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ECONOMIC CONNECTIVITY OF UKRAINE:

A REGIONAL FOCUS

A. Executive summary

TheReport “ Economic Connectivity of Ukraine’
examines how the on-going armed conflict in the
East of Ukraine, the annexation of Crimea by
the Russian Federation, and the overall political
tensions in Europe have affected trade relations
and the business climate of Ukraine. The report
takes a company’s perspective to review in de-
tail 1) internal connectivity between Ukrainian
territories, and especially with Crimea and areas
of the Donbas not under Ukraine's control; and
2) external connectivity with Ukraine's main
trade partners including Russia and the Europe-
an Union (EV).

Internal connectivity:

Disrupted internal economic connectivity has
depressed Ukraine’'s economic output: many
respondents reported that they stopped trading
with the non-government-controlled Donbas.
The Ukrainian government has restricted trade,
making it practically impossible to trade offi-
cialy with these territories. Economic activities
In the region are down due to severely damaged
or destroyed production facilities and economic
infrastructure. The conflict has caused distorted
production chains with the rest of Ukraine in
key sectors like metallurgy, machinery and elec-
tricity production, resulting in shortages of raw
materials.

The annexation of Crimea affected Ukraine's
economy less since Crimea had contributed less
to Ukrainian GDP before annexation. What is
more, Ukraine has enacted a trade embargo for
Crimea starting only in January 2016, i.e. after
the survey had been finished. While the trade
with Crimea was still legally possible through-
out the survey period companies indicated that
it had become more problematic due to the seal-
ing off of the administrative boundary line and
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Crimea's de facto joining of Russia’'s regulatory
framework.

Trade restrictions are encouraging illegal ac-
tivities and semi-legal trade schemes.

Despite the newly created dividing lines and
restricted trade within Ukraine, businesses con-
tinue to trade across the contact line between
government- and non-government-controlled
territories in the Donbas. However, the restric-
tions create more opportunitiesfor illegal activ-
ities including bribery and smuggling. Bribes
trandlate into higher prices on Ukrainian prod-
ucts which are passed to the uncontrolled terri-
tories. Those maladies mainly reflect on small
and medium-sized companies, while large com-
panies tend to have better means to overcome
current restrictions.

Businesses in areas controlled by the “DPR”
and “LPR”, and in Crimea are not alowed to
engage in the international trade. Even Russian
companies cannot legally trade with the areas
controlled by the “DPR” and “LPR”. There is
no access to the international banking system
in any of these areas. Despite these limitations
there are semi-legal systems operating there
to ensure international trade and payments:
Businesses working in areas controlled by the
“DPR” and “LPR” are registering with Russian
non-banking credit unions and working with
brokering companies in South Ossetia to gain
access to the global market. Crimean business
also works through brokering companies regis-
tered in Russia.

Restricted trade with Ukraine is forcing the
non-gover nment-controlled territoriesin the
Donbasand Crimeato expand economic con-
nectivity with Russia. With trade restrictions
imposed by Ukraine, businesses in non-gov-
ernment-controlled territories are relying more



on supplies from Russia They are replacing
Ukrainian products with their Russian equiva-
lents. Closer economic ties with Russian busi-
ness lead to further disintegration of traditional
connectivity in theregion. Similarly, businesses
in Crimea reported that it is easier for them to
work with Russian companies and many are ex-
panding into the Russian market.

Ukraine's decaying infrastructure has been

further damaged by the conflict reducing eco-
nomic connectivity and business opportunities.
Roads, railways and the el ectricity network near
the conflict zone have been ruined by fighting.
The roads in neighboring regions suffered from
damage caused by transporting military equip-
ment to the conflict areas.

Internal economic connectivity within Uk-
raineisincreasing as businesses are replacing
lost markets in the Donbas and Crimea. Busi-
nesses reported looking for internal replacement
markets for the Donbas and Crimea. New links
between businesses in government-controlled
territories of the Donbas have been established
with clientsin western and central Ukraine.

External connectivity:

Businesses across Ukraine experienced a de-
cline in sales with Russia and the EEU: The
negative trend in trade with Russia started even
before the outbreak of the conflict as Ukrainian
businesses started trading more with EU and
Asian countries. During 2013-2014 the trend
accelerated with informal Russian trade bans
on food products and difficulties accessing the
Russian market.

Russian economic decline and sanctions on
the EU has decreased trade with Ukraine: the
decline in economic activities and decreased
consumer consumption in Russia have de-
creased trade between Ukraine and Russia. In
addition, Russian sanctions of EU exports have
decreased business for Ukraine's brokering and
logistics companies traditionally working on
Russian market.

Ukrainian businesses are poorly prepared
for DCFTA implementation: Attitudes and
opinions on EU integration and benefits of the
DCFTA are mixed: many businesses ssmply do
not understand what it meansfor their enterpris-
es. Only afew businesses reported getting spe-
cific EU certification or exploring EU markets
for potential trade.

It will take time for Ukraine to benefit from
DCFTA: None of the respondents reported ben-
efiting from the unilateral removal of the trade
barriers by the EU. Due to low awareness about
the opportunities offered by the DCFTA and
poor access to additional financing Ukrainian
businesses will hardly be able to benefit shortly
from removed trade barriers.

The internal regulatory environment is limit-
ing opportunities for trade: businesses report-
ed inconsistent customs procedures that created
limitations. The delay at customs, need for ex-
cessive bureaucratic procedures and expectation
of bribes limited opportunities for expanding
into new markets. In addition, specific sectors
reported that Ukraine’s certification system is
inconsistent with the EU’s, making it more dif-
ficult to access the EU market.

ECONOMIC CONNECTIVITY IN UKRAINE



B. Overview of the study

Ukraine has changed rapidly since Russia’s an-
nexation of Crimea and the outbreak of fighting
inthe Donbas. The destruction of infrastructure,
new dividing lines and the closing of the Rus-
sian market, while the EU market has opened,
have all permanently changed Ukraine's econ-
omy. This study is unique, as it pays tribute to
Ukraine's economic diversity by focusing on
severa of its regions, while also taking an in-
dustry perspective by conducting interviews
with local large and medium-sized private enter-
prises about how their businesses have changed
their operations in 2014-2015 in comparison
with pre-conflict period. The focus of this re-
port is on how enterprises are dealing with the
country’s evolving political, social, economic
and security dynamics and how that is changing
the national economy.

The aim of the study is to share information
about local economic conditions that will aid
the Ukrainian government, international do-
nors, and the OSCE in improving Ukraine's
economy.

The following sections will first give an over-
view over the methodology employed and then
summarize the main findings across Ukraine for
changes in trade dynamics and the business en-
vironment. The annex to this summary report
presents the detailed findings per region.

Analytical Framework

“Economic Connectivity” means trade and
economic exchange between different political
entities. Hence, this report focuses on the con-
textual factors that are enabling or hindering
trade and economic exchange between differ-
ent territories in Ukraine and between Ukraine
and the rest of the world. This study focuses on
conflict-related aspects, yet economic connec-
tivity can also be influenced by the institution-
a framework and the actions of authorities, or
even broader macroeconomic trends. Specifi-
cally, the report looks at economic connectivity
at two levels: 1) internal connectivity, includ-
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ing with Crimea and the non-government-con-
trolled Donbas; 2) external connectivity, focus-
ing on Russia and the EU.

The study is organized by region to present the
economic situation on the local level and show
how it is shaping the national economic picture.
Ukraine's regions have different key export
markets, leaning towards Russia and the Eur-
asian Economic Union (EEU), or the EU. Prior
the conflict those economic orientations fed into
the appeal in different regions of the two inte-
gration projects. This report looks at how those
economic orientations have been affected by
changesin the political context.

Methodology

To ascertain the effect of the security situation
on economic actorsthe research group surveyed
large and medium enterprisesin the 14 selected
regions shown below. From July to September
2015, 237 face-to-face interviews were con-
ducted with businesses.

To qualify for participation in the survey busi-
nesses had to employ over 20 people, belong to
one of the primary economic sectors identified
for each oblast and could not be state-owned.
Interviews were held with companies’ senior
managers and lasted approximately 1 hour. The
research team also conducted interviews with
representatives of oblast administrations, and in
some cases representatives of the oblast capi-
tal’s local government, as well as the regional
chambers of commerce and industry.

For sampling, the research group identified 7-10
sectors that contribute most to the economy of
each target oblast, after which medium and
large enterprises in each industry were identi-
fied along with their ownership. If the enterprise
was not fully state owned it was included in the
target sample.

The security situation made some respondents
wary of participation and others cautious in
answering questions. Respondents were of-
ten distrustful of interviewers despite letters
of support, and questioned the purpose of the
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Zakarpattia

Odessa

research, fearing that the results might be used
against them by government agencies, separat-
ist groups, army recruiters, competitors or po-
litical parties. Even usualy simple questions
had to be verified, as some companies do not
employ all of their personnel legally and thus
hide their real employment numbers. In areas
close to the conflict zone and the non-govern-
ment-controlled territories in the Donbas inter-
viewers had issues finding contact information
for enterprises.

Main research findings
External Trade
Main trade trends during 2014-9M2015

Ukraine's goods exports dropped by -13.5%
year on year (yoy), while imports of goods
collapsed by -28.2% yoy in 2014. Exports suf-
fered because of hostilities in the industrial
and export-oriented Donbas region, downward
correction of world commaodity prices and de-
terioration of trade with Russia. In particular,
hostilities in Donbas caused significant damage
to infrastructure and production equipment, loss
of control over anumber of industrial enterpris-
es and transportation routes, and disruptions in

8

Kharkiv

Kherson

production chains in mgor export industries
such as metallurgy and machine building.

At the same time, export performance was aid-
ed by the better access to the EU market, ahigh
agricultural harvest and Ukraine's currency de-
preciation. Import activities contracted due to
decreasing economic activity, weakening do-
mestic demand and lower energy production.
Overadl, the deepest contraction of Ukraine's
trade was observed in the second half of 2014
and the first half of 2015, before it slowed in the
third quarter of 2015.

Ukraine's top exports have changed over the
last two years. Agriculture has become the
most significant export accounting for 36.2% in
9M2015. IT and telecom services was the only
service category that revealed growth in 2014;
its share in total Ukraine export of services
grew steadily to 15.8% in 9M2015. Exports of
machinery equipment and transport vehicles
suffered the most from deteriorating trade rela-
tions with Russia. Service exports experienced
a considerable slowdown largely due to lower
demand for transport services, material resource
processing and business services.

ECONOMIC CONNECTIVITY IN UKRAINE



Ukraine's geographic structure of merchandise exportsand imports,

Table 1

2012-9M 2015!
2012 2013 20142 9M 20158
Billion,  Share, Billion Share, Billion Share, Billion  Share,
uSD % uSDhD % uSDh % uSDh %
Exports of goods
EU-28 17.1 24.9 16.8 26.5 17.0 315 9.2 32.9
EEU 22.5 32.7 19.3 30.6 12.7 235 4.9 17.3
Asia 17.7 25.7 16.8 26.6 154 28.5 9.4 33.3
Africa 5.6 8.2 51 8.0 51 9.5 2.8 9.9
America 2.6 3.8 2.2 34 14 25 0.6 2.2
Other countries 3.3 4.7 31 5.0 24 4.5 13 4.5
Total 68.8 100.0 63.3 100.0 53.9 100.0 28.1 100.0
Imports of goods

EU-28 26.2 31.0 27.0 35.1 21.1 38.7 11.1 40.7
EEU 34.0 40.1 275 35.8 17.1 314 75 27.4
Asia 171 20.2 15.2 19.8 10.8 19.9 5.2 19.0
Africa 0.9 1.0 0.7 1.0 0.7 12 0.5 1.7
America 4.4 52 43 5.6 3.0 5.6 1.7 6.2
Other countries 2.0 24 2.1 2.7 1.7 3.2 14 51
Total 84.7 100.0 77.0 100.0 54.4 100.0 27.4 100.0

Half of the businesses surveyed were engaged
ininternational trade. Medium-sized businesses
usually trade internationally through brokers to
ease the burden of dealing with customs. Re-
spondents reported interna barriers that limit
trade. Most cited was the elimination of pref-
erential customs processing through the autho-
rized economic operator status. Respondents
reported that limitations on currency exchange
have also restricted trade. Customs further com-
plicates the process by keeping imported sup-
plies at the border for months.

! Foreign Trade in Goods of Ukraine during 9 months
of 2015 (2015, November 16). Express Editions,
512/0/08 (2.vn-15).

2 Data for 2014 exclude the territory of the Autono-
mous Republic of Crimea and Sevastopol.
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The current conflict has caused a steep decline
in trade with Russia, Crimea and the non-gov-
ernment-controlled Donbas. The shift has
caused businesses to ook for replacement mar-
kets abroad. Though businesses are optimistic
about the EU Association Agreement, few have
a concrete plan of how to take advantage of it.
As a result, most businesses have focused on
expanding on the internal market, and to aless-
er extent moving into the markets of Moldova,
Kazakhstan, Asia, Middle East, and the US.

3 Data for 9M2015 exclude the territory of the Autono-
mous Republic of Crimea, Sevastopol and the zone of
the antiterrorist operation.



Trade with Russia

As has already been indicated above, trade with
Russia and EEU has declined. Exports to Rus-
sia dropped by -33.7% yoy in 2014 and then
halved in the first nine months of 2015 due to
decreased access to the Russian market. Asare-
sult, Russia's share of Ukraine's total merchan-
dise exports contracted significantly to 12.8% in
9M2015. The most affected commodity groups
included railway locomotives and cars, mechan-
ical machines, electrical machines, paper and
paperboard, ferrous metals, milk and milk prod-
ucts. Imports from Russia shrank too — mainly
due to declining supplies of energy resources.
As aresult, Russia's share in Ukraine’'s imports
more than halved from 30.5% in 2013 to 13.2%
in 9M 2015. At the same time, Russia's share of
Ukraine's service exports (mainly gas pipeline
transport services) stayed at about 30% during
this period.

Russiaeffectively closed its market to Ukrainian
goods. Russiaimplemented trade restrictions on
Ukrainian products, including complicated cus-
toms procedures, problems with access to pub-
lic procurement, import bans, due to issues with
technical barriers to trade (TBT), and sanitary
and phytosanitary standards (SPS). In partic-
ular, TBT and SPS related import restrictions
were applied to railcars, confectionery, dairy
products, alcohol products, juices, vegetables,
poultry, sunflower seeds and soybeans. Russia
launched these trade restrictions in July and
August 2013 and gradually intensified them in
2014. Ukraine responded by introducing limita-
tions on deliveries of military and dual-purpose
equipment to Russia. In 2015, trade tensions be-
tween Russia and Ukraine intensified as Ukraine
banned Russian airlines from using its airspace.
Ukrainian producers highly dependent on the
Russian market (such as railcars and locomo-
tives, cars and dairy producers) lost their main
destination market and were unable to quickly
reallocate their external sales to other markets,
resulting in a drastic drop in their exports and
production. From January 2016, Ukraine lost
its duty-free access to the Russian market with
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Russia suspending the CIS Free Trade Agree-
ment for Ukraine.

Businesses reported several reasons for the de-
cline in trade with Russia. Some respondents
reported their sales declined before the conflict
due to increased competition from China. Oth-
ers reported their sales dropped off after Russia
ingtituted informal bans on their goods. Food-
stuff producers from Sumy and Kherson oblasts
reported not being able to export their goods to
Russia because of these bans.

Part of the decline in sales is because of the de-
cline of the Russian economy since the conflict
began. The marked decline in the price of oil
and the connected loss in value of the Russian
ruble resulted in decreasing consumer purchas-
ing power, decreasing imports from Ukraine
and elsewhere.

Russian sanctions on the EU have also hurt trade
relations between the two countries even though
Ukraine is not a member of the EU. Russiaim-
plemented sanctions banning imports of cer-
tain goods from the EU. Part of that trade went
through Ukrainian brokers and logistic compa-
nies and as the volume had decreased those sec-
tors have been hurt.

In addition, political polarization has also led
to Ukrainian companies choosing no longer to
do business with Russian companies and vice
versa

Trade with European Union

Ukraine signed the EU Association Agreement
in summer 2014 expecting to implement it in
2015. The Association Agreement includes a
Deep and Comprehensive Free Trade Agree-
ment (DCFTA) that providesfor the progressive
removal of customs tariffs and trade quotas, and
for the harmonization of the legidative frame-
work. In response to the security, political and
economic crisis in Ukraine, the EU unilaterally
removed trade barriers for Ukrainian businesses
until the end of 2015. To guarantee Ukraine's
access to the CIS market under the CIS Free

ECONOMIC CONNECTIVITY IN UKRAINE



Trade Agreement, the EU postponed imple-
mentation of the DCFTA until January 2016,
while conducting negotiations with Russia and
Ukraine. The DCFTA isbeing provisionally ap-
plied since January 2016.

The market opening resulted in astabilization of
exportsto the EU in absolute terms, in compari-
son to adeclinewith regard to all other markets.
In relative terms, Ukraine’s trade flows with the
EU went up considerably in 2014, slowing down
throughout 2015 due to unfavorable conditions.

This aggregate data is reflected in the respons-
es to our survey: Despite the removal of bar-
riers trade with the EU has not changed for
most respondents. Oblasts closer to the EU are
more connected to the EU market. Almost half
of respondents in Zakarpattia Oblast and 40%
in Lviv Oblast import from EU countries. The
Donetsk, Dnipropetrovsk, Kyiv, Sumy, Kharkiv
Kherson and Cherkasy oblasts are less engaged
in trade with EU. Those who traded with EU
member states continue to in similar volumes.
None of the respondents reported benefiting
from the unilatera removal of EU tariffs on
Ukrainian products.

While the majority of businesses are optimis-
tic about the DCFTA, many admit that they do
not know what it will mean for their businesses.
Most respondents have little knowledge about
the DCFTA beyond what is available in the
mass media. As aresult, their main concerns are
increased competitiveness on the internal mar-
ket, and inability to meet EU standards required
for entering the EU market. Businesses with EU
market experience mentioned few trade barriers
connected to standards and certification. Many
reported they did not have the funds to explore
entering the EU market.

Other Countries

Asia became Ukraine’'s most important desti-
nation market in 2015 (mainly grain, sunflower
oils, ores and metals). Exportsto Asiaaso re-
vealed negative growth during this period but
at a slower pace than for other regions. Asia’s
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share in Ukraine's merchandise imports stayed
almost unchanged (19%).

Many respondents are exploring new directions
in trade. Kharkiv- and Dnipropetrovsk based
machinery producers reported replacing Rus-
sian sales with Asian sales. Some respondents,
however, also reported that competition from
Chinese companies made it difficult to enter
Asian and Middle Eastern markets. Businesses
have also established contacts with Kazakhstan
and Brazil, and are exploring US, Canadian and
Australian markets.

New internal dividing lines
Severe disruptions in the Donbas

Donetsk and Luhansk oblasts have lost their
leading role as exporters. Before hostilities in
eastern Ukraine Donetsk and Luhansk oblasts
were leadersin Ukraine’s foreign trade together
accounting for about 25.6% of total merchan-
dise exports in 2013. In 9M2015 that share
decreased to 10.5%. Now the top exporting re-
gions are Kyiv City with a 22.1% share of mer-
chandise exports in 9M2015 and Dnipropetro-
vsk Oblast with a 17.8% share’.

The World Bank estimates that territory not un-
der Ukrainian control in the Donetsk and Lu-
hansk oblasts accounted for 14.4% of Ukrainian
industrial production and 6% of itsGDF®. There-
gional economic structure is dominated by coal,
metallurgy, coke, chemical and machine-build-
ing enterprises (producing general machinery,
mining equipment, machinery and equipment
for the metallurgy and chemical industries,
transportation equipment, locomotives and rail
cars). An overwhelming amount of Ukraine's

4 Foreign Trade in Goods of Ukraine during 9 months
of 2015 (2015, November 16). Express Editions,
512/0/08 (2.vn-15).

> Ukraine Recovery and Peacebuilding Assess-
ment. Analysis of crisis impacts and needs in East-
ern Ukraine, Volume I1: http://www-wds.worldbank.
org/external/default/WD SContentServer/WD SP/
IB/2015/06/11/090224b082f 1beal/2_0/Rendered/
PDF/FullOcomponentOreports.pdf

11



coal production comes from these two regions
and is an important input for the steel indus-
try and electricity generation. These areas also
hold key pieces of energy infrastructure such as
the the Starobeshevskaya and Zuevskaya ther-
mal power plants. The “DPR” has access to the
Sea of Azov; however, the local port’s capaci-
ties are insufficient to service regional industry.

Economic activity in the region was severe-
ly disrupted and precipitously declined due
to damage to production facilities and eco-
nomic infrastructure (most notably the railway
connections and electricity supply); distort-
ed production chains with the rest of Ukraine
(“coal-coke-metal” and “coal-electricity” links)
resulting in raw materials and equi pment supply
shortages, and logistics problems. Most large
enterprises operating in the area either closed
their businesses or did not operate at a full ca-
pacity during 2014 and the beginning of 2015.

There is no reliable data on the economic sit-
uation in the so-called Donetsk People’'s Re-
public (“DPR”) and Luhansk People's Repub-
lic (“"LPR”). According to the “DPR"’s own
estimates, regional industry is functioning at
30% of pre-conflict levels, and retail trade had
declined by about 50% as of February-March
2015°. Industry in areas controlled by the“LPR”
has witnhessed an even steeper decline. Accord-
ing to the 2015 recovery plan of “DPR”, agri-
culture was expected to reach 85% of its 2014
level and industrial output 30% of its previous
level. Companies from the extractive industry
are expected to reach 35.7% of their capacity,
while the manufacturing industry is anticipated
to reach only 2.7% of their previous potential
capacity. The volume of wholesale and retail
trade is around 91% of their 2014 levels, while
salesfor transportation services, postal and cou-
rier services were estimated to reach near 80%.

Before the conflict, 45% of respondents traded
with areas of the Donbas currently not under

6 (2015, May 12) Retrieved February 28, 2016 from
http://ua.112.ua/statji/proekt-dnr-pidsumky-roku-ne-
zalezhnosti-227829.html
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Ukrainian government control. The majority of
businesses reported lost markets in these areas
and broken ties with suppliers there. For the
majority of respondents these lost markets con-
stituted 15% of their sales in 2013. Due to its
geographic proximity, government-controlled
Donetsk and Luhansk oblast are much more
connected to non-government-controlled terri-
tories of the Donbas and the average sales that
went to these territories constituted around 30%.

Before the outbreak of the conflict, many busi-
nesses in government-controlled areas relied on
supplies and raw materials from areas currently
not under Ukrainian control. Those respondents
reported on average that 27% of their supplies
had been coming from non-government-con-
trolled Donbas. While Donetsk and Luhansk
oblast had on average around 58% of supplies
coming from the non-government-controlled
areas, the Kharkiv and Sumy machinery indus-
try also had an extensive connection with the
suppliers from this area.

In June 2015, Ukraine’s government officially
banned trade with the non-government-con-
trolled territories. The majority of respondents
reported terminating trade with clients and
partners from these areas. The only legal trade
from Donbas territories is coal and coal prod-
ucts shipped viarailroad. Despite the ban, some
companies continue trading illegally, usually
paying bribes at Ukrainian checkpoints. Sup-
pliers that continue to operate in “DPR” and
“LPR” have legally registered their business-
es in Ukrainian controlled areas, or have their
branches in other oblasts that officially agree to
contracts and conduct trade.

Some businesses have registered with the de
facto authorities in non-Ukrainian controlled
areas. A mid-sized Ukrainian retail business re-
ported obtaining “DPR” and “LPR” registration
to be ableto do business there, but also reported
that itiseasier for them to deliver productsfrom
Russia than from Ukraine.

Respondents reported extensive corruption at
the contact line, causing goods to be significant-
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ly more expensive in the non-government-con-
trolled Donbas.

The Ukrainian energy sector has been badly
hurt by the breakdown in trade. Respondents
from Donetsk and Kharkiv oblasts reported that
they relied up to 80% on coal from Donbas and
as a result of the conflict had to decrease their
output and look for alternative energy sources.
Machine manufacturing, chemical and metal-
lurgic industries al'so depend on supplies from
non-government-controlled territories and terri-
toriesthat are closeto the contact line, like Kra-
matorsk and Mariupol.

With the ban on trade from the Ukrainian side,
more and more businesses in the non-govern-
ment-controlled Donbas are building stronger
trade relations with Russia. Small and medium
businesses were heavily dependent on the de-
livery of goods by road now restricted by the
blockade. Smuggling is flourishing and the high
bribes that smugglers pay at checkpoints make
goods more expensive.

Large businesses continue their operations de-
spite the blockade and companies like Metin-
vest could even increase their sales to Europe
and North America. Despite the ban for trade
across the contact line, goods continue to travel
across. The coa extracted in Krasnodon (cur-
rently controlled by the “LPR”) is delivered
to the Avdeevka Chemical Plant in Ukrainian
controlled territory. Then as charred coal, it
Is transported to Yenakievo Metallurgic Plant
(currently “DPR”) where metal is produced.
After that, it is transported via the Azov Seato
the West.

Crimea: minor impact

Crimea only accounted for 3% of Ukraine's
GDP, 2% of production and contributed 1.4%
to merchandise export suppliesin 2013. The an-
nexation of Crimeathus resulted in much small-
er economic losses than the loss of control over
areas of the Donbas.

According to official Crimean statistics, regional
output dropped by -9.9% in 2014 before recov-
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ering by 8.8% in 2015. Before annexation, the
Crimean market was mainly oriented towards
Russia and the EEU with those markets making
up about 35% of total sales (the EU accounted
for about 20% and Asian markets for 20%).

In 2014 trade between Ukraine and Crimea did
not stop. Ukraine continued to supply Crimea
with electricity and food products. Nonethel ess,
Crimean and Ukrainian statistics differ for 2014
and 2015. According to Crimean statistics’, ex-
ports from Crimea to Ukraine grew from USD
3.5minin 2014 to USD 19.9 min in 9M2015,
while imports were USD 2.6 min in 2014 and
USD 40.9 min in 9M2015. However, according
to the State Fiscal Service of Ukraine, Ukraine
supplied Crimea with goods worth USD 654.6
min in 9M2015, with mainland Ukraine im-
porting USD 8 min in goods from Crimea in
1Q21058,

Before the conflict, around 40% of respondents
in the survey traded with Crimea with on av-
erage 8% of sales coming from the region and
5% of supplies. Kherson Oblast businesses bor-
dering Crimealost about 30% of their salesand
30% of their supplies. The majority of business-
es reported losing markets in these areas and
broken ties with suppliers there.

The sealing of the administrative boundary
line and international sanctions create signifi-
cant problems for business in Crimea, as they
are unable to carry out official trade and make
international payments. In this environment,
businesses are building stronger economic ties
with Russia. Respondents reported both new
contractsfor selling their servicesto Russia and
more supplies and goods come from Russia
Themagjority of respondents refuse to trade with
Ukraine. For companies aiming to sell beyond
Crimea, the Russian market is an attractive al-
ternative to the Ukrainian market as it is larger
and now easier to access.

7 (2015, June 23), http://crimea.gks.ru/wps/wcm/con-
nect/rosstat_ts/crimealru/statistics/foreign_trade/

8 Foreign Trade in Goods of Ukraine during 9 months
of 2015 (2015, November 16). Express Editions,
512/0/08 (2.vn-15)
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The companies engaged in international trade
are mainly wholesalers and retailers. The ma-
jority of trade from Crimea goes to Russia
and Ukraine, and trade to Crimea comes from
Ukraine, Russia, Turkey and China. The agri-
cultural companies report that they used to sell
their products through traders to Europe, Tur-
key and Arab countries, which is not happening
anymore. Similarly, the construction materials
company that imported supplies from Europe
via Ukraine, now uses only Russian and Turk-
ish supplies imported via Russia. However, the
change of political relationship between Russia
and Turkey at the end of 2015 islikely to further
limit the Turkish supplies to Crimea market.

Business environment

Conflict-related change to the business
environment

Businesses in the conflict-affected areas of Do-
netsk and Luhansk oblasts have lost their assets
and staff, while businessesin the rest of Ukraine
have also suffered. The majority of respondents
attributed economic decline to political instabil-
ity and fluctuation of the Hryvnia. Internal con-
sumption has declined aided by alack of access
to the non-government-controlled Donbas and
Crimea.

Simultaneously, credit sources have dried up. A
guarter of respondents reported being refused
credit over the last twelve months with many
reporting they did not even bother applying for
loans. Respondents reported that due to the con-
flict, banks’ lending rates are extremely high,
and in territories close to the conflict areas reach
30%. Many businesses do not have the neces-
sary collateral and once refused have a black
mark on future applications. The banking, real
estate and construction sectors suffer the most
because their services are directly connected to
securing financing. Real estate deals are under-
mined by the lack of consumer loans, and con-
struction companies by the lack of financing for
large construction projects.

Finding and retaining qualified personnel has
become more difficult due to the conflict. With
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the economy declining employersare not ableto
make salaries match inflation and the rising ex-
change rate. Businesses requiring special tech-
nical skills, such as machine manufacturing or
the energy sector, are especially vulnerable to
personnel turnover because extensive training
has to be done before replacement. To cut labor
costs businesses have laid off personnel, intro-
duced short working weeks and cut staff wages.
Costs have aso been driven up by the need to
provide security. Businesses reported employ-
ees being killed in the conflict and others resign-
ing during times of active fighting.

Internally displaced people (IDPs) have expand-
ed labor poolsin Ukrainian-controlled areas, but
mainly for less skilled jobs.

Conscription is also creating difficulties with
qualified staff being drafted into the army.
Companies must continue to pay for drafted
employees and find temporary replacements.
The draft is managed by official employment
records, making many not want to be officially
employed. Many businesses reported that young
men wanted to be employed unofficially to
avoid conscription. Qualified personnel mean-
while are looking for jobs abroad.

Medium-sized businesses are more vulnerable
to changesin the business environment, but they
are also more flexible. They have limited access
to credit and finance and reported that high taxes
mean they have limited capital, but they are also
more able to avoid taxes and regulatory limita-
tions.

Decline in business profitability varies by sector.
Some machinery producers are struggling after
losing markets in Russia and the non-govern-
ment-controlled territories. The textile industry
facesadeclinein the production of local raw ma-
terials like wool, cotton and linen, forcing them
to import. The banking sector reported cutting
their operations due to the poor economy. Ex-
porters of foreign cars to Russia reported loss-
es due to the decline in demand there. Logistics
and transportation companies are suffering from
decreased economic connectivity. Sanctions on
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trade with Russia meanwhile have cut the need
to transport goods.

Some economic areas are brighter. Agriculture,
and IT and telecommunication companies are
able to maintain their profitability. Food pro-
cessing businesses suffered after |osing markets
in uncontrolled territories and Russia, but have
reoriented sales to other parts of Ukraine.

Challenges of the regulatory framework

Ukraine's post-Maidan governments have
pushed for reforms, including the simplifica-
tion of regulations for businesses, minimizing
corruption and implement austerity measures as
per IMF requirements. Parliament has adopted
numerous changes to tax legislation and various
regulatory acts. The regulatory changes made
the regulatory framework less stable and led to
gaps in the implementation process. Businesses
reported specific regulations causing difficulties:

» VAT Refund: the changes to the tax code ad-
opted in July 2014 and enforced in 2015 in-
troduced a new electronic system of VAT ad-
ministration that significantly altered the pro-
cedures for VAT refunds. Businesses reported
that tax refunds were slow and inconsistent,
with delays|eading to capital shortages. Some
businesses reported that during the transfer
to the electronic system money disappeared
from their accounts.

* Limits on foreign currency: to stabilize the
Hryvnia the National Bank of Ukraine intro-
duced restrictions on currency exchange in
2015. Businesses engaged in export and im-
port reported that the mandatory exchange of
75% of income in foreign currency caused
them to suffer major losses. Large traders in
Donetsk, Kharkiv, Kyiv, Sumy and Cherkasy
oblasts reported losing significant sums espe-
cially when the exchange rate was fluctuating
in February and March.

» Ban on trade with the non-government-con-
trolled territories. Starting on June 16, 2015
trade with the non-government-controlled ter-
ritories became more difficult. In accordance
with new rules there is a ban on transporting
goods to the non-government-controlled ter-
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ritories from the rest of Ukraine. This has
complicated the activities of businesses oper-
ating in Donetsk and Luhansk oblasts highly
interconnected with the non-government-con-
trolled territories. Despite the official ban,
unofficial trade continues through corruption
schemes at checkpoints.

* High payroll taxes: In 2015 the payroll tax for
employees increased from 17% to 20%. The
military tax of 1.5% introduced in 2014 was
extended for 2015. Other taxes include 3.6%
paid to the State Pension Fund by employees
and 22.2% paid to the State Pension Fund by
employers. Nearly half of salaries go towards
taxes. As a result medium sized businesses
often pay workers off the books in order to
avoid the tax burden.

* Non-systemic state policy for key sectors:
Respondents mentioned that government pol-
icies lack a strategic vision for key sectors
economic development. Businesses stated
that acomprehensive strategy for the devel op-
ment of the key sectorsis needed and should
support export oriented and high value-added
industries.

» Custom code changes: authorized economic
operator status was abolished when the cus-
toms code was changed in 2012. That status
previously provided preferences in simplified
customs procedures, priority customs inspec-
tion and exemption from the requirement of
guarantees for transit of goods.

Sector specific regulations: As the study focused
on the key industries and sectors in each region,
the specific regulatory challenges were discov-
ered.

