is known for
passing legal acts that come into effect a couple of months prior to the date of the pas-
sage of the law.

8.  Review existing legislation from the point of view of consistency among differ-
ent legal documents. There is a need to harmonize the existing body of Ukrainian law

to eliminate inconstancies. There is also a need to implement a permanent program

to update basic Ukrainian laws and codes regulating business.

lic Governance and Privatization

1.  Demonstrate corporate financial discipline by closing 10-20 big loss-making
state companies within the next two years. Thisshould send a strong signal that finan-
cial performance in a market environment is the only criterion for survival in the long
term. For this purpose, remove soft budget constraints caused by tax and energy ar-
rears, remove entirely mutual debt settlement and offsets (accepting cash only), and
enforce bankruptcy procedures.

2. Enact the Joint Stock Company Law of Ukraine. The current company law of
Ukraine does not reflect the progress of market changes taking place. The 26 articles
of the existing law “On Business Associations” regulating the activity of joint stock
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companies do not adequately regulate matters such as minority shareholder rights or
board responsibility and remedies. A draft law is presently in the Cabinet of Ministers
and is to be passed on to Parliament in the near future.

3. On the above draft Joint Stock Company Law, the following changes should be
made:

v/ It should include a provision clearly stating that individual shareholders
should not draft orders, instructions, or any other similar documents relating
to the company’s activity, particularly those dealing with the appointment or
dismissal of officials. In particular, the Law should state that Government
agencies (such as the State Property Fund, Ministries, former Agency on Corpo-
rate Rights Management, etc.) authorized by the state to manage state shares
should observe the Company’s statutory norms and rules. In addition, they
should implement state policy exclusively by voting by state shares at the
Company's General Meetings or by taking appropriate decisions at Supervisory
Board Meetings.

v' The Joint Stock Company Law should have provisions to require shareholders
that own 25% or more of the stock to take part or send representatives to the
General Meetings of Shareholders. This requirement is necessary in order to
avoid the cases when the work of the Company is blocked by the non-appear-
ance of the shareholder at the shareholders’ meetings.

v/ The Government should abandon the practice of requiring the obligatory cre-
ation of Dividend Funds in all Companies in which the state has shares.

v/ The Government agencies that represent the state at the Shareholders Gen-
erals Meetings should be restricted from making proposals as well as pass deci-
sions regarding mandatory deductions of funds and their allocation to other
Government funds. For example, in the past, some Government agencies hold-
ing majority control in a company to be privatized included into the com-
pany’s Statute mandatory deductions of part of the company revenue contrib-
uting it to the Innovation Fund. After privatization, this provision could be
cancelled by the new shareholders if more than 75% of the shareholders would
oppose it. However, given that the Government would often own at least a
25% stake, the provision would remain in effect for an extended period of
time.

v'In order to ensure the rights of the shareholders that are in minority, the
mechanism of cumulative voting should be implemented when the managing
directors of the Company are elected.

4. Amend the Labor Code to allow managers and workers to be laid off more easily.

5.  Draftand officially issue a “Corporate Governance Code,” (as is being done in Rus-
sia now) a set of specific voluntary principles to which companies are encouraged to
comply. It should include topics such as the limit of the role of Board members in
day-to-day matters/management.

6. Encourage the creation of non-government institutions to improve corporate
governance, such as:

v' Shareholder associations. These are needed to protect shareholders’ rights,
encourage shareholder activism, facilitate the lawsuit process, and engage in
raising public awareness. This would contribute to shifting the balance away
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from dominant shareholders and managers that systematically abuse these
rights.

v/ Private rating agency for corporate governance. This will bring transparency,
highlighting good and poor governance in companies.

v/ Association of issuers to protect issuers’ rights.

7. Implement a comprehensive corporate governance training program. This is
needed to improve corporate governance knowledge. Special attention should be
paid to the implementation of a training program designed for different categories of
target recipients:

Supervisory Board members.
Investors and shareholders.

v
v
v" Managers of Joint Stock Companies.
v’ Public officials/employees.

v

Judges from arbitration courts and courts of general jurisdiction.

ITI (B) Public Governance

8.  Public Administration Reform of state agencies needs to continue, giving special
attention to the following:

v Define and widely disseminate the role of the Government as that of supporting
- and not replacing - private sector business activities.

v' Reduce the number of separate Government agencies that have the power to in-
terfere in private business.

v" Reduce the number of central bodies that are members of the Cabinet of
Ministers.

v/ Continue the reorganization of the Apparat (infrastructure) of the Cabinet of
Ministers to delegate decision-making to line ministries. Focus the Apparat on
developing overall strategies and on exercising ex-post control to stop line
ministries and central state bodies from issuing decrees, instructions, and rules
by fiat.

v/ Improve policy-making capacity and efficiency of line ministries, with clear
functions and roles that support, rather than replace, private sector activities.

v/ Raise the salaries of key civil servants to attract quality staff and make them

less susceptible to corruption.

9. Administrative reform should be extended to local “oblast” state bodies,
including:

v' Mechanisms to ensure the compliance by local officials with the requirements
of national legislation.
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v/ Adoption of clear and enforceable rules to limit the power of state officials to
monitor and interfere with local business.

v" Introduce more transparency in decision making at the oblast, region and
town levels.

v/ Publish clear and transparent accounts of local government's finances.

v' Develop mechanisms to ensure that entrepreneurs have proper recourse
against local officials.

10. Reduce shadow economy activities by drastically reducing red tape and lowering
the cost of compliance with legislation in effect. Eliminate all backdated laws and reg-
ulations, allowing sufficient time for businesses to adapt to changes in legislation. In-
crease the cost of non-compliance through a more effective use of the courts.

