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Alex Frishberg:

Ladies and gentlemen, first and foremost,
thank you for attending Frishberg &
Partners’ Round Table, “Ukraine at the
Crossroads.” And what a fascinating
discussion this will be, not only because
we are at the famous Baccus restaurant,
but also because we have Dr. Alexander

Savchenko as the main speaker.

By way of background, Dr. Savchenko and I have known each other since 1991, when we both
started working in Kiev. Since then, Dr. Savchenko has had a fantastic career. In the early 1990’s,
he started out working as the second-in-charge at the National Bank of Ukraine. Afterwards, he was
sent as Ukraine, Moldova, Belarus and Romania’s emissary to EBRD in London, where he lived for
a number of years. When he returned to Ukraine, Dr. Savchenko went back to his old position in the
National Bank where he established Ukrainian fiscal policy as an economist. He is currently advisor

to the Prime Minister of Ukraine, Mr. Azarov.

Dr. Savchenko has always been an insider in Ukrainian political arena. Therefore, he is the perfect
person to give today’s presentation “Ukraine At The Crossroads”. First, however, I will quickly
summarize the key points of where Ukraine finds itself today. Basically, Russian President Putin
ordered a trade war against Ukraine earlier this summer. This trade war frightened President
Yanukovich and his administration. Therefore, he ran for protection to the European Union. Now, it
looks like the EU Association Agreement will be signed on November 28th, but this can all change at
the very last second. This is “wild card No. 1” — whether the Association Agreement will be signed at

all and, if so, under what conditions, how it will be implemented, etc.

There is a second event lurking in the background — the presidential elections in 2015. No one knows

what exactly will happen, but we will discuss some possible outcomes today.
Another “wild card” within the context of the EU Association Agreement is Yulia Tymoshenko.

She has always been a wild card, but now the situation has become extreme. One of the probable

conditions to signing this agreement is that she will be released, in some capacity, from prison. If
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so, then she will probably
go to Germany for medical
treatment, but it is unknown
what will happen after that.
There are several alternatives.
One is that she will set up
a government-in-exile in
Germany, where she will be
supported by three entities:
Putin in Russia, Obama in the
USA, and Merkel from the
EU. These three entities will

support Yulia Tymoshenko financially and diplomatically. She will get excellent press in media such
as the Financial Times in London and other media outlets. Based on this support, she might very well
return to Ukraine to be elected as President. In this case, some people say she will arrest all current
government members, hold them indefinitely, confiscate their property (i.e., re-privatization), and sell
such property to others or keep it for herself. Others say that these scenarios will not occur simply

because she will not be released.

Yet another wild card is the fiscal considerations Ukraine currently faces. There is a rumor of

devaluation. Dr. Savchenko will discuss other financial considerations.

Last, but not least, the situation associated with Ukraine’s current business climate needs to be
discussed within the context of Ukraine at the crossroads. The situation is not favorable. We still
have an uncomfortably large shadow economy. Much of what you see for sale in the stores and
restaurants is paid for in cash, which was undeclared to the tax authorities. There is also the issue
of “raiding”. Raiding is when your property is forcibly taken away, such as companies, factories,
etc. There are the recent cases of SwissPort and UniCredit Bank. The current business climate
is such that there is very little foreign investment. There is some, but it doesn’t compare to even

just a few years ago.

With all of this, what can we look forward to tomorrow? This is the theme about which Dr.
Savchenko will speak. Please allow me to introduce my old friend and esteemed colleague, Dr.

Alexander Savchenko.
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Dr. Savchenko:

Thank you, Alex. Despite everything that you said
about me, probably the most important thing is that
I have been advisor to all of the Prime Ministers of
Ukraine. However, not one of them has listened to me!

This is one of sad traditions in our country.

I am also the Dean of the International Business
Institute, the only business school in Ukraine that is
accredited by Europe. Our MBA and masters programs
are included in the top 200 programs in the world
amongst all universities and business schools. This is
confirmed by the French rating agency “Ad Universal”.
Unfortunately, we cannot participate in the ratings of
Financial Times, because the shadow economy doesn’t
give the opportunity to our graduates to show their real

income. All over the world, official level of salary is

one of the criteria of the success of education.

The first important factor I would like to mention about the signing of the EU Association Agreement,
and the economic situation surrounding its signing in Ukraine, are the current imbalances in Ukraine.
The first imbalance is the fiscal imbalance. The real deficit in the budget, if you consider the deficit
of oil and gas and the Pension Fund, reaches about 5-6% of the Gross National Product. This is not
really a significant amount in comparison with European countries, but it is still high when you
consider the demands of the International Monetary Fund. The fiscal deficit problem is a barrier for
signing an agreement with the IMF because the deficit of oil and gas, due to the low prices of energy
commodities for the public, is blocking the signing of the IMF agreement. Another obstacle is the

stable exchange rate and the government’s unwillingness to accept a floating exchange rate.

Therefore, we will move to the second imbalance which is the trade balance deficit (or the deficit
of the current account of the balance of payments). Over eight months the deficit has been held at
approximately 7.5 billion USD. Last year, over the same period, the deficit was 10 billion USD.