Lack of implementation

Respondents reported that the new legidlation
created inconsi stencies that implementing agen-
cies manipulate. They said there has been lit-
tle information about what the changes mean,
leaving businesses to try and figure it out them-
selves. They considered regulating bodies to be
more interested in charging businesses fines for
not following procedures and exhorting bribes
than explaining the new procedures. Respon-
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Sector Policy area

Issuing of second export certificate

Problems for business

Delay in export of grain

during grain transportation while

Agriculture changing the vehicle
Excessive feesfor subsoil land rights  Disincentive for investors
usage, which equals 55% of the
value of land
Coal Licensing of coa exports leads to takes 10 days and delays export by
100% testing of al kinds of coal for 12 days
export
Construction Construction permits delayed by Leads to delaysin the project
months devel opment
E-commerce Absence of e-commerceregulations  Complicates the operationsin this
areas
Media Russian content ban Media providers that purchased
Russian content are experiencing
losses
Timber Moratorium on export of timber Prohibits export of wood from
Carpathians for the next 10 years
Wine Licensing fees for wineries Too expensive for small wineries

dents reported that legal cases against tax au-
thoritiestook years. It turned out that large busi-
nesses more readily use legal means to protect
their rights as they have the funds to pay for
legal services. Medium-sized businesses do not
have these resources and as a result face greater
pressure to resolve disputes by paying bribes.

Businesses have seen little improvement in the
work of government agencies whether tax agen-
cies, ecological departments or the fire depart-
ment. Despite the moratorium on tax audits for
2014 and 2015, many businesses reported that
they went through audits. Half of respondents
who went through tax audits in the last year re-
ported they were expected to pay bribes. Near-
ly 40% of respondents reported that they were
expected to pay bribes during interactions with
controlling or regulating bodies.

Businessesinteract with tax authoritiesthe most.
They found tax officials to have the least clear
procedures with little information available and
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giving them no legal waysto sell their
product

constant changes. Customs services often cause
delays for exports and imports. Respondents
reported unclear and non-transparent customs
value assignments meant to increase import
fees, expectation of bribes, excessive licenses
requirements and delays causing losses.

Nonetheless, the regulatory framework im-
plementation varies across Ukraine's regions.
While Zakarpattia businesses reported enor-
mous corruption and little recent improvement,
Luhansk Oblast businesses reported officials
were exhorting fewer bribes due to the con-
flict. At the same time, Luhansk businesses face
armed inspection. Corruption isamajor concern
in Odessa Oblast, but unlike other oblasts, there
Is high expectation for change.

Challenges to Business Connectivity

The conflict has affected the internal and exter-
nal economic connectivity of businesses. The
ban on trade with the non-government-con-
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trolled territories in the Donbas and Crimea has
limited business and forced enterprises to find
ways around restrictions. Official trade with the
non-government-controlled Donbas Oblast is
only possible by rail, which is mainly used for
coal deliveries. Middle-sized businesses contin-
ue to trade illegally, but risks increase the price
of goods delivered to the non-government-con-
trolled territories and Crimea.

Fighting has taken a heavy toll on infrastruc-
ture already in poor condition. Artillery has de-
stroyed roads and railway stations. Oblasts near
the conflict zone, like Kharkiv and Dnipropetro-
vsk oblasts, have witnessed deteriorating road
conditions due to heavy military vehicles using
their roads to reach the conflict zone.

Businesses throughout Ukraine suffer from
limited electricity supplies, which are mainly
due to outdated electricity infrastructure. Also,
ruined internal connectivity with the non-gov-
ernment-controlled territories explains part of
the shortages. Businesses in Zakarpattia, Kyiv,
Lviv, Odessa and Kharkiv have all experienced
electricity shortages.

Connectivity has suffered unevenly throughout
Ukraine. Machinery producers, traditionally lo-
cated in eastern Ukraine, are more dependent on
producers near or beyond the contact line.

The conflict has also limited external connectivi-
ty by making it difficult to establish partnerships
with international companies. Potential partners
from Asia or the Middle East often have doubts
about the ability of Ukrainian businesses to de-
liver on contracts because of the conflict. Inter-
national lending is no longer open to Ukrainian
businesses due to the high risks associated with
the conflict.

Business environment in the
non-government-controlled territories
of the Donbas:

In areas controlled by the “DPR” and “LPR”
businesses are struggling to survive under con-
ditions of armed conflict. The new institutions,
including “ministries’, “banking institutions”,
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“tax” and “security agencies’, have been estab-
lished, but their responsibilities are ambiguous
and their work unclear. Rules are applied incon-
sistently and enforcement depends on business-
es’ relationships with key figures in the “DPR”
and “LPR”. SMEs are more vulnerable and are
often forced to register and pay taxes using
physical threats, kidnapping and actions taken
by military officials. Large businesses like Met-
invest and DTEK that control key sectors like
electricity and coal, and employ large numbers
of people are able to negotiate. They preserve
their Ukrainian registration and invest in local
infrastructure instead of paying taxes.

The new “Ministry of the Income and Tax Col-
lection” inthe “DPR” did not provide the list of
registered companiesto interviewers, but in per-
sonal conversations confirmed that at least half
of the businesses are not operating. Thiswasalso
the impression of interviewers as they attempted
to contact businesses. Most of those still operat-
ing registered from March to April 2014 in the
“DPR” and are paying taxesinto the*“ DPR” bud-
get, often operating under double registration in
Ukraine and the non-government-controlled ter-
ritories. Ukrainian businesses that are also reg-
istered in non-government-controlled territories
could be prosecuted for supporting terrorism by
paying taxes into the “DPR” or “LPR” budget.

A semi-legal banking system operates in the
“DPR”, enabling businesses to trade with other
countries, using the Russian ruble as the main
currency. Companies that register in the “DPR”
open an account in the “Central Republican
Bank” and then register with Russian non-bank-
ing credit organizations. Russian companies
cannot legally have contracts with “DPR” com-
panies, but work through accounts of non-bank-
ing credit organizations in Russia and brokering
companies in South Ossetia.

Crimea business environment

Russian annexation of Crimea has significantly
changed its business climate. The sealing of the
administrative boundary line between Crimea
and Kherson and sanctions on air and marine
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transportation have limited the trade routes local
businesses can use. The main route to Crimeais
viathe Kerch Strait ferry. Ferries are dependent
on weather conditions and during storms the de-
livery of goodsis delayed. Logistics companies
are expanding their storage capacitiesto account
for breakdownsin delivery, but require addition-
al funds.

New barriers to trade with Ukraine have devas-
tated businessrelations. Adjusting to the Russian
regulatory system has also created obstacles for
businesses. More restrictive, the Russian regu-
latory system limits business opportunities in
Crimea.

Due to sanctions, there is no international bank-
ing system in Crimea, significantly limiting in-
ternational trade. There are semi-legal ways to
make international payments, either through in-
ternational money transfer systems or through
Russian accounts, which are more expensive
and time consuming.

Expectations for the future

Respondents’ expectations for the future of the
Ukrainian economy are connected to how the
conflict develops. Many believed Ukraine had
reached its economic nadir and expected growth
or stagnation, but also believed intensified fight-
ing could further worsen the economic situation.
Businesses have not seen positive economic ef-
fects from promised reforms. They considered
authoritiesto be slow inimplementing new laws,
and corruption to remain prominent. They stat-
ed that without change in these factors they ex-
pected Ukraine to remain uncompetitive on the
global market and primarily remain a source of
cheap labor and raw materials.

Expectations for respondents’ own oblasts were
linked to geography. The respondents from the
regions near the fighting, Donetsk, Luhansk,
Dnipropetrovsk and Kharkiv oblasts, are very
pessimistic about economic prospects for their
regions. Respondents in western Ukraine, Za-
karpattia and Lviv oblasts, are optimistic about
the economic development for their regions.
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They expected increased investment from the
West as a result of the Association Agreement
with the EU.

Kyiv Oblast respondents also had a more posi-
tive view for their region’s economic situation
than for the country as a whole due to its sta-
tus as a center of business in the country. Odesa
Oblast respondents too had a more positive view
of their region’s economy.

Respondents were also optimistic about the
development of specific sectors they believed
could expand into EU, US, Middle Eastern and
Kazakhstani markets. These sectors include IT,
agriculture, machinery production, extractivein-
dustries, food processing, and retail and whole-
sae.

Conclusions and outlook

By conducting in-depth interviews with over
230 enterprises across Ukraine, this study argues
that the on-going armed conflict and the broad-
er tensions have strong effects on Ukraine's
economy. In the whole of Ukraine, the conflict
is present in the business environment via mac-
roeconomic instability — mainly high inflation,
fluctuations in the exchange rate, as well as lack
of credit. Macroeconomic uncertainty also con-
tributes to policy uncertainty, as lawmakers are
pressed to find solutions for propping up state
coffers. Rapid deterioration of infrastructure and
the lack of skilled personnel are also corollar-
ies of the on-going conflict. With regard to ex-
ternal trade, Russia's new formal and informal
barriers lead to further economic stress on cer-
tain regions, while the EU market is still inac-
cessible for most producers. Naturally, regions
close to the armed conflict and the new dividing
lines are even more affected — not only by the
volatile security situation and the destruction of
production facilities, but also by policiessuch as
restrictive regulations on trade.

Yet the study also revealsanumber of uncertain-
ties in the business environment that are unre-
lated to the conflict situation. This suggests that
improvements can be made in spite of the con-
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flict. Those include arbitrary decisions by state
institutions, difficult and costly judicial pro-
cedures that result in ineffective protection of
businesses against unlawful decisions, aswell as
frequent changes in the legidative framework.
Also, those changes and their implementation
are often not well communicated to the business
community. Last but not least, the study suggests
that information and knowledge about access to
new markets is often lacking.

Initial findings of this study were discussed at a
workshop in Kyiv in November 2015, with a
view to formulating a way forward for Ukraine.
The workshop was hosted by the Embassy of
Switzerland in Kyiv.

Participants stressed the possible role of busi-
nessin rebuilding trust across the contact line.
Rebuilding economic ties could therefore be
seen as a confidence-building measure that could
hamper a new escalation of the conflict. Partici-
pants noted that the more connections there are
on the ground, the more difficult it would get
to restart conflict. At the same time, the official
blockade of trade was identified as giving rise
to contraband and corruption schemes. Partici-
pants noted that this issue needed to be solved
quickly, as vested interests would grow stronger
and stronger. Yet, high resistance in Ukrainian
society against a reestablishment of connectiv-
ity with the separatist-held regions was seen as
a major obstacle in re-establishing trade ties. It
was therefore noted that it would be necessary
to promote the publicity of the work of the Tri-
lateral Contact Group in society, as well as to
develop an “ideology of small steps’ that would
explain how each step fits into a broader picture
of reconciliation. The necessity to explaining the
Minsk agreements to politics and society and of
finding people in Ukraine who support the im-
plementation of these agreements was noted by
several participants as an urgent task.

The high level of interconnectedness of the in-
frastructure across the contact line was noted
as one prerequisite for greater cooperation. It
was also noted that this offers the underpinning
of reconciliation in small steps. Restoration of
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water infrastructure was identified as one issue
where cooperation is functioning well on both
sides of the contact line. The same was said to
be true for the restoration of electricity, gas, and
railway infrastructure.

Concerning the future rebuilding of the Donbas
economy it was noted that many of the indus-
tries (coal-steel) were not competitive globally
and therefore should not be rebuilt. Only those
that proved to have a competitive advantage
should be given the go-ahead. This presupposes
a long-term diversification strategy. Therefore,
the loss of the Donbas was not seen as a para-
mount problem for the economy of Ukraine by
some participants.

Concerning relations of Ukraine with the EU
it was noted that they are an asset and should
be used more actively for diversification of mar-
kets. With one third currently going to the EU
market there was still potential for development.
As the EU is a difficult market, assistance to get
on this market would be needed. Severa par-
ticipants claimed that it would be very difficult
for UA to enter especially the core EU markets,
where even several new EU countries were ex-
periencing problems. Rather than aiming for the
core EU market, UA should rather take the path
of Balkan markets, to which it was similar, and
am at integration with neighbors (Romania,
Moldova, Poland...). Also, participants agreed
that the attraction of FDI was key and noted
problems in this area. Here, one participant pro-
posed that UA's goal should be to move into the
existing value chain of established European
brands. Others cautioned that attraction of FDI
was far more difficult now than it had been for
CEE economies in the past. After the financial
crisis, risk capital would be more regulated and
hence appetite to invest was low.

With its comprehensive findings the study pro-
videsasolid basisfor action —for Ukraine, third
states and actors, as well as for donors and the
international community.
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ocated in eastern Ukraine and bordering
L Russia, the Donetsk Oblast is located in

the industrial heartland of the country. In
the Soviet period, the oblast was known for coal
mining and metallurgy and it continued to be a
center for thoseindustriesin post-Soviet Ukraine.
In 2014 the Donetsk Oblast and Donetsk City in
particular, became centers of fighting. As else-
where in Ukraine, Donetsk Oblast infrastructure
was badly in need of repair even before fighting
began, but artillery bombardments and military
clashes have further damaged infrastructure. The
most famously exampleisthe new terminal at the
Donetsk airport built for the EURO 2012 soccer
championship, which fighting has rendered use-
less. The contact line has cut off businesses from
one another, breaking old trade relationships as
centers of the oblast’s economy, like Donetsk
City, now fall outside of Ukrainian government
control. With valuable coal and coking plantsin
Donetsk Oblast, DTEK and othershave struggled
to protect workers safety while trying to keep
their operations running. With the future of the
economy closely linked to a permanent cessation
of fighting, the situation remains unstable with
businesses struggling to adapt to new realities.

To better evaluate the region’s economy, indus-
tries in key sectors were identified to develop a
concise understanding of issues influencing both
large and medium enterprises. According to a
preliminary assessment based on economic data,
Six sectors were the most prominent:

Metallurgy
coal mining industry

machine building

Donetsk
Oblast

electricity power generation
food industry

transport services (sea port
in Mariupol, rail)

wholesale and retail trade
An overview of the specific characteristics and
dynamics of the regional economy has been as-

sembled to provide context for the qualitative
information found in the survey section.

DONETSK OBLAST (GOVERNMENT-CONTROLLED)

Economic Overview

Donetsk Oblast is directly involved in the mili-
tary conflict in the Donbas and has suffered con-
siderable economic losses. Before the military
conflict in the Donbas, Donetsk Oblast gener-
ated 10.8% of Ukraine's GDP (2013) and was
the biggest region in terms of industrial produc-
tion (16.3%) and export supplies (19.6%). Since
then Donetsk Oblast’s share of the economy
has contracted considerably: industrial produc-
tion fell to 15.1% (2014) and 11.5% (1H2015);
merchandise exports to 15.6% (2014) and 9.9%
(1H2015). 10.1% of Ukraine's total retail trade
took place in Donetsk Oblast in 2013 and fell to
7.3% in 2014 and then to 3.3% in 1H2015.

As a result of the conflict, Donetsk Oblast lost
control over a part of its territory. Data for Do-
netsk Oblast for 2014 and 2015 excludes the
part of the region not under government control.
The most important sectors include (2013): the
extractive industry (13.0%), the manufacturing
industry (18.8%), wholesale and retail (16.8%),
transport (10.4%), electricity, gas, steam and
air conditioning supply (5.1%). Regional man-
ufacturing specializes primarily in metallurgi-
cal production (ferrous metals, articles, pipes),
machine building (machinery, mining equip-
ment, machinery and equipment for metallurgy
and chemical industry, handling and transport
equipment, locomotives and rail cars), the food
industry, coke and refined petroleum products
and chemical the industry (fertilizers, ammo-
nia, urea, nitric acid, ammonium nitrate).

Donetsk industry suffered a huge -31.5% yoy
drop in 2014 and further -49.9% yoy drop in
1H2015 due to the loss of control over partsin
the Donbas, destruction of infrastructure (rail-
way connections, electricity and water supply,
etc.) and economic links, shortages of raw ma-
terial supplies and weakening external demand
on major commodity exports (Table 1). In par-
ticular, traditional production chains*coal-coke-
metal” and “coal-electricity” were distorted in
the core industries of the region. Machine-build-
ing and chemical industry observed the strongest
declines (by more than -40% yoy each in 2014,
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and by -43% yoy and -75% yoy respectively in
1H2015) asthey werein areas near Donetsk City
not controlled by the Ukrainian government. As
a result the leading chemical enterprise of the
Donetsk Oblast, Stirol Concern PIJSC (80% of
regional chemical output), is not included in
Ukrainian recording.

Metallurgy (about 40% of industrial output) is
the leading sector in the oblast and experienced
a significant decline (-27.7% yoy in 2014 and
-41.2% yoy in 1H2015). The metallurgical com-
plex was hit hard by the disruption of production
links, logistics problems and shortages of crucial
inputs. Steel plants located in government-con-
trolled territory experienced shortages of coal
supplies, which previously came from Donbas
mines, and had to import coal. Similarly steel
enterprises in non-government-controlled areas
lacked iron ore, which previously came from
the Dnipropetrovsk Oblast. The second-largest

industry was mining (about 15% of industrial
output), which shrank by athird in 2014 and by
almost -60% yoy in 1H2015. According to the
Ukrainian government, 115 out of 150 coal mines
in Donetsk and Luhansk oblasts are located in
non-government-controlled areas!. The situation
in the Donbas significantly affected the entire
Ukrainian electricity industry because Ukraine
lost control over al mines producing anthracite
coal, which was used by half of Ukrainian ther-
mal power plants.

The average unemployment rate of the working
age population in the region went up from 8.2%
of the economically active population of relevant
age in 2013 to 11.3% in 2014, and to 14.1% in
1H2015. Consumer prices went up by 22.0% in
2014 and by 38.4% during January-June 2015.
Retail trade in the region fell by -38.8% yoy in
2014 and by -71.5% yoy in 1H2015.2

Figure 1

Indices of industrial production, agricultural production and retail trade
in Donetsk Oblast during 2013-9M 2015 (cumulative data), % yoy
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Note: Data for 2014-2015 exclude areas beyond the control of the Ukrainian gover nment.

1 Government of Ukraine (2015, June 1). Kremlin's Black Book: Russian War against Ukraine. Retrieved March
12, 2016, from http://www.kmu.gov.ua/control/en/publish/article?art_id=247956386

2 Donetsk Oblst department of Statistics. (n.d.). Statistical information on Donetsk Oblast. Retrieved March 12,
2016, from http://www.donetskstat.gov.ua/statinforml/index.php

3 Here and in other oblast chapters: Retrieved March 12, 2016, from http://www.ukrstat.gov.ua/
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Trade Overview*

Donetsk Oblast’s foreign trade was badly affect-
ed by hostilities on its territory, the continuous
decline in world commodity prices and Russian
market trade restrictions (especialy on ma-
chine-building exports). As a result, exports of
goods shrank by -32.3% yoy in 2014 and -63.9%
yoy in 1H2015 (Figure 2). Imports of goods al-
most halved in 2014 (down by -47.7% yoy), and
then continued to fall by -47.9% yoy in 1H2015.
The largest contribution to the drop of merchan-
dise exports came from declining supplies to the
EEU market that was the major destination of
regional exports in 2013 (about 30% of region-
al exports). Supplies to the EEU market fell by
-55.6% yoy in 2014, depressing the EEU share
t0 19.2% in regional export suppliesin 2014 and
to 17.8% in 1H2015.

EU and Asian markets were also important mar-
kets for Donetsk Oblast exports (accounting for

25.7% and 26.9% of all suppliesin 2013). Export
flows to these destinations also decreased but at a
slower rate (by -17.6% yoy and -32% yoy respec-
tively in 2014). Asaresult, the EU share expand-
ed to 31.3% in 2014, and this trend continued in
2015 (about 47% of regional exports suppliesin
1H2015 went to the EU). Exports of chemicals
and vehicles/transport equipment (railway loco-
motives) almost stopped in 2014 and 1H2015
(down by -81.7% yoy and -88.1% yoy respec-
tively in 2014) (Table 3). Exports of metals and
metal components decreased by -19.5% yoy in
2014 and then by -60.1% in 1H2015. However,
metals became the overwhelming part (83.4%)
of regional exports in 1H2015 (versus 64.2%
in 2013) as other commodity exports collapsed.
Service exports went down by a quarter in 2014
and -16.3% yoy in 1H2015, attributed to the fall
in material resource processing and business and
transport services.

Figure 2

Dynamics of exportsand imports of goodsin Donetsk Oblast during
2013-9M 2015 (quarterly data), min USD (left scale) and % yoy (right scale)
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4 Here and in other oblast chapters, the data used from Foreign Trade in Goods of Ukraine during 9 months of
2015 (2015, November 16). Express Editions, 512/0/08 (2.vn-15).
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Survey

There were 12 interviews conducted in Donetsk
Oblast. Due to the proximity of the conflict zone
businesses were cautious and afraid of reprisals.
Businesses that still have some connections with
the non-government-controlled territories of the
Donbas are especially cautious as their activities
are outlawed by the trade with those areas.

Business climate

Political instability is one of the most often
named problems affecting business. Other major
concerns were the absence of a properly func-
tioning judiciary, low demand on the internal
market, access to credit and growing production
costs. Donetsk businesses aso listed as major
concerns problems linked to the current conflict,
like the confiscation of assets, threat of military

action and barriersto trade with the non-govern-
ment-controlled territories. Large businesses are
particularly concerned by these threats as many
still have assets in non-government-controlled
areas.

All businesses suffered because of fighting. This
resultsin the closure of branches, losses of prop-
erty, interrupted business contact and problems
with infrastructure. “There is a need to control
security on theterritory of Ukraine. We have had
seven people die and eight injured in our com-

Number of responses by sector,
Donetsk oblast (government-controlled)

Energy, gas, water supply 5
Food processing 2
Extractive industry 1
Wholesale 1
Retail 1
Transportation 1
Hotel and restaurants 1
Metallurgy

Machinery production 1
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pany as aresult of military actions,” one respon-
dent reported. Some companies losses due to
fighting are estimated to be in the millions of
dollars. “Donbasisfully isolated now. We can’t
bring anything in or out. We have 37,000 work-
ers there and we can’'t even pay their salaries,”
said the same respondent.

Five of the large enterprises surveyed represent
DTEK group, and are part of the large industry
cycle, including coal extraction, energy produc-
tion and provision, water supply and oil produc-
tion. The group operates throughout Ukraine and
has large coal-mining and energy operations in
non-government-controlled areas. DTEK rep-
resents one of the most important industries
for eastern Ukraine. In addition to the views of
DTEK, this section includes opinions from met-
alurgic and machinery producers, a food pro-
cessing company and awater supplier.

Infrastructure

Damage to railways in fighting affected the
coal industry’s delivery of coal to thermal elec-
tric stations. The train station in non-govern-
ment-controlled Debaltseve is now operating at
alower capacity and is unable to deliver coal to
Pridenprovska and Kryvyi Rih Thermal Elec-
tric Stations. When transporting coal, trains are

Issues with infrastructure
in Donetsk Oblast (controlled)
12

10

o - nm
6
4
o B
0
Electricity Transport Communication Water supply

infrastructure

Some difficulties
H Blocking business activities

= No problems
u Significant difficulties

often fired upon, further damaging the railways.
DTEK is investing its own resources to repair
the railways and provide fuel. “It is like a pri-
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vate-owned railways system now,” one respondent
said. Due to the limited capacity of the railways
thereare 2 mintons of coal in separatist controlled
areas that can't be sent to the rest of Ukraine.

Though transport by truck is possible, compa-
nies are often unwilling to operate near the front
and the price for delivery has increased.

There has also been a significant loss of power
lines during the conflict. DTEK reported losing
electricity infrastructure and struggling to keep
the system operational.

Internal regulatory environment

Energy production, specifically gas and coal, is
a maor part of the oblast’s economy and as a
result respondents focused on the overregulation
of the energy market. Respondents raised issues
of nontransparent pricing and export limitations
they believed were politically motivated.

Companies that have assets on both sides of
the contact line reported on the difficulties they
faced as a result of a Ukrainian trade ban on
non-government controlled areas of the Donbas.
Simultaneously, they faced difficulties operating
in the separatist control zone where respondents
said Russian legidlation is applied and payments
ismade in Russian rubles.

As aresult of arecent law banning communist
names and symbols, businesses with Soviet
names or brands will have to change them. For
example, Artemivsk champagne is named after
the city of Artemivsk, which is named after a
famous Bovlshevik. The new law required that
both the city and the champagne to be renamed.
Changing well-known brands risks doing further
damage to sales at an already difficult time.

Businesses also mentioned the need to improve
the rule of law by cracking down on corruption
and to depoliticize prosecution.

Restrictions on currency exchange were also a
major concern. They make it difficult to keep
capital in foreign currency and to exchange
hryvniafor foreign currency, hurting businesses-
by making it difficult to restock imported sup-
plies.

DONETSK OBLAST (GOVERNMENT-CONTROLLED)

Interaction with various agencies,
Donetsk Oblast (controlled)
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# Interaction without expected payment

# Payment expected

Taxation Officials

Despite the tax audit moratorium, seven compa-
nies reported being audited in the last year. In
three cases bribes were expected from the com-
panies. Middle size businesses are more vulner-
able to changes in tax administration. They lack
information about changing tax procedures and
report that tax inspectors don't provide them
with the necessary information about changes.

Access to financing/capital

Five out of eight respondents reported being
refused credit over the past year. Respondents
blamed the National Bank of Ukraine, which
stopped credit lines to areas close to the conflict
zone and increased the interest rate from 14% to
28%. Being in a high-risk ATO territory is one
of the main reason for refusal of bank loans. The
lack of access to credit meant they had to stop
investment projects. Two out of 5 companies
reported they were not able to buy supplies or
equipment, could not launch a new product or
service or had to close some of their branches
and production facilities. One respondent said
that because of the absence of additional financ-
ing, the company could not enter new marketsto
replace lost markets and had to lay off staff.
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Changes in business profitability

Unlike most oblasts in Ukraine, Donetsk Oblast
has had to deal with losses due to active fight-
ing. Since 2014, DTEK has spent over UAH 100
million dealing with damage from hostilities. A
DTEK electric sub-station built for Euro 2012
near the Donetsk airport, for example, was com-
pletely destroyed.

Labor force

With companies struggling to survive they are
unable to increase salaries to meet price inflation,
creating higher turnover of qualified employees
as they search for better paid jobs elsewhere.
The economic recession and large number of
IDPs has greatly increased the number of peo-
ple looking for work and the salaries they are
willing to accept, but not addressed the issue of
ashortage of trained workers that existed before
the crisis and has worsened since.

The current conflict also requires companies
to provide security measures for their workers.
One company reported that seven people died
and eight were injured while working in areas
near fighting. Another company reported that af-
ter ashooting in the city of Kurahovo around 15
employees there resigned.

The drafting of employees into the armed forc-
es has also created problems. One DTEK en-
terprise reported that 80 of their workers were
drafted, and another reported 2,500 being draft-
ed (DTEK has 128,000 employees in tota).
They reported that individuals with specialized
experience were drafted, making them difficult
to replace.

Trade climate

Only four of the 12 companies interviewed in
Donetsk Oblast exported. Large enterprises
working in the coal, energy production, metal-
lurgy and food processing sectors are the main
exporters. Thefour large enterprisesinterviewed
are importers, these include energy companies,
afood processing company, and a metallurgical
company. The medium sized businesses were
not engaged in import or export.
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Exportsare generally low with theinternal mar-
ket making up on average 76% of the compa
nies total sales. The two companies that export
to Russia export 20% and 7% of their goods
to that market respectively. The second largest
export market isthe EU, where four companies
exported between 4% and 20% of their produc-
tion. The average share of exports to the EU
and Russia is amost the same, but more com-
panies were engaged in trade with the EU than
Russia.

Asaresult of theweak hryvniaimportswerelow,
with only one company importing from Russia,
one from the EU and one from other countries.

Out of al salesin 2013, the average percent of
the customers in Crimea was 8% to 15%, and
from what is now non-government-controlled
Donbas from 8 % to 40%. One retailer report-
ed that in 2013 most of their sales were to what
are now non-government controlled areas of
the Donbas. The Donetsk Oblast energy sector
relied on non-government-controlled Donbas
for 50% to 70% of their supplies. Supply from
Crimea was about 2% to 3%.

International trade

Exporters must deal with barriers. The Cabinet
of Ministers limited coal and electricity exports
to make up for shortages within the country.
For an electricity producer this meant possibly
losing alicense to export to Poland, which they
spent ayear trying to obtain. Thelicenseis auto-
matically canceled if there are no exports within
6 months.

There are mixed assessments of the EU Associa-
tion Agreement implementation and what it will
mean for the each sector. The representatives of
metallurgic and food processing industry expect
increased competition, but the energy sector
welcomes EU integration hoping for new trans-
parent market regulations. The trade breakdown
with Russia has mainly affected the food pro-
cessing and the metallurgic industries, and they
are now looking to expand into markets such as
China.
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Trade with non-goverment-controlled
territory

The food processing company reported a -40%
loss of internal sales caused by lost accessto the
uncontrolled territories. They are now trying to
re-focus sales to western Ukraine and exports.

The energy company reported losing control of
the energy station they used to supply Crimea
with electricity. They also reported a -60% de-
cline in coal production in the Donbas. They
reported that these losses were so huge it is ex-
tremely difficult to make up for them.

The majority of the suppliers of the energy com-
panies are located in the ATO zone and Crimea.
Contact with most Crimean companies was | ost,
but many of the suppliers and partners have
re-registered in the territories controlled by
Ukraine. Meanwhile Ukrainian companies have
registered in areas controlled by the “DPR” in
order to continue business operations there.

While medium sized business is not engaged in
the international trade they are actively trading
with the non-government-controlled territory.
One retailer trades on both sides of the contact
line and thus registered with the “DPR”. How-
ever, they cannot deliver their products from the
Ukrainian side and have to deliver from Russia
Their sales are a fifth of what they were. Other
busi nesses have cut businesstieswith the uncon-
trolled territories completely and had to replace
suppliers and customers with those in Ukrainian
controlled areas.

Future potential

Donetsk Oblast businesses are pessimistic
about the economic future of the oblast. While
some respondents are positive about develop-
ments in their respective sectors, none had an
optimistic forecast for Donetsk Oblast. Those
who were optimistic about Ukraine's over-
all economic future believed that Ukraine was
at the bottom of its economic fall and should
begin to show economic growth again. Those
who were pessimistic saw fighting drawn out,
continuing to sap the country’s resources. Re-
spondents were skeptical that Donetsk Oblast

DONETSK OBLAST (GOVERNMENT-CONTROLLED)

would be able to rebuild its infrastructure any-
time soon and believed the economy would con-
tinue to struggle.

What is the future forecast for...?
Donetsk (UA controlled)

Ukraine
Region

Sector

0% 25% 50% 75% 100%

mDecline ® Stagnation Growth ®Hard to tell

DTEK companies were optimistic concerning
their operations, believing that as one of the
main industries in Ukraine they would eventu-
ally be able to recover.

Conclusion

Donetsk Oblast is the center of the conflict and
part of the oblast continues to not be under
Ukrainian control. The part of the oblast now
under the control of the so-called “DPR” hosts
large enterprises of the key industries like coa
extraction, metallurgy and machinery. Duetothe
conflict, enterprises have lost their assets and the
infrastructure between government-controlled
and non-government-controlled territory is ru-
ined. The major production chain of the “coal-
coke-metal” and *“coal-electricity” are ruined.
While some coadl is brought from the non-con-
trol territory, the limited capacity of the main in-
frastructure hubs prevents further transport.

With the traditional basis of the oblast’s econo-
my broken, an economic recovery would require
tremendous investment to rebuild infrastructure,
provide badly needed credit to businesses and
encourage new economic models. Until the sit-
uation in the oblast becomes more stable, how-
ever, businesses do not expect a recovery, and
an influx of the necessary volume of capital is
unlikely.
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region and atraditional economic bridge

between Ukraine and Russia. A center of
Soviet heavy industry, links with Russia contin-
ued to be strong during the post-Soviet period.
Currently the loss of control of approximately
one third of the oblasts territory including Lu-
hansk City has sent the region’s economy into
disarray. As the front has shifted and transport
infrastructure has been damaged by fighting,
traditional trading and supply routes for busi-
nesses have become unreliable or closed.

I uhansk Oblast is Ukraine's eastern most

As part of Ukraine's rustbelt, Luhansk Oblast
was aready experiencing economic decline be-
fore the conflict began. Fighting and difficul-
ties trading with Russia have since accelerated
and exacerbated that decline. As one of two
Ukrainian regions where fighting actively takes
place, businesses struggle to anticipate their
economic environment and investors are unea-
ger to be exposed to such instabilities.

To better evaluate the region’s economy indus-
tries in key sectors were identified to develop
a concise understanding of issues influencing
both large and medium enterprises. According
to a preliminary assessment based on economic
data, 7 sectors were the most prominent:

coal mining industry

chemical and oil refining

industry
Luhansk
Oblast metallurgy
(Ukrainian  machine building
Statlel q production of construction
Controlled) | . ials
food industry

wholesale and retail trade

An overview of the specific characteristics and
dynamics of the regional economy follows to
provide context for the qualitative information
in the survey section.

Economic Overview®

Before the armed conflict in the Donbas, the Lu-
hansk Oblast accounted for 3.6% of Ukraine's
overal GDP (2013), 5.4% of its industrial out-
put and 5.6% of its merchandise export supplies.
The Luhansk Oblast economy nearly collapsed
over the course of 2014 and 2015, resultinginits
overal share of the country’s industrial produc-
tion falling to 3.9% in 2014 and 1.2% in the first
half of 2015. Merchandise exports were similar-
ly affected as the oblast’s share fell from 3.5%
in 2014 to 0.3% by mid-way through 2015, as
well aswith itsretail trade, which dropped from
4.2%1in 201310 2.4%in 2014 and to 0.9% in the
first half of 2015.

The Luhansk Oblast’s manufacturing industry
specializes primarily in metallurgical produc-
tion (ferrous metals, pipes), machine building
(railway locomotives and cars, transport equip-
ment, electric equipment, etc.), coke and refined
petroleum products, and the chemical industry
(production of synthetic ammonia, ammoniac
saltpeter, carbamide, etc.).