ITI (C) Privatization

11. Secure the early approval and determined implementation of the Land Code to
promote private ownership of land, the development of a land market, the implementa-
tion of a mortgage law, and the development of a clear system for registering titles to
fixed assets. This reform is crucial in developing social attitudes towards privatiza-
tion, as well as an important step towards making mortgage-based financing possible
for Ukraine’s sector of greatest competitive advantage-agriculture.

12. The Law “On the State Property Fund” should be approved as soon as possible.

The State Property Fund (SPF) has been functioning without any law regulating its ac-
tivity for nine years and this should not continue. The Law should indicate the status

and the authority of the State Property Fund and should subordinate it to the Execu-
tive branch. In addition, it should prohibit any interference into SPF activities relat-
ing to its concrete privatization procedures.

13. The privatization procedures and provisions regarding competitions, tenders
and bids should be revised. These amendments should be aimed at removing current
shortcomings that have already resulted and might lead to the following conflict situa-
tions in the future:

v' Therole of the Tender Commission should be reduced to simply stating the
facts on the availability and number of proposals made by participants. In ad-
dition the Tender Commission should perform just supplementary functions
like organizational, preliminary and technical ones. The Tender Commission
should not vote on privatization, since in all cases the winner is decided by
the SPF, which must defend its actions in a court of law and which signs the
purchase/sale Contract.

v" Inorder to accelerate the assessment on whether or not the participants meet
the requirements of antimonopoly legislation, it is necessary to introduce sep-
arate procedures by antimonopoly committee bodies for consideration of pri-
vatization cases. This procedure should not envisage payment fees for the ap-
plications and should stipulate that the permission (or refusal) should be
given before the review of the individual privatization proposals.

v' The right to cancel or halt competitions should not be vested in the govern-
ment or privatization bodies if even only one participant of this competition
meets all competition’s requirements and complies with its rules. The right to
cancel a competition should remain within the authority of the courts.
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14. Complete the privatization of virtually all medium and large enterprises — in-
cluding the sale of “golden” shares and “blocking” minority positions in all areas in-
cluding energy, telecom and the agro-industry — through transparent processes
consistent with international standards. This should be done with commitment to

“letting go,” that is, fully privatizing companies as quickly as reasonably possible.

Abandon incremental privatization.

15. Inthe privatization process, prepare companies for privatization, including:

v/ Having the State Property Fund put adequate protections for non-government
private shareholders (including cumulative voting provisions) into the charters
of companies undergoing privatization. Also, initiate legislation to protect
other minority shareholder rights, including restrictions on insider dealing.

v/ Transferring social assets to local authorities from enterprises to accelerate pri-
vatization and facilitate enterprise restructuring.

v/ Disclosing the nature of ownership.

v/ Disclosing to what extent the enterprise management has ownership rights in
the companies with which this enterprise has business relations. Even the
slightest suspicion about a possible conflict of interests is enough to demand
the sale of these ownership rights.

16. The privatization should be carried out under clear and transparent procedures,
which would include the following:

v/ Be prepared to accept a higher percentage of foreign shareholding than 49% in
more cases. There should not be indiscriminant disqualification of foreign in-
vestors to drive down prices.

v/ Abolish the minimum share price requirement.
v/ Remove certain attached conditions (i.e.: profile preservation, retention of em-

ployees, investment obligations, etc.) that reduce the attractiveness of compa-
nies offered for privatization as well as the price investors are willing to pay.

IV. International Capital and Foreign Trade Restrictions

1.  Liberalize foreign exchange transactions, including the following:

v/ Amend the Decree of the Cabinet of Ministers “On the System of Currency Regu-
lation and Currency Control” to cancel the requirement regarding proof of ini-
tial internal transfer of funds in order to buy hard currency for its export from
the country.

v/ Cancel the requirement that a foreigner that acquired securities abroad cannot
sell them on the Ukrainian market unless there is documented proof confirming
that the initial buyer imported dollars into the country and that income tax was
paid.

v/ Eliminate all restrictions concerning the use of foreign exchange gained as a
result of foreign trade transactions or spent for needs of foreign trade.
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v

5.

Remove deadlines for pre-payment of exports and the receipt of imported
goods.

Improve licensing procedures and registration of foreign loans.

2.Cancel all restrictions on the purchase of securities in foreign currency by
residents by amending the above-mentioned Cabinet of Ministers decree “On
the System of Currency Regulation and Currency Control” as well as the law
“On the Procedure of Making Settlements in Foreign Currency”.

Reduce restrictions to Imports, as follows:

Reduce import duties to levels consistent with international agreements on
tariff reductions under the WTO. Reduce high and variable tariff rates to lev-
els more consistent with average tariffs. Remove most import tariff exemp-
tions, and raise exceptionally low rates closer to the average level. Alterna-
tively, consider the enactment of a unified customs duty for all categories of
imported goods, for example, 10% no matter what type of goods or their coun-
try of origin.

Eliminate the critical import list.

Tighten customs procedures for dealing with illegal imports (these imports
can represent a relatively high share of the market in some sectors, for exam-
ple agribusiness and branches of manufacturing, which given the scale of im-
port duties paid by law abiding companies results in unfair competition).

Remove restrictions to Exports:

Ukraine badly needs foreign exchange from exports. Virtually all remaining
barriers to export such as quotas, export duties, existing indicative prices, ad-
vance deposits, and foreign exchange surrender requirements should be abol-
ished, the only exception being unfortunate cases where the EU and other
countries impose export quotas on Ukrainian industries to protect their own
high-cost producers.

