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Before describing the legd framework in Ukraine it is worth reviewing
mfants hav?éllred. Two basic condusions can be drawn

WQ% U%ra rqgvsde?(Ber ence 0
Firs, despite the occasiond steps backwards and the inevitable con-
flicts in choice of direction that result in a democracy, Ukraine has made
extraordinary progress towards a democraticaly based Wedern dyle
legd system over its initid 9x years of independence. The reault is
uniquely Ukrainian, unlike in many of the other Commonwedlth of Inde-
pendent States (CIS) republics that have followed the Russan modd. S
ond, athough there has been consstent progress over the past severd
ear's in resolving the outstanding problems; there are il Sgnificant dif-

%culties and numerous legd trapsin Ukraine for the unwary.

It is therefore essentid for an investor in any transaction to seek advice
from legd counsd and accountants with in-depth Ukrainian experience
and expertise. There are numerous examples of companies trying to oper-
ate on the bads of expectations and experience developed dsewhere, in
particular in Russa, running into serious difficulties in Ukraine.

Legal deveopments
The new Constitution

Among the most significant developments has been the adoption on 28 June
1996 of the new Condtitution of Ukraine, replacing the Soviet-gyle Condtitu-
tion of 1978. This resolved some of the tensons between those fighting to
retain agpects of, or even move back to, amore Soviet style of government
and those interested in creating a democracy aong Western lines.
Traditiondly, the dominant groups within the Ukrainian Parliament
(the Verkhovna Rada) have fought to protect state enterprises by provid-
ing enormous subgdies especidly trying to maintain the status quo for
mining and agricultura enterprises and to retain state ownership of land.
The new Condtitution has moved the debate on many of these issues
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towards the implementation of reform, rather than on the question of
whether reform will take place. It has dlocated powers among the Parlia-
ment, the Presdent and the Cabinet of Minigtersto produce apoliticd sys
tem that is democratic by western standards.

Not everyone in Parliament is pleased with this result, and there are
groupsfighting arearguard action, in particular to diminish the powers of
the Presdent. The mogt recent development has been the adoption of the
22 October 1997 law 'On Elections, which replaces a sysem where eech
individual deputy was dected to represent a sngle Parliamentary didrict
with a system founded on amix of party liss based on aform of propor-
tiond representation and Single seet didricts.

Under the new Congtitution, Ukraine isto be based on the 'rule of law'
principle. The Congtitution enghrines the concept of an independent judi-
ciary and guarantees the protection of private property, including, by per-
mitting private land ownership. In addition to providing for independent
courts, the Condtitution establishesagpecid Condtitutiona Court to dlow
for independent interpretation of how the Condtitution gpplies. In October
1996, individuas and legd entities were given the right to petition the
Condtitutiond Court directly to chalenge legidation and other state
action.

A new currency

Another important recent event was the introduction in 1996 of the hryv-
niaasthe natiiona Ukrainian currency, and the adoption of legidation and
decrees providing the framework for the present strong monetary policy
of the Nationa Bank of Ukraine as wdl as the continuation of the sysem
of exchange controls. As a consequence, inflation has decreased from the
catagtrophic 10,000 per cent levels of 1993 down to roughly 10 per cent
in the second half of 1997.

Privatisation

The third major development is the privatisation of large sectors of the

Ukrainian economy. Although privatisation has not proceeded in Ukraine
as quickly or as comprehensvely as in Poland or Russa sgnificant
progress has been made, especidly for smdl and medium-szed enter-
prises. Privatisation of many larger Sate enterprisesis being scheduled to
take place over the next severd years. It is now possble to foresee sub-
gantid privatisation by the turn of the century, except for certain Srate-

gic enterprises in defence or energy, which are ill listed by Parliament
as being exempted from privatisation because of their public significance
for the nationd economy. Thisligt is being steadily reduced, and in 1996
and 1997, the government dedlared that some of these enterprises could
be privatised with the approva of the Cabinet of Minigers.
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Taxation reform

Another sgnificant legd revolution has occurred in taxation. During the
early years of Ukraine's independence, taxes were largely based on gross
revenues as in Soviet times, rather than on net profits. Consequently, the
tax sysem atificialy favoured firms with low turnover and high margins
and generdly discouraged investment. Cumulative rates for dl taxes on
gross income could exceed 100 per cent of net profit, which encouraged
false accounting and corruption. Since the adoption of the income and
corporate tax laws of 1995 and subsequent tax laws and amendments,
particularly those in 1997, tax rates have been substantialy reduced and
taxes are now basad on profits after expenses. [See Chapter 32]

Under the old system few expenseswere deductible, but sncethe 1997
reforms, in particular, expenses incurred in connection with a busness
have been made generdly deductible, more like one would expect in the
west. However, in some speddised sectors such as ail and gas, the e
cd tax trestment that exigts in the west, reflecting that activity's circum-
gances, does not yet exigt in Ukraine.

