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Abdtract

This thess reports data on foreign direct investment in Ukraine obtained from surveys of
mgor foreign invesors Dunning's interndization theory was used to relae this empiricd
work to the mangream literature in internationd busness. The surveys found that the
mgor mative for foragn direct invetment in Ukrane is make-seeking with other
moatives inggnificant. The surveys dso identify key problems foregn invesors face in

Ukraine.



I ntroduction

When tdking aout invesment in Ukrane word “foregn is added to the word
invesment autometicaly. While there are no prospects for effective domedtic investment,
everyone in govenmentd drdes relies on the magic foregn investor, who will come and
recue the country. This has predetermined officid policy toward foreign direct
invesment (FDI), which is intended to promote it. However, foreignes dill view

Ukraine as effectively an unattractive place to inves.

Despite a common pessmism aout invetment in Ukraine, some courageous companies
have dready risked edablish thar production here. Empiricd invedigation of what ther
motives were, what their hopes are and what problems they are currently facing is the
man objective of this paper. An underdanding of FDI pioneers will reved mgor
incentives and digncentives for foreign invesors coming to Ukraing, which in its turn

could be hdpful in FDI palicy meking.

The dudy was conducted by means of persond interviews with senior executives of 13
foreign companies operating in Ukraing, coming from 9 indudries and 6 countries. All of
them made ggnificat capitd expenditure, in other words they have st Y thar
production facilities in Ukraine. When this research was being conducted, i.e March
1999, they had invested a totd of USD 610 min: that represents 24% of the totd FDI
dock in Ukrane. The companies in the sample represent top investors in Ukraine

according to their contribution to the Ukrainian economy.



To reae this empiricd work to the mandream literature in internationd business
Dunning's interndization theory is employed to provide andyticd indghts into both the
corporate FDI decison and the public policy/government implications of the regulaion

of foregn investment in Ukraine.

The paper will proceed in the following way. Frd it will briefly discuss the importance
of FDI for a country in trangtion and describe the legd framework and current Stuation
with respect to foreign invesment in Ukrane Second, it will review Dunning's
interndization theory as the most commonly accepted theory of explaining FDI flows
Third, it will examine how this theory fits Ukrainian redity. The paper concudes with
investigation of the problems which foreign investors face in Ukrane and consders

possible ways of promoting investmen.



Section |. Importance of FDI and Ukraine's Environment.

1.1 Importance of foreign investmentsfor transition economies.
The importance of direct investment for countries in trandtion is widdy accepted, and is
a key feature of policy for western financid assdance. (Hardt, J. Kaser, F., 1995, 2).
Offidd finencdd ad, (eg. IMF, World Bank, EBRD) is of crucid importance for urgent
patching of finendd holes, but in the longer term countries should rey on private capita
flows, which could provide nondebt sources of funding for monetary dabilization and
restructuring of trangtiond economies. This dam is supported by the experience of
catan deveoping countries namdy Madaysa, Singgpore, Tawan and Thaland which
have been highly successful in building a devdopmentt drategy based on foreign

investment in their economies. (OECD, 1998, 17).

The bendfits of foreign direct invesment (FDI) usudly manifes themsdves in the host
country trade performance. Initidly, invesment influences the patern of goods and
savices that are exported. In the longer term it promotes growth through transfers of new
cgpita and technology. (OECD, 1998, 17). What is more, there is an indirect FDI
contribution to economic development through growing competitiveness of local firms
in the world markets. Multinationd enterprises (MNES), by trandferring technology and
ills training and egablishing linkages with the locd economy, hep to creste domedic

indugtrid cgpabilities, that would not otherwise exigt. (OECD, 1998, 17).



Ancther dtractive feature of FDI is its impact on host country productivity. A sudy of
foreign afiliates found that productivity growth in foreign dffiliales was largdy due to
increesed  production capecity, while in domegtic firms it was accounted for mosly by
labor shedding (OECD, 1998, 23). Furthermore, it was found that the labor productivity
of foreign dfiliaes rose more rgpidly than that of naiond firms by this sgnding about
more efficient production. It is supported by the fact that foregn effiliates rdy for most
of ther technology on the parent company, dthough the share of foreign affiliates in

overd| research and development has tended to rise Seedily over time (OECD, 1998, 21).

The OECD experience shows that foreign invetment can enhance the leve of
competition in domestic markets and hence economic efficiency to the benefit of host
country (OECD, 1998, 25). New players chdlenge podtions of dreedy edablished
companies, by this forcdng them to adjus in order to reman competitive. What is more,
paticipation of foreign investors on a naiond trestment bads in bids for concessons
provides a guarantee that such concessons are granted to the mog efficient bidder. Also,
the posshility for domedtic enterprises to borrow directly from the foreign banks abroad
exerts hepful pressure on domedtic banks to reduce the cost of their services and extend

the range of sarvices they offer. Even if it is not rdevant for Ukraine currently, but the
opportunity given to domedic enterprises to rase funds on internationd capitd markets
incdtes sock market inditutions to improve the functioning and the aitractiveness of loca

capital markets (OECD, 1998, 25).



However, there may be the cases when foreign investments reduce compstition in the
domestic market through incressed concentration of firms in the indudry or by pursuing
catd draegy. The presence of foreign firms in a domestic market may aso complicate
the task of the nationd competition authority, paticularly if catd activity is suspected,
as information necessary to the invedtigation of a catd is gread across the jurisdictions
of severd countries (OECD, 1998, 25). But this is not a reason to hamper foreign
investment, because anti-competitive practice is nether inherent nor exdusve behavior
of fordgn invetors What is more removd of remaning discrimingtory redrictions on
entry of foreign firms can gregtly hep the task of nationd competition agencies, as the
entry of additiond firms is the bet long-teem drategy to prevent the acquistion of

excessve market power. (OECD, 1998, 25).

1.2 Legal Framework for FDI in Ukraine
One of the most important issues that will be scrutinized by a serious potentid investor in
any new market is the gability of the domedtic legd system from the point of view of the
protection and enforcement of rights and the legd framework for foreign investment, in
paticular. Although there ae notable recent examples of improvement in  qudity,
Ukranian legidation 4ill remans quite inconsgent, frequently changing and  weskly
enforcegble. The result is uncertainty, which makes it difficult for the players to
underdand the "rules of game' and magnifies the risks associated with doing business in

Ukraine.



A mgor piece of legidation governing the regime of foreign invesment in Ukraine - the

Law on the Regime of Foreign Investment (April 25, 1996). This document contans

following mgor datements

?? Protection agang changes in legidation (foreign investor is guaranteed protection for
10 yearsin the event Ukraines foreign invesment legidation is changed).

?? Protection againgt nationdlizetion.

?? Guarantee for compensation and rembursement of losses suffered as a result of
improper or negligent actions of state authorities or their representatives.

?? Guarantee in the event of termination of invetment activity (right to remit revenues
and withdraw invesment from Ukraine).

?? Guarantee for repatriaion of profit.

A point of extreme concern of foreign investors namey taxation is subject of congtant

changes in Ukrane  Initidly, enterprises with foreign investmet (that is enterprises

having from 10 to 100 per cent foreign paticipation) were exempted from the income

(later profit) tax during 5 years beginning from the date of regidration. (Decree, 1993).

This tax holiday hes been ggnificantly limited in 1994 by applying only to enterprises

regigered before January 1,1995 and under conditions that (i) the foreign investment

amounted to the qudified minimum of USD 100 000 and (ji) it would not be dienated

during the entire period of tax holiday. (Law, 1994).



The aove mentioned Lav "On the regime of foreign invesment” (1996) did not meke
any changes to the income taxaion, while freed from cusom duties the import of goods
designed to conditute the foreign part of the statutory capitd of the enterprise.

In April, 1997, basad on Ukrainian Miniger of Fnanceé dam that the amount "lost by
the budget” from the beginning of the tax holiday was 1,650 min. hryvna (goprox. 890
min. USD), the Paliament passed a new Law (1997), which dates that the profit of
enterprises with foreign invesment should be taxed according to the generd rules. The

custom exemptions brought by 1996 Law are d 0 repeded.

Thereupon, many foreign investors went to the courts and won cases about redtitution of
ther facilities Despite numerous winning cases and Supreme Court daificaions, 1997
Law is dill in force. The number of court winners grew dgnificantly, so the attempts to
rise budget revenues by means of foreign investor's income tax has faled. The officid
blow to these dissenting investors was Presdentid Decree of 26 Februay 1999, which
suspends the internationa activity of 37 enterprises with FDI and temporarily blocks ther
exchange payments. Recently this decree was repeded, but the Cabingt of Minigers
passed new one, which puts off tax exemptions even for court winners up to the find
decison of Supreme Court on this maiter. This dae of &fars cdealy illudrates the
dtuation with FDI in Ukrane Fom one dde officdds undersand the importance of
invesment and meke the atempts to atract them, from another Sde the same officids
pursue practices, which completely deter any potentid invesor from coming into this

country. "They love investment but hate investors' (sad investor in Ukrane, who for
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four years fought for an investment of USD 50 min that would save severd hundred jobs

but has ill made no heedway). (Maollers, 1998, 141).