The situation has somewhat improved due to two factors. The first is the decrease of gas imports
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from Russia. The second factor is that the population
has decreased the purchase of foreign currency from
banks. This is also one of the items in the balance of
payments. Nevertheless, these numbers are very large
' for Ukraine and I expect the year-end results to show
10 billion USD.

Accordingly, this imbalance needs to be financed. It

N ?? ' / is financed at the expense of several sources: (i) direct

3

\

| foreign investment, which is currently decreasing, (ii)
/ borrowings from foreign sources (these were sufficiently

4] successful, but now they are practically closed at normal
/ / m‘% \ interest rates — less than 10%. Now, our government
- obligations on the secondary market are traded at 14%
interest rate. In other words, if we want to enter the

market, we have to offer 14.5% which is a horrendous

rate),and (iii) the banking sector —the imbalance between
interest rates in dollars and in hryvnias for deposits and
credit. The difference is 10%. This 10% is principally caused by a stable exchange rate. People and
businesses are investing in potential devaluation by paying the hryvnia rates. In essence, they are killing
the banking system because it is impossible to pay such rates for a long time when there is zero inflation.
There are not that many brave borrowers who are ready to pay 20 or 30% interests rates in hryvnias. The

National Bank has prohibited the granting of credit in dollars. This is the most dangerous imbalance.

In the beginning of this year, the level of lending increased by 6%, but in real numbers, taking into
account deflators, it is 2 or 3%. And, considering the fact that a large number of loans are bad debts
and often government banks, in essence, finance the government’s deficit when they are extending
credit, we practically have a zero rate of credit growth. I created and published a formula about one
year ago, not just for Ukraine but for other countries. For Ukraine, if it wants to have at the very least
a positive economic growth of GNP, then the credit level has to have a growth of more than 10%. This
is far from today’s reality. Unfortunately, we are arriving at the conclusion the GNP growth rate will
be at about zero this year. By the way, I was the only expert who confirmed that the GNP growth rate
is plus/minus 0.5%. The government said it was 3.5% and the World Bank, IMF and EBRD said 2.5

to 3%, but they were mistaken. They were mistaken last year as well and they will probably make the
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same mistake next year. My forecast is that next year the GNP growth rate will be approximately 1%

due to the bad comparative analysis performed this year.

As I mentioned, these imbalances don’t only include fiscal imbalances, but also payment
imbalance and imbalance in the banking system. There is currently some foreign investment, as
Alex mentioned, but traditionally the so-called “foreign investment” is a 75 to 80% a return of
Ukrainian money back into the economy from abroad. One of the principal foreign investors in
Ukraine is Cyprus, but we have a positive payment balance with several Western countries. A

part of this money is coming back to Ukraine.

With respect to the EU
Association Agreement, there
is much speculation, especially
Russian speculation spoken
by advisors and even official

representatives of the Russian
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economy and losses on the level

of tens of billions of dollars and

losses from not entering into the
Customs Union with Russia in
the amount of 10-12 billion dollars, etc. In reality, the signing of the EU Association Agreement will
not lead to significant changes in the trade balance, bank balance, fiscal balance and other balances.

This is similar to the situation when Ukraine entered into the World Trade Organization.

I evaluate the risks of plusses and minuses on the level of 0.5% of GNP. For example, the credit
factor may give 3-4%, the budget discipline factor may give 2-3%, but the overall factor will be about
0.5%. It is true that Western goods will become cheaper in Ukraine, and I can calculate the growth
of Ukrainian business that will receive these cheaper goods from the West at about 4 or 5%. The
protective measures envisaged by the EU Association Agreement show that improvements will last
for the duration of 10 years. In other words, the European Union will give Ukraine 10 years to prepare
its manufacturing and agricultural industries for cheaper and higher quality goods from the European

Union. There will be a 0.5% benefit on an annual level.
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On the other hand, the EU, by a gentlemen’s agreement, will decline to apply duties on or give favorable
treatment to many Ukrainian exports. This will involve agricultural products, first and foremost, and
other good products such as metallurgical products. I evaluate this to have a positive influence of
perhaps 1 or 2% of GNP per year. Unfortunately, we will not immediately be able to use these benefits
due to non-correspondence of standards. It will also take 5 or 6 years to actually implement these
standards in practice. The potential benefits will initially appear for certain goods that we can export
immediately. These will be the direct visual results of the EU Association Agreement. In my opinion,

these will be positive benefits to the effect of plus 0.5% for the GNP.

Another benefit for Ukraine
after the signing of the EU
Association Agreement is the
opening of significant EU funds,
such as technical assistance
funds, educational funds, credit
funds and investment funds. I
forecast that immediately after
the signing the EU Association

Agreement many private funds

will extend their spheres of
activities into Ukraine. This is
obvious. In addition, the most powerful international financial organizations, such as the European
Investment Bank, will receive mandates to extend credit loans to Ukraine. Today, this mandate is only
given for one year and for a maximum of 0.5 billion dollars. After the signing of the Agreement, such

limitation will no longer exist.

Infrastructural projects in Ukraine require tens of millions of dollars. Slowly, each of these projects
will begin to develop further, specifically in the transportation sector - the main roadways which
connect Ukraine to Europe, ports which are necessary for import-export between Europe and Ukraine,
etc. Immediately, the volume of investments will not be a shock and won’t immediately be felt, but

within a year the effects will be significantly visible.