Remove the 23 percent duty sunflower and other oil seed exports, and in gen-

eral avoid using export duties to control production and distribution in the
economy.

Accelerate accession to the World Trade Organization. Complete process of ac-

cession to the WTO as quickly as possible, thus allowing Ukraine to participate fully on
astable basis in world trade and receive the privileges pertaining to WTO membership.

6.

The Customs service should be comprehensively reformed. Introduce the system

of pre-inspection of imports by international certified companies. Allow the mutual
recognition of international certification standards and procedures and the right to
have all export (custom) procedures completed within 24 hours. Customs officers
should take personal responsibility in the most severe cases if they violate these in-
structions. Ensure the free and smooth flow of goods across the borders between
oblasts.

7.

Develop more modern and consistent procedures for certification requirements

and standards of products (which in general apply to imported goods and goods pro-
duced domestically). This should focus on the procedures at the State Committee for
Standardization (SCS). Agree to recognize certain foreign product certification stan-
. __________________________________________________________________________________________________________________________________________________________________________|
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dards and stop subjecting products meeting those standards to inspection in Ukraine.
(The SCS is often reluctant to recognize product certificates issued outside of
Ukraine. Current procedures tend to result in lengthy delays and high fees to obtain
the necessary certification, even for companies with an international reputation.
There are, in practice, a large number of certification agencies under the general super-
vision of the SCS leading to problems of differing interpretations, or at the very least
companies having to secure numerous certificates to meet the requirements of the dif-
ferent agencies with responsibilities in this field).

8.  Eliminate restrictions on foreign direct investment in certain sectors — insur-
ance, publishing, broadcasting and telecom. Remove impediments for the return of
Ukrainian funds to the country.

V. Financial Sector

V (A) Banking sub sector

1. Pass required regulations on the recently approved law “On Banks and Banking
Activity”, including a requirement that bank employees and controlling shareholders
adhere to specified standards of integrity and fiduciary responsibility.

2. Improve commercial bank supervision and prudential regulation.

v Bring supervision of commercial banks up to international standards.

v’ Strictly enforce requirements regarding minimum capitalization (seeking to
vastly expand the capitalization of the banking system), capital/asset ratios,
loan classification and provisioning, and lending to related parties. Lax appli-
cation of these requirements undermines confidence in the banking system
with negative effects on foreign investment.

v' Complete the development of the early warning system — with sensitivity anal
ysis capabilities — to identify banks at risk.

v' Complete the preparations of contingency plans for dealing with possible trou-
bled banks, including bankruptcy procedures with an efficient enforcement
mechanism.

v/ Initiate the closure or merger of any bank not showing any real prospects for
recovery out of the seven large banks that signed Commitment Letters with the
NBU.

v/ Carry out the restructuring of commercial banks that are now in financial diffi-
culties, but have prospects for recovery restructuring or writing-off bad loans

within a set period of time. Otherwise, debt-equity swaps or bankruptcy proce-
dures should be used.

3. Improve the independence of the banking sector as follows:

v' The Government should sell shares in commercial banks that it holds today.
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v" Under no circumstances grant any Government guarantees to commercial
banks for foreign credit lines.

v' Reduce the amount of government debt that commercial banks are obliged to
hold, thereby lowering interest rates and freeing bank capital for investment.

v' The Government should abstain from placing political pressure on commercial
banks to lend to specific sectors or enterprises.

v’ Ensure the independence of the NBU by ensuring that its Governor be the
Head of the 15 member Board and that the Board makes only recommenda-
tions, not decisions.

v Ensure separation of responsibilities in commercial banks by establishing that
their Boards of Directors are in charge of strategy, and prevented from
day-to-day lending/borrowing decisions. The President and/or Board mem-
bers should be prevented from having operational functions and/or offices at
the bank.

v' The financial statements of commercial banks should be systematically au-
dited by one of the big five international auditing firms. The audit should in-
clude a statement about undue influence of third parties on the business of
the bank.

v' Accounting should be in strict conformity with International Accounting
Standards.

v' Develop arbitration possibilities to serve as the referee for the banking sector
when the NBU and/or the banks consider that they have been improperly dealt
with.

4. Abolish the “Kartoteka” and replace it with normal court-based lien and bank-
ruptcy procedures. The State Tax Authority should no longer have the unilateral right

to freeze and seize bank accounts of companies for alleged tax arrears without prior

substantiation of the claim and an opportunity for the company to seek protection in

the courts. The Government cannot take money out of bank accounts without due pro-
cess. Also, reduce and control the requirement for banks to report on client bank

accounts.

5.  Take the following measures to encourage the growth of bank assets (Hryvna
lending) by minimizing lending risks as follows:

v' Develop a “loan” and “pledge” database, which should be accessible by all
banks, including information on existing lines of credit, outstanding balances,
and liens for all bank debtors.

v/ Enhance the legal environment for Secured Transactions by simplifying proce-
dures for registration of liens and other security, permitting the unrestricted
possibility of pledges over assets, permitting the possibility of pledges for a
fluctuating pool of accounts receivable for working capital financing, improv-
ing the protection of bona fide acquirers (including those acquiring in the or-
dinary course of business), and improving enforcement procedures by easing
repossession from delinquent borrowers (including housing and land - which
would help allow mortgage lending to develop).

6.  Facilitate the growth of bank deposits and other liabilities through the following
actions:
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V (B)

v/ Facilitate the development of current accounts with checking privileges, and an
ATM system.

<

Encourage entrepreneurs to make payments on bank accounts above a mini-
mum level, though allowing the use of cash in transactions.

Encourage shops in Ukraine to accept card payments above a minimum amount.
Encourage consumers to pay utilities via banks.