1.3 Ukraine and Foreign Direct Investment

Ukraine enjoys the digtinction of perhaps the least atractive host country for foreign
investors after Beaus in dl of Eastern Europe and the former Soviet Union. (Dean,
Manea, 1998, 6). Being potentidly attractive place to invest, the country possesses a
grest amount of unused or underused physcd and human cepitd, billions o dollars of
idle savings, dtogether with strong domestic market in 51 min people (one of the largest
in Europe) and essy access to even greater markets of Russa and other former Soviet
republics. (Szyrmer, 1998, 2). Given its draegic postion between Eastern Europe and
Russa, and its access to nuclear wegpons and the Black Sea flegt, the US moved quickly
to entice Ukraine firmly into the Western camp. (Deaen, Manea, 1998, 6). Ukraine is now
the third largest country recipient of US foreign ad, after Isad and Egypt. The World
Bank, IMF and EBRD have dso been generous. Much of this aid has taken the form of
technicd assdance for building the maket and legd inditutions that underpin a
capitdis economy. Hence it is even more remarkable that the country has remained so

unattractive to foreign investors. (Dean, Maneg, 1998, 6).

From the other 9de, despite quite an optimidic Stuation in the beginningfirg haf 1997,

the end of 1997 financid criss has heavily hurt the seemingly recovering economy.
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Thus, today it is hard to find some aitraction in macroeconomic Stuation. There was no
economic growth snce USSR collapse, and what is more, there is no hope for serious
improvement in the nearest future. Ukrainian enterprisess and populaion are becoming
more and more indebted. The dgnificant pat of economy works without money at dl,
reorting to the ancient form of trade rdations, such as bater or given-taken raw
materids. The number of adminidrative redrictions redrans foreign trade The
inditutiond  environment is extremdy unhospitd as wdl: the legd sysgem is too
ambiguous and unenforcesble, economic policy is highly inconsgtent, bureaucracy and

corruption are flourishing, deterring any serious potentid entrant.

Thus, it is not supriang, that given an estimated need over the coming years of USD 40
billion in foreign invesment for indudrid resructuring, the levd and pea capita
indicators for foregn invesment ae gill very far from adequate. (CCET, 1997, 8).
According to Ministry of Statidics of Ukrane data, as of the end of 1998, cumulative
foreign direct invesment into Ukrane snce 1991 reached gpproximady USD 2.7
billion, the mgority of which was invesed in joint ventures In 1998, Ukrane received
jug USD 807 min in FDI. While this represented a 31.2 per cent rise on the levd in 1997,
it il represented less than USD 16.7 per head in FDI inflows Cumulaive FDI per
cepita & the end of 1998 remained under USD 54, while this level for most advanced
trandtiond countries Hungary and Poland is USD 2,673 and USD 724 correspondingly.
The following data are based on the officid datidics for totd direct investment from

1991 through the end of 1998 (in USD miillions).



Table1. FDI in Ukraine 1992-1998.

1992 | 1993 1994 1995 1996 1997 1998
FDI  Sock, | 1700 | 3700 5210 7780 12780 18930 27000
min. USD
FDI per| 33 71 100 150 249 372 539
capita
FDI % of| 21 12 16 23 30 41 6,6
GDP

Source: Ministry of Statistics of Ukraine

In the beginning of 1998, the main interests of foreign investors were in food sector

(20.6%). Other domedic trade operaions condituted 19.5%, finance 8.5%, engineering

and medlurgy 8.2%, chemicd and ail refining 6.9%, hedth protection services 56% and

congruction and building materias 4.4%.

Table 2. Ukraine: FDI by Sectors.

Sectors 1996 1997
min USD % of total min USD % of tota
Food Industry 166.63 11.6% 42207 20.6%
Trade and Commerce 487.79 3B% 400.65 195%
Credit, Finance, Insurance 70.71 4% 174.08 85%
Engineering and Metdlurgy 138.86 9.™% 168.7 82%
Chemicd and Ol Refining 414 2% 141.22 6.9%
Medicd Care 7465 52% 114.87 56%
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Condruction and

Materids

Building

69.08

48%

90.55

44%

Source: Ministry of Statistics of Ukraine

By origin of the invesment, as of 1 Jenuary 1998, the United States, which had mede

invesment vaued & USD 36353 min, led with 19.2% of dl invesment followed by the

Netherlands with 11.3%, Germany (10.6%), the Russan Federdtion (8.4%), the United

Kingdom (7.6%6) and Cyprus (5.9%).

Table 3. Foreign Direct Investment by Countries of Origin.

Countries 1995 1996 1997

nin % of min % of min % of

usbD total usb total usb total

USA 86.7 210 79.1 146 118.2 19.2

Netherlands 34.6 84 731 135 A4 153
Germany 55.6 134 9.6 18 183 3.0
Russian Federation 30.9 75 56.2 104 44.3 7.2
United Kingdom 20.1 49 46.4 8.6 496 8.1
Cyprus 23 56 347 6.4 395 6.4

Source: Ministry of Statistics of Ukraine
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Section 2. Themotivesfor Foreign Production

(Conceptual Background).
Today, it is widely agreed that FDI takes place when three sats of determining factors
exig dmultaneoudy (Dunning, 1993, 79):. the presence of ownership-specific advantages
of propeaty rights and intangible assats in the multinationd enterprise (MNE); the
presence of intendization incentive advantages, and the presence of locationd

advantagesin ahost country.

?? Ownership specific advantages (of property rights and intangible assets) arise from
the firm's sze and access to markets and resources, the firm's ability to co-ordinate
complementary activities such as manufecturing and didribution, and the dbility to

exploit differences between countries (Rugman, 1998, 6).

?? Internalization incentive advantages aise from exploiting impefections in externd
markets. These include the reduction of uncertainty and transactions codts in order to
geneate knowledge more efficently; and the reduction of date-generated
imperfections such as taiffs foreign exchange controls, and subsdies. They may
reflect either the greater organizationd efficiency of hierarchies or ther ability to

exercise monopoly power over the assets under their governance (Rugman, 1998, 6).
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?? Location specific advantages, which incdude differences in country naurd
endowments, trangport cods culturd factors and government regulaions. They

determine which countries are host to MNE foreign production (Rugman, 1998, 6).

While the fird and second are firmspecific determinants of FDI, the third is locaion-
specific and has a crucid influence on a host country's inflows of FDI. If only the firs
condition is met, firms will rdy on exports, licenang or the sde of paents to sarvice a
foreign market. In the presence of interndization incentives, eg. protection from supply
diguptions and price hikes lack of auitadble licensse, and economies of common
governance FDI becomes the prefered mode of sarvicing foreign markets, but only if
location-specific advantages are present. Within the trinity of conditions for FDI to occur,
locationd determinants are the only ones that host governments can influence directly.

(UNCTAD, 1998, 89).

Wheress it has not been possble to arange MNEs locationd-specific decisons into a
uniform theoretica pattern 0 far, the literature cites a large number of very different
factors that impact on budness potentid and the risks assocdated with individud
locations. They can be grouped into three broad categories, such as ndiond policy

framework for FDI, economic motives and business facilitation.

The core FDI policy is of cudd importance. Without foreign invesment legidaion no
foreign investment will take place in a particular country. What is more, it was found that

while the invesment policy redricions ae very important in discouraging foregn
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investment, invesment policy incentives are only one vaiable atracting such invesment

(OECD, 1998, 17).

Equdly important as FDI policy frameworks in encouraging investment inflows ae
measures that facilitate business transactions. These incdude busness promotion,
invetment  incentives,  after-invesment  sarvices,  improvements  in amenities,  and
messures that reduce the "hasde' cost (rdaed to corruption and adminigraive
effidency) of doing busness Fnencd or fiscd incentives ae dso used to attract
invetors, even though they typicdly figure into investor' location decisons only when

the economic determinants are in place (Mdlampdly, Sauvant, 1999, 37).