Industrial production in the oblast has witnessed
a precipitous decline since 2012, dropping by
-8.9% in 2013. In particular, al major industrial
sectorsin the oblast in 2013 decreased their out-
put (with the exception of wood product manu-
facturers, paper production and printing service
providers) duein part to adeclinein global com-
modity prices, but also drastically lower demand
from their primary market — the Russian Federa-
tion. Russia has gradually implemented

> Thedatafor the Luhansk Oblast for 2014 and 2015 exclude information from the areas not under the Ukrainian
state’'s control. According to the State Statistics Service of Ukraine, this data may yet be further updated, as
oblast datafor 2014 is still not complete at the time of this report’swriting. The regional gross value-added used
in this section were largely created with reference to the following sectors (2013): extractive industry (largely
coal) (13.5%), manufacturing industry (20.9%), agriculture (6.9%), wholesale and retail (10.6%), transport

(7.7%).

LUHANSK OBLAST (GOVERNMENT-CONTROLLED)
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Figurel

Indices of industrial production, agricultural production and retail trade
in Luhansk Oblast during 2013-9M 2015 (cumulative data), % yoy
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an import substitution policy since 2008, which
since 2013 hasincreasingly affected the oblast’s
railway locomotives and car manufacturers.

The military conflict in eastern Ukraine has
caused an acceleration of the region’s economic
decline, whether as aresult of raw material sup-
ply shortages, damage done to industrial facili-
ties and infrastructure, or disrupted production
chains. A significant number of the oblast’s large
enterprises in the metallurgy, machine-building,
chemical and mining industries arelocated with-
in the non-government-controlled territories.
That has caused an industrial collapse in the
oblast, which dropped -42% in 2014 and -86%
in the first half of 2015. Other export oriented
and Russian market-dependent enterprisesin ar-
eas under the Ukrainian state's control (partic-
ularly machine-building enterprises) have been
hurt by the deep disruption of their economic
and production ties.
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The average unemployment rate of working
age individualsin the region grew from 6.7% in
2013 to 11.8% in 2014, stumbling even further
to 16.6% in the first half of 2015.

Trade Overview

As a result of the armed conflict in the region,
the oblast’'s merchandise exports nearly halved
in 2014, falling -46.3%, and almost ceased to
exist by mid-2015, having been hit by a-96.3%
decline. Goods imports fell -45% in 2014 and
dropped -81.5% by the first half of 2015. The
oblast’s exports, which have traditionally been
highly concentrated on the Russian and EEU
markets (accounting for about about 65% of re-
giona exports) from 2012-2014, saw the share
of exports heading to these markets fall to 40%
as access became increasingly restricted.

Exports to the EEU fell -46.5% from 2013 to
2014. The share of the oblast’s exports to the
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Figure 2

Dynamics of exportsand imports of goodsin Luhansk Oblast during
2013-9M 2015 (quarterly data), min USD (left scale) and % yoy (right scale)
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EU, however, gradually rose from 27% in 2012
to 37% in 2013 and reached 46% in 2014.

However, the rise in exports to the EU and
other markets were not enough to compensate
for the losses incurred in exports to the EEU
market. All mgjor commodity exports from the
Luhansk Oblast slid in 2014 and the first half
of 2015, with the most noticeable declines in
chemicals, vehicles/transport equipment (es-
pecially railway locomotives) and machinery/
electrical equipment. Service exports, which
are primarily associated with transportation
services and material resource processing,
were in ruins by the second half of 2014, hav-
ing fallen -93.3%.

Survey

While the survey’s preliminary screening iden-
tified 47 businesses that fit the sample match-
ing criteria for the survey, only 18 interviews

LUHANSK OBLAST (GOVERNMENT-CONTROLLED)

with business and one with a representative of
the local oblast administration were recorded.
The low response level was due to a mixture of
factors, including the timing of the survey (the
summer holiday season) as well as the reluc-
tance of local businesses to be interviewed.

Businesses in the government-controlled regi-
ons of the Luhansk Oblast were cautious when
providing responses that might be deemed criti-
cal of thelocal authorities. Thiswas particularly
true for the large enterprise interviewed, as they
generally refused to provide any information
that might be deemed critical of the authorities.

Interviews were conducted in key sectors for
Luhansk oblast including wholesale and retail,
furniture and wood making, machine manufac-
turing, among other industries. The interviews
covered 1 large enterprise and 18 medium en-
terprises.
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Number of responses by sector,
Luhansk Oblast

Wholesale and Retail Industry
Wood and Furniture Production
Machine Manufacturing

Food Processing

NN W R G

Other (Construction Materials)

Gas, Water, and Electricity 1
Production

Chemical and Oil Reprocessing 1
Other 1

Business climate

Businesses in the Luhansk Oblast are facing
multiple challenges due to the conflict in their
region. Medium sized businesses pointed to the
state of the region’s transportation infrastruc-
ture, which was aready in poor condition be-
fore the conflict in the Donbas began, as being
a major obstacle to doing business. Both large
and medium sized enterprises were highly con-
cerned about the region’s political stability and
the difficulties they face in paying taxes during
a deep regional economic depression.

In addition to political instability, growing pro-
duction costs were cited as one of the most se-
rious challenges to business over the past 12
months. The lack of access to new markets and
low demand domestically were significant fac-
tors that have changed the way businesses func-
tion and are planning their future.

Infrastructure

Half of the medium sized enterprise respondents
reported regular issues with electricity, which
over the past 12 months has gone out for long
stretches as a result of fighting and destruction
of parts of the electrical grid. The sole large en-
terprise surveyed did not indicate that there were
Issues with the regions genera infrastructure,
despite regular media reports of significant and
prolonged power outages and water shortages.
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Issues with Infrastructure,
Luhansk Oblast
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Electricity Transport

infrastructure

= No problems Some difficulties

m Significant difficulties m Blocking business activities

Medium sized businesses cited the poor state
of the roads in the region as a major obstacle
and expense they had to regularly contend with.
Two businesses reported setting aside money in
an account for the costs associated with repair-
ing their vehicles after deliveries runs, as their
vehicles regularly break down due to the state
of the roads.

They also reported long delays at military
checkpoints situated on government-controlled
territory throughout the oblast. One respondent
indicated that the checkpoint system was very
poorly organized.

Internal regulatory environment

Two businesses cited a new requirement that
businesses use cash registers as having hurt
their sales. They stated smaller businesses that
used to purchase goods from them have stopped
altogether because they cannot afford to pur-
chase a cash register, much less pay the monthly
service fee.

Interaction with various agencies,
Luhansk Oblast
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Access to financing/capital

Of the two businesses that reported seeking
credit for maintaining their operations, neither
was successful. Both companies said they had
enough collateral to receive a loan, but the in-
terest rate of 30% stopped them from applying.
One respondent noted that even if they were
willing to pay the high interest rate, their lo-
cation near the demarcation line between the
non-government-controlled and Ukrainian gov-
ernment-controlled territories would be too big
of arisk for any bank.

Changes in business profitability

Some of the larger company’s main clients are
still located in Russia and, according to them,
sanctions and general economic difficulties have
created delays in payment and led to numerous
contracts being cancelled. However, the compa-
ny had other clients outside of Russia that sub-
stituted demand, with overall demand for their
products remaining relatively stable over the
past 12 months.

Medium sized enterprises said demand for their
goods fell because regional customers closed,
or were located on territory not controlled by
the Ukrainian government that they couldn’t
do business with. They also reported not being
able to deliver to government-controlled territo-
ry near or along the line of demarcation, where
various volunteer battalions and formal military
detachments were posted. According to respon-
dents, members of these groups would enter a
town or village and, in many instances, imme-
diately try to establish control over everything
entering or departing. Medium sized business-
es reported that bribes were necessary to get to
their destinations and had become prohibitively
expensive, cutting off access to markets.

Labor force

The large enterprise reported significant diffi-
culty recruiting new qualified employees. They
also reported releasing between 5%-20% of
their workforce due to the poor financial state of
the company.

Seven of seventeen medium sized enterprises
reported having considerable difficulty finding

LUHANSK OBLAST (GOVERNMENT-CONTROLLED)

qualified personnel for their businesses. This
phenomenon was most prevalent among com-
panies working in machine manufacturing, and
the wholesale and retail industry.

Only three businesses reported being able to
maintain roughly same number of employees
over the past 12 months. A maority of medium
sized businesses reported releasing over 20% of
their employees.

Trade Climate

International trade

The sole large enterprise surveyed reported that
they continued to work with clients from Rus-
sia, Kazakhstan and Uzbekistan, with Russia
continuing to account for 70% of the company’s
exports.

The same business also stated that they were
seeking new marketsin south-east Asia, but cited
the local standards in the region as being difficult
for their company to adapt to. They had found
some success using French intermediary compa-
ny to export their goods to Irag, and are current-
ly seeking a partner to do the same in the EU.
Previoudly, they had several contracts with com-
panies in Estonia and Lithuania, and remained
optimistic that their position would improve.

Nearly half of the medium sized businesses
interviewed reported losing all of their former
exports to and imports from Russia. Four com-
panies, working in the food processing and ma-
chine manufacturing industries, suffered losses
So great they were on the verge of closing. One
company from wholesale and retail reported that
they had tried to import goods from Russia, but
were unable to due to a secret ban in Russia on
exporting the goods in question to Ukraine.

Six respondents viewed the opening of the EU
market through the Deep and Comprehensive
Free Trade Agreement as a positive develop-
ment, though they had no plans to try to export
their goods to the EU. Six companies viewed
closer economic integration with the EU as
something that could negatively impact their
business. Both the optimists and pessimists cit-
ed higher standards and more competition as
factors that concerned them.
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Trade with non-government-controlled
territory

Only three of the medium sized enterprises had
previously done business with Crimea, which
amounted to less than 5% of their overall do-
mestic trade, but there were only three compa-
nies that had not traded domestically throughout
the Luhansk and Donetsk oblasts.

In total, twelve medium sized enterprises re-
ported having lost a mgjority of their clientsin
both non-government-controlled and govern-
ment-controlled areas. Two companies from the
machine manufacturing industry reported they
had lost nearly 70% of their domestic trade mar-
ket due to the armed conflict. A wholesale and
retail company and a gas, water, and electricity
service provider reported similar losses.

While nearly all of medium sized enterprisesre-
ported looking for new markets domestically, of
those who had lost business domestically in the
region, none reported finding a new market.

Future potential

Only half of the companies interviewed were
willing to share their thoughts about the future.

Intheir responsesto what they believed would be
the state of the Ukrainian economy in the coming
1-2 years, four companies thought the country
as a whole would experience economic growth.
Each respondent used the term “we hope” when
qualifying their forecast for the Ukrainian econ-
omy. One company from the machine manufac-
turing industry stated that the national economy
had yet to hit its low point. In describing why
they believed the economy would be stagnate in
1-2 yearstime, another respondent stated that the
current government’s misguided policies would
not lead Ukraine out of itsrecession. No policies
in particular were identified.

As aregion, respondents stated that they could
only “hope” that the economy would grow and
it would only grow if Ukraine’'s economy as a
whole improved. Companies that believed that
the regional economy would continue to de-
cline cited the unlikelihood of the conflict in the
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What is the future forecast...? Luhansk

Sector

Region

Ukraine

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Decline Stagnation mGrowth mHard to tell

region ending in the near future, and the collaps-
ing infrastructure as reasons why they did not
expect the situation to improve.

On a sector-by-sector basis, there was similar-
ly little optimism about the future. Respondents
who forecasted their sector returning to growth
could not provide any reasons, instead simply
expressing their hopes that it would. Among
uncertain respondents, three had plans to make
their businesses more profitable, but much de-
pended on whether the conflict would end.

Conclusion

The Luhansk Oblast is one of the Ukrainian
oblasts most affected by the armed conflict in
eastern Ukraine. While the one large sized en-
terprise seemed to be in a good position to re-
cover, they are an outlier for the oblast and in
no way represent the general economic trendsin
the region or their sector.

The region’s domestic and international eco-
nomic connectivity has been damaged to the
point of near complete disconnect. The previous
reliance on trade with Russia has caused many
production chains to be completely severed by
the current conflict.

Medium sized enterprises are mainly concerned
with surviving the current dire economic cli-
mate. For now businesses are trying to find
new domestic clients and suppliers in order to
continue to operate. The specialization of the
region’s economy, however, limits alternatives.
Few businesses had plans for how to move for-
ward, and without a long-term stabilization of
the security situation and influx of capital to re-
build these situation is unlikely to change.

ECONOMIC CONNECTIVITY IN UKRAINE
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he self-proclaimed so-called “Donetsk

People’'s Republic’ (“DPR”) and “Lu-

hansk People’'s Republic” (“LPR”) con-
trol about one-third of the Donetsk and Lu-
hansk oblasts territory (3% of the territory of
Ukraine), and half of those oblasts' population.
The “DPR” and “LPR” control maor urban ar-
easand industrial agglomerationsin the Donetsk
and Luhansk oblasts, including Donetsk, Hor-
livka, Makiivka, Yenakiieve, Torez, Shakhtarsk,
and Luhansk. According to “DPR” and “LPR”
statistics, around 2.3 million people live in the
“DPR” and 1.5 millionin the“LPR” (as of Sep-
tember 1, 2015). These areas are economically
important for the Donbas as a region and the
country as awhole, as they have important eco-
nomic tiesto the rest of Ukraine.

According to World Bank estimates, the areas
not under Ukrainian government control (in
both oblasts) are estimated to account for 14.4%
of Ukraine' sindustrial production and 6% of its
GDP® Theregional economic structure is dom-
inated by coal, metallurgy, coke, chemical and
machine-building enterprises (producing gen-
eral machinery, mining equipment, machinery
and equipment for the metallurgy and chemical
industries, transportation equipment, locomo-
tivesand rail cars). An overwhelming amount of
Ukraine's coal production comes from these two
regions and it is an important input for the steel
industry and electricity generation. The region
also contains several key objects of the energy
infrastructure of the Donbas, including the Star-
obeshevskaya and Zuevskaya thermal power
plants. The “DPR” has access to the Azov Sea,
however, the local port’s capacities are insuffi-
cient to serviceregional industry.

Economic activity in the region was severe-
ly disrupted and precipitously declined due to
damaged or destroyed production facilities and
economic infrastructure (most notably the rail-
way connections and electricity supply); broken

6 Ukraine Recovery and Peacebuilding Assessment.
Analysis of crisis impacts and needs in Eastern
Ukraine, Volume II: http://mwww-wds.worldbank.
org/external/default/WD SContentServer/WD SP/
IB/2015/06/11/090224b082f 1beal/2_0/Rendered/
PDF/FullOcomponentOreports. pdf
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production chains with the rest of Ukraine
(“coal-coke-metal” and “coal-electricity” links)
resulting in raw materials and equipment supply
shortages, and logistics problems. Other issues
included labor shortages due to large scale out
migration, a suspended banking system, lack of
investment and low consumer spending. Local
small and medium-sized businesses have suf-
fered the most from the changes that have taken
place since 2014. A large number of large enter-
prises operating in the area have either closed
their business or were not operating at afull ca-
pacity from 2014 to the beginning of 2015.7

Several key industries have experienced signif-
icant difficulties. Below is an overview of some
of the more prominent sectors:

e Metadlurgy and coke industry. The Donetsk
Metalworks and Donetsk Electro-metal-
lurgical Plant, Enakiev Metalwork Plant,
Stakhaniv Ferroalloy Plant (20% of Ukraine's
gross ferroalloy production), Alchevsk Iron
& Steel Works (13% of Ukraine's grossiron
and steel production) have all suspended
their operations. Horlivka Chemical Recov-
ery Plant, Yasynivka Chemical Recovery
Plant, Enakievskiy Coke-Chemical Plant,
Makiyv Coke all had key assets damaged as
a result of the armed conflict and difficulty
securing coal. Coke factories in the conflict
zone were working at 30-40% of capacity.

e Chemical industry. Since May 2014, Stirol
Concern has not been operating (produc-
tion of ammonia, urea, nitric acid, ammoni-
um nitrate has stopped). Given the potential
dangers from a renewed armed conflict and
damage to the chemical plant, the compa
ny is not likely to start operating again until
they have assessed that there is no danger to
their operations.

e Machine manufacturing. Donetskhormash,
Donetsk Power, the Research Institute of
Complex Automation in Donetsk, Stakhanov
Wagon Works areall out of service. Horlivka

" Government of Ukraine (2015, June 1). Kremlin's
Black Book: Russian War against Ukraine. Retrieved
March 12, 2016, from http://www.kmu.gov.ua/con-
trol/en/publish/article?art_id=247956386
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Machine Builder, Novohorlivsk Machine
Works, Yasynuvata Machine Works have
also suspended their production activities.
According to the “DPR” administration, as
of April 2015 machine-building enterprises
were working at 20-25% of their production
capacity.®

e Cod industry: 70% of coa mines have
stopped or suspended their operations due
to electricity shortages, flooding and explo-
sions related to fighting.®

There are no reliable statistics on the economic
situation in the “DPR” and “LPR”. According
to the “DPR”’s own estimates, regional indus-
try was functioning at 30% of pre-conflict lev-
els, and retail trade declined by about 50% as of
February-March 2015.1° The “LPR"’s industry
has witnhessed an even steeper decline. Accord-
ing to the official program of recovery and de-
velopment of the economy and social sphere of
the “DPR” in 2015, agricultural output is fore-
casted to reach 85% of the level it had in 2014
and industrial output should reach about 30% of
its previous potential. Companies from the ex-
tractive industry are expected to reach 35.7% of
their capacity, while the manufacturing industry
Is anticipated to reach only 2.7% of their previ-
ous potential capacity. The volume of wholesale
and retail trade is around 91% of their 2014 lev-
els, while sales for transportation services, post-
al and courier services were estimated to reach
near 80%.

Taking into account all of these factors, indus-
try is expected to witness negative dynamicsin
2015 (-70% drop from the previous year), with
the manufacturing industry taking the largest hit

witha-97.3% annual decline. Evenwith acease-
fire, the recovery of the “DPR” and “LPR’s
economies is very slow. In September 2015, a
secretary of the “DPR”’s “Security Council”,
Alexander Khodakovsky, confirmed that prices
are as much as three times what they were be-
fore the conflict began.™

Neither of the self-proclamed breakaway “re-
publics” are economically self-sufficient. As
of December 2014, both territories have been
under a de facto Ukrainian economic blockade
(Ukraine imposed a transportation blockade on
the region and a pass permit regime in the area
of hostilities.). In addition to the banking sys-
tem being shutdown, Ukraine has also suspend-
ed social welfare benefits and payments in areas
outside of government control. The Donbas also
struggles with food and water shortages.

The “DPR” and “LPR” authorities have faced
a host of problems, from a massive outflow of
capital, rising unemployment, cash shortages,
and the rise of criminal and semi-legal econom-
ic activities (e.g. bartering, smuggling of scrap
metal and coal to Ukraine and Russia, counter-
feit goods production, etc.). Local businesses
have suffered from an unstable and unpredict-
able business environment, open banditry, and
shortages of electricity, raw materialsand equip-
ment. They are often expected to pay taxes and/
or make unofficial payments to both Ukraine
and the local de-facto authorities.

To cope with constant currency shortages, in
March 2015, the “DPR” and “LPR” authorities
introduced a multi-currency zone in which the
ruble, hryvnia, euro and U.S. dollar were used.
Then the “republics’ began to reorient them-

8 Occupants of "DPR" has stolen hillions from Donbas: Statistics of fake republic. (2015, July 20). Retrieved
March 12, 2016, from http://pravda.dn.ua/detail 5255497/

® ADAROV, A., ASTROV, V., HAVLIK, P, HUNYA, G., LANDESMANN, M., & PODKAMINER, L. (2015,
April 15). How to Stabilise the Economy of Ukraine (Background study). Retrieved March 12, 2016, from The
Vienna Ingtitute for International Economic Studies website: http://wiiw.ac.at/how-to-stabilise-the-economy-

of-ukrai ne-dlp-3562.pdf

10 Bezsonova, |. (2015, May 12). Project "DPR": Summary of the Year of Independence. Retrieved March 12,
2016, from http://ua.112.ua/stat]i/proekt-dnr-pidsumky-roku-nezal ezhnosti-227829.html

1 Kravchenko, S. (2015, September 16). The Central Bank With No Currency, No Interest Rates, But ATMs.
Retrieved March 12, 2016, from http://www.bloomberg.com/news/arti cles/2015-09- 15/the-central -bank-with-

no-currency-no-interest-rates-but-atms
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selves towards the ruble. According to the “cen-
tral bank” of the “DPR”, rubles accounted for
90% of thelocal currency stock inthe“DPR” as
of September 2015.

Neither of the two unrecognized “republics’
had an officially approved state budget and their
funds are allocated on a short-term basis. They
need at least 55.2 billion rubles ($947 million)
annually to pay pensions and social benefits,
however their coffers do not possess the neces-
sary funds.*? According to the “DPR” adminis-
tration, Russia transfers 2.5 billion rubles ($37
million) for pensionsevery monthinthe“DPR”.
Financial assistance from Russia was estimat-
ed by “DPR” official Alexander Khodakovsky
to account for up to about 70% of the “DPR"’s
budget.®®

In addition to this, they both generate revenue
by taxing businesses. In the “LPR” businesses
pay between 3-8% of their turnover, and in the
“DPR” businesses can choose to pay 2% of their
turnover or 20% of their net profit. The income
tax rate has been set at 13%. Entrepreneurs have
to buy patents at a fixed rate on a monthly basis
in order to obtain the right to engage in certain
types of commercial activities.

As of February 2015, the “DPR” and “LPR”
have been receiving natural gas and electricity
directly from Russia. Ukraine has terminated fi-
nancial agreements with the energy distributors
located in the uncontrolled territories. Accord-
ing to the Ukrainian government, the “DPR”
and “LPR” were both disconnected from the
Ukrainian power grid in May 2015.

Companiesin the “DPR” and “LPR” are unable
to legally trade outside of the regions controlled
by the separatist administrations without hold-
ing some registration in Ukraine, including with
the Russian Federation. Thisisaconsequence of
the fact that they are formally a part of Ukraine
and not recognized by any state. A majority of
large companiesphysically located inthe“DPR”
and “LPR” areregistered in the territories under

Ukrainian government control, which they do in
order to be able to export their goodsto Ukraine
and to other countries.

Russian goods are regularly imported by local
entrepreneurs who have accounts in the repub-
lics “central banks’, which allow an importer
to pay Russian suppliersthrough a Russia-based
credit union or through a bank in South Ossetia.

Survey

Interviewers were able to collect only five full
interviews, three from the “DPR” and two from
the “LPR”. In addition to the full survey, inter-
viewers spoke to two more businesses who de-
cided not to participate but provided informa-
tion about the business environment. Notesfrom
their conversations are used in this report too.

In order to conduct interviews interviewers con-
tacted “authorities’ in the self-proclaimed so-
called Donetsk People’'s Republic and Luhansk
People's Republic. Upon arrival to “DPR”, the
interviewers registered in the press center, re-
ceived contacts of all “ministries”, and verified
the survey form with the “legal department”.
The interviewers submitted a formal request to
the “Ministry of Information” for the contacts
of registered companies, but were told the infor-
mation was classified.

Despite registration with “DPR” “authorities’,
interviewers were detained twice. One inter-
viewer was detained for 4 hours at a checkpoint
when he was crossing the contact line. After a
phone call, the interviewer was released. After
twenty days in the “DPR” an interviewer re-
ceived a call asking for a meeting with repre-
sentatives of “authorities’. During the meeting
the interviewer was accused of espionage and
was interrogated for a few hours. Next day, at
the end of the second day of interrogation, they
released the interviewer after her contacts called
the local “Ministry of State Security (MGB)”.
The same interviewers contacted the “LPR”

12 The strained economic situation in the Donbass. (2015, June 18). Retrieved March 12, 2016, from http://in.rbth.
com/world/2015/06/18/the_strained_economic_situation in_the donbass 43737
18 Tumakova, |. (2015, September 8). Interview with Alexander Khodakovskiy. Retrieved March 12, 2016, from

http://www.fontanka.ru/2015/09/07/163/
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“government” and while they did not deny them
entry to the “LPR”, the local security services
(“LPR” “MGB”) madeit clear they were against
interviews being conducted there.

There is little cooperation between the “DPR”
and “LPR” governments, but the business and
trade environments are very similar. Due to the
small number of surveys and the similarity of
the regions, the datais presented in one chapter.
The report below specifies when there are differ-
ences between two regions.

Business climate

Businesses are struggling to survive under cur-
rent conditions. While the “Ministry of Incomes
and Tax Collection” did not provide the list of
the “registered” companies, in personal conver-
sations they confirmed that at least half of the
businesses are not in operation. Those still oper-
ating registered from March to April 2014 in the
“DPR” and are paying the taxes into the “DPR”
budget.

This is confirmed in local stores where receipts
are provided under new names and registration,
and interview with local businesses.

A number of famous Donetsk food producers
continue their operations, having “registered” in
the “DPR”. The director of such a firm said there
iscriminal investigation against him in Ukraine
for supporting terrorists because he “registered’
the company in the “DPR”.

Respondents stated that business was compli-
cated by difficulties bringing goods over the
contact line, new barriers with Ukrainian con-
trolled territory, the threat of military action and
absence of an independent judiciary.

Attacks on businesses are common. Separatists
reportedly destroyed a chicken processing facil-
ity in Makeevka capabl e of meeting the needs of
the entire “DPR”. The director of the company
was abducted but later released. Electricity pro-
ducers are forced to incur debts and continue to
produce electricity under physical threat to the
company managers. There are also many inci-
dents of stolen property and equipment.
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Infrastructure

The contact line limits the transportation of
goods and with the recent blockade, crossing the
contact line has become even more difficult. As
aresult companies cannot deliver their products
across the line. Roads and communication in-
frastructure have been ruined by fighting. Large
enterprises continue using railways to deliver

their goods.

Internal regulatory environment

The internal regulatory environment of the
“DPR” and “LPR” remains unclear. The new
“ministries” and regulating bodies responsi-
bility are ambiguous and their work is barely
visible. The small and medium enterprises have
double “registration” in government-controlled
territories and in the “DPR”. Companies like
Metinvest and DTEK are able to operate exclu-
sively with Ukrainian registration.

Thelocal “legislation” does not apply equally to
all companies and higher level agreements with
the “DPR” leadership can influence implemen-
tation.

The “DPR” tax rates according to interviewees
were: 20% for private entrepreneurs, VAT is
13%; for the employees who earn under UAH
10,000 the tax is 13% and for those who earn
more it is 20%. The “custom fee” for “import-
ed’ goodsis 2%.

In comparison with the “DPR”, the “LPR” usu-
aly follows Ukrainian law. A new set of rules
and regulations were put together, but there is
no elected council to approve them. Registration
of businessesinthe“LPR” issimilarly enforced
and large enterprises do not plan to re-register.
Thetax ratein the “LPR” is much lower than in
Ukraine and there are two levels of taxation —
“state” and local.

There are nine taxes on business — income tax,
tax on turnover, excise tax, tax on extraction of
natural resources and an ecological tax. There
isno VAT tax and some industries pay a prefer-
ential rate of 2% for machinery, coal extraction
and processing and agriculture sectors. The ex-
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port feefrom the“LPR” is 3% and private entre-
preneurs pay only UAH 300. Personal income
tax is 13%.

Key positions in the “DPR” government are
held by individuals without much experience.
Ministries are not aware of their responsibilities
or information they collect. The appointment of
ministers is based on the loyalty to their supe-
riors rather than on any professional qualities.
While coordination of the ministries on specif-
ic areas like economic development would be
expected, no coordination mechanisms exist
and most of the issues are solved by personal
telephone calls. A notable exception is the in-
dividual responsible for communal services in
Donetsk City.

Many regulatory bodies smply do not exist in
“DPR” as most professionals left for Ukraine.
The respondents report low capacity of the “reg-
ulatory agencies’. Interviewees mainly interact-
ed with thelocal “Administration”, “Ministry of
Coa Production”, “Ministry of Economic De-
velopment”, “Ministry of Fuel and Energy”, the
“Tax Agency”, the “ Sanitary and Epidemiology
Agency”, the fire department, the “People’s Mi-
litia’ of the “DPR”, the “Military Administra-
tion” and the “ Social Security Service”.

Taxation officials

The companies that continue working with
Ukrainian registration are experiencing pres-
sure from local “tax authorities’, “ministries’
and other authorities. Only large companies are
ableto stand against such pressure, others prefer
to register and pay taxes to local authorities. In
cases of refusal to register there are often physi-
cal attacks on companies’ senior management. A
chicken farm and an electric power station were
both reported to have been attacked.

Licenses, permits and certificates

Companies that re-registered in the “DPR” and
“LPR” have difficulties conducting international
trade, but there are schemes using non-banking
credit organizations based in South Ossetia and
Russia. To ensure that companies are aware how
to avoid sanctions and limitations on trade, the
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“DPR” government conducts seminars on exist-
ing schemes, and paid consultations are provid-
ed to entrepreneurs. Respondents reported that
receiving an “export license” takes 25 days, and
an “import license” from 6 to 25 days.

Access to financing/capital

A banking system operates in the “DPR” and
enables business to trade with other countries.
Companies registered in the “DPR” open ac-
counts at Central Republican Bank and then
register with Russian Non-banking Credit Or-
ganization. While Russian companies cannot
legally have contracts with “DPR” companies,
they can work with a non-banking credit orga-
nization accounts and brokering companies in
South Ossetia.

Trade climate

Small and medium businesses have been hurt by
Ukrainian restrictions on trade that have made
it more difficult to get goods across the con-
tact line. As a result of the restrictive practic-
es, businesses have switched to importing Rus-
sian goods. The restrictions have also increased
smuggling and the bribes paid at checkpoints
have increased goods' prices.

Respondents reported the cost of bribes for
bringing different goods across the contact line:
for onelive pig UAH — 1,000; for one truckload
of food — UAH 100,000, for a small “Gazel”
car — UAH 50,000, for truckload of medicine —
UAH 6 min.

Large businesses continue to operate despite
the blockade and Metinvest could even increase
sales to Europe and North America. The Metin-
vest’s branch in Yenakievo continues to operate.
Often companies are not able to deliver their
products to Ukraine and as a result are looking
to export to other countries.

Strategic supplies, however, continue to be
transported across the line. The coal extracted in
Krasnodon (currently “LPR”) isdelivered to the
Avdeevka Chemical Plant (Ukrainian control).
There it is turned into charred coal and trans-
ported to Yenakievo Metallurgic Plant (currently
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“DPR”) where metal is produced. Then that
metal is transported via the Azov Sea to the
west. There was a breakdown in the delivery of
coal to Avdeevka in the beginning of the year,
but after negotiations work was resumed. The
Avdeevka coke plant receives 10% of its coal
from Krasnodon.

Conclusion

Ukraine's blockade, restrictions on business by
the new separatists leadership and damageto in-
frastructure from fighting have drastically hurt
the non-government-controlled territories' con-
nectivity. Though businesses have registered in
both Ukraine and the“DPR” and “LPR” in order
to keep operating, and pay bribes at checkpoints
to be able to move good across the contact line,
it has placed a considerable stress on business
and driven up costs.
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The economic blockade has pushed the remain-
ing businesses in the non-control led territories
to establish partnerships with Russian business-
es and find substitute Russian products. Cut off
from the Ukrainian banking system, businesses
similarly use Russian financial institutions as re-
placements.

The situation for large enterprises is better as
they are able to keep functioning on both sides
of the contact line, keeping their Ukrainian reg-
Istration while paying to repair infrastructure in
the non-government-controlled territories, but
without registering or paying taxes there. Be-
cause of the importance of their industriesto the
Ukrainian economy, they are able to more freely
move their goods across the contact line.

Despite the tremendous amount of physical and
economic damage that has crippled connectiv-
ity, there was no discernible plan from the new
separatist authorities for restoring it.
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herson Oblast is located in southern
K Ukraine and borders on Crimea to the

south. Since Russia seized control of
Crimea, Kherson Oblast’s southern administra-
tive border has become a de facto international
border. It's important geographic position has
made Kherson Oblast the staging ground for a
Crimean Tatar and Right Sector organized eco-
nomic blockade of Crimea, and where power
linesinto Crimeawere downed, temporarily cut-
ting off the supply of electricity to the peninsula.
These events showed continued areas of Crime-
an dependence on Ukraine, but at times placed
the future of the Kherson Oblast in question
with some experts speculating Russian Presi-
dent Vladimir Putin could try and build a “land
bridge” from Russia to Crimea via the Kherson
Oblast.

The conflict has cut off Kherson Oblast from
previously important trade partners in Crimea
and the neighboring Donetsk Oblast. Access to
the Russian market has also become restrict-
ed. In response to these changes some of the
oblast’s businesses have faired better than oth-
ers in adapting. The sunflower oil business with
low production costs thanksto weak hryvniaand
strong demand in Europe has done well, but the
machine building industry, dependent on coun-
tries using Soviet legacy systems, has not found
a replacement for the Russian market. There
continues to be tremendous pressure to find new
markets and adapt to economic changes.

To better evaluate the region’s economy indus-
tries in key sectors were identified to develop a
concise understanding of issues influencing both
large and medium enterprises. According to a
preliminary assessment based on economic data,
5 sectors were the most prominent:

agriculture
food industry
Kherson _ b
- | uediEebiddng s

light industry

real estate

An overview of the specific characteristics and
dynamics of the regional economy has been as-
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sembled to provide context for the qualitative
information found in the survey section.