Introduce inflation-related banking instruments/liabilities.

D N N NN

Introduce a modern deposit insurance scheme, increasing its current limit of
UAH 500 and ensuring that insurance fees are invested by an independent body
(which could issue marketable instruments).

<

7.Restructure the Savings Bank in order to improve solvency and profitability.
v' Develop criteria for the successful work of its branches and their employees.

v' The network of Savings banks should be used to provide consulting services to
individual depositors, and to small and medium sized business.

v/ Establish close cooperation with foreign organizations that allows the transfer
of “know- how” in relevant areas.

v' Close branches that do not meet new requirements.

Securities and Stock Markets

8.  Strengthen Securities and Stock Market State Commission mandates in secu-
rity-related activities of all financial institutions.

9.  Secure agreements relating to the separation of mandates between the Security
Commission, the Stock Market and the NBU regarding their scope and rules for the regu-
lation of banks.

”

10. Accelerate the adoption of the Law “On the Institutions of Joint Investments
that would speed up the flow of funds for small investors.

11. Promote secondary market activities for securities by increasing various types of
securities and their derivatives including Treasury Bills.

12. Make adjustments to the Law “On the National Depositary System and Peculiar-
ities of Electronic Circulation of Securities in Ukraine” in the following sections:

v’ clarify the function and mandate of the National Depositary;

v/ expand the mandate of non-banking clearing depositaries.

13. Provide self-requlating organizations with real power of authority to enable

them to become true centers of professional requlation of security market
participants.
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V(0

Pension System

14. Implement special procedures to tax operations with securities.

15. Introduce separate procedures for the registration of security issuance during
the reorganization of companies when a private placement of securities takes place.

16. Enact legislation increasing the retirement age to correct financial imbalances
of the pension system and to better target benefits.

17. Tosupplement the “Pay-As-You-Go” state pension system, gradually introduce a
regulated mandatory component to the pension system with a fully funded element,
based on capitalizable individual accounts managed by private pension funds. The
first step is to finalize and pass the draft pension laws currently being developed.

18. Finance from the state fiscal budget the contributions to fund pensions for the el-
derly. The rates of pension contributions for the younger generation should not be af-
fected. Therefore, the current part of these contributions, nearly 2% of the current
rate of pension contributions, should enter the personal savings account of these
individuals.

V(D) Financial Sector Infrastructure

19. Accelerate implementation of the Accounting and Auditing Reform:

v' Complete the work of bringing the National Accounting Standards (NAS) closer
to International Accounting Standards (IAS).

v' Require that all companies whose shares are listed on a stock exchange or
trading and information system file annual reports in accordance with IAS, not
NAS, by 2003.

v" Expand efforts to widely disseminate the new accounting and auditing stan-

dards in the business community.

20. Encourage competition and efficiency in the financial sector by facilitating the
expansion of foreign banks and the formation of non-bank financial institutions, such
as investment funds, factoring companies, leasing companies, credit unions, venture
capital funds, etc. For this:

v/ Liberalize the rules regulating foreign banks.

v/ Finalize and pass the law “On Investment Institutions”.

v/ Pass prudential rules concerning the activities of non-bank financial institu-
tions and improve supervision over their activities.
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VI. Corruption

VI (I). Corruption Prevention

1.

Undertake corruption prevention measures to reduce opportunities for corrup-

tion and to make corruption more difficult to undertake, starting with key areas such
as barter and energy. Prevention would involve:

v

Fund the Judiciary and independent agencies (such as the SPF and various sec-
tor Requlatory bodies) to ensure they can be run by professionals capable of
earning public confidence in their integrity. This will help guarantee that the
STA and STC do not have incentives to “look after themselves” and that they are
run by the promoters of key reform-policies.

Reduce the frequency and intrusiveness of contacts between the private sector
and bureaucrats with discretionary power by deregulating the economy - sim-
plify rules and requlations, and lower the number of inspections and the num-
ber of required licenses and registrations.

Reduce the number of activities that are subject to the discretion of public of-
ficials through either eliminating (or privatizing) public activities or subjecting
them to competition and market forces.

Eliminate Government discretion by eliminating “exemptions” to laws and reg-
ulations and making laws more precise.

Simplify over-complex, non-transparent tax system provisions that allows for
free interpretation by tax inspectors that may lead to corruption.

Introduce open and competitive procedures for public procurement and bid-
ding for public works.

Reduce the size of the Government and refocus its role to minimize opportuni-
ties for improper interventions and corruption.

Reform the Civil Service to make it more professional, including (i) increasing
salaries of key government officials to make them less susceptible to corrup-
tion; and (ii) mandate public servants to declare their income/assets.

VI (B) Enforcement of Anti-corruption

2.

Develop the legal framework to ensure the enforcement of anticorruption mea-

sures. This would require the government to:

v

Improve contract enforcement and legal protections for property so that parties
have an incentive to move into the formal sector in order to enjoy these
protections.

Impose harsh, swift and certain penalties for official corruption, including leg-
islation that facilitates the confiscation of the proceeds of crime.

Develop adequate avenues for “appeals” of Government decisions, including a
system for review of tax decisions.

Develop effective channels for complaints of Government actions.
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v'Increase the probability of detection and punishment of official corruption
through special investigative units comprised of auditors, lawyers, investiga-
tors, IT experts, and other strong “watchdog” agencies.

v" Improve the court system (Judiciary) to expedite the processing and resolu-
tion of cases.

v/ Strengthen Enforcement agencies, such as FBI equivalents.