However, the mog important determinants for the location of FDI ae economic
considerations, which will be carefully examined in this pgper. They come into full play
once an enabling FDI policy framework is in place Following from the principd
mativations of MNEs for invesing in foreign countries, economic determinants can be
grouped into three duders, such as resource-seeking, market-seeking and  efficiency-
seeking, as showed in the table bdow. The objective of this paper is to examine the
location-gpecific (host-country) determinants of FDI and to andyze which of them are
subgtantid  for Ukraine nowadays Furthermore, the redative dgnificance of different
motives in a locationd decison is to be sorutinized together with various problems of

foreign investorsin Ukraine.
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Table 4. Host Country Determinants of Foreign Direct Investment

Host country determinants

Policy framework for FDI
Economic, political, and social stability
Rules regarding entry and operations

Standards of treatment of foreign
affiliates

Policies on functioning and structure of
markets (especially competition and
policies governing mergers and
acquisitions)

International agreements on FDI
Privatization policy

Trade policy (tariffs and nontariff
barriers) and coherence of FDI and
trade policies

Tax policy

Type of FDI classified
By motives of firms

Market-seeking

Principal economic
determinants in host
countries

Market size and per capita
income

Market growth

Access to regional and
global markets

Country-specific consumer
preferences

Structure of markets

Raw materials
Low-cost unskilled labor
Skilled labor

Technological, innovative,
and other created assets
(for example, brand

names), including as
embodied in individuals,
firms, and clusters

Physical infrastructure
(ports, roads, power,
telecommunications)
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Economic determinants _\

Business facilitation

Investment promotion (including
image-building and investment-

generating activities and investment- Cost of resources and

facilitation services) assets listed above,

Investment incentives adjustec_i for labor
productivity

Hassle costs (related to corruption and

administrative efficiency) Other input casts, such as

transport and

Social amenities (for example, bilingual i . communication costs
schools, quality of life) Efficiency seeking to/from and within host
economy and other

After-investment services . .
intermediate products

Membership of a regional
integration agreement
conducive to the
establishment of regional
corporate networks

UNCTAD, World Investment Report 1998: Trends and Determinants. Table 1V.1. p.91

Avallability of natural resources, chegp unskilled or semi-skilled labor, cregtive assts
and physcd infragtructure promotes resource-seeking activities. Higoricdly, the mogt
important host country determinant of FDI has been the avallability of naturd resources,
eg. minerds, raw materiads and agriculturd products. In the nineteenth century

"much of the FDI by European and United States firms was prompted by the need

to secure an economic and reiable source of minerds, primary products for the
invesing indudridizing nations of Europe and North Ameicd’ (Dunning, 1993,
57).

Up to the eve of the Second World War, about 60% of the world sock of FDI was in

naturd resources (Dunning, 1993).

Even when it was prominent as an FDI determinant, the presence of naturd resources by
itself was not sufficient for FDI to take place. Comparative advantage in naturd resources

usudly gave rise to trade rather than to FDI. Investment took place when resource-
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abundant countries ether lacked the large amounts of capitd typicaly required for
resource-extraction or did not have the technica skills needed to extract or sl raw
materids to the res of the world. In addition, infrastructure fecilities for getting the raw
materias out of the host country and to its find dedination had to be in place or needed

to be crested (UNCTAD, 1998, 106).

Labor-seeking invesment is usudly undertaken by manufacturing and service MNES
from countries with high red labor cogs which set up or acquire subsdiaries in countries
with lower red labor codts to supply labor intendve intermediate or find products.
Frequently, to atract such production, host countries have st up free trade or export

processing zones (Dunning, 1993, 57).

Ancther highly important group of economic determinants of FDI is market factors,
which are market Sze, in abolute terms as wel as in rdation to the sze and income of
its population, and maket growth. For firms new markets provide a chance to Say

competitive and grow within the industry as well as achieve scale and scope economies.

Traditiondly, market 9ze and growth as FDI determinants rdaed to nationd markets for
manufacturing products shdltered from internationd competition by high tariffs or quotas
that triggered "tariff-jumping’ FDI (UNCTAD, 1998, 107).
Market access was paamount in the wave of United States invesment in Europe,
epecidly in the United Kingdom, during the ealy pos-war period, and in
Jopanese invedments in United States after the mid-1980s fdlowing voluntary

export redrictions and the posshbility of further protectionis messures in the
automohbile industry (Dunning, 1998, 258).
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Nationd makets were dso important for many sarvice MNEs, dthough the principa
reason was not the exigence of tariffs, but the fact that most services were not tradable
and therefore the only way to ddiver them to foreign markets was through establishments

abroad (UNCTAD, 1998, 107).

Apat from maket dze and trade redrictions, MNES might be prompted to engage in
market-seeking investment, when their main suppliers or cusomers have st up foreign
producing feciliies and in order to retan ther busness they need to follow them

oversess (Dunning, 1993, 58).

However, undoubtedly the single most important reason for market-seeking investment
remains the action of host governments encouraging such investment. The traditiond
indrument chosen by governments has been to impose taiffs or other import controls.
Hisory suggests tha the mgority of fird time manufacturing and service investment

were undertaken to circumvent such trade barriers (Dunning, 1993, 59).

The moativation of efficiency seeking FDI is to raiondize the dructure of established
resource based or market-seeking investment in such a way tha the investing company
can gan from the common governance of geogrephicdly digpersed activities The
intention of the efficiency seeking MNE is to teke advantage of different factor

endowments, cultures, inditutiond arangements, economic systems and polices and

21



market dructures by concentrating production in a limited number of locations to supply

multiple markets (Dunning, 1993, 59).

In order for efficdency seeking foreign production to take place, cross-border markets
mus be both wedl devdoped and open. This is why it flourishes usudly in regiondly

integrated markets (Dunning, 1993, 59).

However it is worth noting that in the early 1990s many of the larger MNES are pursuing
plurdigic objectives and most engage in FDI tha combines the characteristics of each of
the above categories. The motives for foreign production may dso change as, for
exanple, when a firm becomes an edablished and experienced foreign investor

(Dunning, 1993, 56).

Conddering Ukraine as a host country, one could expect a large amount of labor and
market seeking FDI: the former due to avalability of chegp labor and rather abundant
agriculturd  products, while high trade bariers and a lage internd market promote the

latter. However, conditions for efficency-seeking investment are uncdlear: from one dde,

cross-border trade is redricted, whils from another Ukraine is a member of different

regiond integration agreements conducive to trade facilitation.

Thus if one condders only economic determinants of FDI one would wonder why

Ukraings experience with FDI is so poor s0 far. However, if one incorporates policy and



busness facilitation aspects as well, he will find the exact kind of behavior which rationd

investors will pursue in Smilar Stuation.

23



Section 3. The Motivesfor FDI in Ukraine.

3.1 Motivation Profile of Foreign Investorsin Ukraine.

A dating point for the andyss of foreign invetment in Ukrane has been to didinguish
three types of invesment projects by ther man drategic motivation for locating in the
country. The first of these are market-seeking investment, whose main objective is to
supply the Ukrainian and other CEE markets. The second category represents resource-
seeking investment, which involves rdocation of production in order to benefit from more
cod-efficient production in the host country. They are therefore, manly export focused.
The third type of operations covered by this dassfication is efficiency-seeking investment
made with the purpose of teking advantage of labor productivity, or locd Specific
cregive assts (market knowledge or origind locd technology) in order to extend the

MNE group's product range and/or technologica scope.

The information given by the firms paticipating in the survey has found one dominant
objective, maket-seeking (the mgor motive for 92% of respondents), with efficiency-

and resource-seeking never more than secondary preoccupations.

The motives were assessed in order of ther importance for the investment decison. The

intervievees chose among 3 grades ranging from "man objective "(=1), "secondary

objective’(=2) to "not a pat of our role'(=3) (for the questionnaire see Appendix 1). The
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average repone (AR) cdculated as aithmetic mean of respondents replies dearly

demondrates the results:

Table 5. Foreign Subddiaries Evaluation of Motives for Investment in Ukraine

Rank Motive Average Response
1 Mar ket-seeking 108
2 Resource-seeking 233
3 Efficiency-seeking 242

Sour ce: Surveys' results

Thus, maket-seeking is a common drategy (only in 1 case the extenson of sdes to

Ukrainian market was seen as a secondary objective). The vaues of AR of 233 and 244

tedtifies that on average resource- and efficiency-seeking activities were no more than

secondary objective (frequently regarded as 'not apart of our rol€"’ & al).

Among hogt country determinants (reasons for investment) market factors are a the top

as wdl. Average response, which demondrates a degree of importance of a particular

reason, was cadculated for each of the 8 motives under consderation ("magor reason'=1;

"minor reeson"=2; "not have a reason'=3). Therefore, the closer the degree of importance

isto unity, the more important is the corresponding motive.

Table 6. Motivesfor Companies Investing in Ukraine

Rank

Why did you choose to invest in Ukraine? Average Response

1 to establish a strong position in the Ukrainian market. 125

2 the skill quality of production labor.

208

3 to achieve access to a new regional (Central and 25
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Eastern European) market

3 to improve our competitiveness in supplying our 25
established markets (e.g. Western Europe)

4 availability of lowcost input factors (e.g. cheap labor; 258
raw materials).

5 availability of scientific inputs. 2.7

6 a chance to access particular national research and 29

technological expertise available in Ukraine.

7 to establish access to EU market. 30

Sour ce: Surveys' results

The desre to supply the locd Ukranian maket drictly dominates other reasons
(AR=125), it was a mgor motive for 77% respondents, while the next important reason,
eg. skill qudity of production labor has AR of 208 only. This means that a average
avalability of skilled labor was trested as a minor reeson (even skewed toward no
reason); in paticular only for 16.6% respondents this target was of primary importance,

while for 42% it was of no importance a dl.