A third, very positive result of the signing of the EU Association Agreement is that economically the

Agreement allows Ukrainian enterprises to receive the same benefits as EU enterprises. I think we
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will immediately see the process of the creation of enterprises, especially in Western Ukraine, by
more Western companies. This process has already begun in the automobile assembly sector. This
sector demands higher qualifications and cheaper labor. The workforce in Ukraine is three times
less expensive than the workforce in Poland and two to two and a half times less expensive than in

Romania and Bulgaria. The workforce is even less expensive than in Belarus and Russia.

However, I even expect more new companies to come
from Russia. It is clear that the protectionist policies
and trade wars of the Russian government blocks free
trade for many Russian companies as well. If they
create enterprises in Ukraine, they will receive all of the
benefits that Ukrainian enterprises will receive after the
signing of the EU Association Agreement. This is why
I expect a considerable influx of 100% Russian-owned
companies and even civilized investments. These are
investors that want to trade with the EU, not just to

capture raw materials to solve their own problems.

Here, the benefits are far greater than access to financial
resources. The most important benefit, in my opinion,
is the influx into Ukraine of European government

bureaucrats (so-called “Euro-bureaucrats”). I believe

that only they can conquer the Ukrainian bureaucracy
and force them to draft correct laws and instructions
and to take the correct decisions. All that has been done correctly in Ukraine before was done under
the barrels of the economic pistols of the International Monetary Fund and the World Bank. Ukrainians
do not correctly take decisions on an independent basis. As a rule, such decisions are unpopular and
complicated. The influx, in a good sense, of Euro-bureaucrats, will allow us to realistically integrate
into the European standards. Maybe, in five or six years, the question will be raised about Ukraine’s

membership in the EU.
When we see 2 or 3 Euro-bureaucrats for each Ukrainian bureaucrat, who makes decisions, this will

be progress. As you can see today, Ukraine wants to sign the EU Association Agreement, and we see

five or six European Presidents constantly lobbying this decision and taking Ukraine by the hand to
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try to show Ukraine what needs to be done. This situation would now take place at more technically
lower levels. Therefore, I have a positive outlook on the next five years after the signing of the EU

Association Agreement.

With regard to Yulia Tymoshenko, I am a businessman and a dean of a business school and, therefore,
I try to avoid answering sharp political questions. However, regarding the elections in 2015, I
believe the chances of President Yanukovich’s victory are very high. This sudden urge to sign the
EU Association Agreement and the urge to allow American and European companies that undertake

energy resource mining, especially in the gas sector and oil technology, will give Mr. Yanukovich

5-6% additional votes in the elections.

If Ms. Tymoshenko will also be as efficiently, urgently,
elegantly and even beautifully set free, this will give Mr.
Yanukovich another 1-2% of the vote. The question is
whether we will see the same Mr. Yanukovich within one
year. Will we see the same person who performed all of the
practical steps to get to where we are today or the person we

knew two or three years ago?

I always say that Kiev breaks any politician. As advisor to
former President Kuchma, I remember when he came to
Kiev as a typical “red” director. However, within 5 years he
became a “Kievan” and a democrat. He became a person who
refused to use force against demonstrators on the streets. He

gave unprecedented benefits to small and medium business.

More than that, I would say that if Kuchma would have been
elected for a third term (which was impossible under the Constitution), Ukraine would have already

joined NATO and maybe even the EU. These types of metamorphoses are common in Kiev.

In order to forecast politics in Ukraine, one must understand how powerful an influence Kiev has on
a person. Historically, Kiev was always given to a warrior from Sweden or a Scandinavian country or
to a neighboring kingdom. However, within one or two years, these occupiers became typical Kiev
residents. This culture of assimilation in Ukraine is something unique; we are talking about a mixture

of Ukrainian, Russian, Jewish, Polish and other cultures. This mixture has its own intrigues, yet it is
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easygoing. Any long-term expatriate can attest that life
is pretty comfortable in Kiev and in Ukraine. Therefore,
even politicians who were harsher than Mr. Yanukovich
become civilized, cultured Kievans after a few years. This
is how Mr. Yanukovich will compete with the leaders of
the opposition parties in 2015. This result, in any case, will
be a 1-2% difference. This is a tradition for Ukraine, but

it also demonstrates the democratic nature of the country.

With reference to Yulia Tymoshenko, if Mr. Yanukovich
can do everything in a proper manner, then Ms.
Tymoshenko’s influence will decrease in politics because
new politicians will emerge on the playing field. It will
be very difficult for Ms. Tymoshenko to make up for her

break from politics over the last 3 to 5 years.

Moreover, I am positive that a right-wing party will appear

in Ukraine, which will very harshly criticize populism. Right now, it just so happens, that all of the parties
are populists. The leader, of course, was Yulia Tymoshenko. However, I think that people are beginning
to understand that one cannot believe in empty promises for the 22nd year. There will be a demand for a
much more pragmatic political leadership and truth. There will be restructuring of society, dividing those
people who want to live in the government’s illusions and those who want to live based on their own labor

and try to minimize the influence of the government on business.