VI(C) Public Awareness

3. Make people aware of their rights and the rules of the game. For this:

v/ Initiate a public education campaign to develop a culture of zero tolerance of
corruption so that people are taught the real cost of corruption to society (e.
g., it has been estimated that the wealth of the average citizen can be doubled
by eradicating corruption).

v'Increase the transparency of Government actions through clear and simple
laws.

v' launch Government-wide ethics guidelines, as well as integrity pledges and
personal financial disclosure by top officials.

v' Improve Government Information Systems at all levels to keep the Government
and the public informed of payments, expenditures, subsidies, etc.

v" Widely publish Government rules, such as Tax Bulletins, customs regulations,
quality certifications, etc.

v/ Enlist the support of the Press and NGOs in dealing with corruption.

v/ Use surveys of opinions to widely disseminate concerns on corruption.

VII. Political Risks

1.  The Government of Ukraine should give demonstration in its public statements
thatit understands the importance that foreign investors place on expropriation. This
includes “creeping expropriation” as opposed to the fear of an outright re-nationaliza-
tion of assets.

2. Bring tax collectors and local authorities under the control of the central admin-
istration. From the point of view of foreign investors, the Tax collectors and local au-
thorities do not frequently respond to orders from the center.

3. Government enterprises competing with private businesses in the same sector
should not get preferential treatment.
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VIII. Country Promotion

1. Announce everywhere in the domestic and international press, the Government’s
policy and commitment to implement strong market-oriented policies; and then actu-
ally follow through. Officials must convince investors that things have changed.

2. The Government should be vocal in supporting foreign investment. It needs to

change the attitude of officials at central and local levels towards foreign investors.

It needs to encourage a long view rather than short-term exploitation. It needs to

speak out clearly in favor of investors who bring the prospects of new jobs, investment

in modernization and a culture of paying taxes voluntarily. It should implement a

top-down championing of the benefits of foreign investment, particularly by inaugu-
rating a major Public Relations campaign by the Presidential administration and the

Central Government targeted at central and local officials.

3. All Ukrainian embassies abroad should have their commercial section strength-
ened, and go on sales drives in each country to promote better dissemination of Ukrai-
nian business opportunities.

4. The Government should go on worldwide sales drives on Privatization.

5.  The Government should operate on the principle that the best type of govern-
ment promotion is to leave the private sector alone. Unless there is an overwhelming
need to interfere or legislate in the affairs of private business, government needs to
abstain.

6. Consider the utilization of a private investment promotion agency to promote
the country abroad.

IX. Corporate Taxes and Investment Incentives

IX(A) Investment Incentives

1. The Ukrainian Government should not be offering any new “special” investment

incentives for particular sectors or companies. A level playing field should be the

goal. This requires taxes and investment incentives that are stable, simple, and pre-
dictable. Investmentincentives are ineffective because, in Ukraine, investors believe

that: (i) they will not enjoy the investment benefits as promised - the law may change

at any time, and that (ii) these benefits are not to attract legitimate foreign invest-
ment, but just to help the oligarchs who have the influence to create these incentive

plans for their own benefit, thereby increasing their monopoly position.

2. Reduce existing incentives and other privileges related to ‘special economic
zones’ as well as for producers of some goods and services, which distorts the incentive
framework.

IX (B) Corporate Taxes

3. Speed up enactment of the new Tax Code that would envisage the following:
. __________________________________________________________________________________________________________________________________________________________________________|
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v/ Reduce the total fiscal burden on enterprises by reducing the number of taxes,
duties, fees, fines and other contributions to which enterprises are subject.

v/ Broaden the tax base by eliminating tax privileges.

4. Improve the Value Added Tax system by the following actions:

v/ Operate the VAT system on international standards in terms of accrual ac-
counting and auditing procedures for tax debate claims. Move and keep the
VAT on an accrual basis, preferably without the dual accounting system re-
quired under current transitional arrangements.

v/ The VAT on coal, gas, and electricity consumption should be taxed at the nor-
mal VAT rate; the agricultural sector should not be exempted any longer.

v/ Treat VAT refunds as a major priority in 2001. VAT payments are made imme-
diately but there are long delays in refunds (for overpayments), with the prob-
lem accentuated in periods when inflation is high, which lowers the value of
the late payment made in Hryvna. Ensure that the budget has the funding for
this at the level where it is required. Ensure that responsibility for refunds
does not devolve to local authorities that do not have the money.

v' VAT should not be applied to enterprises on their in-kind capital contributions
made in the form of equipment (Although the tax law states that capital con-
tributions made in the form of equipment are not subject to VAT, there is some
experience of tax inspectors applying VAT, with only a promise of a rebate at
some point in the future).

v’ Alter the basis for charging VAT on leased, imported equipment (Someone who

purchasers a piece of equipment is subject to VAT at double the normal rate if
they lease as oppose to buying the item).

5. Improve the Corporate income tax.

v/ Introduce a flat corporate income tax rate.

v/ Eliminate the existing exemptions to income taxes, such as the privileges for
agriculture, car producers, agricultural machinery, TV-sets, etc.

Improve the current depreciation ratio rule and any charge on depreciation.
Introduce a symmetric treatment of foreign exchange losses and profits.

Introduce a new system under which losses at the initial stage can be compen-
sated by future profits, thus reducing the tax burden

6. Alter the tax treatment of unrealized foreign exchange gains on equity invest-
ment made in enterprises in hard currency (which includes financial institutions,
given that in these cases the investment must be made in hard currency). The tax pe-
nalizes companies by imposing a tax on a nominal profit.

