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Ukraine, continued





How Fares the Ukrainian IPO Market?





How fares the Ukrainian IPO market? Let me cite a real life example that I think will answer your questions on this score. About a month ago, a U.S. client of our firm approached us for advice on investing in the stock of a handful of Ukrainian companies. We talked about his idea for a few days, off and on. We discussed the difficulty of removing certificated (hard copy) shares of Ukrainian companies from the country; issues with taxation of capital gains; the seemingly eternal problem of enforcing a legal court verdict in Ukraine.





Long story short, the client threw up his hands in disgust, and walked away. Figuratively speaking, of course.





Between lawyer and client, there's only so much that can be done with Ukrainian laws regulating initial public offerings (IPOs) and securities trading. We can advise the client of the laws, warn him of the risks, and suggest ways to minimize those risks. But the fact of the matter is, that, unless and until the laws get fixed, problems are going to remain. 





Which brings us to the aim of this column: to highlight the problems that need fixing, in hopes that once enough people learn about them, together, we can convince the Ukrainian government to get to work on fixing these problems.





Portrait of Success





A little over a year ago, something remarkable happened, and at the same time, something completely ordinary. Off to the east, in South Korea, a company by the name of LG.Philips LCD "went public" by issuing common stock on the Korean Stock Exchange. At the same time as it did so, it issued 53.7 million American Depositary Shares, representing nearly 27 million shares of common stock, on the New York Stock Exchange. In one day, the company raised more than $1 billion worth of capital for its owners. 





A perfectly ordinary event almost anywhere else in the world, what LG.Philips did is, today, unlawful in Ukraine. Because under Ukrainian law, no company is permitted to list its shares abroad unless it has already conducted an IPO in Ukraine, an event such as what took place in Seoul cannot take place in Ukraine.





So What?





The answer to that question lies in basic economics. According to the laws of supply and demand, when supply is great and demand low, prices fall. The way to increase the price of a product or service (or stock) is to either constrict its supply (such as Russia did until recently with Gazprom for example, by limiting the amount of stock that could be owned by foreigners) or increase its demand. Incidentally, this, too, is what Russia does, by permitting the majority of its publicly traded companies to freely list their shares abroad in IPOs.





What Russia has realized -- what Ukraine has yet to realize -- is that when you permit foreign investors to buy a stake in your companies, everybody wins. The foreigners can tap the potential of the Ukrainian market and participate in the success of rapidly growing Ukrainian businesses. The businesses themselves increase the number of potential bidders for their shares. And as anyone who has ever participated in an auction knows, the more bidders there are, the higher the bidding goes. On the day that Ukraine permits its companies to list their shares abroad freely, not only will these companies gain the kind of access to foreign capital that has made Russia such a success story in recent years. By allowing all of those new buyers to bid for their shares, the companies themselves will become more valuable as their shares are bid higher, ever higher.





What Must Be Done





Before that day can come, however, much work needs to be done. As things stand, Ukrainian law places a whole slew of unnecessary obstacles in the path of a Ukrainian company that wishes to tap foreign equity markets. In illustration, consider the case of Ukrprodukt Group. One of Ukraine's most successful businesses, the company nonetheless refused to attempt its IPO under Ukrainian law. Rather, Ukrprodukt fled Ukraine's equity markets by setting up an offshore holding company, transferring its assets to this vehicle, and conducting an IPO of shares of the holding company in February 2004, on London's AIM.





What drove Ukrprodukt abroad? In a word: Ukraine. Consider just a few of the shackles placed by Ukrainian regulations upon domestic companies that wish to list their shares on foreign stock exchanges:





Ukrainian companies must be listed on a Ukrainian stock exchange prior to listing their shares abroad. Thus, it is illegal for a private Ukrainian company to IPO itself via simultaneous listings of stock in Ukraine and abroad. It must first IPO in Ukraine, then subsequently issue additional shares to be listed abroad in a follow-on offering.