Another issue that Alex brought up
is today’s business climate and the
role of shadow economy. In fact,
the shadow economy in Ukraine is
grandiose. I evaluate it to represent
about 50% of the economy. You
can easily do this by looking at
energy consumption. Ukraine’s

GNP energy consumption level is

not four times larger than in other

© Frishberg & Partners, 2013




FRISHBERG
«PARTNERS
10

ATTORNEYS AT LAW

developed countries, but only two times larger. The reason is that 50% of the energy consumption is
not taken into consideration and this is invisible GNP. For example, in 2003-2004 I was looking at the
growth of GNP in the context of the growth of energy consumption in Koncha-Zaspa and the quantity
of houses built. I calculated that the growth was 3.1%, taking into account the market price. This was
two times greater than normal. This is an invisible aspect of the economy and it is not reflected in

statistics. All of our individual construction projects are not taken into consideration in GNP.

Small and medium businesses are a great hole in the economy due to offshore shelters. President
Kuchma was correct in focusing on the plight of small and medium sized businesses and letting them
grow in Ukraine. [ know businesses and private entrepreneurs who over 5-6 years realistically showed
turnover of 20-30 million and paid salaries of around 1,000 USD per month to 50-60 employees, but
these figures were not reflected in the official statistics. They only paid 200 UAH in taxes per month!
This 200 UAH per month was their contributions to the GNP and the state budget.

We need to support the legalization of small and medium businesses and to apply the European standards
applied to European small and medium businesses. Legalization needs to occur slowly but surely so that
these businesses will pay at least the minimum taxes
and make contributions to the Pension Fund. We
have a catastrophic situation with the Pension Fund.
In our country, one employee pays for one pensioner.
In some EU countries, 2 or 3 employees pay for one
pensioner. The shadow economy also works in such
a way when a person retires at 30, 40 or 50 years old
and continues to work within the shadow economy
and does not pay to the Pension Fund. Therefore,
it is very important to begin the legalization of the
shadow economy. This needs to be done in a slow
and civilized manner by implementing international
tax and accounting practices throughout Ukraine.
We should also look at the steps other countries have

implemented in eradicating the shadow economy.

“Raiding” in fact exists in Ukraine, but it is not

growing. Raiding has always been on a sufficiently
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high level and continues to exist on a high level. Oftentimes, raiding occurs when a director is replaced
in a state-owned enterprise by another director. This usually happens in ports, energy companies and
many municipal companies. The directors grow so accustomed to managing state property that they
begin to consider such property a part of their own property. This is also a form of raiding. I believe

this is not a complex problem if there is political will to liquidate raiding.

Well, it looks like I have touched upon many of the topics that Alex raised, so now I propose to move

on to the audience’s questions.
[ applause ]
Question No. 1:

Mr. Savchenko, thank you very much for your excellent
report. I am Yuriy Mardak from the commercial section
of the Canadian Embassy. Your assessment of the shadow
economy at 50% of the Ukrainian economy is quite a
large figure. Since the current leadership does have your
brains and advice and input, when do you think they will
start implementing their suggestions to reduce the shadow

economy?
Dr. Savchenko:

There are simple and complex recipes. The first advice is
a radical reduction of taxation in Ukraine, especially social
taxes or social contributions. This is currently 36% in

Ukraine, whereas people in normal countries only pay 10-

12%. The maximum that a business or individual would be

willing to pay is 15%.
The second advice relates to pension age. We support a unified pension system for all Ukrainians. I

will tell you some paradoxical numbers. We have pensioners with a pension of 100,000 UAH, which

is 15,000 USD. There are many pensioners with a pension of 10,000 USD. There are pensioners that
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receive these pension amounts since 40 years of age. This realistically equates to tens of billions
of hryvnias. I ask myself whether this system is ethical when one pensioner, whether he/she is a
Supreme Court judge or employee of the National Bank or any other government bureaucrat, receives

a pension amount that 100 young families need to work for to get such a level of pension.

A complete reorganization of the pension system is required, including rights to pension at 65 years of
age. This is the only way we can reach the corresponding system in which two workers can feed one
pensioner. Along with this, we need to increase the standard living level so that people actually reach
the age of pension. However, if we decide the question of child mortality, then this will give four or
more years towards the average longevity of life in Ukraine. For this, we need approximately 1 billion
USD in investment, and preferably not money from the budget but private money. Money from the

budget would be stolen due to corruption in the government.

Presently, there are other things being implemented
by certain government structures. A law-making
initiative has reached the Parliament to lay an
additional 3% tax on the authorized capitals of all
enterprises in Ukraine, including 100% foreign-
owned companies, joint stock companies, private
enterprises, etc. I gave an interview to “Echo
Moscow”, which asked how this would reflect on
foreign investment in Ukraine if it happens. This
will have an effect on not just foreign investors
but Ukrainian investors. If such a law is passed the
country will become bankrupt within 3 months.
Do the people who have made such a suggestion
not understand that the banking system never had
profitability of more than 1.5%? All banks will

immediately become bankrupt. We are not even

talking about loss-making companies which make
up 50% of our enterprises. This is not because the
system is so bad, but because we have a lot of bad businessmen. They can’t calculate very well,
they don’t understand business law and, unfortunately, they invest into loss-making projects. So,

you always have to study. Unfortunately, the workforce in Ukraine is technically proficient, but
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on an economic, humanitarian and social level it is far behind the West. It is all myth that the
Ukrainian workforce really wants to work and that it has excellent workers. In reality, all of this

needs to be re-created in Ukraine.