Economic Overview

The Kherson Oblast accounts for 1.4% of
Ukraine's overall GDP (2013), and just 1.1%
of itsindustrial output (2014) and 0.7% of total
merchandise exports (2014). Agriculture is the
oblast’s most valuable sector in terms of both
the workforce it employs and its value added,
accounting for 27% of the value of goods and
services produced in the oblast in 2013. The ag-
ricultural sector primarily produces grains, sugar
beets, sunflower seeds, potatoes as well as other
traditional goods like dairy products, meat and
eggs. Other major contributors to the oblast’'s
GDPinclude wholesale and retail (11.6%), man-
ufacturing (11.2%), education related services
(9.5%) and real estate (8.5%).

TheKherson Oblast’sindustrial sector consistsof
a well-developed food industry, machine-build-
ing manufacturing, apaper production and print-
ing industry and non-metallic mineral manufac-
turers. The food industry processes a variety of
products, including sunflower oil, flour, wine,
seafood and has several food canning facilities.
Its machine manufacturers typically produce in-
puts that are part of a larger production chain,
including specialized electronic devicesfor larg-
er electronics, instruments and spare partsfor in-
dustry and stand alone electronic machines.

The oblast’s industrial output exhibited signs of
general decline from 2013 to mid-2015 and is
highly dependent on the performance of its food
and machine-building industries. Food produc-
tion, which fell -10.6% in 2013, rebounded in
2014 with 15.3% growth, thanks largely to a
bumper harvest year for sunflower seeds and,
subsequently, a higher volume of sunflower oil
production. Sunflower oil is a significant con-
tributor to the region’s economy, accounting for
roughly 40% of the oblast’s total food output.

The oblast’s other major sector, machine build-
ing, witnessed its share of regional production
drop from 12.1% in 2013 to 7.3% in 2014, fall-
ing even further to 3.5% by the first half of 2015.

49



Figure 1.

Indices of industrial production, agricultural production and retail trade
in Kherson Oblast during 2013-9M 2015 (cumulative data), % yoy
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As around 65% of their goods are made for ex-
port, half of which were originally destined for
the Russian market, the forma and informal
measures applied by the international commu-
nity, Ukraine and the Russian Federation as a
result of the armed conflict in the Donbas and
the annexation of Crimea hit machine building
in the Kherson Oblast particularly hard.

The oblast’smetallic minera manufacturers’ tra-
ditional domestic market in Crimea also shrank
as a consequence of the peninsula’'s annexation.

Despite the economic downturn in the region,
the average unemployment rate for able-bodied
individualsin the oblast grew only slightly from
9.1% in 2013 to 10.2% in 2014, inching up to
10.4% by mid-2015.

Trade Overview

The oblast’s merchandise exports and imports
continued to fall throughout 2014, a trend that
did not abate in the first half of 2015, though
imports declined at a slower rate. The EU be-
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came amajor destination for the oblast’s exports
in 2014, accounting for 36.7% of its overal
volume, with Asian markets following closely
behind with 30% of its overall outbound trade.
Over the course of 2014, exportsto the EU grew
an impressive 32.9% and to Asia 56.2%.

Exports to the EEU declined by a drastic -47%,
with the overall share of the oblast's exports
destined for the EEU contracting from 41.1%
in 2013 to 22.3% in 2014. The EEU market ac-
counted for only 14.4% of Kherson Oblast’s to-
tal exports in the first half of 2015, demonstrat-
ing a continuous shift in exporter preferences as
informal and formal restrictions further contract
their export market in the economic bloc.

A strong harvest and improved access to EU
markets, in large part due to one-way preferen-
tial trade measures instituted by the EU, boost-
ed regional agricultural exports. Agriculture and
food products are the oblast’s primary exports,
accounting for 66.4% of its overall exports in
2014. Of its total exports, grains and sunflow-
er oil are the staple crops in the oblast and con-
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Figure 2

Dynamics of exportsand imports of goodsin Kherson Oblast during 2013-9M 2015
(quarterly data), mln USD (left scale) and % yoy (right scale)
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tribute to 33% of its agricultural exports, while
pre-prepared foodstuffs and animal-based prod-
ucts account for a combined 27.3% of its out-
ward bound goods. Exports of vegetables and
vegetable-based products, which are more ori-
ented towards the EU and Asian markets, grew
in 2014 as aresult of a strong grain harvest and
subsequently fell -27.5% in the first half of 2015.

Restrictions on Russian and EEU market access
drove regional exports and production down-
wards, particularly its export-oriented trans-
portation equipment and machinery sectors that
traditionally rely on these markets. Losing their
positions as some of the oblast’smajor exporters,
vehicle and transportation equipment exports
witnessed a dramatic drop in exports in 2014
and the first half of 2015, falling -75.2% initial-
ly and a further -47%. Consequentially, service
exports also fell, particularly repair and mainte-
nance services as well as business services.

Survey

A preliminary screening identified 38 business-
es matching the survey’s sampling criteria, but
only 10 businesses and one representative of the
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Kherson Oblast Administration agreed to take
part in the survey. Duein part to the timing of the
fieldwork, conducted during the summer holiday
season, there were complicationsin reaching out
to potential respondents. The agricultural sec-
tor was heavily engaged in seasona work at the
time. Participants were guarded in their respons-
es to anything related to neighboring Crimea or
corruption.

The interviews were conducted in key sectors
for Kherson Oblast including agriculture, food

Number of responses by sector,

Kherson Oblast
Food processing 3
Retail 2
Agriculture and forestry 1
Machinery production 1
Chemical and oil 1
Wholesale 1
Hotel and restaurants 1
Real estate 1
Machinery production 1
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processing, retail and wholesale, machinery pro-
duction and chemical and oil manufacturing.
The interviews covered 4 large enterprises and 6
smaller enterprises.

Business climate

Around half of large and medium sized enterprises
reported concerns about the impact of low domes-
tic demand and political instability on business.
Over half of each group cited growing production
costs as an issue negatively affecting the oblast’s
business climate. Large businesses also cited lack
of access to financing as hurting growth.

Drop in domestic demand over the past year
dominated medium sized enterprises concerns
and was a pressing issue for a mgjority of the
large enterprises. Besides the threat of renewed
fighting in the east and southeast of the country,
enterprises also cited trade barriers with Crimea
and the Donbas as negatively affecting their
businesses.

Infrastructure

75% of large enterprises surveyed and all but one
medium sized enterprise identified the oblast’s
transportation infrastructure as a considerable
obstacle to doing business. Respondents spe-
cifically identified the oblast’s decaying roads.
Costs associated with transporting their goods,
such as vehicle repair and low fuel economy,
continue to grow as conditions deteriorate each
year. Several medium sized businesses aso not-
ed that the state of roadways was not confined to

Water supply

Issues with infrastructure,
Kherson Oblast

=
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Electricity Transport
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the oblast, but extended throughout Ukraine and
hampered their ability to receive supplies from
or ship goods to countries like Moldova, Lithu-
aniaand Russia.

Internal regulatory environment

Business is also struggling with constant chang-
es to laws affecting them. Two companies com-
plained about not receiving a refund of VAT as
required by law. The electronic administration
of VAT, introduced in February, has not been
implemented effectively, delaying VAT refunds
since May, hurting business profitability.

Large and medium sized enterprises reported
that they did not receive their VAT refunds from
the tax authorities. Kherson's large businesses
noted the poorly administered electronic VAT
administration system as one source of the prob-
lem. Businesses cited these issues and inconsis-
tenciesin the VAT system as factors that limited
their ability to function as it restricted the funds
their businesses had access to.

Large enterprises stated much needed to be done
to create a growth-enabling environment for in-
vestors and exporters. Medium sized businesses
reported on Ukrainian authoritiesfailureto recog-
nize many EU licenses and certificates, requiring
double certification to reapply within Ukraine.

Relationship with Tax officials

Business in the Kherson Oblast reported deal-
ing with the taxation authorities more often than
any other state agency, despite the recently im-
posed tax moratorium. In their dealings with tax
officials, they cited considerable difficulty in

Interaction with various agencies,
Kherson Oblast
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communicating with them to clarify any ques-
tions or issues they have, such as navigating
the complex series of procedures to pay taxes.
Though the sheer volume of inspections had de-
creased, medium sized business said they were
still regularly fined for supposed errors in their
tax audits. According to severa large enterpris-
es, the practice of requesting bribes in exchange
for the dismissal of penalties remains a com-
mon practice. One large business even reported
that officials produced falsified documents for
them at their request in exchange for a bribe.

Licenses, permits, certificates
and court rulings

Businesses in the construction industry reported
excessively long waiting periods, ranging from
60 to 90 days, to receive building permits. One
large enterprise said that they entered alocal bid
to secure a government contract, though soon
learned that the authorities required a bribe for
the contract and related permits. According to
one enterprise, a court official expected payment
for aruling in their favor.

Access to financing/capital

Three enterprises, two large and one medium
sized, reported applying for credit from local
banks but later declining to take the loan due to
high interest rates. As a consequence of their in-
ability to secure additional financing, each busi-
ness stopped their respective investment projects
and did not foresee their companies growing.

Changes in business profitability

While growing production costs affected the
profitability of all the enterprises surveyed, busi-
nesses cited gradually declining consumer de-
mand and purchasing power as some of the most
significant challenges they faced. Some compa-
nies, like medium sized retailers, developed a
strategy of targeting the lower end market to im-
prove sales, though reported meager results due
to the overall economic climate.

Other obstacles to returning to higher profit mar-
gins were cited by importers from the medium
sized business community who explained that
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while higher taxes are imposed on imports, they
are unableto raise their own prices because few-
er customers would purchase them.

Labor force

Internally displaced persons (IDPs) became an
important part of the oblast’s workforce, with
large enterprises surveyed reporting hiring over
100 IDPs in the past 12 months. Both large and
medium sized enterprises reported that they
replaced employees who were drafted into the
Ukrainian military with IPDs, though large
businesses struggled to find qualified individu-
als with the necessary technical skills to work
on their machinery, which is often outdated.
They pointed to the retirement of a generation of
skilled workers as their main staffing problem.
Medium sized enterprises cited an under-quali-
fied young workforce as a larger obstacle in se-
curing the personnel they need.

One medium size enterprises reported that since
the government required them to register the
ages of employees for military service, employ-
ees refused to provide them with the required
documents.

Trade Climate
International Trade

Five out of 10 Kherson businesses export, where
four export directly and one business through
brokers. Three Kherson businesses import di-
rectly. On average around 25% of export sales
goes to the EU, mainly in the food processing
and packaging sectors. The second most popu-
lar market is EEU countries with one business
exporting half of their food products to these
countries. Only 10% of agricultural and machin-
ery exports go to Russia. The three companies
that import directly from abroad operate in the
food processing, machine production and pack-
age producing sectors. One of the companiesre-
ported that 100% of their supplies comes from
abroad including countrieslike India, Saudi Ara-
biaand the US.

L arge businesses have negative expectations for
the Association Agreement with the EU, though
they noted not understanding how it would affect

58



business. In contrast, medium sized enterprises
hold agenerally positive view of the Association
Agreement, but cited concerns about their abili-
ty to compete with EU companies. They hope a
simplified system of documentation for the EU
that will make it easier for them to do business
In general.

There were no significant changes in internation-
al salesdistribution reported by the respondents,
but the lower demand on the local market hasin-
fluenced internal sales. Restricted access to the
Russian market affected sales of both large and
medium sized enterprises in the food process-
ing industry. Food processing companies stated
that despite these losses, they were able to find
and develop new domestic markets to substitute
for the Russian market. Prior to the outbreak of
the conflict in the Donbas and the annexation of
Crimea another large business reported leaving
the Russian market due to rising customs duties.

Trade with the Donbas and Crimea

Five companies reported that in 2013 they had
clients in the Donbas with the average percent-
age of sales ranging from 7-30%. Four compa-
nies had sales in Crimea ranging from 10-45%.
Four companies reported having had important
suppliers in the Donbas with 3-30% of supplies
coming from the territories not under Ukrainian
government-control at the time of the survey.
Three companies reported ties to suppliers in
Crimea in 2013, where 70% of one retail busi-
ness goods came from, the others had 3% and
13% coming from non-government-controlled
territories respectively.

Most businessreported declinein domestic sales
due to the conflict, but there are growing areas.
Demand for medical goods related to combat in-
juriesincreased with volunteer battalions buying
them in large quantities. The real estate broker
also had increased business from finding apart-
ments for IDPs and the border control depart-
ment, which relocated from Crimeato Kherson.

A majority of businesses that historically relied
on Crimean and Donbas markets, either for ex-
ports or supplies, reported abandoning those
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markets. Four large business said they dis
cov-ered substitute markets elsewhere in
Ukraine for their goods and no longer con-
ducted business with either regions. A medium
sized business in the food processing industry
even successfully transformed their operations
to begin self-producing the inputs they previ-
ously ordered from Crimea. Other enterprises
said they maintained ties with their partners in
Crimea, but they stopped buying supplies due
to the higher costs associated with goods com-
ing from the peninsula The sole real estate
company interviewed cited complex new reg-
ulations and difficulty adjusting to the recently
introduced Russian ruble as creating new obsta-
cles for their remaining operations in Crimea.

Future potential

Kherson businesses largely believe that the eco-
nomic climate will remain stagnate due to the
continuous threat of armed conflict in the Don-
bas. They reported seeing little progress with
reform and, consequently, few improvements
in the business environment. They believed
without those changes much needed investment
was unlikely. However, there is some optimism
amongst respondents. Several said they saw po-
tential for their goodsin severa foreign markets,
particularly in the EU, India, Chinaand even the
EEU, though in order to be truly competitive
they said they needed to modernize their pro-
duction facilities to bring them in line with the
market and global standards.

ECONOMIC CONNECTIVITY IN UKRAINE



Conclusion

The Kherson Oblast’s economic connectivity
suffers most from its separation from both the
Donbas, Crimea and Russia. Some export in-
dustries, like vehicle part manufacturers, have
lost their position in Russian production chains.
Others, like food processing companies, lost tra-
ditional domestic markets due to the armed con-
flict in the Donbas and annexation of Crimea.

While some sectors like machine building strug-
gle to find markets to substitute those they lost
in Russia, agricultural and some food processing
companies have already shifted their focus to-
wards new domestic and foreign markets with
some success. Machine building, on the other
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hand, is unlikely to find many new clients on
foreign markets and only limited success on the
domestic market.

Both grains and sunflower oil, two of the oblast’s
most prominent exports, are subject to global
market prices and are set to remain important
exports. Increased trade with the EU and further
integration with the European market will fur-
ther aid them.

Access to new markets, especially the EU, is
viewed positively if a company believes it can
compete. However, many companies that could
export to the EU are unclear on what the pre-
cise standards are, how to secure the necessary
licenses and permits, or whom to advertise to.
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ocated in southern Ukraine, the Autono-
L mous Republic of Crimea together with

city of Sevastopol make up the Crime-
an peninsula. Russia seized control of both
Ukrainian territories in March 2014, annexing
them and applying Russian law there. Ukraine
considers the territories to be illegally occupied
by Russia, and Western countries have sanc-
tioned trade with the peninsula in response.
Annexation has increased connectivity with
Russia, but decreased it with al other countries
and Ukraine as international flights to Crimea’s
airports and international shipments to its har-
bors have stopped. Ukraine continues to control
the only overland route to Crimea and be the
main source of water and electricity, but trade
has drastically decreased and the organization of
blockades of the peninsula have made the ship-
ment of goods and the supplying of electricity
more erratic.

To better evaluate the region’s economy indus-
tries in key sectors were identified to develop a
concise understanding of issues influencing both
large and medium enterprises. According to a
preliminary assessment based on economic data,
5 sectors were the most prominent:

recreation and tourism
chemical industry

Crimea extractive industry

wholesale and retail trade

transport

An overview of the specific characteristics and
dynamics of the regional economy has been as-
sembled to provide context for the qualitative
information found in the survey section.

Economy

As part of Ukraine in 2013 the Autonomous
Republic of Crimean accounted for 3.0% of
Ukraine's GDP, 2.0% of industrial production,
1.4% of merchandise export supplies and 4.6%
of total retail trade. Due to Crimea’s small con-
tribution to national GDP and foreign trade,
Russia’s annexation of the peninsulain 2014 en-
tailed much smaller economic lossesfor Ukraine
than the military conflict in the Donbas.

AUTONOMOUS REPUBLIC OF CRIMEA

The most important sectors in regional gross
value-added creation included (2013): agricul-
ture (8.6%), the manufacturing industry (7.9%),
wholesale and retail (20.4%), transport (10.8%),
and medical treatment services (8.3%). The re-
gional manufacturing industry specializes pri-
marily in food production (alcoholic beverages,
meat products, butter, dairy products, cheeses,
oil, groats and flour and tobacco wares), ma-
chine-building (shipbuilding, machinery) and
the chemical industry. The chemical industry is
mainly comprised of two enterprises - Crimean
TITAN and the Crimean Soda Plant (calcium
soda, synthetic detergents and chemical deter-
gents, polymeric pipes for gas pipelines under-
ground gaskets). Services also play amajor role
in the economy — transport (mainly sea ports and
railway transport) and the resort-tourist sphere.
The largest exporters include the Crimean Soda
Plant, Crimean TITAN, Bromine, Selma Firm,
Soyuz-Viktan and Massandra. Crimea also has
gas and oil off-shore deposits (an estimated, 6%
of Ukraine's gas and 16% of its oil deposits are
located in Crimea, though recovery is expensive
due to geological challenges).

According to official Crimean statistics, regional
industrial output dropped by -9.9% yoy in 2014
and then recovered by 8.8% yoy in 1H2015.
Manufacturing industries observed the stron-
gest declines during 2014, especially the food
industry (-21.6% yoy in 2014), machine build-
ing (-17.1% yoy in 2014) and chemicals (-16.4%
yoy in 2014). At the same time, the extractive
industry continued growing (largely due to ex-
traction of crude oil and natural gas) though at
a sower rate (7.2% yoy in 2014 vs 23.7% yoy
in 2013). Regiona agriculture suffered most
from shortages of water and electricity after
annexation — its output were up by only 0.7%
yoy in 2014 and then dropped dramatically by
-18.4% yoy in 1H2015. The regional transport
sector was hit the most due to disruption of eco-
nomic links with Ukraine. The amount of cargo
transportations by the regional transport sector
dropped by -32.1% yoy in 2014, mostly due to
contraction of railway (-41.5% yoy) and auto-
mobile (-37.5% yoy) cargo transportation (while
the amount of cargo transported through the sea
ports increased by 36.9% yoy in 20144).

59



The economic performance of Crimean enter-
prises after the annexation of Crimeawas affect-
ed most by the following factors:

- Infrastructure problems and high dependence
on Ukraine: Crimeais experiencing water and
electricity supply shortages and cutssinceitis
reliant on Ukraine for 85% of its water supply
and for 83% of its electricity demand.

- Transport isolation: suspended railway and
land connectionsbetween Ukraineand Crimea
restricted the movement and economic ac-
tivity of Crimean enterprises. Since all land
routes go through Ukraine, connections with
Russia are mainly via sea. Ukraine also sus-
pended transit cargo transportation through
the Crimean ports. From the point of view of
international law Crimean ports continue to
be under the jurisdiction of Ukraine. Ukraine
has closed them to international navigation.

- Disruption of production links and chains
with Ukrainian enterprises, most notably con-
cerning machine-building and defense indus-
try related products.

- Western economic sanctions that include
embargoes on trading with and investing in
Crimea, make the overal investment climate
in Crimea highly unfavorable. Western busi-
nesses significantly reduced or discontinued
trading with the peninsula to avoid penalties.
Crimea has rapidly lost its traditional suppli-
ers of raw materials and existing markets for
Its goods (except the EEU market).

Meanwhile the Russian government has been
massively subsidizing theregion - 125 bn Russian
rubles ($2 bn) were spent in 2014 and aminimum
of 100 bn rubles ($1.7 bn) is expected to be alo-
cated to Crimeain 2015.> The local government
has been allowed to retain its VAT profits that
in Russia are normally transferred to the federal
budget. Since January 2015, Russia established
a free economic zone in Crimea with tax prefer-
ences and other advantages (income and proper-
ty tax benefits and the right to duty-free import
of imported goods, components and equipment)
that will be in place for the next 25 years.

Table 1
Industrial output structure and percentage change
during 2013-9M 2015
2013 2014* 9M 2015*
Share Change Share Change Share Change
in total of index, in total of index, in total of index,
output % yoy output % yoy output % yoy
Extractiveindustry 5.9 23.7 n/a 7.2 n/a 6.3
Food industry 27.9 -6.1 n/a -21.6 52
N Manu-
Chemical industry 134 -5.2 n/a -16.4 factu-
M achine building 10.8 3.8 n/a 171 fing/pro-
cessing
Manufacture of plastics & 4.6 13.8 n/a -31.3 indust-
rubber; other non-metallic ries
mineral products
Electricity, gas, steam and air 29.9 -2.8 n/a -16.1 n/a 21.4
conditioning supply
Total industrial output 100.0 0.8 100.0 -9.9 100.0 12.3

Source: 2013 - Department of Satistics in the AR of Crimea, 2014, 2015 - Local Body of the Federal Sate

Statistics Service for the Republic of Crimea.

Note: * Local Body of the Federal Sate Satistics Service for the Republic of Crimea does not specify data
for different manufacturing/processing industries'. Data for 2015 may be updated.

14 http://gosstat.crimea.ru/ukotranl.php# van

5 http://lwww.ng.ru/economics/2015-03-19/1 _crimea.html
16 http://crimea.gks.ru/wps/wem/connect/rosstat_ts/crimealru/stati stics/enterprises/production/

60

ECONOMIC CONNECTIVITY IN UKRAINE



According to the Local Department of Fed-
eral State Statistics Service for the Republic
of Crimea, the registered unemployment rate
amounted to 1.0% of economically active pop-
ulation in 1H2015. Consumer prices went up
by 42.5% in 2014 and by 18.5% during Janu-
ary-June 2015.

Before annexation, the Crimean merchandise
trade was already oriented towards the Russian/
EEU market. The EEU’ sshare of Crimea sgoods
exports was 35-40% in recent years. The EU ac-
counted for 20% of export supplies, while Asian
markets (a major destination for chemicals and
grains) — for 13-20%. The commodity structure
of the regional exports traditionally consisted of
prepared foods (alcoholic beverages, etc.) and
vegetable products, chemicals, mineral fuels,
machinery and ships. Service exports usually
contributed a significant part to total exports.
Service exports were mainly transport (sea port)
and tourism services. In 2013, Crimea exported
$904.9 minin goods and $521.7 minin services,
and imported $1143.9 min in goods and $75.9
minin services.

After annexation, the Crimean statistical service
recorded trade volumes with Ukraine as for-
eign trade while trade with Russia is no longer
reported as foreign (in 2013 Russia accounted
for 26.5% of Crimea’s exports). That iswhy the
dataon foreign trade for 2013 and 2014-1H2015
are not directly comparable. According to there-
giona statistics, Crimea generated $147.9 min
in exported goods and $47.6 min in exported
services from April-December 2014 — a drastic
decline of export income as compared to 2013
(this data did not include EEU countries). Re-
gional imports of goods and services amount-
ed to $84.2 min and $26 min respectively from
April-December 2014. According to the region-
al statistical service, the volume of exportsto the
EU fell to $17.4 min from April-December 2014
versus$171.4 minin 2013. Dueto EU sanctions,
Crimea goods can only be exported to the EU
with Ukrainian certificates.

In 2014, trade between Ukraine and Crimea did
not cease even during political and economic
conflict. Ukraine supplied Crimea with electric-
ity and food products. Currently, trade between
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Ukraine and Crimeais conducted under the free
economic zone regime that came into force on
September 27, 2014 according to the Law of
Ukraine “On Establishing Free Economic Zone
in Crimea” and “Specifics of Economic Activ-
ity on the Temporarily Occupied Territory of
Ukraine.” Under these laws the moving of goods
and services across the administrative boundary
became export or import of goods and services
subject to customs clearance. Thereisahugedif-
ference in regard to bilateral trade flows record-
ed by Crimean and Ukrainian statistical bodies
in 2014 and 2015. According to the Crimean sta-
tistics, exports from Crimea to Ukraine amount-
ed to $3.5 minin 2014 and $5.6 min in 1Q2015,
while imports were $2.6 min in 2014 and $4.4
minin 1Q2015. However, according to the State
Fiscal Service of Ukraine, Ukraine supplied
Crimeawith goodsworth $235.7 minin 1Q2015,
and imported from Crimea goods worth $8 min
in 1Q2105. On January 17, 2016 Ukraine in-
troduced trade restrictions with Crimea that will
limit further trade.

Survey Results

From July to August 2015 20 interviews con-
ducted in conducted in Crimea in Sevastopol,
Simferopol, Feodosia, Alushta and in two rural
locations in Saki and Cheromorkiy rayons.

Number of responses by sector,
Autonomous Republic of Crimea

Wholesale and retail 10
Tourism and recreation 5
Agriculture 3
Transportation 2

Accessto businessesin Crimeawas complicated
by businesses’ lack of trust concerning the inter-
views purposes and the funding of the survey.
Some did not want to participate in a project
funded by organizations that did not officially
recognize Crimea joining the Russian Federa-
tion. Others feared negative consequences from

17 http://www.eurointegration.com.ua/experts/2015/
05/29/ 7034276/
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local law enforcement for engaging in such in-
terviews. The larger the enterprise was the more
difficult it was to get access to them and their
answers were mainly evasive.

Most respondents felt uncomfortable talking
about changes in the business operating envi-
ronment and about the relationship with the
new government. Most respondents reported
stopping business relations with Ukraine. Be-
cause of unpredictable political decisions and
international  sanctions, respondents found
it hard to make forecasts about the future.

Business climate (current status,
changes experienced)

De facto joining Russia has significantly changed
the business climate. As part of Ukraine, Crimea
had close connections with mainland Ukraine,
with deliveries coming via land and Ukraine’'s
ports. The sealing of the administrative bound-
ary line and sanctions on air and marine trans-
portation have limited businesses transporta-
tion options. The regulatory framework has also
drastically changed, and businesses have had
to adjust to new rules and procedures for their
operations. Russia has more internal regulations
and a more complicated system for businesses.
Due to sanctions there is no international bank-
ing system in Crimea, limiting international
trade. Additionally, there is no clarity in the di-
vision of authority and governance systems. For
example, the Sevastopol Administration and its
City Council often make contradicting decisions
concerning what businesses must do.

Infrastructure (transportation, electricity,
water etc.)

A bridge is planned to be built from Russia to
Crimea over the Kerch Strait, but for now the
main route is by ferry. Ferries are dependent on
the weather conditions, and due to stormsthe de-
livery of the goods is often delayed. As aresult,
logistic companies are expanding storage facili-
ties to be able to store more products. However,
this will not solve the issue fully and requires
increased turnover from companies. A respon-
dent working in the tourism noted that reliance
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on air transport has overstretched airport infra-
structure, requiring expansion.

Internal regulatory environment

The application of Russian law in Crimea had
created major challengesfor businesses. Respon-
dents reported that Russian regulations are much
more complicated and have different procedures
for employment, business registration and opera-
tion. For example, hotels have to inform the Mi-
gration Service about visitors within three days
and there are huge lines in the responsible de-
partment offices as a result. For employment un-
der Ukrainian law, transportation companies had
private entrepreneur agreements where individu-
al drivers were responsible for their registration
and taxes. Now, companies have to register each
driver and car and report for them.

Businesses reported having to complete enor-
mous amounts of paperwork, and difficulties
getting permits and registration. Businesses in
Crimea most often interact with the ministry re-
sponsiblefor their sector, thelocal tax inspection
authority, and the pension fund. The agencies
that have the most influence on business include
the local tax inspection agency and the pension
fund agency.

While there is a moratorium on business audits
in Crimea during the transition period, eight
businesses had to register business activities
with officials. Respondents did not report that
they were expected to pay bribes during any en-
counter with government agencies. Some busi-
nesses said that despite the bureaucracy of Rus-
sian legidation, it works better than Ukrainian
legislation and that there is more overnight and
no low level corruption.

Taxation officials

Tax offices are full of new staff unfamiliar with
Russian tax law. Companiesreported they do not
provide information or advice and that the only
way to learn about new regulations is through
special seminars organized by the tax agency.
The lack of knowledge about new rules leads to
fines businesses have to pay. Respondents said
that tax officials no longer take bribes, but are
very strict concerning regulations.
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Licenses, permits and certificates

Respondents reported long waits to register
businesses under Russian law. Now they say the
situation has stabilized, but that lack of informa-
tion about the rules and procedures is creating
challenges for business operation.

Access to financing/capital

Western sanction have kept the banking system
in Crimeafrom being fully operational. It is pos-
sible to make semi-legal international payments
viaRussian accounts, which makes money trans-
fers more expensive and time consuming. Agri-
culture, however, has benefited from the ability
to receive loans from the Rosleasing, the state
company that supports farmers. A respondent
reported that he could replace 70% of his equip-
ment thanks to aloan from this company. At the
same time another farmer says that he cannot
cope with the requirement of having to pay 20%
of the loan as part of the first installment. Under
Russian legislation farmers also qualify for oth-
er subsidies.

Changes in business profitability

Most businesses are suffering as a result of ex-
change rate fluctuation and the related increase
in prices, but specifics vary by sector. The tour-
ism sector reported that they have significantly
fewer clientsand are bearing losses. The agricul-
tural business reported increased pricesfor fuel,
water and electricity, but said grain traderswon’t
increase the price they pay for wheat.

Labor force

The mgjority of respondents did not report prob-
lems finding personnel. Two companies report-
ed employing IDPs from Donetsk and Luhansk
oblasts. Hiring IDPs, however, requires filing
paperwork with the Migration Services and as
aresult most businesses prefer to hire local per-
sonnel.

Trade climate

Six out of 20 respondents sell their products
beyond Crimea’s borders, four of them are do-
ing this directly and two through brokers. They

AUTONOMOUS REPUBLIC OF CRIMEA

are wholesalers and retailers of Crimean prod-
ucts such as Crimean tea and cosmetics. Only
one company sent goods to Ukraine, making up
20% its sales. Six companies exported to Russia,
making up on average 31% of their sales.

Seven out of 20 respondents bring in supplies
from outside of Crimea. The main direction for
suppliesis from Russia, Turkey, China, Uzbeki-
stan and Ukraine. Two companies both brought
in and sent out supplies. Wholesale and retall
traders received supplies from Ukraine, Russia,
Turkey and China. Construction businesses re-
ceived supplies mainly from Russia and Turkey.

Opportunities and barriers (market access)

The sealing of the administrative boundary line
and international sanctions create significant
problemsfor business. In this environment, busi-
nesses are building stronger economic ties with
Russia. Four respondents reported having new
contracts with Russia, and two reported more
supplies and goods going to and coming from
Russia. The majority of respondents stopped
selling to Ukraine and ended all contracts with
Ukrainian providers. For those looking to sell
their goods outside of Crimea, the Russian mar-
ket is an attractive aternative to Ukraine, as the
market is bigger and easier to access. One re-
spondent reported previously trying to trade with
Russia, but the border and customs regulations
made the process too complicated. Now they say
the market is more accessible.

The agricultural companies reported that though
their grain used to be exported to the EU, Turkey
and Arab countries it no longer is. Similarly, a
company producing construction materials used
to import supplies from the EU via Ukraine, but
now only uses Russian and Turkish supplies.

Future potential

There is not much optimism for the future of the
Crimean economy. Some seeit asa*“dump” that
needsinvestmentsthat no one has. Thereis hope
that if a bridge to Russia is completed it could
improve the economic situation. Some respon-
dents are optimistic and hope that if sanctions
areremoved it will encourage investment.

63



Respondents are more optimistic about their own
sectors. The respondent working in agriculture
believed that Russian preferential treatment for
agriculture would encourage development. All
respondents were planning to expand their activ-
ities and enter new markets, focusing on Russia.

Conclusion

Since annexation, Russian law has been applied
in Crimea, creating difficulties for businesses.
Businesses used to operating under Ukrainian
law have had to adjust to a more restrictive sys-
tem, but one where regulatory officials do not
engage in petty corruption.

Crimea’s connectivity has been hurt by being cut
off from Ukraine, which it had a stronger geo-
graphic connection to. Water and electricity both
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predominantly came from mainland Ukraine,
and the only roads to the peninsula are also from
mainland Ukraine. Completion of a planned
bridge between Russia and Crimea would im-
prove some economic connectivity, but given the
high construction costs of the bridge and the cur-
rent economic crisis in Russia it seems unlikely
to be completed in the nearest future. As a re-
sult, businesses are dependent on the delivery of
goods by ferriestraveling acrossthe Kerch Strait,
which are unreliable due to weather conditions.

While sanctions have hindered access to inter-
national markets, annexation has removed all
barriers to the Russian market. With most other
trade avenues blocked or significantly compli-
cated, Crimeawill continueto orient towardsthe
Russian market.
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espite its location not far from the front

in the Donbas, since the outbreak of

hostilities Dnipropetrovsk Oblast has
made a reputation for itself as a cornerstone of
stability in left bank Ukraine. A center for mil-
itary, and especialy rocket production, in the
Soviet Union, Dnipropetrovsk Oblast continued
to be a key manufacturing center for the Rus-
sian military complex in the post-Soviet era.
With new restrictions from both the Ukrainian
and Russian sides cutting off military and oth-
er exports to Russia, recession has cut deep into
the oblast’s economy. Asits well established in-
dustry tries to re-orient towards other markets
and make up for lost supply in the Donbas, the
Dnipropetrovsk Oblast faces the daunting chal-
lenge of adapting its comparatively developed
economy to the new political redlities.

To better evaluate the region’s economy indus-
tries in key sectors were identified to develop
a concise understanding of issues influencing
both large and medium enterprises. According
to a preliminary assessment based on economic
data, 8 sectors were the most prominent:

Metallurgy

extractive industry
(iron ore)
chemical industry

Dnipropetrovsk

machine building
Oblast

electricity power generation

food industry

Transport

wholesale and retail trade
This overview of specific capabilities and prob-
lems facing the regional economy provides con-

text for the qualitative information found in the
survey section.