 


Shares of Ukrainian companies must be quoted in Hryvnias.  In theory, this rule forbids even foreign stock exchanges, listing depositary receipts for Ukrainian shares, from quoting the prices of these depositary receipts in local currencies such as Euros, Pounds Sterling, or Dollars.





Before listing abroad, Ukrainian companies must obtain the approval of Ukraine's Securities Commission. The Commission has the right to veto essentially any action that an applicant company makes, and/or to demand that the company list its shares abroad according to a "method" that the Commission deems best. The word "method" not being defined, this appears to give the Commission the right to choose the exchange on which the shares will list, set the offering price, determine the ratio of common shares to depositary receipts, limit the number of shares that can be listed abroad -- in essence, to determine every factor of the listing.





	In addition, gaps in Ukrainian law, issues that are not addressed anywhere and which therefore pose lawyers and investors questions that cannot be answered, abound. For example:





Ukrainian law does not acknowledge the concept of individual investors owning shares anonymously via brokerage houses, which hold thousands of individual clients' shares in "Street name" -- meaning that the registered owner of the shares is not the actual owner, but rather the actual owner's broker. The vast majority of common stock owned by individual investors in the U.S. is owned via this method, for example. But under Ukrainian law, the true owners of shares of Ukrainian companies via this method would have essentially no rights, no legal protections whatsoever. For example, they would not be entitled to receive dividends or to vote their shares. Only the registered owner -- the broker -- could exercise these rights.





Ukrainian tax law does not regulate the taxation of capital gains on stock traded abroad well. Technically, such capital gains are taxable in Ukraine; practically, the tax authorities have no means of knowing when stock sales take place abroad.





Ukrainian law requires proof that all applicable taxes have been paid before it will re-register shares sold from one person into the ownership of another. As a result of the previous legislative gap, however, it is highly unlikely that such taxes will in fact be paid -- or indeed, that persons required by Ukrainian tax law to pay such taxes would even be aware of the obligation.





These are just a handful of the numerous problems that need to be addressed, and rectified by the Rada, of course. To list and describe all of the others even briefly would occupy far more space than it would be proper to request of the editor of the Russia and Eurasia Committee Newsletter. But take my word for it: the problems are legion.





We do, however, hope that the publication of this article will help to begin the process of bringing this list of potential problems down to a more manageable size in the near future.





Richard Smith is Senior Counsel with Russian-Ukrainian Legal Group, P.A., Washington, DC Office.  He can be reached at rsmith@rulg.com.  Serhiy Dzis is Counsel with Ukrainian Legal Group, L.L.C.  He can be reached at Serhiy.Dzis@ulg.kiev.ua
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The geographic scope of this committee encompasses Russia, Ukraine, Belarus, Moldova, Caucasus, and central Asia. The committee considers various current, substantive issues related to this area including among others, business regulations, tax, customs and trade law, intellectual property rights, and nuclear nonproliferation.  The Russia/Eurasia Committee Newsletter endeavors to provide relevant information pertaining to current developments in Russia and Eurasian States law and practice, as well as other information of professional interest to its members and other readers
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Join the Russia/Eurasia Committee!


Members of the Section of International Law may join as many committees as they want, including the Russia/Eurasia Committee.  Visit � HYPERLINK "http://www.abanet.org/intlaw/committees/join.html" ��http://www.abanet.org/intlaw/committees/join.html� to join the committee(s) of your choice.





Not a Member of the Section of International Law?


If you’re not a member of the Section of International Law, visit � HYPERLINK "https://www.abanet.org/members/join/" ��https://www.abanet.org/members/join/� to join today.





Mark Your Calendars!





The Section of International Law invites you to its 2006 Spring Meeting in New York on April 5-8, 2006. We expect this meeting to be the largest in the Section’s history. Visit http://www.abanet.org/intlaw/spring06/overview.html.





The Russia/Eurasia Committee will have a committee breakfast meeting at the Section’s Spring Meeting in New York. The breakfast meeting will take place on Tuesday, April 6 at 7:15 a.m. 
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