What I suggest to the government is not to make any reforms prior to the elections because it can
only take populist reforms before the elections or else there will be mistakes. We need to improve
that which was previously launched. We need to start to “de-bureaucratize” the government,
increase law enforcement and bring order to the court system. After the elections, either the new
or old President will have two years to undertake reforms which will provide results within 4
to 5 years. Unfortunately, Ukraine has always been a prisoner of elections and has made many

mistakes during those times.
Question No. 2:

My name is Philip Larmett from Effective
Media Management Ukraine. About 10
years ago Russia took the radical decision
to decrease all taxes, a unitary tax of
13% for all income tax. It was done very
quickly and radically. Apparently, this
changed the whole atmosphere of Russian
business and brought a lot of companies

out of the shadow economy. Is there not

an argument for doing the same thing in

Ukraine?

Dr. Savchenko:

Ukraine passed the same type of law the next year. Individual income tax is approximately the same
as in Russia. However, we did not reform the social taxes, which amount to approximately 36%. We
have a profit tax of 19%, which is quite low, but this is under Ukrainian accounting standards. If we
recalculate taxes according to international standards, which are accepted in the EU, then 19% in
Ukrainian standards is approximately 29-30% in European standards. The current Tax Code calls for

a decrease of profit tax even further to 16% in 2014.
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This pertains as well to other taxes, which are declared
but,because we are separate from European accounting
rules (our rules are incomprehensible to the EU), they
provide incorrect information for our official leaders.
Whenever they think we have low tax rates, I say that,
unfortunately, we have amongst developing countries
the highest taxes. The proportional weight of the GNP,
which is redistributed via the tax and social insurance
system, reaches up to 45%. This is even more than
in Western countries. If you take into consideration
countries like Romania, Poland and Bulgaria, then
there the correlation is about 34-35%. And, they are
under pressure from the Euro-bureaucrats to increase

this level because it creates competition.

My concept is to firstly switch over to European
standards of accounting and audits, then to choose an
adequate plan for the taxation system, and then to radically decrease the social taxes. Corruption also
exists in the VAT system. The Tax Code calls for a decrease of the VAT rate from 20% to 17% in 2014.
My proposal is to radically decrease VAT to 10%. Why? The main VAT payers are normal, everyday
people, who pay for their apartment utilities, gas, food, etc. They make the most VAT payments to the
VAT system. Then you have big oligarchs who are standing in line for VAT compensation. Some get
VAT compensation and others don’t. There is even a problem with corruption in the VAT systems in
Western countries. VAT is for civilized countries. Therefore, the only way to decrease corruption is
to lower the VAT rate. In this case, the “benefits” received from corruption in the VAT system will be
minimized. In other words, the corrupt “expenses” will be equal to the benefits one may receive upon

the compensation of VAT. 90% of VAT payers simply cannot get a return of their VAT.
Question No. 3:
I am Jacob Parusinski from the Kyiv Post. You have actually answered almost all of my questions!

I’d like to continue with the pension issue and the political support that needs to be found to resolve

this issue.
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Without getting overly dramatic, Ukraine
spends about 18% of GDP on social
expenditures. The median age is above 40.
The pension reforms should have been done
years ago, not now. If you delay it to the
next presidential elections, and remember
there are Parliamentary elections coming
after that, by the time you get the pension & 3

age up to 65 that will be your median age.

How does a political party find any kind of support and hope to form a coalition to push reforms
through? The President is not enough. How do you find support to get this done? You can’t just cut
the larger pensions because this seems unfair. This is not the biggest part of the spending; it is all
of the small ones. Right now, the only thing the political parties say as to how to change the social

expenditures is to increase them.

Dr. Savchenko:

This is a correct and complex question.
How do you find a social basis to support
pension reform? There is not one country
in the world where the population doesn’t
support this type of reform. Unfortunately,
all political opposition parties in Ukraine
now declare that when they come to power
they will return the pension age back to

55. In my opinion, this populism must be

destroyed by new political parties, which

must explain, firstly, that the country cannot continue to exist with such a pension system. Secondly, the
pension system must be made fair. For example, we should liquidate the separate pension systems for
the employees of the National Bank, Prosecutor’s Office, the military, the police, judges, etc. We have
a lot of these systems. These pension systems provide the opportunity to retire at 40 years of age and
receive from 1,000 to 15,000 USD. With the average salary in Ukraine, the pension amount would be
around 400 USD. In reality, the benefit here is not small. I didn’t make the exact calculation, but this is
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in the realm of tens of billions. It is an illusion to calculate for only one year or one month. You need to

calculate over 15-20 years the benefits which beneficiaries receive under this old Soviet pension system.

After liquidation of the current pension system, we need to implement very harsh rules. The maximum
pension should not be higher than 10 times the minimum pension. That is, if the minimum pension
is 1,000 UAH, then the maximum pension should not be more than 10,000 UAH. If high-paid
bureaucrats would like a higher pension, then they must raise the minimum pension. These measures
would allow us to increase pensions, especially the lower bracket of pension. I think that 20-30%
would not be a populist number. The explanation of the justice and benefit of all of this, especially for
the large bracket of pensioners, is not enough. We need to implement a law in accordance with which
all government enterprises are obliged to hire people older than 50 years. We have a lot of government
enterprises, institutions and organizations, about 35% of them, that should be given tax holidays for
hiring people over 50 years of age. For example, they would only pay (withhold) personal income tax
on salary amounts of greater than 3 minimum monthly salaries. In summary, we need explanation,
fairness, material benefits and provision of employment opportunities for the elderly. Together, these
will not completely resolve the problem, but it will provide a chance to appeal to the population and

to explain the unpopular measures that need to be taken.