Economic Overview

The Dnipropetrovsk Oblast is one of Ukraine's
leading industrial regions, accounting for 10%
of the country’s GDP (2013) and nearly 20% of
its industrial output (ranking first in 2014) and
16% of the nation’s merchandise exports (sec-

DNIPROPETROVSKI OBLAST

ond after Kyiv City). 9% of of all retail turnover
was conducted in the Dnipropetrovsk Oblast in
2014. The top value-added contributors to the
oblast’s GDP are found in its extractive indus-
tries (mostly iron ore) 23.3%, manufacturing
17.7%, wholesale and retail 12.9%, transporta-
tion services 6.9% and agriculture 6.4%.

The economy of the Dnipropetrovsk Oblast has
been seriously affected by the armed conflict in
the region. Highly integrated with neighboring
Donbas, local industries were hit hard by the
break-up of interregional ties and the destruc-
tion of production capacity and transport infra-
structure in the war-torn east.

The regiona economy is highly export-orient-
ed and natural resource dependent, making it
extremely vulnerable to price fluctuations in its
outputs like metal and natural resource inputs.
Domestic metal producers, in particular, have
faced shrinking demand on both the Russian and
broader Asian market.

Several major sectors of industrial production
show a marked decline in output, leading to an
overal dip inindustrial output of -7.5% in 2014
and -10.9% in the first half of 2015. The most
notable decline was seen in machine-build-
ing, suffering a -35.1% decline in 2014 and a
-23% decline in in the first half of 2015. Ma-
chine-building with Russia as its primary export
market has faced difficulties as a result of the
conflict in eastern Ukraine and the annexation of
Crimea. Specifically, bans on sensitive exports
and restricted market accessto Russiaforced the
oblast to cut ties with the Russian military in-
dustrial complex’s production chain that it was
long a part of.

As aresult of economic slowdown, the average
unemployment rate for working age individu-
als in the oblast climbed from 6.8% in 2013, to
8.3% in 2014, before falling to 6.9% in the first
half of 2015.

Trade Overview

The Dnipropetrovsk Oblast’s overall share in
Ukraine’'s exports dropped from 7.9% in 2013 to
5.1% in 2014, falling further to 2.9% in the first
half of 2015. As a result of the economic crisis
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Figurel

Indices of industrial production, agricultural production and retail trade
in Dnipropetrovsk Oblast during 2013-9M 2015 (cumulative data), % yoy
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and armed conflict in the Donbas, the oblast’s
foreign trade dropped -10.5% and its imports by
-16.2% in 2014. Merchandise exports were hit
even harder in 2015, dropping -16.2% in the first
quarter of the year and a staggering -31.6% in
the second quarter.

Whereas overall exports to the EU saw a dlight
decline in 2014 (-2.9%), the proportion of the
oblast’s merchandise exports to the EU grew
from 18.5% in 2013 to 20% in 2014.

The oblast’s exports to the EEU witnessed the
most dramatic level of decline over the course of
2013 to 2014, dropping -26%. This stark decline
is part of atrend since 2012 when EEU exports
were 33.7% of the oblast’s exports. In 2013, the
EEU accounted for only 29.3% of the oblast’s
overall exports, sliding to 24.3% in 2014. In first
half of 2015, overall exportsto the EEU dropped
to 14.9% of the oblast’s total regional exports
(12.5% went to Russia).
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Asiaaccounted for 37.5% of the oblast’s exports
in 2014 (mainly metal and agricultural goods),
and also declined, though only by -7.2% since
2013.

Theoblast’stransport equi pment and machinery/
electrical equipment manufacturing declined the
most, by -40% and -60% respectively in the first
half of 2015. Both are highly dependent on the
Russian market. Other magjor exports from the
oblast — particularly metal and ores— have more
diversified markets making them less dependent
on Russia

The most successful exports in 2014 were ag-
ricultural and food goods, but their dynamics
turned negative in 1H2015 (exports of prepared
foods fell by -27.4% in 1H2015). Service ex-
ports experienced an even stronger slowdown
(-30.6% yoy in 2014 and -42.8% yoy in 1H2015)
largely due to a 40% decline of exports in finan-
cial services (accounting for amost a half of to-
tal exported services).
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Figure 2

Dynamics of exportsand imports of goodsin Dnipropetrovsk Oblast during
2013-9M 2015 (quarterly data), min USD (left scale) and % yoy (right scale)
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Survey

21 interviews were conducted with Dniprope-
trovsk Oblast businesses, as well as two addi-
tional interviews with local government repre-
sentatives — one from the Oblast

Administration and one from Dnipropetrovsk
City Council. There were no major obstaclesin
obtaining interviews with respondents from the
target sectors and in the local government and

Number of responses by sector,
Dnipropetrovsk Oblast
Construction
Wholesale and Retail
Metallurgy
Chemical Industry
Electronics
Agriculture
Finance

IT

— =N W W W R
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representatives were generally open about their
views.

The interviews were conducted in the Dniprop-

etrovsk Oblast’s key sectors: metallurgy, chem-
ical production, construction, electronics and
wholesale and retail. The interviews covered
both large and medium sized enterprises.

Business climate

Businesses in the oblast suffer from a drop in
demand for their goods and/or services, whether
their clientele was based in Ukraine or abroad.
Most struggled to deal with the deep fluctuations
of the hryvnia. The security situation was men-
tioned in two interviews, but a mgority of the
respondents’ reported serious concerns about the
overall standing of the economy instead, includ-
ing growing production costs and a weakened
currency, as well as Ukraine's political instabil-
ity. For metallurgical companies and chemical
producers in particular, political instability and
limited access to credit are major concerns.
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Both large and medium sized enterprises across
sectors cited low domestic demand for their
goods and services as a serious business con-
cern. Medium sized businesses, however, were
more concerned with taxation rates and taxation
officials’ actions than large enterprises. Large
enterprises were more concerned about the po-
litical situation and production costs.

Infrastructure

Over half of the medium sized enterprises sur-
veyed reported regul ar issues with the el ectricity
supply, citing either their demand not being ful-
filled or the poor quality of the electricity.

A large enterprise also reported transportation
issues resulting from their old trade routes going
through areas in the Donbas conflict zone. The
other large business surveyed, which operatesin
the agricultural sector, cited only the generally
poor condition of roads as being an issue, albeit
not a serious one.

Issues with infrastructure
in Dnipropetrovsk Oblast

16
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Electricity Transport Communication

infrastructure

Water supply

m No problems Some difficulties

M Significant difficulties M Blocking business activities

Medium sized businesses aso reported having
to find new trade routes because of the conflict.
One respondent stated that road cargo transport
now depends on “unofficial” channels to get to
areas not under Ukrainian government control.

Internal regulatory environment

Neither of the large businesses pointed out spe-
cific issues with internal regulations. Medium
sized businesses, however, frequently listed two
primary areas of concern. The most common is-
sue was VAT returns which the state was very
slow in issuing. Having to make VAT payments
in advance was cited as creating a shortage of
capital.
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They also identified the high tax burden on
medium sized enterprises as a major problem.
However, there were few complaints concerning
the state tax authorities acting in an improper
manner on the local level.

Interaction with various agencies,
Dnipropetrovsk Oblast

Taxation officials
12
10
8
6
: I I
2
0 []
Tax Various ~ Construction  Business Public Court lllegal use of

inspection agency audit  license registration procurement litigation power

M Interaction without expected payment M Payment expected

Each of the two large businesses interviewed
were similarly concerned by the varied docu-
mentation needed for tax officials and the ab-
sence of publicly available information about
changes to the taxation system. Medium sized
businesses stated they faced the same issues.

One medium sized hi-tech manufacturer not-
ed that there were a number of inconsistencies
between the information and operations carried
out electronically and those on file with tax offi-
cials, suggesting a disconnect between services
theoretically offered to taxpayers and those ac-
tually provided.

Three other medium sized businesses from var-
ious sectors reported that tax officials expected
bribes in order to overlook alleged violations of
the tax code.

Medium sized enterprises in the oblast report-
ed an especially difficult relationship with cus-
toms. Due to the complex system of licensing
procedures, businesses often try to conceal what
they are transporting (e.g. stating they are trans-
porting old equipment needing repair rather than
new equipment) to avoid needing alicense.

Licenses, permits and certificates

Both of the large businesses declined to respond
to questions about changesin licenses, permits or
certificates, or how they respond when they arise.
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Medium size businesses, by and large, did not
report having serious issues with acquiring per-
mits in their respective sectors. The exception
to this rule was in construction where al of the
companies reported regularly battling with the
Dnipropetrovsk City Council for permission to
start new construction projects.

One construction company reported abrupt-
ly having their application for a license turned
down after 20 years of operation. They were di-
rected to a specific bureau in order to secure a
new license, where they understood they needed
to pay a bribe to have their construction license
renewed.

Access to financing/capital

Access to financing and capital was a concern
that cut across sectors and business size cate-
gories. In addition to the weakened state of the
hryvnia, one of the large enterprises stated that
their inability to access additional financing
made them put investment projects on hold, as
they could not afford the necessary raw materi-
als. A lack of financing also limited their ability
to enter new markets to make up of their loss of
access to the Russian market.

Over half of medium sized enterprises sur-
veyed stated that access to additional financing
was necessary to maintain their current level of
productivity, but ultimately inaccessible. They
pointed to the prohibitively high interest rates.
One respondent commented that the general in-
stability of the banking system restricted their
ability to do business. One of their accounts was
frozen when the bank was inspected by the Na-
tional Bank of Ukraine to determine whether it
was solvent.

Changes in business profitability

The large machine manufacturer reported their
industry is struggling to stay competitive after
losing access to their mgor source of raw ma-
terials in Russia. As a company whose prod-
ucts were customized to be sold as inputs for
manufacturers in eastern Ukraine, Crimea and
the Russian Federation, they have had to target
other markets. They believed, however, that if
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the economic situation improved and they had
access to more financing, they could access new
marketsin theregion and in Asia.

Thelarge agricultural company interviewed saw
a slight decrease in their overall profits, though
they stated they had maintained most of their
client base, which is primarily in Ukraine.

On a sector-by-sector basis, medium sized busi-
nesses noticed a marked drop in their overall
profitability. Nearly half of respondents said that
a sharp decline in domestic demand, their pri-
mary market, was the main cause of their finan-
cial difficulties. Medium sized businesses asso-
ciated a weak hryvniawith reduced demand for
their goods and services. As businesses tries to
find more affordable inputs, several companies
said customers were also seeking to spend less
or stop making purchases altogether.

Labor force

There was no serious difficultly reported by ei-
ther large business surveyed in securing new
qualified employees. While the machine manu-
facturing business stated they had not sought to
add new positions, they had been able to main-
tain roughly the same number over the past year.

Medium sized businesses reported having no is-
sues with retaining employees, though 43% had
concernsthat low paid technical positionswould
be difficult to fill in the future. Five SMEs stated
they had difficulty or significant difficulty se-
curing qualified personnel for their companies,
which operate in the machine manufacturing in-
dustry, energy sector, and construction.

Given the decreased demand for most of their
goods and services, and the weak hryvnia, sev-
eral companies noted they had to lower wagesin
real terms for many of their employees in order
to keep them on and reduce layoffs.

Trade Climate
International trade

Thelarge agricultural business surveyed was en-
couraged by potential to expand their operation
and export to the EU, though they had no specif-
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Ic plans because current operations consumed all
of their capital.

The large manufacturer, however, noted a new
series of challenges hampering them from enter-
ing new markets or re-entering old markets in
the EEU. The conflict had driven their exports
to the Russian Federation down to 1% of overall
exports.

According to the manufacturer, the EU market
is difficult for them to enter because there is lit-
tle established import/export trade in their sec-
tor with the EU. They said they did not have the
funds to establish that trade. They also believed
limited contact between the EU partners and
Ukrainian business, and the preference of poten-
tial EU customers for companies they already
knew prevented new trade from emerging.

One medium sized business, working in the met-
alurgy sector, no longer held any contracts with
Russia. They noted that negative impressions of
the conflict caused clients in both Turkey and
the Netherlands to turn to other businesses to
meet their needs. Medium sized enterprises en-
gaged in wholesale, particularly with Russia,
had seen demand for their goods disappear al-
most entirely.

However, the two enterprises that reported ama-
jority of their imports coming from the EU and
had a share of their exports headed to areas other
than Russia (i.e. China) saw no change in the
volume of their trade despite the local economic
downturn.

Trade with non-government-controlled
territory

Due to the annexation of Crimea and the subse-
quent security developmentsin eastern Ukraine,
the large manufacturing company reported |os-
ing 15% of their overall domestic business, and
30% of their business in the Luhansk and Do-
netsk oblasts. While they were able to find some
new domestic market substitutes for their goods,
they were not able to compensate for the losses
they had endured after having tieswith sometra-
ditional domestic markets severed.
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What is the future forecast for..?
Dnipropetrovsk Oblast

Sector

Region

Ukraine

0% 20% 40% 60% 80% 100%

m Decline Stagnation u Growth ® Hard to tell

These losses were the result of enterprises being
unable to fulfill contracts and conduct business
(particularly in areas controlled by the so-called
Donetsk Luhansk People’'s Republics), as well
as murky border guard and customs practices at
official crossing points into and out of the non-
Ukrainian controlled territories.

With few customers in Crimea or the non-
Ukrainian controlled territories in the Donetsk
and Luhansk oblasts, the large agricultural busi-
ness reported little change domestically. They
anticipated that aside from rising fuel coststhere
were no real obstacles to conducting business
domestically.

A medium sized enterprisein the metallurgy sec-
tor said they stopped doing business with Russia
and companies in the territories not controlled
by the Ukrainian government. While there were
some initial losses, their traditional business
partners (some of the largest steel producersin
Ukraine) have continued to work with them.

The conflict had little effect on the three medi-
um sized businesses engaged in construction be-
cause their services are amost exclusively used
locally. The same was reported by other medium
sized service providers, including an insurance
and IT company. One manufacturer, whose busi-
ness involved selling common components for
housing exteriors, said that while domestic trade
had noticeably declined they maintained some
trade with Crimea, though they were trying to
find clients in regions under Ukrainian control.

Each of the four wholesale companies reported
significant decline in demand for their goods,
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with al of their previous domestic trade with
Crimea ending. As one wholesale business ex-
plained, whereas before their regional clients
in different oblasts would purchase goods from
them and then resell them to other clients in
Crimea, the flow of goods from their own ware-
houses to Crimea has stopped.

Future potential

In general, businesses were more pessimistic
about the possibility for growth in their respec-
tive region and sectors than throughout the rest
of Ukraine. TheIT sector, for example, cited po-
tential low consumer demand for their goods for
years to come as a reason that they do not see
their sector, specifically in their region, recover-
ing anytime soon.

While businesses from the food processing, fur-
niture manufacturing, and extractive industries
were optimistic about growth in their respective
sectors, they were less optimistic about overall
economic growth in Ukraine or the Dniprope-
trovsk Oblast.

Conclusion

The Dnipropetrovsk Oblast’s economic connec-
tivity has been damaged by its proximity, eco-
nomically and geographically, to the conflict
zone in the Donbas. Medium sized businesses
struggled to maintain their domestic market,
while large enterprises’ reliance on a production
chain that extended through Ukraine's industri-
al heartland and into Russia caused significant
downturns.

The serious decline in trade with the EEU has
not found a substitute in the EU, nor did busi-
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nesses involved in exports expect a replace-
ment to be found soon. Businesses are open to
increased ties with the EU, but do not feel they
have the information or resources needed to en-
ter and compete on the European market.

Medium sized enterprises were focused on sur-
viving the ongoing economic recession. Tradi-
tional machine manufacturers and extractive
industries were struggling to find new domestic
and foreign markets for their potentially vau-
able goods, but finding their products incompati-
ble or uncompetitive with analogous goods from
elsewhere. Metallurgical and chemica com-
panies particularly struggled to find affordable
substitutes for inputs lost because of the armed
conflict in the Donbas.

Retail and wholesale sectors previously inter-
twined with the Donbas and Crimea, have wit-
nessed similar problems. Decreased demand for
consumer goods and services, such asinthe IT
or finance sector, are unlikely to improve until
the currency stabilizes for an extended period of
time and restores consumer confidence.

The Dnipropetrovsk Oblast’s geographic ties to
the conflict zone in the Donbas and traditional
economic ties to member states of the EEU, and
Russia in particular, have left it vulnerable eco-
nomically. Even when Ukraine’s overall econo-
my begins to recover the oblast’s businesses are
skeptical that they will be able to make up these
losses.

Improved domestic economic connectivity may
aid medium sized enterprisesto increase demand
for their goods, but the oblast’s large enterprises
are not optimistic they can make up for lost de-
mand domestically.
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pattia Oblast borders EU member states

Hungary, Romania and Slovakia. Part of
Czechodlovakiaprior to World War 11, theregion
has deep historic links to neighboring countries
and after the collapse of the Soviet Union the
region began expanding economic links with
them again. Proximity has brought investment
from neighboring countries into the region and
encouraged many locals to go and work in the
EU. That proximity has aso created a lucrative
smuggling industry, mainly focusing on cig-
arettes. The oblast’'s geography has limited its
exposure to fighting in eastern Ukraine, but in
July 2015 clashes between authorities and Right
Sector in Mukacheve connected to smuggling
damaged the oblast’s idyllic image.

Economically, Zakarpattia Oblast’s strong trade
links with the EU and limited trade with Rus-
siaput it in acomparatively good position com-
pared to other Ukrainian regions. Asthe general
economic situation has worsened, however, the
oblast has not been able to escape the effects of
diminished domestic consumption. Nonethe-
less, the oblast’s proximity to the EU and ex-
perience trading with the EU make it poised to
benefit from free trade under the Association
Agreement.

I ocated in western Ukraine, the Zakar-

To better evaluate the region’s economy indus-
tries in key sectors were identified to develop
a concise understanding of issues influencing
both large and medium enterprises. According
to a preliminary assessment based on economic
data, 5 sectors were the most prominent:

recreation and tourism
forest and timber industry

light industry
Zakarpattia

Oblast food industry (including wine

production)
transport services

wholesale and retail trade.

An overview of the specific characteristics and
dynamics of the regional economy has been as-
sembled to provide context for the qualitative
information found in the survey section.

ZAKARPATTIA OBLAST

Economic Overview

Zakarpattia Oblast generates 1.4% of Ukraine's
GDP (2013)®8, 0.9% of industria output
(2014) and 2.6% of total merchandise exports
(2014). Zakarpattia Oblast accounts for 2.2%
of Ukraine's total retail turnover. Economic
sectors contributing the most to regional gross
value added include: agriculture (14.0%), manu-
facturing (15.5%), wholesale and retail (15.9%),
transport (8.4%), education (9.7%) and medi-
cal treatment (5.9%). The region’s industry in-
cludes the following sectors. machine-building
(metal-cutting machine-tools, electric motors,
valves etc), food industry (wine, cognac, tinned
fruit, soft drinks and mineral water), textilesand
clothing, wood industry and the chemica and
petrochemical industry.

Zakarpattia's industrial output increased by
6.1% yoy in 2014 compared to 2013, but fell by
-15.7% in 1H2015 (Table 1). Growth in 2014
came from increased machine-building (11.6%
yoy), textile and clothing production (5.6%
yoy) and wood products (8.1% yoy). Computer,
electronic and optical production picked up by
42.0% yoy, and electrical equipment manufac-
turing by 6.2% yoy.

Machine-building isthe largest sector of the Za-
karpattia industry making up 45% of industrial
output in 2013, and 40.8% in 2014. Regiona
machine-building enterprises rely on manufac-
turing components and auxiliary equipment for
EU partners. Links with EU enterprises are also
a major part of the textile sector. In 1H2015,
production of both machine-building and textile
industries fell by -28.3% yoy and -14.5% yoy
respectively.

The average unemployment rate of the working
age population in the region went up from 8.2%
of the working-age population in 2013 to 9.6%
in 2014, and to 9.8% in 1H2015.

Trade overview

Exports of goods from the oblast rose by 6.4%
yoy in 2014, while imports of goods fell by

18 The latest available data.
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Figurel

Indices of industrial production, agricultural production and retail trade
in Zakar pattia Oblast during 2013-9M 2015 (cumulative data), % yoy
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-15.9% yoy (Figure 2). Merchandise exports,
however, fell in 1H2015 (-19.0% yoy). Re-
giona exports depend on EU markets, which
made up about 85% of total regional exportsin
2014. Most are conducted under tolling schemes
whereby goods are made using imported mate-
rials and Ukraine’s inexpensive labor, and then
exported to the EU (a common practice for ma-
chinery and electrical equipment, aswell astex-
tiles).

In 2014, exportsto the EU increased by 14% yoy
(Table 2). The EEU markets are the second most
important destination for regional export sup-
plies, however, they contracted by -25.6% yoy
in 2014 due to trade restrictions and the conflict
with Russia. The share of the EEU markets fell
from 18.6% in 2013 to 13% in 2014.
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Machinery and electrical equipment arethelarg-
est exports (63.9% in 2014), increasing by 6.6%
in 2014. Textiles, wood, furniture, and chemi-
cal exports aso grew. However, in 1H2015 per-
formance of al maor exports fell. Material re-
source processing and transport services are the
largest service exports. Both dropped in 2014
and in 1H2015, leading to an overall decrease
in regional service exports by -31.4% yoy and
-13.3% yoy respectively.

Zakarpattia’'s economy was a top oblast per-
former in 2014 and 1Q2015 because of its lim-
ited trade with Russian/EEU markets as well as

with the conflict zone in Ukraine, and its exten-
sive trade with EU markets.

ECONOMIC CONNECTIVITY IN UKRAINE



Figure 2

Dynamics of exportsand imports of goodsin Zakar pattia Oblast during
2013-9M 2015 (quarterly data), min USD (left scale) and % yoy (right scale)
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Survey

Of 41 businesses matching the selection crite-
ria, 26 agreed to be interviewed. Asin other re-
gions, respondents were suspicious of the inter-
views. Interviews were conducted during armed
conflict in Mukacheve between Right Sector
and authorities, making businesses less eager to
share information.

Number of responses by sector,
Zakarpattia Oblast
Food processing
Textile and clothing
Wood and furniture production
Wholesale and retail
Transportation and logistics

Other

— N e Y N

Of the 26 respondents, 8 were large business,
and 18 were medium sized businesses. The
food processing, textile, furniture producers,
wholesale and retail, and transportation sectors
were all included.

ZAKARPATTIA OBLAST
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Business climate

Political instability, growing production costs,
low demand on external and internal markets
are the biggest challenges for businesses in
Zakarpattia. Medium size businesses are also
concerned with the high tax rates effecting their
profitability. Electricity cuts are also a concern
for medium sized businesses. Large businesses
are engaged in international trade, and are con-
cerned about customs and trade barriers.

Infrastructure

Businesses reported problems with the supply
of electricity. Frequent breakdowns and low
voltage in the networks caused production in-
terruptions and equipment to breakdown. In-
creased electricity prices meanwhile add to
growing production costs. Six businesses re-
ported electricity issues that stopped their ac-
tivities, and 13 said they present a significant
difficulty.

Businesses reported intensively using road in-
frastructure for delivering goods both within
Ukraine and to EU countries. They reported
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that poor road infrastructure increased fuel costs
and vehiclerepair costs, increasing overall costs
from 5 to 20%.

Internal regulatory environment

Respondents believed that state economic de-
velopment policies are uncoordinated and create
challenges for business. Respondents not only
believed that Ukrainian officials did not have a
plan for the Ukrainian economy, but that short-
term solutions and constant tweaking of regula-
tory framework created instability that made it
hard for businessesto make plansfor themselves.

Issues with infrastructure
in Zakarpattia Oblast
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infrastructure

Water supply

Some difficulties
m Blocking business activities

= No problems
u Significant difficulties

Constant regulatory changes require businesses
to spend heavily to keep up with them. Busi-
nesses reported suffering from high taxes, in-
creased feesfor licensing and frequent audits by
regulatory bodies. Respondents wanted the reg-
ulatory framework to support exporters through
a simplified tax system, providing export loans,
adopting international standards and promoting
innovation and competitiveness. One respon-
dent believed the state should prioritize key sec-
torsand invest in their development and provide
preferential treatment to increase their exports.

Relationship with tax officials

Respondents said they deal the most with tax
authorities. They reported corruption in tax
collection that took advantage of complicated
procedures, lack of information, and constant
changes. Businesses specifically mentioned fai-
ures to return VAT, and the complicated systems
of taxes and fines.
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Interaction with various agencies,
Zakarpattia Oblast
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Despite the moratorium on tax audits, the major-
ity of respondents were audited and in absolute
majority of cases were expected to pay bribes.
Similarly, of the 23 businesses that went through
audits, 16 reported having to pay bribes.

The majority of respondents reported no sig-
nificant changes in officials’ work. Only five
respondents said they use only legal recourse
when there are difficulties with officials, not-
ing it usually takes longer and causes losses.
Others most often use connections to speed the
process or pay bribes. Medium-sized business-
es are more vulnerable to corruption. “It hasn’t
changed much. Corruption leads to 5% losses
every month,” one respondent said.

Companies reported delivery delays due to cus-
toms. One company estimated customs delays
cost them as much as 15% of their income. One
reason for lossesin agrarian sector reported by a
respondent was the need to issue an export cer-
tificate during grain transportation every time
vehicles are changed.

Licenses, permits and certificates

Constant changes in licensing procedures delay
the delivery of goods. One company reported
that due to the delay in certification they lost
UAH 80,000. Medium size businesses reported
longer waiting times for certificates and permits
In comparison with large businesses. For exam-
ple, to receive construction permits a medium
business must wait 45 days (as opposed to 30-35
days in case of large business). Difficulties in
obtaining permits and licenses means that brib-

ECONOMIC CONNECTIVITY IN UKRAINE



ery is common and expected. Problems with li-
censes can causes companies loss of up to 25%
of their profits.

Medium businesses are struggling to pay taxes
and fees for certification. One local wine pro-
ducer reportsthat they will not be able to pay for
the necessary license that now costs over UAH
200,000.

Access to financing/capital

Four businesses were refused loans by banks.
Four had bad credit history and one could not
provide enough collateral for theloan. One busi-
ness unable to acquire a loan could not buy ad-
ditional supplies and had to stop an investment
project to launch anew product and enter a new
market. About half of respondents reported that
lack of accessto credit preventstheir businesses
from growing.

Changes in business profitability

Businesses suffered as a result of decreased de-
mand on the internal market. Increased costs of
fuel, utility services and hryvna depreciation
hurt profitability. A textile company reported
Ukraine's supply of raw materias like wool,
cotton and linen had drastically decreased (by
70-90% in some cases), making the industry
dependent on expensive imports. Mid-size busi-
nesses reported difficulties paying suppliers and
contractorsaswell as creditors. One businessre-
ported having to lay off two thirds of their staff
to survive.

Labor force

Businesses faced challenges with staff leaving
to work abroad and being drafted into the armed
forces. Some businessesreported peopleresign-
ing from their positions or wanting to be hired
off the books to avoid being drafted through em-
ployers registries.

Trade climate

International trade

Half of the 26 respondents are engaged in ex-
port. Ten export directly and three through bro-

ZAKARPATTIA OBLAST

kers. On average over 52% of exportsgoesto the
EU. Twelve respondents export to the EU. Two
companies export 90% and 100% of their prod-
ucts respectively to Italy and other EU countries
(mainly, leather goods and women clothing).
Other products that are being exported to EU
include clothing, shoes, woodwork and food
products. Only 4 businesses exported to Russia,
averaging 14% of exports.

Comparison of import/export to EU
of Zakarpattya individual businesses,
in percentage

= Import Export

The EU is also the main source of imports. The
chart below analyzes the individua trade of
companiesin the sample. One company that ex-
ports 100% of its goods to the EU also imports
100% of its supplies from the EU, serving as a
production base in Ukraine. Few businessesin
the clothing production sector had importsto EU
countries equal to exports. The EEU and Tur-
key are other major sources of imports. Those
importers mainly produce shoes and clothing,
timber, food and beverages.

One internal barrier to international trade men-
tioned by respondents is implementation of the
Customs Code. According to the Code, busi-
nesses regularly engaged in international trade
should receive “Economic Operator” status.
This status allows for simplified customs pro-
cedures, priority customs inspection, opportuni-
ties of free storage, and exemption from goods
transit guarantees. The law came into force in
2012, abolished the mechanism for acquiring
this status.

In order to transport goods from the border to the
delivery point businesses have to provide aguar-
antee at customs. Previously companies could
receive general guarantees for the whole year.

81



Now changes in legislation mean companies
have to acquire guarantees on a case-by-case ba-
Sis, creating a massive obstacle for exporters.

In order to cover decreasein local Ukrainian de-
mand, one respondent increased their exports to
the EU by 25%. Transport and logistics com-
panies have been hit hard by low domestic de-
mand for goods and fewer goods imported from
abroad. Four companies reported decline or ter-
mination of al trade with Russia. One transpor-
tation company reported that Russian sanctions
stopped them from being able to ship to Russia
ending their exports. Previously 90% of their
sales went to Russia before the sanctions were
introduced. Another transportation company re-
ported decline in international trade because for-
eign partners were concerned about delivering
to Ukraine.

One large clothing producer reported they now
heavily import, asthereisashortage of Ukrainian
raw materials like wool, linen and cotton. They
areforced to import to sustain production, creat-
ing difficulties dealing with customs.

Trade with non-government-controlled
territory

Of 26 companies interviewed only five report-
ed that they traded in 2013 with territories now
not under Ukrainian government control. Those
companies are clothing producers, a food and
beverage producer and transportation and logis-
tics companies.

Large businesses reported losing partners and
clientsin theterritoriesnot under Ukrainian gov-
ernment control, but most were easily replaced.

Future potential

Zakarpattia businesses had worse expectations
for the economy of the country than for their
region or sector. Eighty percent of respondents
believe that Ukraine's economy will continue to
decline. The war in eastern Ukraine and loss
of the Russian market are the biggest reasons
for their pessmism. The lack of a strategic ap-
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proach to economic policy on the national level
1s another significant reason.

Some sectors and industries are more positive
about their future. They hope to attract investors
and open new marketsincluding the EU, US and
Middle East. Of those surveyed, five are report-
ing that they expect to shorten their production
and in the worst cases close their businesses.
Others see opportunities for stabilization and
growth in the future.

What is the future forecast...?
Zakarpattya

Sector

Ukraine I

0% 20%

Region

40% 60% 80% 100%

Decline Stagnation [l Growth B Hard to tell

Conclusion

Due to its geographic location, Zakarpattia had
good trade connectivity with the EU and has
been less affected by the current conflict than
other oblasts. While highly engaged in inter-
national trade, Zakarpattia trades mainly on its
location. Businesses either export raw materials
such as timber to the EU, or serve as a produc-
tion base for goods assembled from imported
materials and exported to the EU. These prac-
tices will likely expand under the Association
Agreement, but there is little value added to the
economy by these business models.

L ocal businesses aspireto do more, but arelimit-
ed by the shrinking of the Ukrainian market and
being shut out from the credit needed to enter
new markets. As elsewherein Ukraine business-
es look to the state for a plan to overcome these
obstacles, but consider the state to more often
hinder than aid their efforts despite the mutual
benefits of greater foreign trade.
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City is the capital of Ukraine and is sur-

rounded by Kyiv Oblast. The two are ex-
tensively interlinked economically and function
as a commercia hub for the country. Many of
Ukraine’smajor companies havetheir headquar-
tersin Kyiv and that dynamic combined with its
comparatively diversified economy and exports
have limited exposure to the current economic
recession.

I ocated in north-central Ukraine, Kyiv

To better evaluate the region’s economy in-
dustries in key sectors were identified in Kyiv
Oblast and Kyiv City to develop a concise un-
derstanding of issues influencing both large and
medium enterprises. According to a preliminary
assessment based on economic data, 8 sectorsin
Kyiv Oblast were the most prominent:

machine building
food industry
wholesale and retail trade
paper industry
Kyiv Oblast  Agriculture

transport services (airport,
rail, etc.)

construction industry

electricity power generation

7 sectors were the most prominent in the capital:

IT
financial and banking sector
wholesale and retail trade
. . real estate transactions
Kyiv (City)
professional, scientific and
technical activities

Transport

construction industry

An overview of the specific characteristics and
dynamics of the regional economy has been as-
sembled to provide context for the qualitative
information found in the survey section.

KYIV OBLAST AND KYIV CITY

Kyiv Oblast Economy

Kyiv Oblast accounts for 4.5% of Ukraine's
GDP (2013)%9, 4.0% of Ukraine’sindustrial out-
put (2014), 3.4% of total merchandise exports
(2014) and contributes 4.7% to Ukraine's total
retail trade. The following sectors were major
contributors to Kyiv Oblast’s gross total value
in 2013: agriculture (13.5% in 2013), manufac-
turing (13.4%), wholesale and retail (20.9%)
and transport (11.2%). Kyiv Oblast’s indus-
try specializes in machine-building (electronic
and electromechanical products, etc.) and met-
al-working, food (sugar, sunflower oil, milk,
butter, alcohol, starch, canneries, meat and poul-
try), electricity production, chemicals and pet-
rochemicals, woodworking, cellulose-paper and
construction materials (see Table 1).

Kyiv Oblast’s industry performed compara
tively well in 2014 and 1H2015. Regiona in-
dustrial output grew up by 1.6% yoy in 2014
(versus -10.1% yoy in Ukraine), while the drop
in 1H2015 was much smaller than elsewhere
(-1.3% yoy). The food industry, the biggest re-
gional industry, grew 33.4% in 2014 and 37.9%
in 1H2015 (Table 1). Despiteits overal positive
growth in 2014, food production fell by -7.9%
yoy in 1H2015, suffering downward pressure
from weakening domestic consumption and
trade restrictions on the Russian market.