7. Aim for much more stability in the tax regime. The enactment of a rational Tax
Code should, for instance, be accompanied with a moratorium of 5 years during which
it would not be modified.
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8. Improve Tax Administration by putting into effect international standards for
tax collection.

v/ Change the reporting line of the State Tax Administration to make the STA re-
port to the Ministry of Finance. The concept of a self-financing and autono-
mous tax inspection service that reports not to the Ministry of Finance but to
higher authorities, is proving unhelpful both to the volumes of tax collected
and the image of the country.

v/ Change the objectives of tax collectors away from trying to maximize revenues
into the objective of monitoring adherence to well grounded legislation.

v/ Foster voluntary tax compliance to reduce tax evasion and promote a compli-
ance-based revenue administration equipped with business processes, skills,
management systems, and operational tools.
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Introduction

The essential condition for structural reconstruction and sustained economic growth
in Ukraine is a substantial increase of investment flows and improvement of their
efficiency.

Itis not a new challenge for the economy of Ukraine. Lastyearthe need to increase in-
vestment flows was discussed during the development of Government’s economic strat-
egies, implementation of various programs, preparation of the State Budget, etc.

Decline of the investment activity became the most painful consequence of the eco-
nomic crisis in Ukraine (for 9 years of transition, 1992-2000, investments in fixed as-
sets in Ukraine had fallen almost 5 times, significantly outpacing the rate of GDP

decline).

The investment crisis in Ukraine has a number of reasons. But, at the current stage of
economic transformation in Ukraine the major complexity of the investment process
is, most of all, the limited amount of national savings and the inability of private inves-
tors to fully compensate the lack of capital investment to support the economic
growth.

Therefore, one of the important factors to help with the investment crisis is attracting

foreign capital. As we know, this capital inflow is insignificant in terms of Ukrainian

demand and international standards, and it does not match major indicators of the

economy of Ukraine: country size, production volumes, national market potential, natu-
ral resources and qualified employees.

To attract international capital inflows to the Ukrainian economy the country will

need to develop a favorable investment climate, a renewal of foreign investors’ trust in

Ukraine, the improvement of its image in the world financial markets, the development

of a system that attracts foreign entrepreneurs, and the adoption of international stan-
dards for investment cooperation. The IPCTF project was initiated to address some of

these issues.

An essential part of this project is the development of the tool kit for the Government
of Ukraine that allows it to analyze the experience of other countries. Itincludes eco-
nomic-mathematical modeling and forecasting, and scientific foundation that pro-
vides estimates of specific impact of various government policy actions. Italso gives
the Government the opportunity to focus on the most effective measures for interna-
tional capital attraction.

1. General Description of the Economic-Mathematical Model

1.1 The modelis based on the relationships that explain the impact of foreign direct
investment on the economy of Ukraine using the following 9 groups of drivers:

v/ Liberalize and Deregulate Business Activities

v/ Provide a Stable and Predictable Legal Environment

v’ Enhance Governance & Reform Public Administration

48
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Remove International Capital & Foreign Trade Restrictions
Facilitate Financing of Businesses by the Financial Sector
Eliminate Corruption

Reduce Political Risks

Expand Country Promotion

D N N N N NN

Rationalize Investment Incentives

1.2 Each of the above-mentioned drivers was estimated with the help of index I (t)
(k=1,...,9), that changes with the lapse of time t.

1.3 Each of 9 indexes Ik(t) is within boundaries [0;100], therefore

0<I,(t)<100,(k=1,...,9)

1.4 Initial index values for 2000 are calculated on the basis of expert estimates for

six countries that were included in the benchmarking study. To carry out these calcula-
tions we used over 70 different quantitative and qualitative indicators (factors) that

influence (are related to) investment flows in the country. On the basis of the

benchmarking study, the country that enjoys the maximalindex value is defined as the

Best-in-Class Country. Along with above-mentioned 9 indexes we calculate the Major

Combined Index that explains the combined impact of all drivers. In Table 1 you can

find data that indicates initial factor values. This data allows qualifying and quantify-
ing the group of factors that explain the attraction of foreign capital in Ukraine com-
pared to other countries.

Copyright © SigmaBleyzer, 2001. All rights reserved. 49



@ SigmaBIeyzer Annex 3

Where Opportunities Emerge.

Table 1. The Benchmarking Study:
Initial Values of the Aggregated

Indices
Best in
Index Country Class Maximum
(BC)
Ukraine | Russia | Poland |Hungary | Chile | Argentina | Score | Country
International Capital
and Foreign 63 45 79 79 84 69 84 Chile 100
Restrictions Index
Political Risk Index 65 49 83 82 71 75 83 Poland 100
Anticorruption Index 15 21 41 52 74 35 74 Chile 100
Publi

Governance & Public 28.6 | 20.8 | 88.3 | 81.9 | 79.9 | 647 88.3 | Poland 100
Administration Index
Financial Sector Index 10.8 39.2 62.8 68.4 74.4 38.4 74.4 Chile 100
ILESZLE”V"O"me"t 6.8 | 61.8 | 99.1 | 92.9 | 89.3 65 99.1 | Poland 100
Liberalization and De-
regulation of Business 18.1 49 87.4 80.1 89.3 62 89.3 Chile 100
Activities
Investment Incentives

31 48 78 82 63 70 82 Hungary 100
Index
Lioeli it L 20 30 80 100 90 75 100 | Hungary 100
Promotion Index
Major Combined Index 24.8 39.5 75.6 78.6 78.9 59.6 85.6

1.5 Foreigndirectinvestment flows FDI(t)for each yeartare calculated by formula:

FDI() = 3Co (T () Ik (8),

and C (I (t)) — regression coefficients, that is the important feature of the model,
are not constants, but they depend on the index value I,(t). Therefore the modelis
substantially non-linear.