The youth can provide great support for such reforms
because they are aimed at the distribution of income
from the elderly to the youth who have salaries of 400
USD. From these 400 USD, they have to pay about
200 USD in taxes. 100 USD goes to the Pension Fund
— this closed circle must be somehow broken. This
is yet another reason as to why I have doubt in these
old political opposition parties. If they remain as
populists (some of them are entrenched populists and
some of them are modern populists), then neither they

nor the country will have any prospects for the future.
Question No. 4:

My name is Elena Bokan from Aston Financial

Services. I would like to continue with the topic of
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the Ukrainian pension system, as we work in the sphere of non-governmental pension funds for
Ukrainian citizens. How do you feel about non-governmental pension funds? How do you see the
implementation of a third level of pension in Ukraine, voluntary pension insurance? Can you comment
on the events in Poland that 50% of the population elected non-governmental pension and Poland, in
its turn, welcomed such voluntary pension insurance? Poland withdrew half of the pension funds to

cover its debts.
Dr. Savchenko:

This is a rather professional question. With respect to Poland, I think that such seizure and destruction
of trust toward private pension funds will lead Poland to rather difficult times. Poland ideally lived
through the crisis. One of the reasons is due to powerful private pension funds. This is why there is
disappointment and it is a blow to the ambitious plans of Ukraine to create a strong system of non-

governmental pension funds.

Our pension system consists of two systems. The first
is the solidary governmental system in which your
current pension contributions are aimed at the payout
of pensions. Private accumulative pension funds are
permissible in Ukraine and are very well supported
by legislation. These are tax deductible contributions.
Thisis 7% of salary regardless of whether the employer
or employee pays. You can accumulate pension in
private pension funds and, upon retirement, you can
receive the accumulated amount or extend pension
payouts via insurance companies for the duration of
your life. This is in addition to the pension you would

receive from the state.

However, the absolute financial ignorance of

both employers and employees somehow led to
inattentiveness to such private funds. The only minus
of such funds is the bureaucracy because the State Commission on Securities and the Stock Market

implemented even more bureaucracy in the system than the National Bank did in this system. This
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system is quite complex. In order to receive one hryvnia you need to fill out an absurd amount of
forms. Other than that, the system is actually pretty good. And, a plan has long been in the works
to create a mandatory accumulative system. The details are not completely drawn up, but there are
two variants we are offering as follows. For up to 15 minimum monthly salaries the employee will
contribute a social tax to a consolidated pension fund and any amounts above 15 minimum monthly
salaries will be contributed to a private, accumulative pension fund system. This is a simple decision
because currently taxes are calculated not on the entire salary amount but on the portion of salary up
to 15 minimum monthly salaries. The second variant is that those who receive more than 15 minimum

monthly salaries will have to accumulate the excess amount in to private pension funds.

In order to secure these private pension funds, I would give them the status of depositories in the
banking system. In other words, in case of bankruptcy, a certain guaranteed portion of funds must
be paid out to employees. If we can create such a simple system, we won’t need to think up any
other reforms. Then, already next year, we would be able to accumulate investment resources,
provide jobs to investment bankers and, possibly, a stock market would appear. Today’s stock
market is a parody. If a foreign investor comes with 100 million USD, then it can do whatever
it wants on the market. Without an accumulative pension mechanism, it is impossible to create
a real stock market in Ukraine. The simpler the system, the better. Right now, only wealthy
individuals will risk investing in private pension
funds. Wealthy individuals understand what kind of
private pension funds are available, which funds to
invest in, what are the policies of each fund, whether
contributions can be withdrawn and re-invested
into other funds, etc. If there will be a substantial
guarantee on deposits by law, then the future will be

bright for private pension funds.
Question No. 5:

Good evening. My name is Jean De Lannoy, I'm
from the Belgian Embassy. I am new in Ukraine and
I see that in the runoff to the decisions that need to

be taken in Vilnius the Ukrainian government has

taken many measures. My question is whether there
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has been any practical effect of such measures. Have there been any practical actions taken in
relation to other complaints from the EU? For example, actions against raiding. Firstly, however,
can we be certain that the new laws have been passed in order to comply with EU demands in
view of the signing of the EU Association Agreement? Will these laws have practical effect?
Secondly, in the limited time before the signing of the EU Association Agreement, are there any
signs of goodwill that the government will take to show that it will improve the situation in the

country’s business sphere?
Dr. Savchenko:

This is quite a complex question. The question
about whether the EU’s demands will influence the
reality in Ukraine is a good one. Briefly, I believe
that the majority of laws will have an immediate
influence on the political and economic situation.
For example, the law on the Prosecutor’s Office
and other laws connected with the elections will
have a practical impact because there will be forces
controlling this situation. When there is no control
due to non-political and more complex laws,
such laws will not immediately be implemented.
Therefore, I hope that immediately following the
signing of new laws in association with the EU
Association Agreement technical assistance from
the EU will make law enforcement effective,

including education. When Poland signed an

analogous agreement with the EU and prepared to
enter the EU, educational funds for bureaucrats, professors and businessmen reached several billions
of dollars. Ukraine needs just these types of funds and assistance in order for the laws to work in full

effectiveness.
The majority of the law will have an immediate and positive effect, especially on the political

system and civil society. Therefore, all of the hard work being put into this will not go to waste. Of

course, not everything can be imitated, so it will need to be developed organically.
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Question No. 6:

Yuriy Mardak of the Canadian Embassy once again.
Taking into account the most favorable scenario,
returning to the theme that Ukraine is at the crossroads
and taking into consideration that the decision has
already been made to move toward Europe, and I also
like your conclusion that we will see more Russian
investment as a positive aspect of the signing of the
® EU Association Agreement, I would like to ask the
g following question. Looking at the presence of the
commercial section of the Canadian Embassy and
other countries and representatives of the business
community here, what are the specific economic
sectors you can mention that will open up after the

signing of the EU Association Agreement in addition

to the energy and automobile assembly sectors?

Dr. Savchenko:

This won’t sound very original. I would like to say that in reality in Ukraine there are a lot of
projects that can give added value. For example, when I worked in the government, we would
see investors from the European Investment Bank (and I also worked in EBRD), and they were
shocked at the amount of projects which could give immediate returns or added value. I am not
talking about 5-10% returns, but 50-100% returns. However, the first, most effective investments
would be in energy savings or alternative energy sources, including shale gas (both offshore
and onshore). There are already investors here. This is why it was clear that Ukraine would go
to the EU not two months ago when Mr. Yankovuch said so, but when the tenders in this sector
were won by the American and European companies in Crimea, Western Ukraine, Donetsk and
Kharkov. No Russian entities were victorious in these tenders...and we know how Russians are

able to work with our bureaucrats.

The second interesting sector is the agricultural complex. The potential profitability in this

sector is quite high, but without radical decisions in relation to land use or sale, we won’t see
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very big investments. The decision on the fate
of Ukrainian lands will only take place after the

presidential elections.

The third sector is anything connected with the
population. I hope that after the signing of the EU
Association Agreement the number of Ukrainian
billionaires will cease to increase and a large
amount of the GNP will go into the pockets of
the average Ukrainians. You can imagine that if
the purchasing power of the average Ukrainian
citizen will increase twofold from 400 USD to 800
USD (and this can realistically be done within 3-4
years), then the real estate market will once again
become interesting. This will not happen next year
but in two, three or four years, provided that the

escape of capital from Ukraine will cease. For

example, I worked in the National Bank and I can
say that annually Ukraine invests approximately 15-20 billion USD in offshore zones by lowering
export prices and using other methods. Even if half of that amount was to return to the Ukrainian

economy and find itself in official salaries, then the situation would change for the better.

With regard to more complex branches of the economy, much will depend on the EU. Right
now, only the USA partly supports the Space Industry. The EU and the USA don’t support the
aircraft building and shipbuilding industries, although our future depends on these industries.
In the EU’s place, I would support the intellectual potential of Ukraine and provide significant
support to such branches as the space, aviation, turbine, motor and shipbuilding industries. We
have great potential in these branches and we are very competitive with the EU, except for the
actual markets. Therefore, if Ukraine were given a part of the market, then these branches could
become very interesting. This will support technical education in Ukraine because, except for
computer programming, there is degradation in technical education. Everyone these days is

becoming a manager, lawyer, marketing consultant, etc.
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Question No. 7:

My name is Eduard Terpitsky, thank you for your
presentation. I have a simple question. We all forgot
about the International Monetary Fund. After the
signing of the EU Association Agreement, will we see
a renewed cooperation with the IMF? With respect to
the IMF’s latest complaints against Ukraine regarding
the need to increase of gas tariffs, will this issue still be
in the forefront after the signing of the EU Association
Agreement or will it be put on the backburner or will

it be taken off the table by some kind of compromise?

Dr. Savchenko:

When the crisis began, I was the head of the Ukrainian delegation in Washington, DC, and I proved
that without IMF’s money an economic collapse in Ukraine would occur within one month. I returned
home with the IMF delegation and we receive an IMF loan two weeks after the crisis began. This
saved Ukraine from default. This is why when we earlier came to these current, pitiful conditions,
it had a very negative impact on Ukraine’s image and
on the condition of our public and private finances. The
demands of the IMF are actually twofold: (i) to balance the
budget and (ii) transfer to a floating exchange rate (even
comparatively floating). I have been fighting for these two
postulates of market reforms for 20 years. Unfortunately,
we have seen no progress in the floating exchange rate or

in the balancing of the budget.

