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THE ORANGE REVOLUTION NOW FIGHTS THE BATTLE OF THE ECONOMY

The euphoria has worn off and newly-elected president
Viktor Yushchenko has been left with the headache of
trying to fix the dilapidated Ukrainian economy after

more than a decade of neglect and graft.

The new administration swept into office in January on the
back of dramatic popular uprising has failed in many ways to
live up to the high expectations the population had for the
team they put in power.

The economy has suffered. Despite the venal nature of former-
president Leonid Kuchma's administration, Ukraine was achieving
spectacular growth in the last few years, fed by booming com-
modity prices — steel accounts for 40 percent of hard currency
exports — and ballooning domestic consumption.

The Ukraine economy ended 2004 with 12.4 percent growth —
the highest level in the CIS that year — but plummeted to 3.9 per-
cent by April. Sectors such as construction were particularly hard
hit as owners froze investment plans while they waited to see the
outcome of the political crisis.

But by the middle of the year business was back in action and
the government is hoping to end the year with 6 percent GDP
growth—still less than the 8.5 percent the National Bank of
Ukraine (NBU) was forecasting at the start of the year. As the
euphoria wears off, the new government is still getting to grips
with the Herculean task of cleaning out Kuchma's stables. In the
topsy-turvy  world of emerging markets economics,
Yushchenko's strategy to boost revenues and plug a $1 billion

hole in the budget inherited from the old
government has been to curtail special
economic zones — widely abused by
industrial groups to avoid taxes -- slash
income tax and reduce customs duties.
The result? Budget revenues doubled
over the first half of this year.

The tax base has been massively
widened, but the companies that will be hurt most are those that
were working in the black economy. “Those in the white econo-
my won't see much increase,” says Dragon's Tomas Filas, head
of Dragon Capital in Kiev.

PRIVATIZATIONS Despite these victories, foreign and domestic,
investors have been unsettled by Yushchenko's failure to push
through his promise to re-privatize a “short list” of companies that
were “stolen” from the state in dodgy privatization under Kuchma.

In the most notorious case, the Kryvorizhstal steel mill was sold to
Kuchma's son-in-law Viktor Pinchuk, head of one of Ukraine's three
business clans, for $800 million last year despite foreign bids, offer-
ing more than $1.2 billion for the plant.

The debate over the list has not been the only cause of conflict
among members of the new government. Ukraine watchers were
disappointed by Prime Minister Yuliu Timoshenko's decision to use
administrative rather than market methods to deal with soaring meat
and petrol prices by slapping caps on price hikes earlier this year.

"Although the idea (of the re-privatization list) was Yushchenko's,
all the agencies that are involved in the process report to
Timoshenko,” says Katya Malofeeva, head of research at
Renaissance Capital in Kiev. (continued on next page)
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And several policy disagreements between the Rada, the
lower house of parliament, and the feisty Prime Minister have
been fought out in the press rather than cabinet meetings,
unsettling both the population and businessmen. Those on the
ground say the debate was not only expected, but is healthy.

“This is a coalition government — the first ever — which is unit-
ed in their political view that they would not stand for fraudulent
elections, but they are not 100 percent united in their economic
views. You have a spectrum of views, but there is no discussion
of moving backwards,"” says Natalie Jaresko, chairperson of the
Western NIS Enterprise Fund.

However, Jaresko says that the public mudslinging masks the
fact that Ukraine is unique in that it is turning to the courts to
solve these problems.

"Victory in the Orange revolution was won thanks to a deci-
sion of the Supreme Court. Ukraine is unique in that it was the
courts who decided the issue,” says Jaresko. “And the issue of
re-privatization is also being resolved by asking the courts to rule
on the legality of the privatizations.”

COUNTING ON THE RULE OF LAW Ukraine's Supreme
Economic Court ruled in June that Kryvorizhstal was privatized
illegally and the State Property Fund has already set a $2 billion
starting price for the open auction of the government's 93 per-
cent stake in the plant, slated for November 20. Seven compa-
nies have already submitted bids and analysts say the govern-
ment could get as much as $3 billion for the stake — nearly four
times what the plant fetched a year ago.

Ukraine's leading businessmen welcome the predictability
the new government's reliance on the law brings and are
unfazed by the public bickering. A certain
amount of economic dislocation was to be
expected and the fight against Ukraine's
endemic corruption is ongoing. Yushchenko
has swept the old guard aside, sacking almost
20,000 civil servants in the first months of this
year, but the new administration has yet to
find its feet.

"Nothing extraordinary is happening in
Ukraine. We can't change the nature of the
country from one night to the next day,” says
Alexander Dubilet, chairman of Privatbank,
Ukraine's biggest bank. “The euphoria-disap-
pointment cycle is a natural process that we
have seen in Czech Republic, Poland and
other countries that have been through this
sort of revolution,” he says. “The big differ-
ence is our current authorities are high quality
professionals, ethical and working for the country. The old
regime was only working for personal enrichment.”

AP Photo

THE UKRAINIAN STOCK MARKET The Ukrainian stock
market had a terrific run in 2004, with a 108 percent gain, and
grew even faster in the aftermath of the Orange revolution.
But by spring an oversold market corrected sharply as reality
began to bite.

By the end of the summer cooler heads had begun to pre-
vail and the leading PFTS index returned to its steady, albeit
slower, growth and was testing its all-time high of 346 by
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August. Brokers say there is still a long way to go as Ukrainian
equity begins the long process of catching up with its regional
neighbors.

“There was a correction across the board as the enthusiasm
led to valuations rising higher than those of Russia, but now
Russia has caught up and Ukraine looks cheap again,” says
Tomas Fiala, chairman of Dragon capital. “The second thing was
investors were worried by the disagreements among various
ministers on some key issues. Instead of solving this differences
in house they solved them through the press.”