Metal-working and metallurgical production
grew by 36.2% yoy in 2014 and 35.1% yoy
in 1H2015. Machine building observed weak
growth over 2013-1H2015 (-6% yoy in 2013 and
3.3% yoy in 2014, and 3.6% in 9M2015). Elec-
tricity production fell due to a shortage of gas
and coal supplies caused by the military conflict
in Donbass (-8.8% yoy in 2014 and -23.3% yoy
in 1H2015).

The average unemployment rate for the working
age population in the region went up from 6.4%
of the economically active population of therel-
evant age in 2013 to 8.1% in 2014 and down to
6.9% in 1H2015.

1 The latest available data.
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Figurel

Indices of industrial production, agricultural production and retail trade
in Kyiv Oblast during 2013-9M 2015 (cumulative data), % yoy
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Trade overview

Kyiv Oblast’s merchandise exports contracted
by 6.1% yoy in 2014 while imports fell 20.6%
yoy. The fall of exports started in 3Q2014 and
accelerated in 4Q2014 and 1Q2015 (by -17%
yoy each) (Figure 2). Kyiv region significantly
decreased its dependence on the EEU markets
over the last five years: while in 2010 about half
of regional exports went to the EEU markets, in
2013 it was 37% and in 2014 23% (Table 2). Re-
giona export supplies to EEU markets experi-
enced adramatic drop in 2014 (by -42.6% yoy).
Decline of suppliesto the EEU markets contrib-
uted the most to the overall drop in Kyiv Oblast
merchandise exports. Exports to the EU mean-
while grew 19.3% yoy and its share were up to
27.6% in 2014. Asian countries, however, were
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the main destination for regional exports (main-
ly agricultural products) in 2014, accounting for
31% of exports (up by 27.9% yoy in 2014).

Kyiv Oblast exports mainly consist of sunflow-
er oil, prepared foods, products of animal origin
and vegetables, wood products, paper, paper-
board and printed books, machinery and electri-
cal equipment, and plastic and rubber. In 2014,
most agricultural exports grew (except prepared
foods for the EEU markets), while wood prod-
ucts and paper, plastics and rubbers, machinery
(for the EEU markets) fell significantly. Region-
al service exports mainly consist of transport
services (about 65% in 1H2015) whose sharp de-
clinein 2014 depressed service exports by -20%
yoy and by afurther -51.9% yoy in 1H2015.

ECONOMIC CONNECTIVITY IN UKRAINE



Figure 2

Dynamics of exportsand imports of goodsin Kyiv Oblast during 2013-9M 2015 (quarterly
data), min USD (left scale) and % yoy (right scale)
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Kyiv City

Kyiv City isthe biggest contributor to Ukraine’'s
GDP (20.5% in 2013). It became the biggest
Ukrainian exporter in 2014, accounting for
21.3% of total merchandise exports (previous-
ly Donetsk Oblast was the export leader). 7.4%
of Ukraine's industrial output is produced in
Kyiv City (2014), and 13.9% of Ukraine'sretail
trade originates there. Kyiv’s gross value added
Is created by the following sectors. wholesale
and retail (26.3%), the manufacturing industry
(4.5%), information and telecommunication
services (10.9%), finance and insurance (13%),
professional, scientific and technical activities
(10%), real estate transactions (7.1%) and trans-
port (6.4%).

Kyiv City has the largest IT sector in the coun-
try. Kyiv’'s manufacturing industry meanwhile
consists of the food industry, the manufacture of
non-metallic mineral products, the pharmaceuti-
cal industry and machine-building.

KYIV OBLAST AND KYIV CITY
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+-change of imports, yoy

Kyiv City’s industrial production fell in 2013,
2014 and 1H2015 (about -10% yoy each peri-
od). The decline of food production (account-
ing for 40-45% of total industrial output in the
city) hurt growth. Food industry was forced to
deal with trade restrictions on the Russian/EEU
market (confectionary, milk and meat products,
beverages, etc.), and weakening domestic con-
sumption (due to the decline in real income).
Production of non-metallic mineral products de-
clined because of the downturn in the construc-
tion industry.

The machine-building sector contracted in 2013
and 2014 as a result of lower domestic and ex-
ternal demand. Due to shortage of gas and coal
supplies, production of electricity also declined.
The pharmaceutical industry improved its com-
petitiveness on domestic and foreign markets
due to hryvnia depreciation and increased its
output from 2013 to 2014, but turned negative
in 1H2015.
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Figurel

Indices of industrial production and retail tradein Kyiv City
during 2013-9M 2015 (cumulative data), % yoy
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Kyiv City has the lowest unemployment rate in
Ukraine. The average unemployment rate of the
working age population in Kyiv City went up
from 5.7% of the economically active popula-
tion of therelevant agein 2013 to 7.2% in 2014,
and down to 6.9% in 1H2015.

Trade overview

Kyiv City’s merchandise exports observed sharp
drops in 4Q2014 and 1H2015 (down by about
25% yoy) (Figure 2). Overal, in 2014 exports
of goods declined by 7% yoy, while imports of
goods fell by nearly a quarter.

The EU and Asian markets are mgjor destina-
tions for Kyiv City exports, accounting for over
30% each in 2014. Aided by the improved ac-
cessto the EU market, Kyiv’'s exports to the EU
increased by 10% yoy in 2014. Exports to the
EEU markets fell by -18.9% yoy (their share is
half of the EU’s or that of Asian countries).
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Kyiv City exports are dominated by agricultural
and food products, mainly grains and sunflower
oils and seeds (more than half of total Kyiv'sex-
ports in 2014) because major agricultural hold-
ings register their headquarters in Kyiv City.
Other important exports include machinery and
electrical equipment, chemicals, mineral fuels,
base metals and products, aircraft, ground trans-
portation vehicles, craft agents, polymers, plas-
tics and articles thereof.

Growth of exports of services also turned neg-
ative (-11.2% yoy in 2014 and -28.2% yoy in
1H2015). IT, telecom and information services,
transport and business services prevail in Ky-
iv’'s exports of services structure. Exports of IT,
telecom and information services had the larg-
est volumes in 2014 (31.1%) and were the only
service sector that kept positive growth in 2014
(7.0% yoy), but dightly decreased in 1H2015
(-3.9% yoy).

ECONOMIC CONNECTIVITY IN UKRAINE



Figure 2

Dynamics of exportsand imports of goodsin Kyiv City during 2013-9M 2015 (quarterly
data), min USD (left scale) and % yoy (right scale)
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Survey (Kyiv Oblast and Kyiv City)

142 enterprises matched the sample criteria,
with 65 of them in Kyiv City and 77 in Kyiv
Oblast. 16 interviews were conducted in Kyiv
city, 8 in Kyiv oblast and 2 with stakeholders
from the Oblast and City Administrations.

Number of respondents by sector,
Kyiv City and Kyiv Oblast

Wholesale and Retail
Transportation and logistics
IT and telecomunication
Finance and insurance
Machinery production
Real Estate

Food processing

— NN W W W W W

Agriculture

[a—y

Construction

Profesional and techincal 1
consulting

Textile and clothing 1

Pharmaceuticals 1

KYIV OBLAST AND KYIV CITY
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Kyiv businessis often included in research, thus
larger enterprises with the large PR departments
were more willing to be engaged in the survey.
Those who took part in the survey were eager to
provide detailed information.

Business climate

Businesses are suffering asaresult of hryvnade-
preciation and political instability. Both of these
factors limit consumers purchasing power and
investment. Currency fluctuation and exchange
and government imposed limits on foreign cur-
rency have hurt traders and driven some out of
business.

Infrastructure

The magjority of businesses deliver their goods
within Ukraine as well as to Europe and Cus-
toms Union countries using road infrastructure.
Worsening road infrastructure significantly in-
fluences business operations by increasing costs
and timefor delivery. One company reported that
there were higher risks of the crime on the road
when transport is moving slowly due to road
conditions. Businesses estimate that the cost of
transportation hasincreased by 3 or 4 timesin
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Issues with infrastructure
in Kyiv Oblast and Kyiv City
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the last 12 months due to poor roads and that is
has increased fuel and maintenance costs. Large
business are less affected as they have their own
large logistics units that are better able to deal
with these issues.

Shortage of electricity is also an issue. Machin-
ery producers reported that unplanned cuts dam-
age expensive equipment. The food processing,
real estate and banking sectors are also affected
by electricity cuts.

Internal regulatory environment

Businesses mentioned specific regulations hin-
dering their operations. For example, one busi-
ness stated the lack of regulation of e-commerce
made it more difficult for them to operate in that
arena. Another mediacompany stated that theban
on Russian produced content meant they weren’t
able to use content they had already bought and
were bearing losses as a result. The business en-
gaged in both export and import reported losses
dueto currency exchange limitations. When they
export their products, they have to exchange

Interaction with various agencies,
Kyiv Oblast and Kyiv City
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75% of the income into UAH and to import they
have to buy foreign currency again.

Kyiv-based enterprises are very critical of how
regulations are enforced by regulatory agencies.
Respondents that reported performing all oper-
ations as required by law complained about the
length of various legal procedures. “We would
be able to solve the issue in a minute if we
would pay an extra USD 1,000, but instead we
choose to do things officially and it takes a long
time,” said one respondent. Other respondents
acknowledge being forced to pay bribesto judg-
es and to the ecological agency upon inspection.
In order to protect their rights in the face of reg-
ulatory bodies, companies require large legal
departments to deal with the courts.

The magjority of respondents said that there were
no significant changes in the work of regula-
tory agencies. One respondent mentioned new
inspections, including of outdoor advertise-
ments and KyivGaz gas system checks. Only
five respondents reported some minor positive
changes, described as “more accurate” or “less
impudent” behavior, but said bribes were till
required for smooth and quick turnaround.

Taxation officials

As in other oblasts, tax agencies have the most
influence on business operations. While working
with the tax administration businesses often deal
with complicated procedures, long wait times
and lack of information about requirements and
changes.

Three respondents reported incidents when the
tax administration unlawfully seized funds from
them. One company said they had to fight in the
court for two years for UAH 2 million that was
only recently returned them, which due to the
exchange rate is now worth much less. Another
respondent reported that when the new electron-
ic VAT system was introduced UAH 3 million
disappeared from their account. A third compa-
ny says that even after a court decision in their
favor the tax administration continues to pursue
the same “tax debt” and conduct audits and in-
spections concerning this debt.

ECONOMIC CONNECTIVITY IN UKRAINE



Licenses, permits and certificates

One company reported delays with export and
import licenses, but said they did not create
many problems. This business also reported
long waits for licenses for business activities
from 90 to 700 days. To receive a construction
permit respondents reported it took between 21
and 30 days. It took 7 days to receive either an
import or an export license. Four respondents
reported that in cases of public procurement of -
ficials expect bribes of 10-50% of the value of
the contract.

Access to financing/capital

No respondent reported being denied a loan,
however, a shortage in financing has hit the
banking, real estate and retail sectors. Banks are
not able to provide better |oans rates because of
the shortage of capital in Ukraine and an inabil-
ity to access foreign markets.

Changes in business profitability

Businesses reported decreased profitability be-
cause of decreased purchasing power as aresult
of the unstable hryvnia, which makes it difficult
to sell goods locally when goods or supplies
need to be purchased abroad.

A milk producer reported that since their goods
are legally classified as “socially important” and
their pricing subject to state regulations they can
only raise price by 1% amonth, making produc-
tion unprofitable.

Labor force

Businesses reported that the payroll tax has
increased from 17 to 22%, increasing their ex-
penses. Companies said inflation and currency
depreciation created pressure to increase wages,
but said finding the necessary funds was diffi-
cult. “Weraise our salaries by 15-20% annually,
but this year it will be very difficult,” one media
organization in Kyiv said.

A large logistics company employing over
15,000 people across Ukraine said it is becom-
ing difficult to find personnel who will work
officially. Younger men don’t want to be em-
ployed officially because men are drafted using
employers records. Businesses stated that draft
practices via the workplace were unfair because

KYIV OBLAST AND KYIV CITY

companies that legaly employ personnel and
pay all taxes are more affected than companies
that employ their personnel off the books.

Three organizations said the crisis improved
the personnel situation as now more people are
looking for jobs. All three companies represent
Industriesthat does not requirethe highly trained
staff such as logistics and retail. However, 1T
companies experience problems finding quali-
fied personnel as many leave to work abroad.

Trade climate

Half of the businesses interviewed export either
directly or indirectly, and half of business di-
rectly import supplies or goods. The exporters
sales are distributed equally among Russia, the
EU, and Moldova/Georgia/Azerbaijan with the
majority of sales happening on the local market
(on average 60%). Three exporters reported de-
creased Russiasales ranging from -1-25%. One
of these companies reported replacing Russian
exports with export to the EU.

The mgjority of imports came from the EU. The
importers represent businesses from machinery
production, retail and wholesale, IT and tele-
communication.

Before the conflict, Kyiv-based business was
engaged in the trade with territories not current-
ly under Ukraine’s control. With the conflict,
businesses|ost on average 8% of salesin Crimea
and 10% of sales in Donbas. A few business-
es from Kyiv had suppliers in Crimea and the
non-government-controlled Donbas, but they
said the percentage was insignificant and these
losses did not influence business performance.

International trade

Businesses reported that a law requiring them
to convert 75% of foreign currency to hryvnia
hurt business by requiring them to covert again
to make new imports.

Most chalenges concerned Ukrainian regu-
lations, but there were also issues with EU re-
guirements. For example, there are different re-
quirements in the EU and Ukraine for cosmetic
products and no assistance in navigating those
differences. A food processing business also re-
ported that EU quotas on chicken eggs limited
their ability to export.

91



Businesses planned to enter new markets, in-
cluding in Brazil, Kazakhstan, the EU, the US
and Australia. Companies are taking part in in-
ternational trade fairs and explore these perspec-
tive markets and their regulations.

Two respondents had negative expectations for
the effect of EU DCFTA implementation on their
business. A representative of an interior design
company believed that the Association Agree-
ment will make people poorer and less people
able to afford their services. Positive views of
the DCFTA focused on the potential for more
clients and increased variety of suppliers.

Thirteen businesses reported a decrease in ex-
port to Russia, but the effects of this decrease
did not significantly affect business operations.

Trade with Ukrainian
non-government-controlled territories

Due to the conflict, businesses lost clients and
partners in Crimea and non-government-con-
trolled territoriesin the Donbas. Many had closed
their offices there and lost their assets. In some
cases, business partners located in these areas
ceased to exist. Banks have reported that they
have stopped operating in the uncontrolled terri-
tories and carried losses, as they lost their prop-
erty and assets there. One respondent reported
closing 130 offices in uncontrolled territories in
the Donbas, about 15% of their network.

One businesses in agriculture sector said they
continue to work with partners in the uncon-
trolled territories but this is very problematic.
One of the telecommunications provider report-
ed that they still work with Crimean suppliers
and partners, but have stopped cooperation with
the uncontrolled territories in the Donbas.

Future potential

More than 40% of respondents negatively eval-
uate Ukraine’s general economic situation. The
consider state of hostilities in the east to be the
major determining factor for the economy. They
expect recovery in the mid term after reforms
have been implemented.

Expectations for Kyiv City and Kyiv Oblast are
more positive then for the country overall.
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Respondents believed that with both function-
ing as centers for investment and with a large
well-trained workforce, businesswould fair bet-
ter than in the country as awhole.

The sectoral assessment varies based on field.
The IT sector is the most positive about its fu-
ture with al three respondents in this sector ex-
pressing positive expectations for future growth.
The other sectors that are mainly positive in
their assessment of the futureinclude machinery
production, agriculture and logistics companies.

The most pessimistic prognosis come from re-
spondents from the banking and insurance as
well as consulting sectors.

Conclusion

Both Kyiv City and Kyiv Oblast suffered from
the general economic decline, but have a unique
position as centers for business in the coun-
ty. Both have high connectivity with all other
oblasts. Loss of exports to Russia hurt the econ-
omies of both, but strong trade ties with the EU
and Asia helped to minimize damage.

Kyiv based business see opportunities for the
future of international trade in the sector of ag-
riculture, 1T, machinery production and raw ma-
terials. While many see the EU market as the
top priority, there is skepticism that Ukrainian
companies will benefit from the DCFTA imple-
mentation. Some companies instead are looking
to expand into China, Russia, US, India, Africa,
Kazakhstan and Turkmenistan.

Kyiv-based business emphasized the need of
rapid improvements of the legidative frame-
work. Specifically, reducing corruption, reform
of public services, deregulation of business and
decrease and simplification of taxes.

ECONOMIC CONNECTIVITY IN UKRAINE
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Poland, Lviv Oblast is one of Ukraine's

key gateways to the European Union. Its
location has given its strong export links to the
EU and the potential to profit from the Associ-
ation Agreement. Since fighting began in east-
ern Ukraine its comparable stability has made
it apopular destination for Internally Displaced
Persons (IDPs) and a center for new enterpris-
es in Ukraine as investment also shifts west in
search of stability. Itspositionin relationship to
the EU makes Lviv Oblast a potential staging
ground for a Ukrainian economic recovery, if
aplan for economic development in the frame-
work of the Association Agreement can be put
into place.

I ocated in western Ukraine and bordering

The region has a comparatively diverse and
dynamic economy despite struggling with the
same infrastructure challenges that plague all of
Ukraine. To better evaluate the region’s econo-
my industries in key sectors were identified to
develop a concise understanding of issues in-
fluencing both large and medium enterprises.
According to a preliminary assessment based on
economic data, 10 sectors were the most prom-
inent:

recreation and tourism
food industry

forest and timber industry
coal mining industry

Lviv Oblast transport services (rail, etc.),

wholesale and retail trade
financial and banking sector

chemical and oil refining
industry

real estate transactions

A review of the overal trends for the Lviv
Oblast follows to provide an empirical basis for
survey respondents’ replies. A comprehensive
review of responses from large and medium size
enterprises in the Lviv Oblast follows. Special
attention has been given to providing not only
an overview, but areport that takes into account
important outliers and sector specific issues.

LVIV OBLAST

Economic Overview

According to the latest available data, the Lviv
Oblast is responsible for 4.2% of Ukraine's
overal GDP (2013) and 3.0% the nation’s over-
al industrial output (2014). Lviv Oblast’s
greatest contribution to the economy are in man-
ufacturing (10.8% in 2013), agricultural (8.6%),
wholesale and retail (16.7%), transport (9.4%),
education (8.5%) and information and telecom-
munication services (5.3%).

The Lviv Oblast’s information and telecommu-
nication service sector is second only to Ky-
IvV’s in Ukraine. The food processing industry,
machine-building, cellulose-paper production,
the printing industry, textile manufacturing and
mining industry are also significant. In the man-
ufacturing sector, the largest industry is food
processing, accounting for nearly 30% of the re-
gion’sindustrial output. Because of the strength
of these different sectors Lviv Oblast has one of
Ukraine’s most diversified regional economies.

Prior to the Maidan protests at the end of 2013,
Lviv Oblast’s industrial output was general-
ly stable. In 2013 it showed modest growth
(+1.2%), but downturn in 2014 (-2.8%) extend-
ed into the first half of 2015 (-1.8%). In contrast,
The food processing and mining industries have
stayed steady since 2013. A strong harvest in
2014 bolstered the food processing industry. De-
mand for coal from the region’s mines rocketed
after fighting in eastern Ukraine causing coun-
try-wide coal production to drop by 70%. The
textile industry also saw growth through 2014
as demand for their goods remained strong in
the EU aided by comparatively low production
costs.

Despite areas of growth, unemployment isama-
jor issue. The average unemployment rate for
the working age population climbed from 7.5%
in 2013 to 9.0% in the first half of 2015.

Trade Overview

Overall, exportswitnessed asteady declineinthe
second half of 2014, worsening in the first half
of 2015, with the first quarter seeing a -28.7%
decline and the second a -19.7% drop (see Fig-
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Figurel

Indices of industrial production, agricultural production and retail trade
in Lviv ablast during 2013-9M 2015 (cumulative data), % yoy
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ure 2). Imports saw an even more marked de-
cline, with a -28.8% decline in the first quarter
spiral into a-42.9% drop in the second.

The share of the region’s exports headed to the
EU has gradually increased with 72.2% of the
Lviv Oblast’s exports in 2014 going to the EU
thanks to improved access and relaxed trade
barriers. A mgjority of exports from the region
are either reprocessed raw materials or semi-fin-
ished goods, like those from the textile or ma-
chine-building industries, accounting for 43.9%
of the regionstotal exportsin 2014.

The EEU market observed a sharp -23.1% de-
clinein 2014, falling to only 16% of theregion’s
exports.

Regional service exports are dominated by in-
formation and telecommunication services ac-
counting for 28.9% in 2014, while transport and
transit accounted for 18.8%. IT, which promi-
nently relies on outsourced work, was the only
industry to exhibit continuous growth from 2013
through the second half of 2015.
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Survey

A total of 27 interviews were carried out with
businesses in the Lviv Oblast. Nine were con-
ducted with representatives of large enterprises
and eighteen with SMES. Two interviews were
conducted with local authorities, including an
official of the Lviv City Council Administration
and an official from the Lviv Chamber of Com-
merce.

The interviews were conducted in multiple sec-
torsin the Lviv Oblast, focusing on the region’s
primary sectors, including the food processing
industry, construction, real estate and the chem-
ical and oil reprocessing industry.

Business climate

Businessesin the Lviv Oblast ranked poor trans-
portation infrastructure and political instability
as top threats to their growth.

Additionally, large enterprises struggled to make
up for lost domestic demand as the economy fell

ECONOMIC CONNECTIVITY IN UKRAINE



Figure 2

Dynamics of exportsand imports of goodsin Lviv Oblast during 2013-9M 2015 (quarterly
data), min USD (left scale) and % yoy (right scale)
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Machinery production

into a deep recession in 2014, while medium
size enterprises felt squeezed between high tax
rates and growing production costs.

Across the economy rising production costs
have hurt regional businesses asthey struggle to
anticipate local demand and prices of materials.

LVIV OBLAST

@-change of exports, yoy

=¢=change of imports, yoy

Barriers on trade with Crimea and the Donbas
have also cut off previously lucrative domestic
trade. Large businesses specifically cited mili-
tary conflict as taking a serious toll on their op-
erations.

Infrastructure

Large businesses reported difficulties securing
access to the needed volume of electricity. None
cited the cutsor limitationsas prohibitiveto their
work, but the issue is one of growing concern.
Limitations were mainly due to shortages cre-
ated by electricity distributors' input problems.

Issues with infrastructure, Lviv Oblast
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Water supply
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Some difficulties
m Blocking business activities

= No problems
m Significant difficulties
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Large enterprises were concerned about the state
of transport infrastructure. Three large food pro-
cessing companies stated poor infrastructure
served as an internal barrier to the smooth con-
duct of business. One businessin the hospitality
industry reported that the poor state of trans-
portation infrastructure prevents their business
from operating at full capacity.

Nearly half of al medium size respondents
cited issues with having their electricity needs
met, with two reporting that accessto electricity
was a serious obstacle to conducting business,
though not prohibitive.

Nine of the medium size enterprise said that
transportation infrastructure was in very poor
condition and was an obstacle to their opera
tions. The effects were felt by an array of di-
verseindustries, including an extractiveindustry
business as well as those working in healthcare,
transportation and logistics services, plastic and
oil reprocessing and wholesale and retail indus-
tries.

A construction company even reported that
transport infrastructure was so poor that it pre-
vented them from conducting business because
of the dangers presented by moving heavy ma-
chinery and construction goods on the poorly
maintained roadways.

Internal regulatory environment

Over haf of the large businesses interviewed
reported considerable difficulty properly report-
ing information to the tax authorities due to the
multitude of unclear new rules and regulations.
A construction company commented that the
lengthy and complicated procedure involved
in legally securing building permits often set
the company’s projects several months behind
schedul e before they even began.

Both large and medium size enterprises took
note of the limited attempts to reduce bureau-
cracy. None of the large enterprises surveyed
reported seeing a noticeably positive change in
the internal regulatory environment, citing the
current regulations in place in their respective
sectors as remaining largely unchanged.
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For their part, a mgority of medium size enter-
prises described experiencing only moderate
difficulty in securing the proper permits and li-
censes for their businesses. No other specific is-
sues were singled out among them, but nor were
there improvements over the past 12 months.

Access to financing/capital

Four large compani esreported applying for loans
over the past 12 months, though only two were
able to secure financing. Both reported that proj-
ects had to be halted while they waited for their
applications to be approved. One respondent, a
textile manufacturer, reported having their ap-
plication for aloan denied by a bank, which led
to the company being unable to purchase needed
equipment and additional materials, hampering
their ability sell goods.

Of the three medium sized companies that ap-
plied for loans, all three failed to open lines of
credit. One company, from an extractive in-
dustry, attempted to secure a loan through the
Chinese Development Bank, but after asking
for a state guarantee on the loan (required un-
der Ukrainian law), the government required it
to pay for the responsible state expertise service
to review their work which made costs prohibi-
tive. Consequently, several jobs were lost at the
company after the project was cancelled. Anoth-
er extractiveindustry business applied for aloan
at alocal bank, but after being told that it would
be subject to a 30% interest rate, they moved on
and successfully secured a loan from a foreign
financial institution at a more reasonable interest
rate.

ECONOMIC CONNECTIVITY IN UKRAINE



The number of large enterprises interested in
seeking financing and additional capital in
the near future was relatively high in the Lviv
Oblast, signifying a cautious optimism that the
economic situation would improve. Demand for
additional financing was not a primary concern
for most medium sized businesses, but the stand-
ing obstacles, particularly risk adverse banks
or the excessively bureaucratized procedures a
company needs to go through to receive a for-
eign loan, are especially powerful deterrents for
medium sized businesses seeking to invest in
their operations.

Changes in business profitability

Of the six large companies who reported |osses,
two attributed their loses to losing the Russian
market as a consequence of rising associated ex-
penses, whether it be in inputs or transit costs,
and their inability to remain competitive with
other companies outside of Ukraine due to a
weakened hryvnia

For their part, medium sized enterprises also
pointed to growing production costs, in com-
bination with decreasing demand (particularly
for those companies doing business with Rus-
sia) as initially driving down profitability. Now
that they have begun refocusing their business
on the domestic market they have seen gradual
improvement.

In addition, medium sized companies cited ade-
cline in domestic demand and delaysin VAT re-
funds as issues that limited companies’ resourc-
es for further growth and development. While
lower domestic demand was a concern for them,
issues with restrictive policies or new policies
not being fully implemented were viewed as be-
ing of equal or greater concern by nearly half of
the medium sized enterprises surveyed.

Labor force

Three large businesses reported losing employ-
ees to military conscription, whereas three oth-
er companies, from the pharmaceutical, IT and
telecommunications, and construction indus-
tries reported significant difficulty finding qual-

LVIV OBLAST

ified employees to fill open positions. The IT
and telecommunications company reported that
a large proportion of qualified candidates regu-
larly emigrate to the EU, where there are more
competitive wages and better opportunities.

Despite rising costs and a drop in profitability,
nearly half of the large businesses increased the
size of their staffs, with cuts being made at less
than athird of all companiesinterviewed. While
the economic climate had affected some large
companies negatively, most expected a gradu-
al recovery that would allow them to maintain
their current level of employees or expand.

Nearly 60% of medium sized enterprises report-
ed having little or no difficulty finding qualified
employees. However, companies from the real
estate, rubber and plastic manufacturing, furni-
ture manufacturing and transportation and logis-
tics service sectors, said they had significant dif-
ficulty in finding qualified new employees due
to the skillsrequired.

Trade Climate
International trade

None of the large enterprises interviewed said
they suffered from any formal or informal trade
barriers with Russia, largely because most of
them had not previously done business in Rus-
sia. However, two that previously exported to
Russia said they voluntarily ended those com-
mercial arrangements over the past 12 months
due to the armed conflict in eastern Ukraine and
the annexation of Crimea.

Medium sized businesses reported greater dif-
ficulties. One company previously relied on an
American laboratory located in Russia to con-
duct analysisfor them. Following the occupation
of Crimea and the outbreak of the conflict in the
Donbas, they continued to use the laboratory’s
services, but getting their samples through the
Ukrainian-Russian border became much more
difficult and time consuming.

Three other medium sized businesses that pre-
viously exported or imported goods to or from
Russia, cited several issues preventing them
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from doing business. One company noted that
their former business partners were not honor-
ing contracts leading them to sever ties. Anoth-
er noted that a moratorium on importing certain
goods set by the Ukrainian government meant
that the beneficial two-way trade previously en-
joyed by both parties in the past had al but dis-
integrated.

Half of large enterprise respondents held a pos-
itive view of the Association Agreement, noting
that it would open new markets and push them
to improve their own products' standards. While
the medium sized enteprises surveyed were not
actively trading with the EU, nine companies
were very enthusiastic about the Association
Agreement and the potential for deeper econom-
ic ties and growth.

One large company from the wholesale and re-
tail sector took adecidedly negativeview, stating
that the rising level of competition from neigh-
boring countries like Hungary and Poland had
aready led to the closure of many local busi-
nesses, something they expected to continue as
the Ukrainian market opened up to the EU. This
stance was echoed by two medium sized busi-
nesses, one from the wholesale and retail sector
and a furniture manufacturer, who believed that
increased competition would be bad for busi-
ness and would lead to local businesses closing.

Of the large and medium sized companies that
held a positive view of closer ties with the EU,
none had any specifics on how precisely they or
their respective sectors would positively impact
their business or the economy in either the short-
term or long-term.

Trade with non-government-controlled
territory

Of the three large businesses that previously
sold their goods to Crimea and the non-gov-
ernment-controlled territories of the Donbas,
only one maintains minor ties with clients in
the region. Currently they are seeking new op-
portunities in Moldova and the EU, albeit with-
out any concrete strategy at present. Two other
large enterprises reported that as a result of the
conflict they have successfully secured more cli-
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ents from central Ukraine and also from com-
panies that have moved out of the non-govern-
ment-controlled territories.

For large businesses, a shift in focus to the do-
mestic trade market is the most promising for
nearly every sector in the Lviv Oblast as they
remain largely competitive with other regions.

Only four medium sized businesses traded
with the non-government-controlled territories,
though among them, it accounted for no more
than 8% of their overall domestic trade. Where-
as two medium sized businesses made up their
losses, the other two replaced their former cli-
ents in the non-government-controlled territo-
ries with clients who had left the regions and
moved their offices to Lviv.

Many large enterprises expect the domestic
trade environment to improve for them, partic-
ularly where the domestic market continues to
have shortages. Medium sized enterprises were
more cautious, feeling the overall economy had
to improve before they would see any sustained
growth.

Future potential

When looking at the future of Ukraine as a
whole, athird businesses interviewed were very
critical of the current government, its policies
and the absence of deep and comprehensive re-
form. Even where positive reforms have been
madeinto law (e.g. e-governance), implementa-
tion has been uneven or non-existent. There was
little confidence among these companies that the
government would take measures that business
would view as adecisive step away from corrupt

What is the future forecast...? Lviv

Sector
Region

Ukraine

0% 20% 40% 60% 80% 100%

Decline Stagnation ™ Growth ™ Hard to tell
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practices. With regard to the country’s economy,
a majority of respondents felt that it would ei-
ther stagnate or witness further decline.

Lviv Oblast businesses were more optimistic
about the region's economy, which nearly a
third of respondents felt would see some growth
in the near future. Citing a better relationship
between the state and business, particularly in
Lviv City, business believed that foreign invest-
ment would become more readily available, cit-
ing how the region’s image has improved over
the past couple of yearsin the eyes of investors,
particularly from the West (i.e. the European
Union, the United States and Canada). Those re-
spondents who held a more pessimistic outlook
pointed to corruption at multiple levels, both re-
giona and national, as a limiting factor when it
came to attracting new investment and helping
the economy return to growth.

A majority of businesses from the Lviv Oblast
were not optimistic about their respective sec-
tors' future, predicting continued stagnation or
decline. They listed two standing issues: a weak
national currency and the diminished purchas-
ing power of consumers. At the same time, half
of the businesses interviewed expressed a great
deal of optimism about deeper trade ties with
EU member states and the West as a means to
improve the standing of their own businesses.

Conclusion

The Lviv Oblast has witnessed its overall eco-
nomic connectivity grow domestically as a re-
sult of the armed conflict in eastern Ukraine,
though large and medium size enterprises aike
pay little thought to improving their connectivi-
ty with neighboring countries, despite their bor-
der with the EU.

LVIV OBLAST

Of the sectors surveyed, manufacturing (tex-
tiles and machine-building) has some of the best
potential to increase their exports as they have
already developed ties with clients in the EU.
Their goods either meet or could easily be mod-
ified to meet the basic standards set by the EU,
though the lack of strategic planning in this di-
rection by this sector seemsto indicate that these
potential markets are considered out of reach,
even if they are not.

The health of the food processing industry in the
region, which relies primarily on the domestic
market (except for consumable plant-based oils
like sunflower oil) is witnessing new opportuni-
ties as the conflict opens new domestic markets.

The IT sector, which 1s much more flexible in
terms of how it operates and how it can sell its
services, exhibits some of the most dynamic po-
tential economic connectivity not only within
Ukraine, but globally. Despite the emigration of
qualified specialists in this field, successive gen-
erations and an increasingly competitive domes-
tic IT sector suggeststhat itsrelative importance
will only grow, though only if taxation and regu-
lations allow the sector to become continuously
more competitive.