Alongwith afairer tax sysem has come much more rigorous enforcement
by the gtate tax authorities. Audits are common and severd joint ventures
and subsdiaries of western firms have been subject to large fines. In mogt
ingances, these fines are being vigoroudy contested by Western firms that
dlege that foreign investments are being unfairly sngled out. The govern-
ment is presently deding with these daims

Securities legislation

Turning to securitieslaw, the principa laws arethelaw 'On Securitiesand
Sock Exchange of 18 June 191 as supplemented by the law 'On State
Regulation of the Securities Market' of 30 October 1996. The Securities
Commisson has adopted numerous regulations pursuant to these lavsto
regulate trading activity in securities as wdl as depoditory and registrar
activities. Mechanisms have been created for the acquisition of govern-
ment bonds by non-residents through Ukrainian banks. A law on the cre-
aion of a naiond depodtory sydem and on dectronic trading of
securities has aso recently been adopted by Parliament. The Securities
Commission has dso recently creasted amechanism that will dlow Ukrain-
ian companies to have their securities traded, which was previoudy effec-
tively prohibited except by indirect trading structures. However, much
remains to be done to define securities regulation, and there are currently
laws being prepared on the stock exchange and on investment funds and
investment companies.

In addition to the Securites Commisson and the various stock
exchanges, the State Property Fund, National Bank of Ukraine and Anti-
Monopoly Committee are dso involved in securities regulation. It is
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expected that future legidaion will clarify thejurisdictiond overlgps that
have caused anumber of conflicts, in particular concerning the ability of
banks to purchase government securities.

Foreign investment

Change has ds0 occurred concerning the regulation of foreign invest-
ment. Soon after independence the Ukrainian Parliament decided that the
best way to attract foreign investment would be to grant specid tax priv-
ilegesto foreign investors. The 1992 law 'On Foreign Investment' and the
1993 Decree of the Cabinet of Minigters created a specid regime of tax
holidays for sgnificant investments. These tax holidayswere abolished in
1997, andthere is little prospect of their being brought back. It is gener-
aly thought that the tax holidays contributed little to attract investment
andlogt needed revenuesfor the sate. However, termination of these pre-
vioudy granted tax holidays, partly on the bads of which severd large
western investments were made, has resulted in some controversy and lit-
igation.

In the future, there may be incentives for investments in specific eco-
nomic sectors that are deemed to need soecid assstance, but the govern-
ment's announced intention isto attract foreign investors by developing a
legd framework that meetsinternationd standards. It isthought that most
investors becomeinterested in investing for reasons other than tax holidays,
and, once interested, Smply need to know what to expect and be reassured
that their legitimate rights and expectations will be adequately protected.

In order to promote faith in the rule of law, the court system has been
effectively transformed and functions incressngly wel to protect legd
rights. Western parties can now expect to be able to take Ukrainian indi-
viduds and entities to court where necessary and, when judtified, to win
and have their judgments readily enforced againgt the defendant's Ukrain-
ian bank accounts and other assets A number of Western investors have
had success in litigation againgt the state, something that was unknown
during the Soviet era

Oil and gas

Turning to oil and gas regulation, on 12 September 1997 the Cabinet of
Minigters defined anew rate for the tax on use of minera rights as applied
to oil and gas The exiging framework for oil and gas regulation and
licendng is established by a series of resolutions of the Cabinet of Minis-
ters, as supplemented by ingtructions and other regulations of the Ministry
of Economy and the State Commiittee on Geology and the Use of Natura
Resources (SCG), aswel as by the State Committee on Oil and Gas. This
crested a system for licenang oil and gas exploration pursuant to licens:
ing agreements with the SCG.
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Ordinarily, Western investors form a joint venture company with a
Ukrainian entity, and thejoint venture company then seeks such alicence.
However, many western companies in the oil and gas industry have been
lobbying for production sharing legidation that would permit them to par-
ticipate directly in production sharing agreements. The proposed produc-
tion sharing law is Hill being revised by Parliament. There is consderable
debate currently on how the regulatory power should be alocated to gov-
ern oil and gas exploration, development and production and further sub-
dantiad charges, especidly for gas, are possble in the near future.

Other areas of legislative reform

While it isimpossible in a brief chapter to cover dl areas of legd deve-
opment, it isimportant to appreciate the enormous volume of legidation
that has affected dl sectors of the economy. For example, beginning
with the law 'On Environmental Protection’ of 25 June 1991, the system
for environmental protection was supplemented with measures that
could lead to rigorous regulation and significant fines. So far, the most
serious environmental fines have been imposed by ports againg western
ships for water pollution, but the potentia isthere for broader enforce-
ment. Western investors should take precautions to avoid exposure to
such ligbilities at the outset, beginning by conducting environmental
audits of gtes of factories being acquired or of ‘greenfield’ Stesfor new
congtruction.