The other two market-reated fectors, i.e. expangon into Central and Eastern Europeen
makets and improvement of MNE competitiveness in supplying its established markets
in Western Europe share third place with average response equa to 25. Thus dl three

market factors are among top three motives, by thisindicating its prevaence over others

The next rdevant influence on foreign investment decisons is the avalability of low-cost

input factors (eg. chegp labor, raw maerids). However, the AR for this maotive is 2.58
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with only 7% of respondents congdering this as a mgor reason. It is remarkable that 66%

of interviewees rated cheap inputs d no importance a dal.

The remaning three motives (avalability of scentific inputs, a chance to access
paticular nationa research and technologicad expertise avalable in Ukrane, and to

edtablish access to EU market) are ranked as comparatively unimportant.

The least relevant reason given to invest in Ukraine is "to establish access to EU market”;
in fact it was dated to be of no importance in 100% of cases The survey found that al
respondents had ther subgdiaies in Europe prior to their expanson in Ukrane This
motive was included in the questionnaire because of recent findings by Manea and Pearce
(1997), which surmises that non-European companies might set up the production in the
hogt country (eg. Ukraine) as a draegic move towards entering the European Union
market. The undelying assumption is that these firms do not have any operations in the
EU but would like to expand into this important part of the globa market, and decide that
a more cost-effident way to do it is by producing in Ukraine. Ther products then will be
exported to other pats of Europe. Nevethdess the survey shows tha this kind of
behavior has not been observed in Ukraine so far.

Thus, invesors behavior in Ukraine is found to be strongly market-seeking. This can  be

expldned by high import taiffs and the opportunity to supply a large and unsatisfied

market. However, labor-seeking was found not to be a motive for invesing in Ukraine
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Why not? Because one should condder not nomind wages by itsdf, but totd labor costs

which aso depend on labor productivity, regulatory interventions and other factors.

The impact of low labor productivity is cear: "Chegp labor? It is not chegp. You should
hire fifty Ukrainian workers for the job tha five would Canadians do," sad the manager
of Northland Power - Canadian power generating company. Due to a lack of capitd,
necessxy traning and inferior management, labor productivity is o low that totad labor
cods end up higher then in other Eagtern European countries (despite low Ukrainian

nomina wages).

However, one should be careful when inferring low labor productivity in Ukraine It is

worthwhile to digtinguish two types of invesment:

1) A foreign investor acquires an exiging factory, thet is burdened with a huge stock of
unused capitd and untrained labor;

2 A foregn invetor builds a new factory, supplies moden equipment and trains
workers.

Though in the firg case labor productivity is gill low (because the new owner cant fire

or tran severd thousand people smultaneoudy), in the second case Ukrainian workers

peform no worse than their western counterparts. The fird case is evidenced in

Northland Power and OTIS experience, wheress the second is evidenced in McDondd's

and Procter& Gamble (see gppendix).
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With regpect to 1) dove, a fedture that raises labor cods ggnificantly is the impossbility
of firing ggnificant number of workers. Locd authorities, being extremdy concerned
with employment, usudly put a condraint on headcount cuts in the contract when a
foreigner acquires a loca company. This policy prohibits a new owner from firing a large

number of unproductive people, thus dragticdly raising tota labor codts.

Frequently, foreign investors are obliged to inherit dl the socid infrastructure of large
indugrid complexes eg. hospitds kindergartens, summer camps, fams, greenhouses
etc. "There were 30,000 workers before, today there are ill 17,000, whereas three viable

departments of this enterprise need only 300-500 employess’ (GAG, 1999, 10).

Thee obdacles erode the cogt advantage of chegper labor by making production more
difficult and expendve. In this gStuation foreign entry can be "promoted” only by tariff
bariers tha make imports codlier than loca production despite high unit costs. Thus,
while Ukraine is perceived as a maket of the future it is not taking advantage of its
greatest location-spedific advantage: its qudified and hard-working labor force (Mallers,

1998, 148).

The evidence of market-seeking activities prevdence in Ukraine is dso supported by the
reseerch done by the German Advisory Group (GAG) in 1998. A sample of 20 foreign
investors was chosen and ther motives for committing capitd to Ukraine were examined.

The respondents assessed the importance of each paticular motive among 4 grades
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ranging from "vey importait'(=4), "gred'(=3) and "dight'(=1) to "unimportant"(=0)
(Mallers, 1998,144).

Edimaion of the replies completdy confirms the findings of the invedtigaion above by
ranking three sdes oriented motives as issues of primary concern. The remaning motives

turned out to be reaively unimportant.

Table7. Motivesfor Companies Investing in Transtion Countries

Rank Motive Ukraine CEE | Russa Czech
Republic

1 | Securepotentid sales markets 3.65 3.08 2.96 263

2 Develop new sales markets 350 322 2.95 275

3 | Overcomeimport barriers 250 136 172 0.85

4 | Secure and cultivate exigting sdes 1.70 2.70 3.00 257
markets

5 | Enhance competitiveness through 158 212 19 272
primary production in the hogt
country

6 | Lower labor costs 1.40 2.76 2.16 334

7 | Lower tax burden 1.20 146 158 148

8 | Better purchesing and 110 134 158 111
procurement possibilities

9 Longer working hours 0.68 138 0.95 173

10 | Fewer adminidrative 0.55 118 183 0.96
impediments

11 | Longer machine running times 0.54. 121 0.79 200

12 | Lessdringent environmenta 0.33 0.73 058 081
congtraints

Sour ce: Mollers, (1998) "Foreign Direct Investment in Ukraine- Experiences Taken from Reality” p.145



The next pat of the pgper andyses how the importance of different motives for the
invetment decison varies across countries. The dgnificance of different  factors
responsble for invesment decisons is edimated by introducing an “"overdl indicator of
sgnificance" (1S), caculated as the mean of the average scores of al respondents to each
of the twelve matives investigated in the sudy. Thus, IS for Ukraine equas

[ Sukraine= (3.65+3.50+2.50+1.70+1.58+1.40+1.10+1.20+0.68+0.55+0.54+0.33)/12 = 1.56

Smilaly, 1Scee = 1.88; [Sryussia= 184 ad 1Sczech Republic = 1.70

Thexe indicators conditute the criterion vdue to determine which factors act as mgor
dimulants for atracting foreign invetment in particular country. A higher score than IS
for a factor means that it is a ggnificant determinant of investment in that country (high
influence) and a lower score indicates a factor that does not play an important role in the

decison process (low influence).

The difference in the dgnificance of tweve decison-factors among countries can be
visudly demondrated using the following matrix, which on the vertica axis captures the
twelve prospective influences according to the scores obtained in the survey and on the
horizontd dimenson the four countries under consderdion. The verticd axis is divided
into gdrong (high)-influence and low-influence on the decison process with the bresk

point between these two a country-specific IS.
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4.00

3.00

high

2.00

IS
1.50

low

1.00

0.50

Fgure 1. Matrix Podtioning of FDI Deter minantsin Trandtional Countries

Ukraine CEE Russa Czech Republic
Secure  potential  sdes Lower labor costs
markets
Develop new sales markets | Develop new sales markets
Secure potential  sales | Secure and cultivate
markets existing sales markets Develop new sales markets
Overcomeimport barriers Secure  potentiad  sdles [ Enhance  competitiveness
Lower labor costs markets through primary production
Secure  and cultivate | Develop new sales markets | in the host country
existing sales markets Secure  potential  sales
Enhance  competitiveness | Lower labor costs markets
Secure  and cultivate | through primary production | Enhance competitiveness | Secure  and cultivate

existing sales markets

in the host country

through primary production

existing sales markets

Enhance competitiveness in the host country Longer machine running
through primary production times
in the host country Longer working hours
1.56 1.88 1.84 1.70
Lower labor costs Lower tax burden Fewer administrative | Lower tax burden
Longer working hours impediments

Lower tax burden

Better purchasing and

procurement possibilities

Longer working hours

Fewer administrative
impediments

Longer machine running
times

Less stringent

environmental constraints

Overcome import barriers

Better purchasing and

procurement possibilities

Longer machine running
times

Fewer administrative
impediments

Less stringent

environmental constraints

Overcome import barriers
Lower tax burden
Better  purchasing and

procurement possibilities

Longer working hours

Longer machine running
times
Less stringent

environmental constraints

Better  purchasing and

procurement possibilities
Fewer administrative

impediments

Overcome import barriers

Less stringent

environmental constraints

Source: Mollers, (1998) "Foreign Direct Investment in Ukraine- Experiences Taken from Reality"
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The matrix can now be used to discuss how the set of locationd advantages differs across

countries.