The new government has brought a completely new modus
operandi and has already ditched the cozy relations between
government and business that was the source of profits under
former president Leonid Kuchma.

"There is still lots of upside left,” says Peter Bobrinsky, head of
international equity sales at Concorde Capital,
which recently expanded its Ukrainian opera-
tions. “All that is needed is to introduce better
corporate governance and more transparency,
but this is still an embryonic market.”

Despite what Bobrinsky calls the “shiv-
ers of increasing transparency,” some ana-
lysts argue the stock market is right at the
start of its evolution: ownership is highly
concentrated among a handful of players,
free floats are tiny, daily volumes are as low
as $3 million a day and corporate gover-
nance is generally bad.

Of the 3,000 registered joint stock compa-
nies, only 200 are publicly traded and the free
float of the largest ten companies — that
make up 90 percent of the trading volumes —
is estimated to be only 10 percent. At the
same time a tiny circle of oligarchs owns most of the best com-
panies, worth an estimated $8 billion or just under three quarters
of the market's capitalization.

The PFTS (First Securities Trading System) was established at
the end of the 1990s but only accounts for 6 percent of equity
trading. The rest is over the counter via brokers, where volumes
have doubled every year for the last three years in a row, but
hard information about trading is almost non-existent.

Yushchenko's new broom is already proposing sweeping
changes. The country’s various exchanges are going to be unit-
ed; the Ukrainian Stock Exchange (USE) set up in 1998 accounts
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for 61 percent of traded volume and the Kyiv International Stock
Exchange (KISE) handles another 25 percent. A single clearing
and settlement system is also in the works that by itself will great-
ly boost the market's liquidity. The government also plans to
increase the size of the market by partly privatizing some very
attractive company through flotation’s on the exchange.

A joint stock company law, which is needed to underpin equi-
ties and reduce risks associated with property rights, has been in
the pipeline since 2001. But it has still failed to materialize and
even the draft law currently on the table falls short of internation-
al best practices, says the EBRD. The leading companies’ need
for capital is likely to drag reforms along rather than the govern-
ment pushing them on its own.

"Several large companies are planning to issue Eurobonds in
the near future and others are thinking of selling up or at least
diversifying,” says Katya Malofeeva, head of research at
Renaissance Capital in Kiev. “To do either of these things they
need to increase transparency, introduce international accounting
standards and adopt better business practices, which should
immediately lead to a re-rating.”

UKRAINE BANKS & INVESTMENT Since Yushchenko took
office in January the battered bank sector has not only made a full
recovery, but is roaring ahead. Deposits have already passed pre-
election levels and consumer lending has returned to double-digit
growth.

"It was a worrying time. Although our bank still had plenty of
liquidity you could not physically find dollar bills among the other
banks, which threatened to make us look illiquid,” says Dirk
Habock, chairman of ProCredit Bank, specializing in small- and
medium-sized enterprises. “But over the first quarter of this year
we saw a resumption of strong growth and assets are up by a
quarter. The growth was partly driven by the winter holiday's sea-
sonal upswing that was simply delayed by the Orange
Revolution.”

Now gloves are off as banks start to battle for retail customers
in earnest. The leading banks are shying away from the politically
troubled big companies — most of which are served by three lead-
ing industrial group's captive banks anyway —and are targeting the
flourishing retail and small- and medium-sized enterprises instead.

Bankers report that some of the leading banks have cut their
consumer credit and mortgage rates to just above the central
bank's refinancing rate in an effort to build market share with an
eye on the possibility of selling out to a strategic investor.
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THE FOREIGNERS ARRIVE And foreign banks are swarming
into Kiev. Most of Central Europe's banks sector was sold off to
big foreign banks — mostly from Germany, Austria, France and
Italy — in the early 1990s and the same banks moved into Russia
last year.

Now the likes of Paribas, Erste Bank, Société Général and oth-
ers are in shopping in Kiev. Dragon Capital reports that it has been
forced to hire more staff to handle the flood of due diligence
requests.

A slew of foreign banks and funds have arrived to set up shop.
Moscow-based investment bank Renaissance Capital has dou-
bled the size of its office, Deutsche Bank has returned after a six
year break and Colliers International has tied up with Concorde
Capital to launch Ukraine's first major western-style real estate
fund.

Austrian bank Raiffeisen is the first to make a move and
announced in March it intends to buy Aval Bank, Ukraine's second
largest bank worth an estimated $600 million.

FDI ON THE RISE Having been ignored for most of the last 14
years, Ukraine is suddenly hot property, but foreign direct invest-
ment has been mostly stymied by the political infighting among
members of the new regime. Foreign direct investment (FDI)
topped $580 million in the first half of this year, against the $1.46
billion that was invested in all of 2004.

IKEA is the first big Western investor to commit itself to a new
post-revolution business venture, announcing in August it would
build its first 100,000 square meter mall in Kiev, increasing the
amount of the city’s retail space by half at a stroke.

Local real estate agents say even this will barely dent the
demand for more space as Ukrainians, who have seen double
digit disposable income gains every year for the last five, contin-
ue their extended shopping binge.

Consumer spending is taking over as the economic engine.
Shoppers spent a whopping 19.8 percent more on goods over the
first half of this year than the year before, with the services indus-
try growing an even bigger 26.5 percent.

“The combination of five solid years of economic growth and
double digit disposable income growth has translated to spending
on first needs like food, improving living conditions, then servic-
es,"” says Natalie Jaresko, of Western NIS Enterprise Fund. “Now
you are seeing investment starting, mortgage lending starting,
and people buying white goods. Together it has started a virtuous
circle that is driving investment.” Bl

Foreign Direct Investment ($ million)
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