As one of the most diverse regions economical-
ly, the Lviv Oblast has exhibited a great deal of
resilience since 2013, particularly since the con-
flict in eastern Ukraine and the annexation of
Crimea have had little bearing on the surveyed
businesses of the oblast. While its unique geo-
graphic position and the experience traditionally
strong sectors may not be replicable across the
country, the respective sectors drive towards
improving its reach domestically would benefit
from policies that promote domestic trade and
efforts to improve the very real physical infra
structure challenges faced throughout the region.
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Oblast with the port of Odesa is one of

Ukraine's gateways for imports and ex-
ports. As instability has grown in other parts
of the country, and especially after the loss of
Crimea's ports, the oblast's economic impor-
tance has only grown. The Odessa Oblast has
also seen its own instability, culminating with
the deaths of over 30 pro-Russian activists on
May 2, 2014 when the Odessa City trade union
house was set on fire during clashes between
pro-Russian and pro-Ukrainian protestors.
Though frustration looms over incomplete in-
vestigations into those killings, the appointment
of former Georgian President Mikhell Saakash-
vili as Odessa Oblast governor has created a
new wave of economic optimism in the oblast
unseen elsewhere in Ukraine. Though the Odesa
Oblast isfaced with similar economic problems
as elsewhere in the country, Saakashvili’s clear-
ly articulated and publicized program of reforms
has made businesses believe the Odessa Oblast
will be able to more quickly return to growth
than the country as awhole.

I ocated in south western Ukraine, Odesa

To better evaluate the region’s economy indus-
tries in key sectors were identified to develop
a concise understanding of issues influencing
both large and medium enterprises. According
to a preliminary assessment based on economic
data, 5 sectors were the most prominent:

transport services

food industry
Odessa

Oblast agriculture

chemical and oil refining industry
recreation and tourism
An overview of the specific characteristics and
dynamics of the regional economy has been as-

sembled to provide context for the qualitative
information found in the survey section.

Economic Overview

The Odesa Oblast is one of Ukraine's major
transit points for cargo, accounting for 4.6% of

ODESA OBLAST

Ukraine's GDP (2013), 2.5% of its overal in-
dustrial output (2014) and 3.3% of itstotal mer-
chandise exports (2014). In 2014, theoblast’sre-
tail trade made up 6.9% of the nation’stotal. The
oblast’s transportation sector, particularly mari-
time transportation viathe oblast’s eight portsis
the region’s highest val ue added sector, account-
ing for 18.7% (2013) of the oblast’'s GDP. The
transportation sector is followed closely in GDP
contribution by wholesale and retail (15.4%),
as well as agriculture (9.7%), manufacturing
(9.4%) and read estate (8.4%).

Industry in the Odesa Oblast consists of three
primary sectors: the food industry, the chemical
and oil reprocessing industry, and machinery.
Thefood industry accounts for about 30% of the
oblast’s total industrial output, primarily pro-
ducing sugar, oil and fats, processed vegetables,
wine and food concentrates. The oblast’s chem-
ical and oil reprocessing industries, contributed
17.9% and 4.7% respectively to Ukraine’'s 2014
industrial output. They principally produce min-
eral fertilizers, chemical detergents, varnish-
and-paint, plastic wares and industrial rubber
goods. The machinery industry, focusing on
metal-cutting machine-tools and shipbuilding,
made up of 9.4% of the oblast’s industrial out-
put in 2014.

Industrial and agricultural output in the Odesa
Oblast only declined by 0.6 and 0.3% respec-
tively in 2014, but deteriorated in the first half
of 2015, falling -5.1% in industrial and -24.4%
in agriculture output. The oblast’s food industry
grew by 13.7% in 2014, atrend that continued in
the first half of 2015. The chemical industry fell
-15.2%, machine-building by -6.5%, and met-
alworking by -22.1% in 2014. Cargo transpor-
tation, reflecting a fall in domestic demand and
exports, fell -5.7% in 2014, but showed recov-
ery in the first half of 2015, climbing +17.57%.

The average unemployment rate for able bodied
working age individuals in the oblast climbed
from 5.7% in 2013 to 7% in 2014 and the first
half of 2015.
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Figurel

Indices of industrial production, agricultural production and retail trade
in Odesa oblast during 2013-9M 2015 (cumulative data), % yoy
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Trade Overview

Exports in the Odesa Oblast grew 9.3% overall
in 2014 despite a considerable -23.6% drop off
in the final quarter of 2014. The Odesa Oblast
successfully substituted export losses on the
EEU market with exports to the EU market. As
exports to EEU countries fell -44.7% in 2014,
exports to the EU increased by +36.6%. As a
result, exports destined for the EEU fell from
14.8% in 2013 to 7.5% in 2014, dipping to 6.2%
by mid-2015.

Meanwhile, the share of the oblast’s total EU
exports grew from 20.5% in 2013 to 25.7% in
2014, though fell to around 20% in the first half
of 2015. Asian markets continueto play asignif-
icant role for the oblast’s exports, accounting for
40.5% of the oblast’s exportsin 2014.

Theagricultural and the food industry continued
to be a bright spot for the Odesa Oblast econo-
my. Agricultural and food exports strong per-
formance in 2014 is attributed to record 42.3%
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growthin 2014, making up 55.6% of the oblast’s
total exports. Chemical, machinery and metal-
work exports dropped off approximately -20%
each over the same period, partly as a result of
lower demand on the Russian market. The over-
whelming share (about 90%) of the oblast’s ser-
vice exports are in the transportation sector, spe-
cifically maritime transportation. Transportation
servicessteadily declined by -12.3%in 2014 and
by -14.9% in the first half of 2015, leading to the
oblast’s overall service exportsto fall -14.4%in
2014 and a further -17.4% by mid-2015.

Survey

While a preliminary screening identified 47
businesses matching the sample criteria, only
15 interviews were possible to arrange, break-
ing down to 4 with large enterprises and 8 with
SMEs. The appointment of a new regional gov-
ernor for the

Odesa Oblast, the former President of Geori-
ga Mikhell Saakashvili, in May 2015, received

ECONOMIC CONNECTIVITY IN UKRAINE



Figure 2

Dynamics of exportsand imports of goodsin Odesa Oblast during
2013-9M 2015 (quarterly data), min USD (left scale) and % yoy (right scale)

1200

1000 -

800

600

400

200

1Q2013 2Q2013 3Q2013 4Q2013 1Q2014 2Q2014 3Q2014 4Q2014 1Q2015 2Q2015 3Q2015

I exports E imports

Source: Sate Satistics Service of Ukraine

Number of responses by sector,
Odesa Oblast
Transportation and Logistics 5
IT and Telecommunications 3
Wholesale and Retail Industry 3
Agriculture or Forestry sector 1
Hotels and recreation 1
Food processing 1
Other 1

mixed reactions from the local business com-
munity. The changein regional leadership made
businesses more reluctant to participate in in-
terviews, in part due to the anti-corruption pro-
gram of Saakashvili and the political upheaval
that followed in the regional state agencies, par-
ticularly the Odessa Oblast General Prosecutors
Office and the State Customs Service.

Interviews were conducted in key sectors for
Odessa Oblast, including transportation and |o-
gistics services, the IT and telecommunications
sector, the wholesale and retail industry, food
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processing industry and the agriculture and for-
estry sector. The maority of interviews were
conducted with businesses that had fewer than
100 employees.

Business climate

Political instability and the threat of renewed
armed conflict in the country ranked highly
among both large and medium sized enterprises
concerns, with over half of survey respondents
citing those risks. While not ranking anywhere
in the top 10 concerns of large enterprises, me-
dium sized enterprises cited the poor state of the
region’s transportation infrastructure and infra-
structure in general as a key issue for business.
Over half of the respondents also reported low
domestic demand as another significant issue.

75% of large and medium sized enterprises cited
the new restrictions on trade with the Donbas
and Crimea as a significant issue for their opera-
tions over the past 12 months.
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Infrastructure (transportation,
electricity, water etc.)

Issues with Infrastructure, Odesa Oblast
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With the exception of four companies, al re-
spondents reported moderate to serious concern
about the poor state of the region’s transporta-
tion infrastructure. Medium sized companies
cited poor transportation infrastructure as sig-
nificant obstacles to doing business. Two said
the situation was so dire that at timesit prevents
them from doing business at all. For example,
delivery vehicleswill simply refuse to make de-
liveries to certain areas, particularly rural areas,
where road disrepair risks seriously damaging
vehicles.

While no medium sized enterprises reported any
issues with electricity, three large enterprises
reported electricity shortages over the past 12
months. One business stated the shortages were
caused by an outdated grid unable to meet de-
mand and badly needing upgrades.

Internal regulatory environment

Three businesses reported that high tax rates
negatively affect their business. The two large
business respondents specifically criticized to
the high payroll taxes that amounts to nearly
45% that they are required to pay for any full-
time employee. 25% of al respondents cited
poor administration of the VAT system as one of
the most serious issues their businesses faced.
Businesses that are due VAT returns either wait
for extended periods to receive them or do not
receive them at all, creating additional financial
stress on their companies during a recession.
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Many of the issues with the regulatory environ-
ment are sector specific. For example, one busi-
ness working in car retail sales reported that a
new luxury tax imposed on automobiles based
on the relative size of their engines will drive
prices up, pushing record low automobile sales
down even further. They also noted that while
the tax is designed to target luxury automobiles,
the authors of the legislation did not understand
that luxury vehicles often have smaller engines
than non-luxury vehicles.

Interaction with various agencies,
Odesa Oblast
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A medium sized business working in the agri-
cultural sector criticized the re-introduction of
what they said is a 5% customs fee on seeds and
herbicides/pesticidesimports. They said farmers
were already struggling and these extra costs put
their operations under considerable and unnec-
essary stress.

Access to financing/capital

Only one large and one medium sized enter-
prise attempted to secure a loan over the past
12 months. The lending bank ultimately denied
the large business a loan, resulting in the busi-
ness halting an ongoing project they already in-
vested in. The medium sized business received
aloan at what they considered avery high inter-
est rate and noted that had they did not already
had a long-term relationship with the bank and
made a substantial down payment upfront, it is
unlikely that they would have gotten the loan
at al.
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Labor force

Work force needs vary greatly depending on
sector and size of the business. Only one large
business reported searching for new employees,
but four medium sized enterprises struggled to
find qualified employees in the IT and commu-
nications and transportation sectors. In general,
a maority of respondents said they maintained
roughly the same staff size over the past two
years and did not anticipate any changes in the
near future.

Trade climate
International trade

Only three of the companies interviewed had
exported to the Russian market. The large en-
terprise reported the Russian market was 70%
of their overal business, but over the past 12
months they lost their entire Russian market
share. They blamed the loss on lower demand,
rising re-export costs for foreign made auto-
mobiles and formal and informal Russian trade
restrictions. The two medium sized enterprises
previously re-exported goods from Crimea to
Russia, but stated that demand evaporated fol-
lowing the annexation of Crimea and the begin-
ning of the armed conflict in the Donbas. None
of the respondents planned on trying to reestab-
lish trade ties with Russia, but did not rule out
seeking opportunities in other EEU countries.

Neither large or medium sized enterprises re-
ported actively pursuing trade with the EU.
Two large companies from the food process-
ing industry and IT and telecommunications
sectors, whose currently focus exclusively on
the Ukrainian market, said that the Association
Agreement with the EU is unlikely to affect
them.

A maority of large and medium sized busi-
nesses in the Odesa Oblast viewed the Asso-
ciation Agreement and the Deep and Compre-
hensive Free Trade Agreement favorably. They
welcomed the opening up of the EU market to
Ukrainian business, but they had no plans of try-
ing to enter the market.

ODESA OBLAST

Trade with non-government-controlled
territory

Two large companies reported continuing to do
business with Crimea, while none of the medium
sized business respondents said they were en-
gaged in trade with the peninsula. One medium
sized firm reported stopping doing business with
Crimea busi nesses because businesses could not
ensure their shipments would make it to main-
land Ukraine. They blamed the absence of clear
procedures on both sides of the administrative
boundary line with Crimea as a serious obstacle
to trade. One of the large enterprises engaged in
trade with Crimean businesses reported no sig-
nificant losses in terms of their overall sales, but
were concerned the unclear relationship between
Ukraine and Russian-controlled Crimea could
suddenly result in business ties being cut off.

All eight companies that previously traded in
non-Ukrainian government controlled areas of
the Donbas stated they no longer did so. The five
of medium sized businesses engaged in trade
with the region faced a 10-15% drop in overall
domestic trade as a result of the armed conflict in
the region. The remaining medium sized compa-
ny, operating a transportation and logistics busi-
ness, reported losing 30% of their overall service
exports as a result. None of the respondents ex-
pressed any desire to return to the region.

Future potential

Overall economic predictions for the country
were more pessimistic than those held by re-
spondents for both their own regions and sec-
tors. While amajority of businessesfelt that the
national economy would stagnate or even face
a downturn, only one respondent felt the Odesa
Oblast would see continued economic decline.

While around a third of respondents believed
that the regional economy and their sectors
would continue to stagnate over the next 1-2
years, half of the respondents saw growth re-
turning to the region.

Unlike other regions, respondents pointed to a
specific catalyst for possible change in many
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What is the future forecast...? Odesa
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of their responses. former Georgian Presi-
dent turned Odessa Oblast Governor Mikheil
Saakashvili. While this represents only a third
of those surveyed, al of those who had an op-
timistic view of the region, and nearly al who
held a ssimilar view for Ukraine and their own
sector, named Saakashvili as a centra driving
force towards economic prosperity.

Conclusion

The Odesa Oblast’'s economic connectivity on
the whole remains strong, though the recent
trade restrictions on the Russian market hit busi-
nesses that relied on it to export and re-export
goods. L osses experienced as aresult of the vir-
tual closure of the Russian market and restricted
access to some EEU markets will not be easy to
make up, but the oblast demonstrated in 2014
that it is capable of finding substitute markets in
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both the EU and Asia. As economic ties contin-
ue to develop with the EU through the Deep and
Comprehensive Free Trade Agreement, which
entered full force at the beginning of 2016, the
ports of Odesa can play an important role as a
regional hub for trade for EU member states.

The region’s food processing and agricultural
industries are among the oblast’s strongest can-
didates for improving itsinternational economic
connectivity and to profit from increased trade
with the EU.

At present, the oblast’s internal economic con-
nectivity is severely hampered by neglected
roadways and the disruptions they cause for
any company trying to do business within the
oblast. Aslocal businesses point out, if the road-
ways were revitalized, commerce within the
oblast itself would see significant gains. Odesa’s
well-devel oped ports and railway infrastructure,
however, is a strong foundation which local
companies can utilize to find new markets both
abroad and within Ukraine.

Unlike in other regions and despite the proximi-
ty of the region both to Crimea and Transnistria,
a potential source of the conflict, business is
more positive on the future of the region. As
Odesa continues to be an important link in con-
nectivity of whole Ukraine through its sea port,
there are high hopes for the changes in the re-
gion associated with the Governor who is seen
as apromoter of the development of the region.
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The Sumy Oblast is located north east of
Kyiv and borders Russia. Its economy
represents a mixture of higher monetary
value goods from the chemical and oil refining
industry and machine building industry, and
lower monetary value goods from the agricul-
ture and the food industry. Like the Donetsk
and Luhansk Oblasts the proximity to Russia
created strong trade ties and the breakdown of
Ukrainian-Russian trade during the crisis has
hurt the oblast’s economy. Unlike Donetsk and
Luhansk Oblasts, however, Sumy Oblast has not
seen fighting on its territory. These factors have
made economic declinein Sumy Oblast lessdra-
matic than in Donetsk and Luhansk Oblasts, but
means it faces similar changes in finding new
markets.

To better evaluate the region’s economy indus-
tries in key sectors were identified to develop
a concise understanding of issues influencing
both large and medium enterprises. According
to a preliminary assessment based on economic
data, six sectors were the most prominent:

transport services

food industry
Odessa

Oblast agriculture

chemical and oil refining industry

recreation and tourism

An overview of the specific characteristics and
dynamics of the regiona economy follows to
provide context for the qualitative information
In the survey section.

Economic Overview

The Sumy Oblast contributed only 1.8% to
Ukraine’'s GDP (2013), accounting for just 2.1%
of its industrial output (2014) and 1.4% of its
total merchandise exports (2014). The leading
contributing sectors to the oblast’s gross value
added are agriculture (18.5%), the manufactur-
ing industry (14.9%), extractive industries (8%)
and wholesale and retail (14.6%).

SUMY OBLAST

The oblast's agro-industrial complex is well
developed and consists of several extractive
industries (oil and natural gas), machine-build-
ing (chemical and oil-extraction equipment,
gas-compressor plants, among others), met-
al-working, as well asthe chemical and food in-
dustries. Its economy is largely export oriented
and highly dependent on the Russian and EEU
markets, with more than half of the region’s ex-
ports previously going to them.

The Sumy Oblast’s industrial production suf-
fered a sharp decline in 2014, dropping -12.1%,
which followed 7% growth in 2013, though
was showing signs of recovery in the first half
of 2015, growing 1.6%. Machine-building was
among the hardest hit sectors in region whose
overall output shrunk -21.3% in 2014 and -6.2%
through mid 2015. As a result, its share in re-
gional industrial output dropped from 20.6% in
2013 to 13.5% in the first half of 2015.

Disrupted or severed trade links and commer-
cial dealings with Russia contributed the most
to industry’s downturn. The negative growth of
other prominent sectors, such as the extractive
industry and the food industry, which saw a
-8.4% decline and -5.3% decline respectively,
also contributed to the overall economic slow-
down in the region.

At the same time, the chemical and metal-work-
Ing sectors observed positive change in 2014,
with the chemicals industry growing 34.9% and
the metal-working 7.1%. This was particularly
significant for the chemical sector, which had
witnessed a -31.9% decline in 2013.

The average unemployment rate for able-bodied
working age individualsin the oblast grew from
8.5% in 2013 to 10.2% in 2014, and rising once
more in the first half of 2015 to 11.1%.

Trade Overview

The Sumy Oblast exhibited significant negative
growth from 2013 to mid-2015, especialy in
its merchandise exports, which shrank by more
than -20% in 2014 and the first half of 2015. In
terms of its mgor export destinations, the most
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Figurel

Indices of industrial production, agricultural production and retail trade
in Sumy Oblast during 2013-9M 2015 (cumulative data), % yoy
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significant shocks were in the Asian and EEU
markets, which in 2014 dropped -25.4% and
-29.4%, respectively.

The importance of the EU market rose consid-
erably from 2013 to 2015, climbing to 19% of
the oblast’s total share of exportsin 2014 and to
23% in the first half of 2015. The oblast’s over-
al exportsto the EU increased by 8.9% in 2014.

Russian and other EEU member country’s mar-
kets accounted for 57.3% of the oblast’s total
goods exports in 2014 and 53.35% in 2014. De-
spite exports to the EEU falling to 44% in the
first half of 2015, it remains the main destination
market for the oblast.

Regiona exports rely heavily on sales of ma-
chinery and electrical equipment (45% of the
region’s exports in 2013), agricultural and food
products (grains, sunflower seeds, prepared
foods) and chemicals (fertilizers and tanning ex-
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tracts). Chemicals, and machinery and electrical
equipment were the worst performers in terms
of exports from 2013 to mid-2015. Machinery/
electrical equipment exports, deeply intertwined
with Russian/EEU markets, dropped -46% in
2014 and -37% the first half of 2015 as a con-
sequence of trade restrictions put in place on the
Russian market.

Exports of vegetable products (grains), largely
directed towards EU and Asian markets, picked
up considerably, climbing 84.4% in 2014 and
37.1% by mid-2015. Important regional service
exports in construction, material resource pro-
cessing, and business services al demonstrated
poor performance in 2014 and the first half of
2015. Overadl, service exports fell -21.3% in
2014 and -18.2% by mid-2015.

Machine-building the oblast’s most prominent
industrial sector and is the most sensitive to
trade restrictions on the Russian market.

ECONOMIC CONNECTIVITY IN UKRAINE



Figure 2

Dynamics of exportsand imports of goodsin Sumy Oblast during 2013-9M 2015 (quarterly
data), min USD (left scale) and % yoy (right scale)
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Survey

15 interviews with representatives from busi-
ness and one with a representative of the Sumy
Oblast Administration were conducted. The in-
terviewswere divided relatively evenly between
medium sized enterprises and large enterprises.
Some respondents were reluctant to discuss
their thoughts and/or concerns about the local
authorities.

Number of responses by sector,

Sumy Oblast
Food Processing 4
Extractive Industry 2
Agriculture and Forestry 2
Chemical and Oil Refining Industry 3
Metallurgy 1
Machine Manufacturing 2
Textile Manufacturing 1

SUMY OBLAST
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The interviews were conducted in oblast’s key
sectors, which include agriculture, food process-
ing, chemical and oil refining, machine manu-
facturing, metallurgy, extractive industry, and
textile manufacturing. The interviews covered 7
large enterprises and 8 smaller enterprises.

Business climate

Businessin the Sumy Oblast ismostly concerned
with political instability and growing production
costs and low demand. Large enterprises were
more concerned with external markets, where-
as medium sized enterprises were worried more
about the domestic market. Medium sized enter-
prises were a so apprehensive about their ability
to access financing in an economically turbulent
period. Sectorsthat are more dependent on trade
with Russia such as food processing and ma-
chinery manufacturing are more sensitive to the
political instability and conflict.
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For the past 12 months, growing production
costs — associated with the weakening of the
hryvnia — were listed as primary concerns by
all medium sized enterprises interviewed and
nearly every large enterprise. Securing qualified
personnel was seen as an impediment by large
businesses as employees were being drafted into
Ukraine's armed forces.

Infrastructure

Five large enterprises cited significant diffi-
culties with local transportation infrastructure,
specifically the condition of roads in the region.
Six of the seven enterprises surveyed primarily
used the roadways as their main means of car-
go and other transportation, with one citing air
transportation and two citing therailway astheir
main means of exporting their goods.

Issues with infrastructure in Sumy
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Five of the large enterprises stated that rising
transportation costs was one of the most signif-
icant issue they faced. Of these five, two cited
delays caused by issueswith roads asaregularly
recurring obstacle to conducting business.

The same issues with the region’s roadways
were cited by all of the medium sized businesses
interviewed. It was their main means of trans-
portation, though two of them also made use of
the railways for their domestic transportation
needs. Of all transport issues which respondents
reported, rising transportation costs were the
most prominent among half of the respondents,
with two of these businesses operating in the ag-
ricultural sector.
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With the exception of one medium sized compa-
ny working in the chemical and oil reprocessing
industry, the remaining companies had no issues
with their access to electricity. There were no
significant issues with the water supply and only
one machinery company reported significant
problems with the communication infrastruc-
ture.

Internal regulatory environment

One large business cited issues with the limits
imposed by the National Bank of Ukraine in
the first half of 2015 on the amount of foreign
currency they could purchase. While the issues
were not long-standing, the delays made their
foreign partners (in Russia and Turkmenistan)
worry they would not be able to pay. Two oth-
er businesses reported that constantly changing
legislation caused difficulties because they were
never sure if they were in full compliance with
the law and new taxation regulations.

Taxation officials

The majority of large and medium sized enter-
prises interviewed identified local tax inspection
authorities as the official body they interacted
with the most. Four large businesses, all from
different sectors, stated it was difficult to deter-
mine what was required by tax authorities. They
reported they found it unclear what documenta-
tion was required of them, and when they filed
something incorrectly or did not file the right
paperwork, they were approached by the local
authorities to either pay a fine or pay a bribe to
have the issue set aside.

Interaction with various agencies, Sumy
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Medium sized enterprises also reported that lo-
cal tax authorities failed to explain what docu-
mentation was needed before abusinesswas due
to report to the authorities. They stated that the
authoritiesdid not promptly reply to requestsfor
information, sometimes for weeks at atime.

Due to a moratorium on tax audits put in place
by the Cabinet of Ministers of Ukraine in 2014,
and extended through 2015, medium sized en-
terprises reported that they had not undergone
any tax inspections.

Licenses permits and certificates

There were few if any specific issues reported by
large businesses with acquiring official licenses,
permits or certificates. In general, large enter-
prises commented that they did have trouble on
occasion securing official documentation as a
consequence of the sheer number of authorities
they had to visit and the time it took to process
applications. The process, as one respondent
in the food processing sector explained, can be
drawn out for weeks and months for no discern-
ible reason.

Three medium sized enterprises who had inter-
acted with customs officials cited serious diffi-
culty acquiring the proper permits or licenses.
The difficulties stemmed from the large number
of documentsthey needed to submit, along list of
procedures, which they needed to go through, and
the pressure to pay bribes at amost every level in
order to secure the documents they required.

Access to financing/capital

None of the large or medium sized businesses
interviewed were seeking additional financing at
the time of the interview. Medium sized enter-
prises in particular said they were interested in
securing credit, but the interest rates were pro-
hibitively high.

Changes in business profitability

All of large enterprises interviewed noted a
marked decline in their business profitabili-
ty from the beginning of 2013, with a steeper
decline taking hold in mid-to-late 2014. In the
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food processing industry, these loses were at-
tributed to lost markets in both Crimea and the
areas of the Donbas region not controlled by
the Ukrainian government. All of the large en-
terprises noted that they had fewer clients as a
result of the overal poor economic climate in
Ukraine, but kept businesswith clients operating
in areas under Ukrainian governmental control.
One respondent from the machine manufactur-
ing industry said they lost alarge portion of their
clientsin Russia as a result of the ongoing con-
flict and were struggling to find new clients in
Ukraine to make up for those losses.

Four medium sized enterprise respondents, two
of which operated in food processing, said there
was no noticeable decline in their profitability
over the course of the past year. A bread man-
ufacturer reported a nearly 30% drop in profit-
ability, while another medium-sized enterprise
in the chemical and oil reprocessing sector
claimed a 40-50% drop in their profits from the
year prior. In general, medium enterprises did
not claim noticeable losses, citing a strong do-
mestic customer base for their goods.

Labor force

Six of seven large enterprises reported that find-
ing qualified personnel had become an increas-
ingly seriousissue for their business, particular-
ly for positions that require technical training,
like engineers. One respondent stated that of
the new employees they hired over the past
year (summer 2014), many had either left their
work or been drafted to serve in the Ukrainian
armed forces, while others were underqualified
and were fired.

Of the medium sized enterprises interviewed,
four reported that they had not had any particu-
lar difficulty in keeping qualified employees for
their business, though one of the genera con-
cerns for amajority of the businesses was their
inability to pay reasonable wages. Two busi-
nesses from the chemical and oil reprocessing
industry released over 20% of their employees
over the past year, citing declining sales and |l ost
markets as one of the primary motivating factors
to scale back their operations.
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Trade Climate
International trade

None of the large enterprises mentioned any
formal barriers to trading on the Russian, EU
or other markets. A dairy product manufactur-
er said the Russian market is very volatile be-
cause of sudden temporary Russian bans for the
alleged poor quality of Ukrainian dairy goods.
They said sometimes no reason is given for why
their goods are not allowed through Russian
customs.

While a mgjority of their trade was conducted
within Ukraine, sizable losses have been sus-
tained by businesses that exported to Russia
Among large enterprises, there is little interest
or understanding of the European Union mar-
ket at present, though two companies said they
exported to EU member states. Three large en-
terprises stated that having to follow EU export
rules was an obstacle to exporting their goods,
though they did not describe any specific rule
or issues.

Two large businesses stated they are planning a
marketing campaign in new markets, including
the United States, though at present they were
still intheinitial stages of developing their strat-
egy. Another enterprise said that due to the poor
financial standing of their company they could
not afford to even locally advertise their goods.
They understood, however, that they need to de-
velop astrategy to gain accessto new marketsin
order to survive.

Medium sized enterprises were optimistic about
the future of trade within Ukraineaswell aswith
the EU, though many enterprises said that they
were not currently prepared to meet the EU’s
standards.

Of the two medium sized companies engaged
in selling their goods abroad, both of which
worked in the chemical and oil reprocessing
industry, neither mentioned specific barriers
keeping them from conducting business with
foreign markets. Respondents said their sector
was severely hit by the conflict in Ukraine, los-
ing almost all exports to Russia, which for one
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company was 95% of itsoverall sales. The same
company reported that as a result it had pivoted
to the domestic Ukrainian market.

When the remaining respondents were asked if
they were going to pursue new markets outside
of Ukraine, they stated would consider it in the
future, but at present had no plansto do so.

Trade with non-government-controlled
territory

None of the large enterprises interviewed re-
ported doing business with companies that were
in any of the territories not controlled by the
Ukrainian government. One business, amachine
manufacturer, had previously used metal that
came from the non-government-controlled ar-
eas, though reported they switched over to pur-
chasing metal from the European Union before
the conflict began due to quality concerns.

Another enterprise, working in the chemical and
oil reprocessing industry, had previously bought
some raw materials via companies in the Don-
bas, but after the conflict began, they found raw
material providers in Russia. However, prices
in Russia for raw materials climbed to such an
extent, that it was cheaper to buy them on the
European market.

Two large businesses noted that many of their
former clients had moved their operations into
government-controlled territory since the begin-
ning of the conflict and they continue to do busi-
ness with them.

Overall, outside of the non-government-con-
trolled territories, large enterprises reported that
they were continuing to do as much, if not more,
business with clients in regions under the con-
trol of the Ukrainian government.

Asamajority of the small and medium-sized en-
terprises’ customer basewas primarily local, few
had any dealings with the non-government-con-
trolled territories. Of the three businesses that
had done business in those areas, two reported
that they continued to work with them as they
had previously, though noted that both their ex-
penses and the formal and informal costs (i.e.

ECONOMIC CONNECTIVITY IN UKRAINE



bribes at either customs or border guard check-
points) had risen considerably over the past year.

Future potential

Of the eight medium size enterprises inter-
viewed, seven held decidedly pessimistic views
about the future of the economy. Citing the
armed conflict in eastern Ukraine, several re-
spondents said that as long as it continues, they
expect both their business and people in general
to focus on surviving. Only one business listed
corruption as a serious issue that was hamper-
ing them, while a majority of respondents said
it depended on factors external to them and their
environment.

What is the future forecast
for the Sumy Oblast?

Ukraine

Region

Sector

0% 25% 50% 75% 100%

mDecline © Stagnation = Growth mHard to tell

In general, businesses in the Sumy Oblast felt
Ukraine would see further economic decline in
the coming 1-2 years and that their region would
be worse off than the country as a whole. On a
sector-by-sector basis, business was divided on
whether or not there would be growth in their
respective sectors or whether they would con-
tinue to decline. Those who believed they would
see growth were from the food processing, con-
struction, wholesale and retail industries.

Still, larger enterprises were much more opti-
mistic, with four of them stating that with time
new markets would open and the economy
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would improve. However, so long as the con-
flict in the east continued and the political and
economic situation remained unstable, they felt
that the economy would not see any growth.

Conclusion

The Sumy Oblast’s economic connectivity with-
in Ukraine, particularly for medium sized enter-
prises, has remained very strong. Large enter-
prises whose primary export markets were tied
to Russia or the EEU have suffered a noticeable
breakdown in terms of their economic connec-
tivity, with few seeing an opportunity to pivot to
the EU or Asia.

Machine manufacturing is likely to face mid-
term to long-term difficulty in finding proper
market substitutes for their highly specialized
goods, though other prominent sectors that had
faced decline like the food industry, were slow-
ly recovering as the hryvnia stabilizes and they
find new markets domestically.

According to medium sized enterprises, de-
creased internal demand in many sectorsisare-
sult of the weakened hryvniaand generally poor
economic situation in the country. Given their
relatively strong hold on the local economy and
their absence of tiesto the non-government-con-
trolled territories and the EEU market, they are
able to maintain their operations provided there
are no more significant economic shocks.

Among large enterprises, the oblast’s chemical
producers, particularly its fertilizer producers,
have potential to continue their push into the
domestic market, providing them a much more
stable, but less lucrative market. Other large ex-
port-dependent enterprises in prominent sectors
like machine-building and the food industry re-
guire access to new markets and assistance in
connecting with them if they are to recover in
the short to mid-term.
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Kharkiv Oblast







Oblast borders the Donetsk and L uhansk

oblasts, as well as Russia. The first cap-
ital of Soviet Ukraine, it was a major center of
Soviet industry and extensively integrated with
supply networks in Russia and the Donbas.
Those networks survived the collapse of the
Soviet Union, but have broken down following
sanctions on trade and the outbreak of fighting
in parts of the Donbass. The Kharkiv Oblast
primarily relied on the Russian and domestic
markets, and was hit hard by sanctions limiting
access to the Russian market and the collapse of
demand on the Ukrainian market. The oblast has
a developed economy, but is struggling to find
new markets for its goods.

I ocated in eastern Ukraine, the Kharkiv

To better evaluate the region’s economy indus-
tries in key sectors were identified to develop
a concise understanding of issues influencing
both large and medium enterprises. According
to a preliminary assessment based on economic
data, 6 sectors were the most prominent:

machine building industry

food industry
) production of construction
Kharkiv ) terials
Oblast

electric power generation
wholesale and retail trade

Transportion

An overview of the specific characteristics and
dynamics of the regional economy has been as-
sembled to provide context for the qualitative
information found in the survey section.

Economic Overview

The Kharkiv Oblast is Ukraine’s fifth-largest
industrial region, generating 5.6% of its GDP
(2013) and 6.1% of itsindustrial output (2014),
but only 3.4% (2014) of Ukraine's exports. In
2014, the oblast accounted for 7.9% of Ukraine's
total retail turnover. Sectorsthat contribute most
to the regional GDP are wholesale and retail
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(14.0%), manufacturing (13.8%), agriculture
(10.5%), educational services (9.3%), real estate
(8.3%), and transportation (8%).

The oblast’s industry specializes in manufac-
turing machinery and equipment for electrical
devices and multi-purpose vehicles like aircraft
and tractors. The fuel and energy industry, food
processors, metallurgy, and chemicals and phar-
maceutical producers are also significant con-
tributors to the economy.

