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Over the course of the last couple of years, Ukraine has become an increasingly open society.  This tendency has, to various degrees, affected all spheres of life, including business.  Despite the on-going political turmoil, legitimate business, especially small and medium-size business, emerged as the main force of progress in this country.  There are clearly two Ukraines: “Political Ukraine” and “Business Ukraine”.  Leaving “Political Ukraine” out of the today’s discussion, a question may arise: Is there a “Rule-of-Law Ukraine”? How does the legal and regulatory regime, which should play such an important role in a developing society, affect “Business Ukraine”?

As a lawyer educated in Ukraine, practicing business law since the very first days of its independence and having extensive experience in other CIS countries and in the West, I regret to say that the current legal and regulatory regime for business, investment and enterprise development is not only inadequate, but to a large extent it sabotages the development of a market economy in our country.  It is archaic, chaotic, and at times absurd.

The market responds to this situation in a healthy way – it tries to stay as far away as possible from the legal and regulatory regime, ignores most absurd rules and develops and follows modern business practices.  This creates a widening gap between what’s written in the books and understood by those who administer the law (government authorities, regulators, judges) and “Business Ukraine”.  On the outset, it may seem like a reasonable truce, which at least does not prevent the steady development of the market in Ukraine.  But this solution is not harmless – it results in forced non-compliance, greatly increases the risks of doing business, artificially provokes commercial disputes, and creates a breeding ground for such ugly trends as corruption, lack of enforcement, corporate raidership, lack of corporate governance, etc.

The most urgent problems in the legal and regulatory regime have already been identified by the business and legal community (EBA, AmCham, industry associations), international organizations and institutions (OECD, UNDP, EBRD, IFC, etc.), think-tanks (International Center for Policy Studies (ICPS), Institute for East West Studies, etc.) in numerous reports, roundtables and policy recommendations.  There is no need to describe them in detail, but I would like to provide you with a brief and non-exhaustive list of selected problems:

· Outdated, contradictory, ambiguous and poor quality laws and regulations.

· Anti-market Commercial Code, and flawed Civil Code, which are in fundamental conflict with each other.

· Underdeveloped corporate legislation, in particular the absence of key market laws, such as a Law on Joint-Stock Companies, and a Law on Limited Liability Companies.

· Overregulation on both national and regional levels.

· Unnecessary obstacles (red-tape) and hidden charges.

· Excessive and bad quality bureaucracy.

· Complicated tax system and multiple tax bureaucracies (worst offenders – VAT and social taxes).

· Lack of liberalization of the currency regime.

· Interference of the National Bank of Ukraine with the investment regime.

· Corrupt and underdeveloped judicial system.

· Unnecessarily broad and ambiguous antimonopoly legislation, which over-regulates economic concentrations, which in turn forces companies to seek the Antimonopoly Committee of Ukraine’s prior approval of actions that really have no bearing on competition in the Ukrainian market at all.

· Lack of intellectual and industrial property protection at the practical and enforcement level.

· On-going moratorium on sale of agricultural land.

· On-going ambiguity with regard to property rights.

· Delays in WTO accession, which in turn causes delays with the Free Trade Agreement (FTA) with the European Union.

It should be noted that all of the above problems are solvable, and some of them could be solved very quickly and without much effort (for example, abolishing the Commercial Code would have a tremendous positive impact), but so far the legal and regulatory regimes, although loudly criticized by “Business Ukraine”, have been neglected by several generations of the country's leadership.  There has been no Government so far, including the present one, willing to develop a strategic program of reforms for the legal and regulatory regime.  The good news, however, is that “Business Ukraine” has not given up, and that at some point a critical mass of demand will turn the situation around.

One of the major market tendencies that will inevitably result in the modernization of the legal and regulatory regimes is the immense hunger of Ukrainian companies for growth. This is equally true for multi-industry giants (e.g. Industrial Union of Donbass, System Capital Management, Interpipe), for large companies in all sectors (e.g. Soyuz Victan in alcoholic beverages, KP Publications in publishing and Velyka Kyshenya in retail), for medium size companies (e.g. Shostka Dairy in the food sector and Egropack in household disposables), and for small businesses.  All of them are looking for financing on both the domestic and international markets.  Unfortunately, very few Ukrainian companies are ready for IPOs, although during the past two years several Ukrainian companies successfully debuted on the London Alternative Investment Market (Aim), Frankfurt and Warsaw stock exchanges, and several more are preparing for IPOs.

The majority of Ukrainian companies just are not yet prepared for the considerable costs and the high level of public disclosure and transparency needed for floating their equity on international stock exchanges.  The legal impediments (such as requirement to nominate the shares in Hryvnias, taxation of emission profit, limitation of the amount of shares which can be floated in the foreign stock exchanges, etc.) play a negative role as well.

Therefore, Ukrainian companies look for alternatives to satisfy their growth potential, and this explains the avalanche of mergers & acquisitions, strategic and portfolio investment, issuance of corporate debt instruments and direct borrowings form domestic and international lenders, which we have been observing for the last two years.  Today, for example, at any given moment, our firm is handling several M&A projects, and not only in Kiev, but all over Ukraine. Whereas several years ago, most law firms would have considered it a success to land one M&A project every few months.  This is just a small personal observation on the current dynamics in Ukraine.

It is not surprising that the industries that service growth are the fastest developing industries in Ukraine.  One of the most successful sectors of Ukraine’s economy is its banking sector, the majority of which is privately-owned, with a significant portion (approximately 30%) of it owned by major international banks.  In addition to corporate growth, the banking sector benefits from the consumer-lending boom, where new consumer lending institutions are emerging (for example, International Mortgage Bank), or being acquired and developed by international investors (e.g., PPF's acquisition of the consumer lending arm of Privat Bank in Dnipropetrovsk).

Another group that helps to support growth is private equity funds, such as SigmaBlayzer, Horizon Capital, Euroventures and East Capital.  One of the recent examples is the private placement of Soyuz-Victan, in which ING Bank and Opportunity Trust Ukraine reportedly participated.

In fact, the progress of these industries is a good example of how “Business Ukraine” slowly but surely influences the legal and regulatory regime.  Some recent positive developments in the legal regime, such as the adoption of the modernized version of the Law on Securities and the Stock Market, introduction of the liberalized Banking Bill within the process of Ukraine’s WTO accession and creation of a regulatory framework for mortgage lending, were driven precisely by the growing financial and banking sectors.
With regard to other sectors, demand for investment is obvious in all of them.  It should just be noted that the degree of openness and attractiveness varies sector by sector.  For example, there are very few sectors left where there are legal restrictions on foreign investment, but here we should be careful to distinguish legal restrictions from practical ones.  Interestingly, the sectors that have remaining legal restrictions (such as insurance and publishing) in practice are saturated with foreign investors, who find ways to avoid these legal restrictions.  In contrast, certain sectors that are wide open from a legal point of view (such as the real estate market and oil & gas sectors) in reality are practically closed to foreign investment.

In general, and in spite of the legal and regulatory impediments, Ukraine is open for investment, and is in fact one of the most attractive and fastest growing economies in the region.  In the past ten years the investment community went through various stages of development with Ukraine: stagnation in the late '90s, pragmatic realism in early 2000, euphoria in 2005, and new optimism in 2006.  Today Ukrainian companies are actively looking to finance their growth in domestic and international markets, and no amount of bad laws and red tape can stop them. 
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