From the investor's point of view Ukrane exhibits a dmilar profile to Russa, where
market-seeking activities dominate. However, across dl CEE countries lower labor codts
turns out to be ranked third, because the sample now includes countries which are more
successful in market reforms than Ukraine. What is more, in the case d Czech Republic,
where reforms are dready a a very advanced dage, low labor costs become the key
motive, even though they are condderably higher than in Ukraine Thus if investors
perceive the Czech Republic as exhibiting a labor cost advantage, then it is even more
trangoarent that impediments to rasng productivity in Ukrane outweigh the chegp

nomind cost of [abor.

This dam is dso supported by the dudy's ranking of "enhancing competitiveness
through primary production” as dmost as important a motive for reocation to the Czech
Republic as market-related motives. However for Ukraine and Russa this agpect is of no
more than secondary importance, though agan labor costs ae lower than in the Czech

Republic.

The next interesting point goplies to import bariers which influenced on the investment
decison only in the Ukrainian case. This means that import redrictions become irrdevant
when other hogt country advantages come into play, eg. vad maket (as in Russa), or

chegp labor (asin CEE and Czech Republic).



It is rather surprigng that two factors that are usudly used by policy makers as an
incentive to invesment do not gopear among the motives that ae influentid for
respondents for al countries in the sample. In the bottom of the marix one can find

"lower tax burden” and "less gringent environmenta condraints'.

3.2 Deterrentsto Investment in Ukraine.

As it was mentioned in the previous section, there is dear evidence that Ukraine can not
enjoy the atractiveness of its chegp labor because of low labor productivity. This judtifies
the importance of invedigdaion of the man obdades which foreign investors face in
Ukraine, obstades that, in effect, lower labor productivity. Therefore a question in the
survey asked foregn subddiaries that are dready operding in the Ukrainian economy to
identify and evauate the man current problems encountered by foreign investors in the

investment processin Ukraine.

Tweve out of thirteen interviewees view the mgor obgtades to foragn production in
high economic uncertainty, and deven out of thirteen condder the ambiguity of the legd

sydem a a mgor problem. Politicd ingability ranks next on the lig of Ukranian



dissdvantages. The problems of negotiting with  government, edablishing dear

ownership conditions, finding a suiteble partner and high restructuring costs turned out to

be dightly important. Findly, another factors, namey lack of physcd infresructure and

busness ills backward technology and problems in edablishing dear conditions of

corporate governance were not consdered to be obgtacles to production in Ukraine.

Table 8. Impedimentsto Investment in Ukraine

Rank Obstaclesto I nvestment Average Response
1 | theeconomic environment istoo uncertain 108
2 | thelegd sysem istoo ambiguous 117
3 | thepoalitica environment istoo voldile 15
4 | Difficulty of negotigting with government and/or privatization 17

authorities
5 | Redtructuring cogts too high 19
5 Finding a suitable partner 19
5 Problems establishing dlear ownership conditions. 19
6 | lack of physicd infrastructure 225
7 Problems establishing clear conditions of corporate governance 2.3
8 | lack of busnessills 24
9 Backward technology 255
10 | Problems in exporting to our MNE's edablished markets (eg. 2.6
Western Europe)
11 | Problems in exporting to potentid new markets (eg. Easten 2.75

Europe)

Sour ce: Surveys results

It is interesting to note that wheress invesors ranked the problems of exporting ther

products to potentid new markets at the very bottom of the table, this was not because of




scacity of impediments to exports in Ukrane (dthough some companies outlined the
problems of negotiating with cusoms as a serious obstacle), but because of a lack of
export-oiented  activities, which are typicd for resourceseeking and efficiency-seeking
investment. This indirectly confirms again the prevaence of market-seeking activities in

Ukraine.

However, impediments to invesment in Ukraine are not depleted by this short list. There
is a number of ancther "atractions’, which helps Ukraine in lodng congderable amount
of unredized investments. While these problems are more subgtantid for one group of
investors and less for others, it is worth to congder them as it could give more complete

picture of Ukraine as a potentia investment location.

Taxation
At fird, we should mention punitive and unpredictable taxation, which was often deemed

as a ubgtantia impediment to doing businessin Ukraine (see Kyiv Atlantic's case).

The need to rase taxes, compounded by the reliance of much of the working populaion
on collecting rents from the old, Soviet-Syle system, is the root poison that deters foreign
investment from Ukraine. Taxes teke the usud forms of corporate, persond and VAT,
but the levels are excessve for example the business payroll sands & over 50 percent.
Taxes ae not only excessve exemptions aound and they ae abitrasy and
unpredictably gpplied. Tax avoidance is rampat, as is the bribery and corruption

asocided with tax avoidance. The informd, "underground’ economy has mushroomed
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from about 12 percent of economic activity prior to independence to more than 60% now.

By definition, none of thisinformd activity is taxed.

A codly dde-effect of the dhrinking tax base is that private enterprises (not to mention
individuals) eschew banks like the plague, Snce bank deposits would expose them to tax
collection. The broadly defined money supply, M2, is only 12% of GDP, a fraction of the
levels of ay but the worlds least developed economies, or those tha (unlike Ukraine)
auffer from hyper-inflation. Hence Ukraine is effectively a cash economy, with dl the
usud codly consequences for doing business. Another consequence of tax avoidance is
that firms ae biased towad inefficently high cepitd expenditures in an effort to
minimize reported profits (famous Averch-Johnson effect). This dose not bode wdl for

shareholders.

Unhappily, the implication of this for foreign invegtors is not that they can expect to
evade taxes donggde the underground indigenous enterprises, quite the reverse, they can
expect to be trested as highly visble and vulnerable cash cows. They can expect to pay
not only legitimate, pre-announced taxes, but aso ad hoc assessments and bribes that
depend on the power of paticular government officids to block their activities This is a

part of awider pattern of government interference.

Government interference
Survey shows that the next "popula™ drawback of Ukrainian environment is high

government  interference. Ukranian managers spent huge amount of time deding with
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government officids over taxation, licendang and relaed matters. Private firms spend
more time on this than do date owned enterprises Nor are projects sponsored by the
international  finencid inditutions immune. For example, an EBRD-financed agriculturd
savices project has been subject to 28 externad tax audits in 18 months. Red edae
devdopment is a paticular headache: in Kiev, it can take two years fran the firg
goplication to the receipt of forma gpprova. Applications by both Hilton and Mariott
hotels reman on hold while hotd fadlities ae 0 inadequate that the mgor EBRD
meetings scheduled for Kiev in 1998 was under the threst of bregking up. Obstacles arise
from a plethora of agencies, incuding tax authorities, the customs sarvice, the Minidtries
of Finance, Economy, and Foreign Economic Rdaions and Trade branch indudries and

locd authorities.

What is more, munidpa and oblagt adminigtrations do not seem to appreciate what effect
investors can actudly produce or what ther role and pogtion should be in concert with
foreign companies. They dill perceive themsdves as planners and controllers, but not as

partners with an onus to offer companies something aswell.

Restrictions on trade

The Ukrainian government has built up an unenviable record of redricting trade, often by
abitrary decrees. For example in November 1996 redrictions were imposed on both
export and import of a number of commodities in direct contravention of loan
agreements with the World Bank. As another example, in mid-1996, locd officds in

sved oblags (counties) illegdly banned wheat exports This was followed by the



impounding of privady owned gran in dae-owned devaiors Thee actions in turn,
sverdy disupted trading on the wheat futures makets. Remarkably, atempts by
Presdent Kuchma to sop locd interference with the grain trade were unsuccessful. Locd
authorities dso have a higory of daming priority access to ral cas, port faclities and

other trangportation infrastructure.

Constantly changing laws

In the absence of a Civil Code, exiding legd ambiguity is compounded by the uncertain
precedence of one enactment over another. A common problem is tha licenang and
regulatory requirements are not only not clear a the outsat of a project, they change and
invarigbly multiply as project development proceeds Even worse, new reguldions ae

often goplied retroactively by this risng cruddly risks of operating in the country.

Customs

It is agan the legd uncertanty to which most complaints on customs clearance refer (see
DHL case). New regulations not yet published or published only the previous day ae
immediatdy put into practice by the customs authorities. In many cases this leads to
delays laging severd days, making ddiveries headed for Western Europe less and less
dtractive to cusomers and causing cosly machine idle times for companies in Ukraine
waiting for condgnments of spare parts, for example. The lig of goods subject to customs
duty is condantly dtered, making every ddivery a mater of luck: Have dl the papers
been obtained or does some confirmétion or other ill have to be taken to the border, as

0 frequently happens?
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The cugtoms authorities abitrary behavior serioudy impects the invesment dimate in
Ukraine. There is an evidence of a number of cases that resemble the following one: after
an invesor had imported his basc product from abroad without having to pay customs
duties for ten months of one year, the country in quesion was suddenly put on the lig of

countries from which imports were ligble to duties (Mollers, 1998, 157).