Another legidative example is in the tdecommunications market,
which is being reorganised to alow Ukrainian televison to be privatised
and permit significant foreign investment. On a practicd note, it remains
important to ded regularly with the ministries and administrative agencies
involved. Recent experience has shown, for indance, that even after
obtaining aradio licence, continued attention is necessary to ensure that
the licence is maintained.

Curioudy, the recent law regulating media coverage redtricts date-
owned media coverage of the Presdent, the Parliament and other Sate
bodiesto 3 per cent of air time, and prohibits any such coverage by non-
date owned entities except by agreement. These restrictions might be
tested by the Constitutiona Court.

Other aress of extensve reform include laws on leasng, rental of agri-
cultural land and labour. Regarding commercid transactions, the new law
adopted on 21 October 1997 on pledges of movesble property provides
for the creation of a nationd register along the lines of that used under
the US Uniform Commercid Code. It should soon be approved by the
Presdent and become effective. It should alow, once the regider is cre-
ated, financings using persona property as security, marking asgnificant
dep inlegd reform.
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Some remaining problems

There are, however, anumber of serious problems that need to be borne in
mind when planning an investment or operating abusness. For example, the
generd director of a Ukrainian company has broad powers to execute con-
tracts binding the company, even if his actions exceed or violate restrictions
in the company's charter or board resolutions. A number of Western com-
panies have experienced problems with locd generd directors, inddled at
the request of their Ukrainianjoint venture partners, who then acted with lit-
tleregardfor thelimitations on their postion. Thisisapotentia problem that
should be congdered when agreeing an investment structure.

Likewise, many Western investors are surprised that there is no central
registry of red property mortgages, making verification of prior charges
extremdy difficult. Another example of aproblem experienced by western
companiesis discovering that there is athree-day deedline for responsve
briefs in many court proceedings, thus giving little time for a company to
react to new dams. There is little doubt that a centra register of mort-
gages and a reasonable litigation timetable will be adopted in the future,
but for now they remain examples of unexpected problems.

Findly, one interesting trend is the use of ECUs ingead of US dollars
asahard currency reference point in Ukrainian legidation and regulation.
Increasingly, Ukraine is looking to the European Union as a modd to
guide legd development.

The legal framework

Turning to an overview of the legd framework resulting from the deve-

opments described above, the Conditution has crested a democracy
based on separation of powers. Under the Condtitution Parliament is the
principal source of law, within the limits crested by the Condtitution. On
many matters, however, law (meaning legdly effective rules in the broad
snse) can be created by decrees and other acts of the Cabinet of Minis-

ters, to the extent that these are not in conflict with Parliamentary statutes
and with the Conditution. The Presdent dso has broad Condtitutiona
powers, including the ability to legidate by decree in a number of aress,
to the extent that thisis not in conflict with the Congtitution or overriding
Parliamentary statutes and Cabinet of Miniders decrees.

These datutes, decrees and other regulations and acts creste and
define the powers of the numerous minigtries, government departments,
date committees and other government agencies and entities, many of
which have recaived ddegated authority to adopt their own regulations
and interpretations that creste effective law. For example, the Nationd
Bank of Ukraine gpplies an exchange control regime largely based on its
decrees and interpretations. In the oil and gas sector, the 5CG, the State
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Committee on Oil and Gas and the Ministry of Economy adopt regulations
that govern licenang and exploration, development and production oper-
ations aswell as many of the gpplicable fees and taxes.

The President and the various minidtries, departments and other gov-
ernment entities a0 act as the executive branch of government to imple-
ment these laws and decrees. The third branch, thejudiciary, is composed
principdly of ordinary state courts that hear disputes involving individ-
uds, arbitrage courts (these are not arbitration tribunas as that term is
understood in the West, but instead atype of sate court) that hear cases
among companies, other legd entities and entrepreneurs (Ole traders)
and the Condtitutional Court, described aready, that independently inter-
pretsthe Condtitution.

Findly, it should be observed that the position of some government
bodies and their interrdationships are gill being defined. For example,
the militiais supposed to enforcejudgments of the state courts and arbi-
trage courts, but these courts have no direct power over the militia, which
is subject to effective supervison only by the Presdent. That sad, there
are fewer and fewer cases where the militia refuses to cany out a court
order. However, ingead of automatic enforcement, the prevailing party
often has to ded directly with the militia rather than rely upon the court
to enforce itsjudgment.

For those who have been in Ukraine Snce independence, the progress
isimpressve. Much remains to be done, espedidly in terms of implemen-
tation, to make the legd framework aways function with the certainty of
expectations that is essantid as a bass for both foreign and domestic
investment. However, the direction is podtive and the future appears

promising.