1.6 Inthe model we used various assumptions regarding relationships between coef-
ficients Ckand indices I (t). We presume that while I, (t)grows it will make C (I (t))
grow too. Thus, we model the multiplicative impact of the factor’s growth on the in-
vestment flows, and take into account time dependence.

1.7 The calculations of C (I (t))are implemented with the help of mathematical sta-
tistics methods.

1.8 The state policy for attraction and effective use of international private capital

in the economy of Ukraine directly influences the index I, (t). According to 9 drivers

model includes 9 blocks respectively, that formalizes and forecasts the impact of vari-
ous state policy elements on the indices.

1.9 Each of the 9 blocks includes short-, mid- and long-term forecasts of indices.
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2. Forecast of Foreign
Base Scenario

1.10 Index forecasting can proceed in two modes: general expert estimation of state
policy on the set of drivers; and analysis and forecasting of the impact of certain mea-
sures that are taken to improve state policy.

1.11 Each of the 9 blocks, in order to forecast index I (t), includes 3 scenarios: base,
optimistic, and pessimistic. Therefore the modelis able to review 3° alternatives (or a
total of 19,683 possibilities) of further development of the situation.

1.12 For every scenario in the model we calculate:

v/ FDI forecasts in the economy of Ukraine for each year in the period, and for
the period in whole (for 2001-2005, 2006—2010, and 2011-2015
year-to-year.)

v/ The set of indicators for the analysis of the various government policy impacts
(specific measures) on FDI flows. Thus, the model can provide economic vali-
dation of certain government policies, laws, acts, etc.

v' The set of indicators to define priorities for state policy in order to attract in-
ternational private capital. The model may be further developed by the inclu-
sion of optimization elements.

v' The set of indicators for comparative analysis of the investment process in
Ukraine with the respective situation in other countries. These indicators are
very important if we take into account tough competition on international
capital markets.

1.13 An additional part of the model is the possibility to carry out decision-risk analy-
sis with the help of the latest analysis tools, like Tornado-diagrams, S-curves, etc.

1.14 The model is built using the latest methods and approaches regarding forecast-
ing, decision-making analysis, mathematical statistics, operation research, etc. The
model consists of blocks and includes over 100 tables, 30 diagrams and other elements,
that present information in a comfortable way, allowing the use of various functions
(analysis, forecasting, economic grounding of decisions made, etc.) and at the differ-
ent level of preparations of management decisions.

Direct Investment Flows to Ukraine:

2.1 According to the base scenario forecast in 2001-2005, the government will imple-
ment a well-balanced policy for foreign investment attraction and clear orientation on
the major international economic and political demands regarding international capi-
talinflow. This scenario assumes that Ukraine will be able to close the gap in all fac-
tors (comparing to the Best in Class Countries) by 50% on average. In Table 2 you can
find forecast values of indices.
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Table 2. Most Likely Scenario

Index 2000E | 2001 E | 2002 E | 2003 E | 2004 E | 2005 E
International Capital and Foreign Restrictions 63.0 66.6 69.8 72.7 75.3 77.8
Political Risk Index 65.0 68.2 71.0 73.6 76.0 78.2
Anticorruption Index 15.0 23.4 30.8 37.3 43.1 48.3
Governance & Public Administration Index 28.6 37.3 44.9 51.6 57.6 63.0
Financial Sector Index 10.8 19.8 27.7 34.7 40.9 46.4
Legal Environment Index 16.8 28.4 38.7 47.8 55.9 63.0
Liberalization and Deregulation of Business 18.1 28.2 37.1 45.0 52.0 58.3
Investment Incentives Index 31.0 38.4 45.0 50.8 56.0 60.7
Government Business Promotion Index 20.0 30.4 39.4 47.2 54.1 60.0
Major Combined Index 24.8 34.7 42.8 49.7 55.7 60.9

2.2 Amajor changein the policy regarding international capital attraction will result
in substantial foreign investment inflows to Ukraine. According to the forecasts for
the base scenario, the expected annual amount of foreign direct investment will reach
$3.4 billion in 2005, and will be 4.7 times higher compared to 2000 (see Fig. 1). In
sum, for 2001-2005, the Ukrainian economy could attract approximately $11.8 billion
of foreign direct investment.

2.3 According to the base scenario forecast in 2006-2010 and 2006-2015, we will
see a further improvement of the investment climate in Ukraine, and a gradual ap-
proach to the positions of Best in Class Countries. The gap in indices (compared to
Best in Class Countries) will be reduced by another 40% in 2006-2010, and by 25% in
2011-2015.

2.4 Forecasts indicate that the annual amount of foreign investment, according to
the base scenario, will be $6.5 billion in 2010, and for 5 years it will be higher by 82%
then in 2005. In whole, for 2006-2010, the Ukrainian economy can expect about $27
billion of foreign direct investment. The long-term forecast for 2011-2015 is the fol-
lowing: the annual amount of foreign direct investment will reach $7.6 billion in 2015;
andin whole for 2006-2010, the economy of Ukraine should expect about $35 billion in
foreign direct investment (see Fig.2).

Fig. 1. 4000
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2.5 The Major Combined Index, which explains all indices that have an impact on the
forming of the investment climate and foreign direct investment flows to the economy
of Ukraine, will grow (in complex) from 25 units in 2000 to 86 units in 2015, according
to forecasts. This represents an 8.5% annual rate of decrease of the lag between
Ukraine and the Best in Class Countries regarding investment climate.

2.6 According to the forecasts of the base scenario, for the entire 15 years
(2001-2015), the Ukrainian economy should receive $75 billion in foreign direct
investment.