Corruption, criminal activity, and unenforceable contracts

Corruption  follows directly from the degree of discretion officdas have in granting
goprovas for private busness. Unofficid payments have to be made a dl dages of the
licenang and permissons process Once agan it is locd officdds who ae paticulaly
notorious & extracting bribes, often to wave regulaions that have dready been abolished
by the centrd government. World Bank survey results in 1995 reveded that smadl
businesses with up to 10 employees were paying about $300 per year in bribes, and larger

firms with up to 1,000 employees were paying an average of $3,500 annudly.

Extortion by date officas merges naurdly into crimind activity. The 1995 World Bank
survey estimated that about 11 percent of private firms profits were pad to the "méfid’
and other crimind dements for protection. More recent surveys show tha protection

rackets are on the increase.



Conclusions

This theds was devoted to the investigaion of motives for FDI in Ukrane It was
discovered that market-saeking moativation is dominant in Ukraine, leaving other motives

(induding labor seeking) well behind.

The results of a Ukranian survey undertaken during early 1999 show that the vest
Ukrainian market and, more importantly, high trade bariers were the man reasons for
decisons to inves in Ukrane As seemingly a draghtforward motive as low cogt labor
tuned out to be indgnificat in the overwhdming mgority of cases Though Ukrainian
wages are lower than in other East European countries, labor productivity is dgnificartly
lower as wdl (due to a lack of cgpitd, inferior management and regulatory burdens),
meking unit cogs higher than in neghboring countries Codly reguld@ions and the
imposshility of firing ggnificant numbers of unproductive workers, and  burdensome
inheritance of socdid complexes erode the cost advantage of chegper labor by making

production in Ukraine more difficult and expensve.

The survey dso evidenced that mgor factors condraining investment in Ukraine ae, in
descending order: uncertainty of the economic ewironmett, ambiguity of the legd
sydem, politicd indgability, difficulty of negotiating with government, high redructuring

cogts and problemsin finding a suitable partner.
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The kinds of reforms that should be sought follow from the discusson of deterrents
above. Ukrane should choose and pursue sound and congdent economic policy. The
legd system should be made more trangparent, more subgtantid, and more dable snce it
ubjects foreign investors to limitless risks. The number of persons or agencies who can
influence the future of an invesment project has to be sgnificantly reduced (the countries
which have jus one or few, authorities to negotiate with are much more successful in
atracting FDI than Ukraine is). The template fa such reforms has been drawn up by the
vaigy of foregn advisory agencies that are working in Ukraine. Wha has been lacking

90 far isthe palitica will and commitment to implement them.
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Appendix 1.

Section I: A Profile Of The Foreign Affiliate

1. When was the subsidiary established?
2. What isthe annud revenue (turnover) of the subsdiary?

millions

3. How many personnd does the subsidiary employ?
4. Wha isthe totd amount of your capitd invested in the subsdiary? $
millions
5. What isyour market share?
6. What is the drategic postion of the Ukrainian subsdiary in your MNE group’s
oper ations?
Pease evduate each of the following objectives (roles) set for your subgdiary within
the MNE group’ s operations.
(1) amain objective
(2) a secondary objective
(3) not a part of our role
a) to hep our MNE group to effectively extend the supply of its established
products into Ukrainian and other CEEC markets.

b) to benefit from more cog-effective production in order to improve the
competitiveness of our MNE group in supplying exigting products to
its dready established markets (e.g.Western Europe)

C) to use local-gpecific creetive assets (e.g. loca market knowledge,
origind locd technology) available to our subsdiary to develop
new products for the Ukrainian and other CEEC markets



Section Il. Decision To Invest In Ukraine

7. Why did you choose to invest in Ukraine? Please evaluate each of the reasons
presented below:
(1) a major reason
(2) a minor reason
(3) not have a reason
a) avallahility of low-cogt input factors (e.g. cheap labor;
energy; raw materias).
b) to establish a strong position in the Ukrainian market.
C) to achieve access to anew regiond (Central and Eastern European) market.
d) to establish accessto EU market.
€) the skill qudlity of production labor.
€) availability of sdentific inputs
f) a chance to access particular nationa research and technologica
expertise avalable in Ukraine.
g) to improve our competitiveness in supplying our
edtablished markets (e.g. Western Europe)

8. What do you think are the current problems facing potential investors in
Ukraine?
Please grade each of the following according to their importance.
(1) amajor problem
(2) aminor problem
(3) not a problem
a) finding a suitable partner
b) restructuring costs too high
C) the palitical environment istoo volatle

d) the economic environment is too uncertain



€) thelegd system istoo ambiguous

g) difficulty of negotiating with government and/or privetization authorities
h) problems establishing dear ownership conditions.

i) problems establishing dear conditions of corporate governance

j) lack of physicd infrastructure

K) backward technology

) lack of business skills

n) problems in exporting to our MNE's established

markets (e.g. Western Europe)

0) problems in exporting to potential new markets (e.g. Eastern Europe)

8. Does the MNE company (the foreign investor) have invesments in other Eadern
European countries?
Yes No

9. Did your operdions in Ukraine increase or decrease as a proportion of your MNE's
operations in the CEEC region in recent years? Please tick relevant answer.
a) increased

b) decreased

C) no sgnificant change

10. What percentage of your production is exported? %
11. What percentage of your exports go to other parts of your MNE group? %

12. Wha kind of products do you export to other parts of your MNE group? Please tick
any relevant.

a) component parts (for assembly el sewhere)

b) goods requiring further processing

¢) find products (for distribution)
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Appendix 2.

Cases:

?7? Citibank Ukraine
?? Credit Lyonnas
?7? DHL;

?? Kyiv Atlartic;
?? McDondd's,

?7? Nedle

?? Northland Power,
7? OTIS

?? Owens-lllinais,
?? PepsCo;

?? Procter & Gamble;

?7? UMC.



Citibank

Citibank Ukraine was regisgered by NBU in May 1998. The branch is a full sarvice
commerdd opeaion sarving Citibank Globd Rdationship Clients cetan  Ukranian
banks and, eventudly, top tier locd corporae dients The Bank is bang initidly
cgpitdized with $25 min ams for extenson of the supply of its products into the
Ukrainian and, what is of primary importance for the globd financid leader, to new
regiond maket (Centrd and Eagtern Europe). To date Citi operates only in 3 CEE

countries, namely Poland, Hungary and Czech Republic.

Beng oriented on top tier corporate dients Citibank does not intend to become a
domedtic financid leeder, rather it is to develop new products for Ukrainian and other
CEEC markets usng locd-specific cregtive assets. Furthermore, Ukrainian office should
hdp CitiCorp in the improvement of its competitiveness in supplying areedy edtablished

markets.

The mgor impediments to operaing in Ukrane ae seen in high economic uncetainty,
which hurts economic activity, impedes private busness development and puts country
into recesson. The lack of private busness and effects of recent financid crigs put the

obstadles to Citibank operations as well.
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Credit Lyonnais

Anticipating the flow of foregn investment into the new independent Sates (Ukraine),
one of the leading financid boutiques bank Credit Lyonnais darted to invesigae the
posshility of coming into this country right after USSR collgpse in 1991. But only in
1993 CL got license for which they have goplied in 1992. CL bet was on foreign
companies, which upon entering Ukraine will need the full range of banking services and
will prefer to do budness with a wel-known finandd inditution rether than with locd
commercid banks. CL, beng the fird foregn bank dating operations in Ukrane, serves
7% of foregn companies in Ukrane today. The bank does not narrow number of its
cients by commitment to foreign companies only, but the mgor obdade to co-operdion
with locas is a lack of credible accounting reports, i.e. trusworthy information about

their performance (mgority of Ukrainian companies does not use 1AS).

CL improves its peformance in Ukraine from year to year: the number of its dients is
growing seedily aswel asits profits. The figuresin the beginning of 1998 are 400 and

$ 65 min accordingly. What is more, despite fal 1998 finendd crigs, Ukrainian branch
turns out to be the mog profitable among al Centrd and Eastern European offices of CL

in 1998,

CL behavior in Ukrane fits wdl with the role of Client-Follower (I would say even

Client-Prefollower). However, CL inveted 10 min Euro into Ukraine dso atempting to



edablish a drong pogtion in the Ukranian market and improve the compstitiveness of

CL group in supplying Western markets.

The mgor redrants to doing busness in Ukraine for the bank are quesions of voldility
of locd sysems (politicd and economic) and ambiguity of legd regulation. But problems
adways follow busnessmen; thus CL trests them as unavoidable obstacles and looks into

the future quite optimigticaly.

DHL

The demand for internationd ar express sarvices has exiged in Ukrane snce Soviet
time and was driven manly by entry of multinationds into Ukranian maket. The
esteblishment of Moscow office in 1984 was a firg (brave!) sep of the company into the
unknown environment.  With Ukraineés independence (in 1991) DHL extended its
opeations into this market by edablishing its office in Kiev. But only in 1995 Kiev's
office became fully independent (subordinated to the European Headquarter in

Netherlands).