What could be easier? I recommend to the government to
create a 5% corridor until the end of the year and release
the floating exchange rate within that 5%. People would
not notice this. 5% is an exchange rate of 8.03 or 8.04; it

has already reached that before. With regard to the budget,

it can be balanced by increasing prices of energy for the
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population. However, this is impossible to do prior to the elections. We can undertake reforms of
residential and municipal services by decreasing twofold the people’s expenses on the cleaning of
housing territories. This is 80% of the maintenance fees (condo fees) of residential premises (50%
of which is subject to corruption). A simple suggestion is to increase the prices of electricity and
gas, decrease the maintenance or condo fees of housing territories, and leave the heating tariffs
alone (because here the corruption is two-thirds due to old technology and simple theft). This can
be easily and efficiently achieved and we would be able to continue receiving loans from the IMF.
For this purpose, we need intellectual power from energy experts and we need to step on the toes
of the people who receive sufficient income from these sectors. These simple steps would allow

Ukraine to sign an agreement with the IMF.

One of Ukraine’s arguments is to wait until the price of gas will be 200 USD within two years
rather than the current 450 USD. Let’s assume this will be the case. I don’t think that the IMF
will accept this argument, although it is the correct argument. The self-cost of Ukrainian gas
is approximately 40-50 USD. If we bring in new technology, then it will be 100 USD. A sale
price of 200 USD under new technology or 100 USD under old technology will allow us to
balance the budget. This is all future perspectives. Investors and creditors don’t believe it

future perspectives — they want to see reforms today.
Question No. 8:

My name is Brian Bonner of the Kyiv Post. How would
you construct the privatization of agricultural land so
that it doesn’t end up in the hands of five oligarchs, like

the rest of Ukraine’s industries?
Dr. Savchenko:

Some of you may not know this, but practically all of the
land is already privatized. Only 10% of the privatized
land can be traded. 90% is under a moratorium, but it
is already under private ownership. You can’t sell it,

but you can lease it out. In general, the owners of the

land are primarily Ukrainian farmers. These are the
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worst owners in the world. Unfortunately, it just so happens that these farmers don’t work the land
themselves; they rent it out to large businesses or the land goes to waste. 10% of the owners can sell
their land, because they received it into ownership prior to a certain date, but the other 90% can’t
sell. This is the status quo. As a result, the privatization of land has already taken place. Now we are
talking about the creation of a land market. Here we see the real danger of concentration of land in the
hands of 4 or 5 families. If this process was to be controlled, you could lower prices to the minimum,
buy such land, and sell or lease it out or somehow use it. There are fairly adequate mechanisms, which

serve as a barrier to “super concentration”.

As a person who has invested in this sector and receives income from this business, I can add that
technologically the size of land that allows for the receipt of profit from the growing and selling of
grain, for example, starts from 8,000 hectares. You have to be the owner or lease such land. 12,000
to 20,000 to 25,000 hectares is a normal farm — technologically this is the optimal parcel of land.
Therefore, I believe that the reform of the land market must be undertaken with the aim of the creation
of businesses with land parcels of this size. People that own 150,000 or 250,000 hectares of land
cannot control the use of the land, with the exception of one oligarch who is politically active in this

area. He is able to control the use of his vast lands because he has a big family that can keep order.

In the end, the market will put everything in its place.
With reference to foreign investment in the Ukrainian
agricultural market, I think that some sort of a grace
period (10 years, for example) should be instilled
whereby foreigners can only lease agricultural land.
10 years is enough of a starting run for Ukrainian

businesses to be able to compete with foreign investors.

I would resolve the issue of “super concentrations” by
using taxes. Anyone who owns land of up to 20,000-
25,000 hectares should be subject to one minimum
tax rate. The tax rate would increase on a sliding scale
as the amount of land is greater. There can be some
super technology that would allow big concentrations

to efficiently and profitably work the land. We are not

Poland and we have a culture to manage fairly small
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pieces of land. Ukraine is more of an industrial nation. There is nothing wrong with protecting the
rights of farmers and educating them to work the land. This is the main problem facing the agricultural
sector. It is like in the financial sector, on the one hand we have very educated people and on the other

hand we have people with no education at all.

In summary, we should promote the optimal size of land parcels for privatization and invest significant
funds in the education of landowners. This will allow them to efficiently use their land. They would
also be able to sell their land at normal prices or grant it for lease at normal prices. It would be
even better if they could work the land themselves, but this is doubtful because they would need to
get loans, work for 10 hours per day, understand when to plant, when to harvest, when to sell, etc.
Usually, these people are very far behind modern farming technology. So, they either have to hire

labor, work as hired labor, or receive lease payments.

Not long ago I was looking for land to start a vegetable business and I realized that there are simple
families that have received from the state 500 — 1,000 hectares of land free of charge. Half of these
lands are overgrown with trees or weeds and the other half is subject to farming fantasies. Alternatively,
they try to sell their land for 150,000 USD per hectare. This pertains to the majority of landowners
today. You shouldn’t have any ideals or illusions about who you are dealing with in this sector. These

people need to be educated to use their land in a proper and efficient manner.

. « FRISHBERG
Alex Frishberg: i «PARTNERS
www.frishberg.com

Well, unfortunately the clock tells me that our time has

« real property

run out. I am very glad that you decided to attend today’s
discussion, and I would also like to thank Dr. Savchenko 2 G Eo ;’: ‘.
for a very interesting and informative presentation. ‘ &
As you can see, the Baccus Restaurant has prepared a
wonderful reception, and I would like to welcome you
to join us at the reception. Please feel free to pose any
additional questions to Dr. Savchenko over a glass of
wine. Thank you once again, ladies and gentlemen, and

we look forward to seeing you at our future events!
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