3. Forecast of Foreign Direct Investment Flows to Ukraine:
Optimistic Scenario

3.1 According to the optimistic scenario forecast in 2001-2005, which provided sub-
stantial improvement of the investment climate in the country, integration of the

Ukrainian economy into the world economy, active and well thought-out internal and

external policies regarding foreign investment attraction, and clear orientation on the

majorinternational economic and political demands regarding international capital in-
flows, Ukraine will be able to decrease the gap in all factors (compared to the

Best-in-Class Countries) by 80% on average. In Table 2 you can find forecast values of

indices.

3.2 Such changes, according to forecasts for the optimistic scenario, will allow
Ukraine to attract $6.4 billion in annual foreign direct investment in 2005 (8.9 times
higher compared to 2000). Therefore, according to the optimistic scenario, annual in-
vestment will grow by 50% per year on average. Forthe entire 2001-2005 period, the
Ukrainian economy can expect approximately $22.8 billion in foreign direct
investment.

3.3 According to the optimistic scenario forecast in 2006-2010 and 2011-2015, we

will see further improvement in the investment climate of Ukraine and a gradual ap-
proach to the positions of Best in Class Countries. Atthe same time, growth rates forin-
ternational capital flows will be lower compared to 2001-2005. The gap in indices

(compared to the Best in Class Countries) will be reduced by another 50% in

2006-2010, and by 25% in 2011-2015.
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3.4 Forecasts indicate that annual amount of foreign investment, according to the
optimistic scenario, will be $7.9 billion in 2010, and for 5 years it will become higher
by 23% then in 2005. For the 2006-2010 period, the Ukrainian economy should ex-
pect about $35 billion of foreign direct investment. The long-term forecast for
2011-2015 is the following: annual foreign direct investment will reach $8.5 billion
in 2015; and for 2011-2015, the economy of Ukraine should expect about $41.1 bil-
lion in foreign direct investment.

3.5 The whole picture of foreign direct investment flows to the economy of Ukraine
according to the optimistic scenario can be seen in Fig. 3.

Fig. 3.
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3.6 According to the optimistic scenario, the Major Combined Index, which explains
allindices that have an impact on the forming of the investment climate and foreign di-
rect investment flows to the economy of Ukraine, will grow (in complex) from 25 units
in 2000 to 94 unitsin 2015. Itrepresentsa 9.1% annual rate of decreasing of the lag
between Ukraine and the Best in Class Countries regarding investment climate.

3.7 According to the forecasts of the optimistic scenario, for the 15-year period
(2001-2015), the Ukrainian economy should receive $98 billion in foreign direct
investment.

Direct Investment Flows to Ukraine:

4.1 According to the pessimistic scenario forecast in 2001-2005, the investment cli-
mate will not change substantially. We presume thatin 5 years, Ukraine will be able to
decrease the gap in all factors (comparing to the Best in Class Countries) by 10% on
average.

4.2 Such inactive policy, according to the forecasts for the pessimistic scenario, will
allow Ukraine to attract $1.3 billion in foreign direct investment in 2005 (see Fig.
4). In whole, for 2001-2005, the Ukrainian economy should expect approximately
$5.2 billion in foreign direct investment (about $1 billion per year).
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Fig. 4.
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4.3 According to the pessimistic scenario forecast in 2006-2010 and 2011-2015 we
will see an insignificant improvement in government policy regarding the attraction
and effective use of international capital. Growth rates forinternational capital flows
will be higher compared to 2001-2005. We predict that the gap in indices (compared
to the Best-in-Class Countries) will be reduced by 15% in 2006-2010, and by 25% in
2011-2015.

Fig. 5.
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4.4 Forecasts indicate that annual foreign investment, according to the pessimistic

scenario, will be $2.4 billion in 2010, and for 5 years it will be twice as high (see Fig.

5). Overall, for 2006-2010, the Ukrainian economy should expect about $9.9 billion in

foreign direct investment. The long-term forecast for 2011-2015 is the following: an-
nual foreign direct investment should reach $4.5 billion in 2015; and for the period

2006-2010, the economy of Ukraine should expect about $17.0 billion in foreign direct

investment.

4.5 According to the forecasts of the pessimistic scenario, for 15 years (2001-2015),
the Ukrainian economy should expect $32 billion in foreign direct investment.
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5. Statistical Estimations of Foreign Direct Investment Flows to Ukraine

5.1 Anincremental part of the optional forecasting of the foreign direct investment
in the economy of Ukraine is the statistical estimation of obtained results. In Fig. 6
you can see the S-Curve that allows us to statistically estimate obtained forecasts.
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5.2 To build the S-Curve we have to review (to model) the 39 alternatives indicated
earlier (the possibilities for each of the 9 groups of factors that have an impact on the
foreign investment flows was reviewed based on the base, optimistic and pessimistic
scenarios). Therefore, the S-curveincludes all possible events for foreign direct invest-
ment flows in the economy of Ukraine.

5.3 On the basis of the S-Curve we obtained the following statistical estimations of
the foreign direct investment flows into the economy of Ukraine (Fig. 6).

v/ With a probability of 100%, the total amount of foreign direct investment to
Ukraine will exceed $6.5 billion for 2001-2005.

v" With a probability of 75%, the total amount of foreign direct investment to
Ukraine will exceed $10.8 billion for 2001-2005

v/ With a probability of 50%, the total amount of foreign direct investment to
Ukraine will exceed $12 billion for 2001-2005.

v/ With a probability of 25%, the total amount of foreign direct investment to
Ukraine will exceed $14 billion for 2001-2005.

v/ With a probability of 100%, the total amount of foreign direct investment to
Ukraine will not exceed $19 billion for 2001-2005.

Other statistical estimations can be defined on the basis of S-Curve directly.
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