Currently, DHL employs over 200 people in Ukraine with 120 of them working in Kiev

and the rest in 11 offices throughout the country. To date, with only US$ 300,000 of
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direct invetments in the country, DHL has been the leading maket peformer - its

market share is 66%, while its main competitor UPS services only 19% of the market.*

The mgor motive of DHL coming into Ukrane is an atempt to provide ar express
svices to its dready edtablished patners in Ukraine (behaviour of so-cdled Client-
Followers). Client-Followers usudly follow globd maket customers into ther new
markets. DHL does exactly the same - 60% of its cudomers are actudly multinationds,
but this share was as big as near 90% when company came into the market. This decline
is an evidence not of losng old customers, but of acquiring new (loca) ones (the number
of DHL dients hes dggnificantly incressed). Another important motive of DHL
invessment into Ukraine was neverthdess an edablishment of a srong postion in the
new and potentidly large market, which was successfully captured if judged by market

share.

Wha ae the other reasons of the investment decison? One could be surprised that
common ones, such as chegp labor and access to a new regiond (Centrd and East

European) market are of DHL's low concern, due to specificity of the company (its share
of labor cods is rdaivey smdl and the company has been dready wdl-established in the

East European market).

Currently, DHL like any foreign investor in Ukraine faces a bunch of problems i.e high

volaility of politicd environment, economic uncertainty, legd sysem's ambiguity and

! According to "Research International”, London. (1997)
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difficulty of negotiating with government. Besdes, there ae dso firm specific obstacles
such as difficulty of negotiating with customs, problem of transparent regulation and lack
of busness experience among potentidd employees, which creste additiond problems for

the business.

Therefore, consdering high politicdl and economic uncertainty in Ukraine, the company
is not confident in its pergpectives in this market, but as they joke DHL “will be the lagt

packing up from Ukraing’.

Kyiv Atlantic

Kyiv Atlantic, Ukraine is a Joint Stock Agribusness Company which was founded in
1994 by the US and Off-Shore Investment Companies owned by David D. & Tamara J.
Swveare of Wayzata, Minnesota, and the Ukrainian Bousnitsky Shareholders Association

of Myronivka, Ukraine.

The Sweeres began ther work in Ukraine in the summer of 1990 and developed a Joint
Venture in Ukrane relatled to agriculturd commodity trade cdled Sophia TransCon
Indudries, Ltd. In 1994 this company was reorganized into KAU with share of foreign

capita near 90%.



In 1995, KAU was expanded with the incduson of the European Bank of Recondruction
and Development as a equity partner and primary lender for the development of the, firg
of this kind in Ukrane US$ 25 million Integrated Agribusness Center which is a
modern greenfidd project located in the Didrict City of Myronivka, Ukrane. KAU hed

'grand opening' of the first phase of the Integrated Center on August 1, 1997.

The completed portion of the Integrated Center conssts of the firg modern fully private
gran devator in Ukraing a 50,000 ton per annum vegetable oil seed extraction plant and
a moden Anima Hedth and Nutrition Center cagpable of manufacturing 65,000 tons of
baanced feed concentrate and formulated 'pre-mix’ per annum. In 1998 KAU completed
the 'supply sdeé of the Integrated Center by adding a fud depot, a cop chemicds

warehouse, afull service farm equipment center and a technical services center.

The mgor objective of KAU attivities in Ukraine is processng Ukrainian crops for sdes
(as one could be surprised) on the internd maket. This drategy is judified by high
domedtic agriculturd prices, which exceed those prevaling on export makets. Thus
being oriented on the internd market (KAU's exports only 30% of its output), company
obvioudy atempted to benefit from more cod-effective Ukrainian production (i.e. chegp

labor) and availability of and proximity to good qudity primary meterids (crops).

This policy perfectly maiches the second mgor target — etablishment a srong postion in
the Ukranian agricultura products maket. Providing high qudity-lov cost  products

KAU successfully increases its sales volumes.



However, this favorable Stuation has changed due to Ukranian financid crigs To date,
owing to Nationd Bank of Ukraines atempt to support naiond currency, there are drict
limits on foregn exchange sdes tha prohibit free converson of hryvna into had
currency. This makes KAU incressngly rdy on had currency sdes (anticipating
finencdd gan of hryvna devduation). As conventiond hedging indruments ae
nonexigent in Ukraine, this drategy can dso be regarded as hedging the currency risk
through expanding export sdes Pogtivdy, KAU's exports are judified as wel by
favorable movement in the world vegetable oil prices (firg time for 5 years they have

exceeded Ukrainian ones).

In KAU opinion the mgor problems foregn investors face in Ukrane ae lack of
afordable financing, extremey high taxation and condantly changing Ukrainian laws
The firg obstacle KAU overpasses owing to EBRD loan but the rest makes the company
to goend time and resources in finding solutions. Thet's why it is not surprisng that many
Ukrainian companies work in shadow now. Nevethdess, company sees Ukrainian
entrepreneurs  gret  potentia, which has yet to be exploited when the environment will

improve.

McDonald's



McDondds is the worlds largest globd foodsarvice retaler with more than 24,800
regaurants, serving 40 million people eech day in 115 countries McDondds opening in
Ukrane highlights the company's ongoing commitment to growth and infragtructure
devdopment in its Centrd European region. "Our expandon in this region is an
outdanding example of McDondds continued growth potentid in emerging markets
aound the world," sad Jm Skinner, presdent, Europe Group, McDondds Internationd.
"Snce April, 1988, when we opened our fird Centrd European redtaurant, we have
introduced McDondds in 18 countries throughout the region and currently serve nearly
one million cusomers per day in more than 500 retaurants” In Ukraine the company has
opened 20 redaurants with the totd amount of invesment $30 min, paticulaly. In the
coming yeas, McDondds will open more than 16 redaurants with the number of
invesment risng to $100 min. Company came into Ukraine as long term invedtor; thus it
does not count on profits in the nearest 7-10 years being committed to the development

of agtrong position in the Ukrainian market.

Attracted by Ukrainian market potentid, McDondds intends to bendfit from locd
cregtive assets exploitation as wdl. In the same time low cog inputs and sill qudity of

production labor are among inggnificant factors for its investment decision.

McDondd's came into Ukraine with "open eyes’ and was reedy to difficulties, which did
not make themsdves wating. The mgor was economic indability and ambiguity of legd
sysem coupled by high levd of bureaucracy, difficulties in product certification and

negotiaion with privatization authorities However, the smilar kind of problem faces the



domestic companies as well, so company trests them as inevitable pat of Ukranian
environment. Thus McDondd's is committed to enlarge its pogtion in Ukrainian market

despite the problemsiits currently suffers.

Nestlé

Negtlé is the worlds Largest Food Company, which is truly dedicated to providing a
complete range of food products to meet the needs and tastes of people from around the
world. Having st up or acquired 495 factories in various countries, recently Nestlé made
one more investment - in this time in Ukrane The initid amount of invesment is $20
min, which is to be increased to $40min if busness runs successfully. In Ukraine Nestlé
has acquired one of the most successful factories "Svitoch' in Lviv. Under Nedtlé
management this factory will kesp to produce its own brand products for internd

digribution (only 10-20% is going to be exported).

It is remakable that Negtlé dill operates through its representative office in Ukraing,
though it is here Ince 1994 (the acquidtion in Lviv was made through the establishment
of another company). It does not pay to open a fully owned subddiay in Ukrane

conddersits Generd manager.

Nestlé objectives in Ukraine are two-fold:
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1) asdways to supply Ukrainian market, and

2) to benefit from locd specific credtive assets (Ukrainians, especidly on that particular
factory, are quite well experienced with "sweet" busness ther trade mak is one of the
most famous in Ukrane, qudity of its products is quite high, there is rather successful
marketing strategy of this company and so on. )

The reasons for Food Leader coming into Ukrane ae consgent with its gods the
foomers ae edablishing a drong podtion in the Ukranian make and exploiting

qudified locd production labor.

Problems with currency exchange are mogt essentid for the company. However other
common Ukrainian drawvbacks are dso ggnificant, i.e politicd and economic indgability,
problems in finding suitéble partner, high resructuring cods and ambiguity of legd
sysdem. Although political indability is among mgor obsades to doing busness
company is confident in irrevergbility of market reforms in Ukraine, be huge private
interegs involved in the sygem beng mede It is only a question of speed with which

Ukraine will approach market economy.

Northland Power

Northland Power is a leading Canadian developer, owner and operator of private power
projects. Together with its engineering subddiary, Cogenerdion Associates, Northland
Power is equipped to take complete control of a project, from initid concept, through

finendng, ownership and long term operation. Northland Power cgpabilities cover dl



aspects of power generation. Besdes its four projects in Ontario (Canada) with the totd
inddled generating capacity of 330 MW, Northland Power has formed a joint venture
with State Propety Fund of Ukrane and Danytsa HPP Ltd. to recondruct and
modernize Danytsa Hest and Power Plant, a 300 MW project in Kyiv. The total amount
of project is $ 180 min, to date $ 30 min is contributed and $ 53 min will be added by the

end of the year.

Northland Power atempts not only to refurbish a 40-years old plant, but dso to build a
new one : if company negotiates an agreement with State Property Fund, the congtruction

would beginin fall, 19909.

Northland Power's moatives for coming into Ukraine are not o trangparent: company does
not attempt to become an energy market leader in Ukraine, eectric power can not be
exported and the company does not benefit from chegp labor, because it should employ
500 Ukrainian workers indead of 50 Canadians for the same operations (by Generd
Director's words). However, Northland Power appreciates the high skill qudity of

production labor and availability of scientific inputsin Ukraine.

The company gopeared in Ukraine dtempting to make profits by supplying domedtic
market. Why Ukrainian one? My bet is that NP behaves as "Ded-Makers': exising
rddionships with governmentd bodies and familiaity with Ukrainian  environment

gmilarly influenceits decison (al managers are Ukrainians by origin).
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However, as any foregn invesor in Ukrane, Northland Power complans on the
economic and politicadl uncertainty in the country, ambiguity of legd sysem, problems in
finding a suitable patner and in edtablishing dear ownership conditions and conditions of
corporate governance. Furthermore, Northland Power faces gpecific difficulties with
condantly changing Ukrainian Power Minigers. Since establishment of the company in
1997, 8 minigers have been changed. The problem is in incorporate Structure of  Power
Agency, eg. the successve miniger does not gpprove or follow the documents sgned by
his predecessor. Usudly it turns out tha minister's sgnature on the documents is treated

as his persond signature only, not as a certification by the Minigtry.

OoTIS

OTIS ZAT is a subsdiay of the OTIS Elevator Co., which employs 68000 workers
throughout a world. It is the only "globd" lift actor in the Ukrainian market, with market
share making up to 50% of devator's condruction and 25% of the lift's maintenance

markets.

Being oriented to extend its activiies to FSU countries, OTIS Elevaior Co. came to
Ukrane draght away dter USSR collgpse In 1992, they invested USD 17 min in
acquiring and modernizing a plant, and cregting a Sarvice Center and a Tet Tower, dl
asocaed with trander of OTIS technologies to Ukraine To dae subsdiary employs

3000 workers with annud tumnover of USD 15 min. Mgor pat of its production is



consumed interndly with only 25% of component pats exported to OTIS Group

subsdiary in Russafor further assembling.

OTIS commitment to the edtablishment of a strong postion in the Ukranian market is
rather remarkable and evidenced in presence in the country despite making no money
gnce edablishment. What is more surprisng, company does not count on profits in
coming years & that dill daying in this market. Thus mgor objectives of establishing
Ukrainian subsdiary were not tied nather with achieving access to CEEC markets nor
with improving the competitiveness of MNE group in supplying its dready edtablished
makets. Though avalability of both low-cos and scientific inputs facilitates business

practice, yet it is not a determinative matif of investments into Ukraine.

So, if domedic maket is 0 atractive, why Ukrane ill faces huge lack of foreign
invesments? OTIS expats point out an economic uncertainty, legd sysem ambiguity,
difficulties in negotigting with government and finding a uitable patner as mgor
obgdades for potentid foreign investors coming into Ukrane. For the company itsdf
issues of economic uncertainty, ambiguity of legd sysem and too high resructuring
cods ae of mgor concen, together with another sore points, namey as nonpayment
crigs and lack of affordable financing. High taxation is not seen as primary barier to
doing busness in Ukraine (other countries have high tax raes as wdl), the problem is in
widesread tax avoidance, which contributes to macro indability, condder OTIS
managers.

Owens-lllinois
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Owens-lllinais is the world's largest glass contaner manufacturer. Along with its
dfilistes company produces over 55% of dl glass containers manufactured worldwide. A
whally owned subsdiary has been opened with an office in Kyiv to represant O
interests and primarily offer the production from factories in Centrd and Eastern Europe.
Attempting to be pricecompetitive with domestic glass container producers, O-1 srongly
wishes to acquire a domestic glassworks, but have to wait for Presdentidt eections to
be ensured from nationdization of its acquistion. Politicad ingability hurts company a
lot, because even today company has dready managed bookings from locd consumers

and negatiated an agreement about purchase of a domegtic plant.

The key objective of the potentid investor is to supply domestic market (this decidon is
independent from locd cost advantages), i.e. provide the bottles and jas to enable
Ukrainian producers to compete on a real levd with attrectively packaged imported
goods that are frequently of poarer intrindgc qudity. While this is of crucid hep for re-
edablishing Ukraine as a mgor exporter of food and drinks products (the glass container
is an important pat of the presentation of the product to internationd markets), the
politica uncertainty makes headquarters wait for reative dabilization before committing
its capitd into Ukraine. Another subgantid obgacles facing O-1 there are ambiguity of
legd sysem accompanied by difficulties of negotisting with government. Economic
uncertainty being a consequence of political voldility is seen as a minor problem by O

managers.
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PepsCo

PepsCo Ukrane Ltd, a Ukranian limited ligoility company with 100% foreign
invetment, has been engaged snce 1994 in the production, didribution and sdes of
Cabonated Soft Drinks and in the importation and sdes of CSD concentrates to
Ukrainian soft drink manufacturers who hold an gppointment to produce CSD's which are
the regidered trademarks of PegpsCo Inc. and Seven Up Internationd. With 40 min
investment and 60 employees in the country PepsCo maket share is only 9%. PepsCo
managed to acquire a production line in Chernovtsy, with company's bottlers (companies,
which buy CSD concentrate, bottle and didribute soft drinks) located in 4 another

Ukrainian cities.

Beng atracted by posshility of extending MNE groups supply to the new market,
PepsCo neglected low cogt inputs and loca-specific cregtive assets moatives in taking its

investment decison.

PepsCo's problems are not different from the common problems of another investors,
eg. economic and poliicd uncetanty, ambiguity of legd sysem, difficulty of
negotiting with government, problems of edablishing dear ownership conditions,

followed by high restructuring cogts and problemsin finding a suitable partner.

Procter & Gamble



Procter & Gamble is a worldwide leader in consumer products manufacturing and
marketing. Its representative office has been opened in Ukraine in 1993. Beddes it's
marketing activities Procter & Gamble has aoquired a factory & Borigpol in 1997. To

date the tota amount of investment into Ukraine is about $ 20 min.

The man objective of edablishing P&G operatiions in Ukrane was, as adways, new
maket with minor god in locaspecific credtive assets exploitaion. The low-cogt input
factors turns out to be of no importance for the company. However, avalability of
sientific inputs and <kill qudity of production labor is another quite important reasons

for investment decison.

Even though P&G is conddered one of the mog flourishing companies in Ukraine, it
encounters with specific problems. The point of mgor concen is low purchesng
cgpacity of Ukrainian market as a result of deep recesson in the country. Despite facing

risng market shares, P& G sales are fdling due to generd dedine in demand.

Surprisngly, other common obstadles for busness are negligent for the company. In the
town, where its plant is Stuated the locd authorities and populaion consders P&G as
mgor breadwinner, O company enjoys highly hospitd environment there. The issues of
political indebility, ambiguity of legd sysdem, high redructuring cods ae of minor
dgnificance for P&G . Thaefore its future is linked cdosdy to generd economic

gtugtion in Ukraine, which is not encouraging meanwhile.



UumMcC

Ukranian Mobile Communications is Ukrangs leading cdlular operator. Founded in
1992 the Ukrainian (51%), German (16.3%), Dutch (16.3%), Danish (16.3%) joint
venture is an excelent example of successful co-operation between Ukraine and Europe's
leeding tdecommunications companies UMC was the fird to introduce cdlular
communications in Ukraine and to date remains the mgor maket participant (its market

dhareis above 75% according to Ragan World Media).

UMC employs nmore then 650 highly qudified spedidists in 27 branches throughout
Ukraine with number of dients augmented from 500 (in 1993) to 55,000 (in 1997). The
amount of invesment grew dgnificantly from $ 6 min (1993) up to $ 200 min (19998),
accompanied by increese in revenues from $ 1.3 min (1993) to $ 103 min (1997). It is
worth to point out that company runs its busness very successully: its profits rose from
$11.5 min in 199 to $14.4 min in 1997, despite the fact that UMC became a corporate

profit tax payer for thefirg timein 1997.

Such flourishing (by Ukrainian standards) performance is a result of fird and fast entry
into the country, where demand for mobile communications sarvices has dready exiged.
That was accompanied by redization of UMCs key objettive extenson of mobile

sarvice upply into the virgin Ukrainian mobile communications market.



UMC megters to be successful despite number of problems it currently faces, namey
politicd and economic uncertainty, too high restructuring codts, problems in finding a
qitéble patne and edablisment of dear ownership conditions, ambiguity of legd
sysem and difficulty of negotigting with government. Neverthdess, the company is
optimigic about its future and will kegp rase invesment into Ukainian economy

atempting to judtify its motto: UMC is there, where you are.