The oblast’s moderate -5% annual decline in
industrial output over 2013 and 2014 steepened
to -17.6% in the first half of 2015. The hardest
hit of the oblast’sindustries were electricity dis-
tributors, (-31.9%), machine-building (-28.6%),
non-metallic mineral goods producers (-23.4%
yoy), and metal goods manufacturers (-19.2%).
Therift in economic relationswith Russiadueto
the annexation of Crimea and the armed conflict
in the Donbas have affected the machine-build-
ing sector and electricity providers the most, as
many of the factories produce military-related
goods for the Russian military production line.

Now many of these machine-building compa-
nies are struggling to find buyers for the electric
motors, generators, transformers, control de-
vices, and transport equipment that they tradi-
tionally sold to Russian buyers. Manufacturers
have partially reoriented production towards the
Ukrainian Ministry of Defense since the out-
break of the armed conflict in the Donbas.

As of the first half of 2015, the oblast’s food
industry represented the largest share of the
region’s overall industrial output, contributing
26.3% in total. While the food processing in-
dustry grew by 5.9 in 2014, it fell by almost an
equal measure (-5.7%) in the first half of 2015.
Dairy producers suffered the brunt of the indus-
try’s decline after being virtually shut out of the
Russian market.

The average unemployment rate for working
age individuals in the oblast grew from 6.8% of
the able-bodied working age population in 2013
to 8.1% in 2014, and falling to 7.3% in the first
half of 2015.
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Figurel

Indices of industrial production, agricultural production and retail trade
in Kharkiv Oblast during 2013-9M 2015 (cumulative data), % yoy

140 -

130 -

120

110

100 -

90 -

80 -

70 -

50 T T T T T

132,3

Jan-Jun'13
2013
Jan-Mar'14

Jan-Mar'13
Jan-Sept'13

=&=|ndustrial output
Source: Sate Satistics Service of Ukraine

Trade Overview

TheKharkiv Oblast’soverall shareof Ukraine's
trade over the end of 2014 and the first half of
2015 fell by adramatic -40%. This steep decline
is attributed to formal and informal restrictions
on the Russian and EEU markets. The oblast’s
economy is traditionally oriented and concen-
trated on the markets of the EEU, previously
accounting for between 60-65% of its total ex-
ports. In the first half of 2015 it fell to 45% of
the oblast’s overall exports.

The conflict in the Donbas and the annexation
of Crimea, as well as the subsequent market re-
strictions placed by both Ukraine and Russia on
access to the Russian market, led to the oblast’s
total goods exports to Russia falling from 46%
in 2013 to 33.5% by mid-2015.

The Kharkiv Oblast’s exportsto the EU also fell
from 2014 to the first half of 2015 but at a slower
pace. However, the overall share of the oblast’s
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exports to the economic bloc has grown since as
it replaces the EEU with the European market.

The slump in exports at the end of 2014 through
mid-year 2015 is a consequence of a -52.3%
decline in machinery and electrical equipment
exports, and a -68.9% decline in transporta-
tion equipment manufacturing, which account
for nearly a third of the oblast’s total exports.
With both of these sectors in decline the agri-
cultural and food processing sectors took over
as the oblast’s primary exporters in the first half
of 2015, responsible for approximately 40% of
exports.

Service exportsexperienced a-17.8% slowdown
in 2014 and a further -16.4% decline in the first
half of 2015, largely due to a fall in business
and transportation export services. However, IT
and telecommunications service exports grew
by 23.5% in the first half of 2015, making it the
oblast’s largest service exporter with roughly a
60% for service exports.
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Figure 2.

Dynamics of exportsand imports of goodsin Kharkiv Oblast during
2013-9M 2015 (quarterly data), min USD (left scale) and % yoy (right scale)
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The concentration of Kharkiv’'s economy on
Russian/EEU markets (33.5% and 45% respec-
tively in 1H2015) makes it highly vulnerable to
trade restrictions on those markets. It isunlikely
that many of the machinery and transportation
parts manufacturers will truly recover so long
trade restrictions remain in place. However,
these losses have been partially compensated
for by improvementsin agricultural and food in-
dustry exports.

Survey

42 businesses were identified in the Kharkiv
Oblast that matched the selection criteria, of
which 27 businesses agreed to be interviewed,
though only 23 respondents provided full rel-
evant answers. Additionaly, interviews were
conducted with the Oblast Administration and
Trade Chamber of Commerce representatives.

Distrust regarding the survey’s purpose led to
difficulties. One survey was eliminated from the
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©-change of exports, yoy
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Number of responses by sector,
Kharkiv Oblast

Processing industry

Energy, whater and gas provision
Wholesale&retail trade

Agriculture

IT and telecomunication

— = N W

Professional and technical

activities
sample data due to arespondent’s unwillingness
to cooperate with the interviewer and complete
responses. As part of aquality control check, the
central research team made random calls to a
few respondentsto verify that he or shetook part
in the interviews. Some respondents refused to
confirm their participation and in one case even
denied that a respondent was a member of their
staff. It was later revealed that the respondent
thought that they were being contacted by army
recruiters seeking to draft them into the military.
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Business climate

Nearly half of all businesses cited political in-
stability as a major obstacle to their operations.
Slightly fewer large and medium sized business-
es cited growing production costs. The remain-
ing concerns depended on the size of the enter-
prise. Larger businesses are more economically
interconnected with other regions in Ukraine
and thus more concerned about risks connected
to the spread of armed conflict. For their part,
medium sized enterprises are more concerned
about high tax rates and difficulties with tax of-
ficials.

Over the 12 months preceding the survey me-
dium sized enterprises also reported gaining
access to new markets as increasingly import-
ant. Large enterprises faced increasing difficulty
finding qualified employees.

Infrastructure

Roadways in the Kharkiv Oblast, already in dis-
repair, are used intensively by military vehicles
traveling to the eastern border with Russia and
south to the Donbas. According to a majority of
large and medium sized enterprises interviewed,
the roadways in the region have significantly
deteriorated as a result. That deterioration in-
creases costs for businesses by increasing vehi-
cle repairs, lowering fuel efficiency, increasing

delivery prices and delays.

Electricity cuts, particularly in November
and December 2014 due to a shortage of coal
from areas of the Donbas not controlled by the
Ukrainian authorities, affected the operations of
large and medium sized businesses.

Issues with infrastructure in Kharkiv Oblast
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25% of the large enterprises also reported sig-
nificant disruptions to their internet and mo-
bile communication mediums over the past 12
months.

Internal regulatory environment

Large and medium sized businesses reported
different concerns with the regulatory environ-
ment.

Interaction with various agencies,
Kharkiv Oblast
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Large businesses are concerned by currency
controlsintroduced by the National Bank. They
agree business needs a stable currency, but the
current system only allows businesses to keep
25% of capital in foreign currency making it dif-
ficult for them to pay for new imports.

Large and medium enterprises both cited the
constantly changing taxation regulations as an
issue impeding their operations. Medium-sized
enterprises in particular found it difficult to cope
with changing requirements and report invest-
ing time and energy trying to stay up to date.
Respondents from both large and medium sized
enterprises emphasi zed the need to set aclear set
of rules and procedures for amore stable system
of taxation. In addition, medium sized business-
es noted requiring governmental support to nav-
Igate the EU’s customs regul ations.

Relations with tax officials

Businesses praised the recently introduced
moratorium on tax audits, but said that the tax
authorities ssimply became more invasive and
uncooperative in other matters. Of respon-
dents subject to tax inspections over the past 12
months, half of large businesses and four medi-
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um sized enterprises reported they were expect-
ed to pay bribes after the inspection was com-
pleted. Businesses reported officials expected
these payments in lieu of a fine levied on the
companies for alleged violations of tax filing
procedures. However, large and medium size
businesses both stated that most violations tax
authorities cited were due to complicated and
changing procedures. Furthermore, they report-
ed that tax officials seemed to do little to assist
businesses in finding the information required
for correct filing.

Licenses, Permits and certificates

Few businesses reported any specific issues with
securing official documentation. According to a
large construction company, building permits
wereissued in 10 days. Medium sized enterpris-
esreported a 7-days waiting period for export li-
censes and 5 days for import licenses. However,
one medium sized business said that the process
to open their business took an entire year due to
the complicated procedures and sheer volume of
state agencies they needed approval from.

Access to financing/capital

Only one large and one medium-sized enterprise
attempted to secure additional financing via a
loan, though local banks turned down both their
applications citing the risk of non-payment.
Consequently, the medium sized business laid
off some of its personnel, while the large busi-
ness refrained from purchasing badly needed
equipment and supplies.

Changes in business profitability

Large and medium sized enterprises cited the
unstable political situation and nearby conflict
zone as significantly contributing to a drop in
their companies’ profitability. The hryvnia’s de-
preciation and lower consumer demand further
drove down sales across sectors.

Large enterprises reported paying relatively
higher wages to a few of their qualified employ-
eesin order to keep them on, though for many of
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them this meant releasing or placing less-quali-
fied employees on unpaid leave due to financial
losses.

The oblast’s enterprises also cited the lack of
access to additional financing as hurting their
profitability, particularly in the machinery and
construction sectors that depend on long-term
capital investments and financing.

As a result of the armed conflict in the Donbas,
enterprises also reported higher spending on se-
curity to protect their assets.

Labor force

Army mobilization is also a burden on business
as any drafted individual’s salary and position
should be maintained by the employer while he
serves. Companies must aso hire temporary re-
placements. With those limitations, it is hard to
find replacements willing to work for the avail-

able salary.

Large and medium sized business alike report-
ed difficulty finding qualified personnel willing
to work for the lower salaries and the financial
constraintsthey faceasaresult. Largeenterpris-
es, in addition to cutting down on the number
of people they employ, aso introduced shorter
working days to cut back on expenses.

Trade Climate

International trade

Out of companies surveyed, enterprises from
the machinery, food production, agricultural,
and publishing sectors actively engage in inter-
national trade. Russia accounts for roughly 20%
of all exports of enterprises surveyed.

As a result of the armed conflict in the Donbas
one large business in the publishing industry re-
ported a 50% decrease in their overall exports
to Russia. While previously this only accounted
for 7% of the companies overall sales, they also
reported a 50% drop in sales in Ukraine (pre-
viously 90% of their overall sales). Two other
large enterprises reported an insignificant drop
in their exports to Russia. One medium sized
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business reported difficulty gaining access to the
Russian market as there are no clear rules as to
who is eligible for preferential importer status
and, consequently, abandoned the market.

Nearly half of the large enterprises reported
developing new products for outside markets
and increasing the number of staff dealing with
exports over a 12 month period, particularly to
the EU. While seven respondents stated they ex-
pect the Deep and Comprehensive Free Trade
Agreement with the EU to influence their busi-
ness, none cited any benefits despite the one-
way preferential treatment aready in place.
Although some acknowledged they needed to
upgrade their operations to meet EU standards,
none knew precisely what changes they needed
to make.

Trade with non-government-controlled
territory

Prior to the conflict businesses in the Kharkiv
Oblast had strong trade connection with Crimea
and the Donbas. 48% of the oblast’s companies,
primarily from the machinery, agricultural, food
processing and construction material produc-
tion industries did business with companies lo-
cated in the Donbas. 30% of the same group of
respondents reported having exported goods to
Crimea. None reported continuing to trade with
either region.

The conflict hurt electricity producers because
75% of the coal used by their plants came from
areas now not controlled by the Ukrainian au-
thorities. The new realities in the Donbas forced
them to seek substitute sources of coal, often at
a higher prices.

Other industries that were connected to the sup-
pliers from the East and Crimea included ma-
chinery and construction materials producers,
and the food processing industry.

Several large and medium size enterprises con-
tinue to depend on inputs from near the conflict
zone. Businesses said that if their supply chains
are broken as a result of the conflict, substitutes
will be hard if not impossible to find at an af-
fordable price.
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Four large enterprises reported that trade re-
strictions led to lost sales between 10-20% in
the non-government-controlled territories in
the Donbas and 5-35% in Crimea. Four medi-
um sized enterprises reported they had stopped
doing business in Donbas areas not controlled
by the Ukrainian authorities. Only two medium
sized companies did businessin Crimea.

To compensate for their losses in the Donbas
and Crimea, medium sized enterprises reori-
ented themselves towards other markets within
Ukraine. While they continue to seek new do-
mestic markets, large enterprises reported less
success in finding them, particularly in the ma-
chinery sector.

Future potential

Due to the oblast’s proximity to the conflict
zone, business is highly uncertain about the fu-
ture. Over half of businesses say it is hard to
tell how the oblast will be develop further, be-
lieving that much depends on the situation in
the Donbas. About 20% of respondents believe
that both Ukraine and the o blast’'s economy
will continue to decline in the near future. Be-
sides the possibility of renewed armed conflict,
the oblast’s businesses are concerned with the
slow pace of reform and low investment. Those
who are more positive about Ukraine's future
are nonetheless concerned about the potential
for renewed armed conflict, though if it can be
avoided, they feel that the country’s economy
could return to growth as soon as 2017.

Respondent’s expectationsfor their own oblast’s
economy are generally lower than those they

What is the future forecast...? Kharkiv

0% 20% 40% 60% 80% 100%

m Decline = Stagnation = Growth mHard to tell
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hold for Ukraine as a whole. Their pessimistic
outlook for the oblast is at |east partially associ-
ated with the fact that several major production
factories are laying off employees and appear to
be closing shop.

The agriculture, machinery, food processing and
professional consulting sectors are more opti-
mistic about their near term potential for growth.
The machinery sector is confident they can re-
cover due to the high quality of the highly spe-
cialized equipment they produce The agricul-
tural sector expects growth to return following
agricultural reforms. A magjority of businesses
are cautiously optimistic about their own future,
though five of them expect to linger on in a state
of stagnation for the near future, while two oth-
ers expect to focus on survival.

KHARKIV OBLAST

Conclusion

The conflict has hurt business in Kharkiv Oblast
due to proximity and interconnectedness with
the Donbas. Kharkiv Oblast businesses have
struggled to replace inputs they previously re-
ceived from the Donbas.

Kharkiv business had experienced decline in
trade with Russia, but the Ukraine internal
economic recession and decline in purchasing
power is presenting a bigger threat to business.
Many businesses are hopeful concerning the EU
free trade agreement, but none have reported
taking advantage of the current one-way remove
of trade barriers. Kharkiv businesses recognize
they need help to have their goods enter the EU
market, but are disappointed by the lack of go-
vernment assi stance.
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The Cherkasy Oblast is located in central
Ukraine and borders on the Kyiv Oblast
to the North West. The oblast has not seen
active fighting and does not border on oblasts
that have, but its economy has been devastated
by de facto closure of the Russian market to its
goods. Producers in the oblast are now strug-
gling to find replacement markets. The prox-
imity to the wealthy Kyiv Oblast provides op-
portunities, but potential is limited by the weak
hryvnia that has slashed domestic consumption.
Asinmany other areas of Ukraine, the manufac-
turing industry was aready in gradual decline
with high unemployment levels before the crisis
hit. Now businesses are focusing on finding new
markets to replace lost demand.

To better evaluate the region’s economy, indus-
tries in key sectors were identified to develop
a concise understanding of issues influencing
both large and medium enterprises. According
to a preliminary assessment based on economic
data, 5 sectors were the most prominent:

machine building industry

food industry

Cherkassy
Oblast

production of construction
materials

electric power generation

Transportion

An overview of the specific characteristics and
dynamics of the regiona economy follows to
provide context for the qualitative information
found in the survey section.

Economic Overview

The Cherkasy Oblast generates 2.2% of
Ukraine's GDP (2013) and accounts for 2.9%
of its industrial output (2014) and 1.2% of its
total merchandise exports (2014). Only 2.6%
of Ukraine's total retail turnover occurs in the
oblast. Agriculture and the manufacturing in-
dustry are the oblast’s two mgjor sectors, con-
sisting of 23.8% and 17.4% of theregional gross
value respectively (2013).

CHERKASY OBLAST

The oblast’s primary industrial outputs are food
processing and chemicals, accounting for 53%
and 18.5% of its overall output in 2014 respec-
tively. The food industry is dominated by sugar,
meat processing, dairy, flour, canning and alco-
holic beverage production. The chemical indus-
try focuses on mineral fertilizer and ammonia
production.

Since 2012, the oblast’s industrial output wit-
nessed three yearsin arow of economic decline.
The oblast’s food industry declined by -7.1% in
2013 and -2.9% in 2014. In the first half of 2015,
companies producing meat products, cheese,
and alcoholic beverages faced lower domestic
consumption as real incomes dlid, as well as
new trade restrictions on the Russian market. As
a result, the oblast’s industrial output declined
-8.6% by midway through 2015.

The export-oriented chemical industry contract-
ed in 2013 and 2014 due to high gas prices and
unfavorable conditions on the global market.
However, in the first half of 2015, the chemical
industry grew 7%, thanks largely to hryvnia de-
preciating, making it more competitive on both
domestic and foreign markets. The chemical
industry is controlled by just a few companies.
Cherkasy Azot, the leading chemical manufac-
turer in the oblast, produces over 80% of the
region’s chemicals. Of the other major indus-
triesin the oblast, wood manufacturing and ma-
chine-building were hit hardest in 2014 and the
first half of 2015 due to weak external and do-
mestic demand and a downturn in the construc-
tion industry.

The oblast's average unemployment rate for
working age individuals climbed slightly from
9.5% in 2013 to 10.5% in 2014 and the first half
of 2015.

Trade Overview

Trade performance further deteriorated in the
first half of 2015, with goods exports dropping
-31.6% and goods imports by -49.7%. The con-
traction in exports in 2014 is tied to the shrink-
ing EEU and Asian markets, which fell -33.8%
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Figurel

Indices of industrial production, agricultural production and retail trade
in Cherkasy Oblast during 2013-9M 2015 (cumulative data), % yoy
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and -32.8%, respectively. The overal propor-
tion of goods exported to these markets fell to
28.8% and 17.6% of the oblast’s total exportsin
2014, with the EEU contracting even further to
17.7% in the first half of 2015. At the same time,
exports to the EU grew 25.2% in 2014, making
the EU the singlelargest destination for regional
exports with a 35.5% share of its goods destined
for foreign markets.

Exportsto the EU, however, were not enough to
offset losses suffered in other markets in 2014,
and exports to the EU fell in the first half of 2015.
The region’s most powerful exporters from the
agricultural and food processing sectors, which
account for nearly 50% of the oblast’s total ex-
ports, rebounded in 2014, only to fall again in
the first half of 2015 due to low market prices
for grain.

Machinery and electrical equipment exports
were also hit hard, faling by nearly -40%
in 2014 and a further -60% in the first half of
2015 as a consequence of lower demand and
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trade restrictions on the Russian market. The
oblast’s service exports, which primarily consist
of transportation services, fell as foreign trade
shrank. The sole exception among service ex-
portswasin the IT and telecommunications sec-
tor, exhibiting growth both throughout 2015 and
in the first half of 2015.

Survey

In the Cherkasy Oblast 22 interviews were con-
ducted with businesses, including 12 medium
size enterprises and 10 large enterprises. 4 ad-
ditional interviews were carried out with the lo-

Number of responses by sector,

Paper Product Manufacturing

Cherkasy Oblast
Agriculture 7
Food Processing Industry 5
Wholesale and Retail 5
Construction 2
1
2

Furniture and Wood Manufacturing
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Figure 2

Dynamics of exportsand imports of goodsin Cherkasy Oblast during
2013-9M 2015 (quarterly data), min USD (left scale) and % yoy (right scale)
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cal authorities, which included a representative
from the

Cherkasy City Council, 2 officials from the
Cherkasy Oblast Administration and one official
from the Cherkasy Chamber of Commerce.

The interviews were conducted in key sectors
for Cherkasy Oblast including agriculture, food
processing, retail and wholesale, machinery pro-
duction, chemical and oil. The interviews cov-
ered 10 large enterprises and 12 medium sized
enterprises.

Business climate

Growing production costs concerned medium
sized businesses the most, followed by difficul-
ty finding qualified employees to help run their
operations. Issues with access to additional fi-
nancing and credit ranked highly for over half of
medium and large enterprises in the oblast as an
obstacleto doing business. The number oneissue

CHERKASY OBLAST
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facing business according to large enterprisesin
the oblast is the potential for continued political
instability, closely followed excessive taxes as
well as poor transportation infrastructure.

Besides these issues, over the past 12 months,
customs and trade barriers became a major con-
cern for medium sized enterprises.

Infrastructure

Issues with the oblast’s infrastructure were com-
pany specific and did not run across sectors.
Electricity shortages, for example, affected three
large and one medium sized enterprise.

16 total large and medium sized businesses
mentioned transportation infrastructure prob-
lems focusing on the poor state of roadways.
Five of them, all from different sectors, said that
the issue was so severe that it was an obstacleto
their distribution operations and kept them from
doing the maximum volume of business.
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Issues with Infrastructure, Chrekasy Oblast

Water supply
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= Significant difficulties

Two large enterprises also cited occasional is-
sues with their water supply, though the issue
was not deemed a serious impediment to their
operations.

Internal regulatory environment

Both large and medium sized enterprises report-
ed difficulty navigating the taxation system. Half
of large enterprises reported difficulty navigat-
ing the tax system, despite years of experience.
They criticized the cumbersome procedures,
confusing new requirements and contradictory
information.

Medium sized enterprises’ difficulties were spe-
cific to each particular business, with only two
citing general issues. One business reported that
the foreign currency limitations put in place
by the National Bank of Ukraine in 2014 and
through 2015 made it very difficult for them to
do business with foreign clients. Another stated
they did not receive their VAT refund in atimely
manner and cited the general inconsistent ad-
ministration of VAT.

Interaction with various agencies,
Cherkassy Oblast

10
8
6
4
2
0

u Interaction without expected payment

|
X
°$Qz

= Payment expected
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In addition to the issues navigating the taxation
system, two large enterprises identified expen-
ditures associated with contributions to the state
pension fund and payroll taxes as burdens to
business. According to one of them, payroll tax-
esaretoo high for abusinessto be ableto afford
to pay them for all of their employees so some
are employed off the books.

Relations with taxation officials

Large and medium sized businesses praised the
moratorium on tax audits, with three large enter-
prises specifically stating that it improved rela-
tions between business and the authorities.

One large enterprise reported an abuse by tax
authorities, but was able to win in court. Only
one medium sized business reported a specific
negative interaction with tax officials in which
they were asked for a bribe to resolve an issue
with paperwork they filed.

Licenses, permits and certificates

Large enterprises reported no systemic issues
with licenses, permits or other official paper-
work, though one medium sized business from
the agriculture sector cited regular delaysin re-
ceiving permits.

There was a mixed response concerning the
work of customs officials, particularly concern-
ing the rate of clearing goods. Of the two large
businesses that reported having issues with
customs officials, one stated that they are ap-
proached for abribewhenever an*error’ intheir
paperwork isfound. The other said that customs
officials regularly kept agriculture produce at
checkpoints for extended periods of time for
no explicable reason, leaving their foodstuffsto
spoil. Three medium sized businesses listed a
similar complaint, stating that goods often got
stuck at customs for unreasonable long periods
of time without explanation. Interestingly, an-
other medium sized enterprise reported a no-
ticeable improvement in customs service after
the introduction of electronic applications and
permits, as well as being able to request infor-
mation online.

ECONOMIC CONNECTIVITY IN UKRAINE



Access to financing/capital

Accessto credit was not akey concern for either
large or medium sized enterprises. Two medi-
um sized enterprises reported seeking financing,
but have not been able to secure it. One large
enterprise in the food processing industry re-
ported having no interest in securing additional
financing because the terms of the loans were
too unfavorable. They said that if the state en-
sured lower the interest rates on loans, it would
encourage businesses to begin taking out credit
and investing it in their enterprises.

Changes in business profitability

Over half of respondents reported a significant
drop in profitability. Seven previously did busi-
ness with either Crimea or the territories in the
Donbass not controlled by the Ukrainian gov-
ernment, but for the majority the losses were not
significant. Several large companies stated they
had to lower prices for their goods to deal with
lower demand, reducing profits.

Medium sized businesses, and the agriculture
sector in particular, were hit by these issues.
The agricultural companies reported that fluctu-
ations in the value of the hryvnia towards the
end of 2014 and through the first quarter of 2015
made any kind of financial planning extremely
difficult.

Labor force

Of the 22 businesses surveyed, 16 reported ei-
ther maintaining their current work force lev-
els or hiring more employees. Three large food
processing businesses was able to expand their
workforce, but reported having significant diffi-
culty finding qualified employees. Nearly 75%
of medium sized businesses cited trouble find-
ing qualified personnel as a significant issue,
though a majority of them maintained the size
of their labor force or even expanded it.

CHERKASY OBLAST

Trade Climate

International trade

None of the large or medium sized enterprises
expressed interest in either restoring or initiating
export trade with Russia. However, four of the
five companies that exported said they export-
ed to members of the Eurasian Economic Union
besides Russia.

Three medium sized businesses from the agri-
cultural sector and paper manufacturing indus-
try exported their goods. One of them exported
to Turkey, which made up a small but depend-
able proportion of their exportsin recent years.

Large businesses largely viewed the Association
Agreement and Deep and Comprehensive Free
Trade Agreement positively. Only five medium
sized businesses viewed it positively. Large and
medium sized enterprises were uncertain how
they could benefit from the agreements, even
those who viewed it favorably.

Trade with non-government-controlled
territory

An enterprise working in the food processing
industry and another in the wholesale and retall
sector continue to work with their former busi-
ness partners in territories not controlled by the
Ukrainian state in the Donbas, but they have be-
come increasingly concerned that their partners
will not be able to pay them. All companies that
previously did business in either Crimea or the
non-government-controlled territories reported
looking for new markets.

None of the enterprises interviewed were cur-
rently engaged in trade with Crimea, with only
two indicating that they previously traded with
Crimea. Uncertainty about whether a contract
would be fulfilled or not, has stopped them from
trading with Crimea. They did not plan to con-
duct business with the non-government-con-
trolled territories.
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Future potential

Eight respondents felt that Ukraine as a whole
would continue to struggle with economic stag-
nation over the next 1-2 years, while another
seven believed that it would decline further.
However, they were much more optimistic
about their own region and specific sectors,
with ten respondents predicting growth for
their region and eleven predicting growth in
their sector.

What is the future forecast...? Cherkassy

s [

Region

0% 20% 40% 60% 80% 100%

u Decline Stagnation

u Growth m Hard to tell

The most common factors businesses list-
ed as influencing whether or not the economy
would rebound are progress implementing re-
forms, particularly those that would unburden
businesses (e.g. a new tax policy, support for
SMEs in acquiring credit, improved FDI poli-
cy). The threat of violent conflict in south-east-
ern Ukraine resuming and/or growing was of
egual concern to respondents, who felt that if
the war did not end, the economic situation sim-
ply could not improve due to how the conflict
influences the national currency, investment
and trade climate and the country’s general eco-
nomic stability.
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Conclusion

Being largely cut off from the Russia market has
badly hurt the Cherkasy Oblast’s economy. Its
domestic economic connectivity has improved
in some sectors, though low consumer demand
and a weakened nationa currency is stunting
further progress at present.

The oblast’'s agriculture and food processing,
while struggling, exhibit strong export potential
so long as staple goodslike grain are competitive
on the global market. Major producers of fertil-
izer in the oblast weathered the initial economic
downturn well, even improving their position
on the domestic market thanks to a weakened
hryvnia. Its new found domestic competitive-
ness, however, has yet to make up for the losses
it has incurred since 2013.

Few large enterprises in the oblast appear to be
planning or succeeding in accessing new mar-
kets to make up for the markets that they lost
as a result of the conflict in the Donbas and the
annexation of Crimea. The surveysrevealed that
none of them have a clear vision of how to seek
new markets, including the EU market, and are
not confident they could compete. While that
may be true for some specialized industries (ma-
chine building), the general lack of availablein-
formation for businesses in other major sectors
will likely lead to missed opportunities.

Given its central location and proximity to one
of the most prosperous oblasts in Ukraine, Kyiv
Oblast, Cherkasy Oblast's medium sized enter-
prises in its most prominent sectors (agriculture
and food processing) are in a strong position to
sustain themselves. The oblast’s most immediate
prospects for improvementsin economic connec-
tivity lie in these sectors and chemical fertilizers.
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APPENDIX I: National Economic Indicators

Gross Regional Product

Grossregional product

2012

min UAH  share (%)

Ukraine 1459096
Dnipropetrovsk Oblast 147970
Donetsk Oblast 170775
Zarkarpattia Oblast 21404
Kyiv oblast 69663
Luhansk Oblast 58767
Lviv Oblast 61962
Odesa Oblast 64743
Sumy Oblast 24933
Kharkiv oblast 82223
Kherson Oblast 19357
Cherkassy Oblast 31265
Kyiv city 275685
Crimea 44536
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100

10.1

11.7
15
4.8
4.0
4.2
4.4
1.7
5.6
1.3
21

18.9
3.1

2013
min UAH  share (%)

1522657

152905

164926
21400
68931
55108
63329
69760
26765
85315
20767
33087

312552
46393

100

10.0

10.8
14
4.5
3.6
4.2
4.6
1.8
5.6
14
2.2

20.5
3.0

Grossregional
product per capita
2012 2013

min UAH  mln UAH
32002 33473
44650 46333
38907 37830
17088 17044
40483 39988
25950 24514
24387 24937
27070 29118
21722 23517
29972 31128
17910 19311
24558 26168
97429 109402
22675 23595

141



I ndices of physical volume of the grossregional product
(set at prices of previous year, percent)

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

112,1 102,7 107,3 107,9 102,3 85,2 104,1 105,2 100,2 100,0
111.0 107.3 108.0 105.3 97.3 83.5 105.8 103.4 97.5 99.3
110.8 97.1 108.3 104.6 97.1 81.6 1111 1114 97.1 94.7
106.4 98.5 106.6 108.2 103.9 82.1 107.7 104.7 103.0 100.6
109.8 107.3 108.8 105.9 104.4 89.2 105.1 111.7 101.9 93.4
108.2 100.3 104.3 105.2 98.9 86.7 102.3 109.1 99.1 92.2
105.2 98.1 108.3 105.8 100.7 88.3 102.3 108.7 102.0 98.8
108.1 99.6 103.5 106.3 111.9 86.8 102.4 102.1 96.8 105.7
105.9 104.4 103.4 103.4 103.6 88.7 98.9 107.8 101.7 102.7
112.2 104.8 107.5 107.2 102.1 86.3 101.7 104.5 98.4 98.8
111.2 99.2 104.0 100.4 109.8 93.0 101.8 103.8 100.2 101.1
116.9 107.0 105.6 106.5 114.9 85.5 105.9 106.4 100.9 100.7
116.8 105.8 110.7 119.7 104.4 81.7 101.4 100.7 101.9 106.4
108.5 104.0 106.7 109.0 106.6 90.7 103.4 102.7 98.8 101.0

142 ECONOMIC CONNECTIVITY IN UKRAINE



APPENDIX II: National Trade Dynamics

Foreign trade 2013-1Q2015 — (percentages, year-on-year)

Ukraine
Dnipropetrovsk Oblast
Donetsk Oblast
Zarkarpattia Oblast
Kyiv oblast
Luhansk Oblast
Lviv Oblast

Odesa Oblast

Sumy Oblast
Kharkiv oblast
Kherson Oblast
Cherkassy Oblast
Kyiv city

Crimea

APPENDIX

1Q 2013

98.5
99.7
87.9
98.2
1154
61.6
92/9
206,7
72.8
96.0
125,0
83.2
117.7
162.2

93.8
80.3
79.1
100.6
112,7
735
87.9
129.0
120.1
78.2
139.0
113.6
107.3
2354

2Q 2013

84.7

103.9
77.9
90.6
93.9
98.3
86.1
31.6
774
91.3

103.3
95.1
824
93.6

78.2
69.8
93.0
104.3
83.9
93.9
717
63.1
89.2
74.5
70.9
76.5
98.2
30.7

3Q 2013

export import export import export

90.8
88.0
92.3
90.1
100.3
103.3
94.9
84.2
85.8
95.2
131.8
68.7
93.7
92.7

4Q 2013

import export

98.4
88.3
109.8
107.3
103.1
106.0
76.9
78.4
79.9
92.3
70.5
71.0
106.9
134.7

94.5
95.4
95.8
96.8
925
88.0
109.1
81.0
91.5
110.0
97.7
62.7
96.3
76.1

import

93.6
91.4
108.1
98.9
100.1
101.8
81.9
725
98.7
87.8

-243.0*

93.3
97.5
234

2013

export import

92.0
96.7
87.8
93.9
99.5
84.5
96.1
91.3
824
98.3
112.4
76.5
96.6
101.8

90.9
81.8
97.3
102.7
98.8
93.0
78.7
79.9
95.1
83.1
132.9
86.2
102.1
72.8
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1Q 2014 2Q 2014 3Q 2014 4Q 2014 2014 1Q 2015

export import export import export import export import export import €Xports imports

Ukraine 931 795 973 810 859 623 701 632 865 718 671 63.5
Dniprope- 873 842 900 799 920 884 887 920 895 865 838 68.6
trovsk Oblast

Donetsk 808 712 903 629 637 465 346 310 677 523 374 46.8
Oblast

Zarkarpattia 1051 864 109.0 859 1101 855 1028 79.0 1064 841 9038 61.1
Oblast

Kyiv oblast 91.3 978 1105 863 954 799 830 606 939 794 827 58.9
L uhansk 851 720 774 787 323 498 120 221 537 550 & 20.0
Oblast

Lviv Oblast 1126 1036 1086 904 995 929 866 909 1011 931 713 71.2
OdesaOblast 1416 77.0 3285 629 1218 548 764 491 1093 605 843 457
Sumy Oblast 891 704 936 806 814 1036 627 889 799 857 801 78.6

Kharkiv 1052 955 1086 806 937 751 664 840 916 828 59.0 60.2
oblast

Kherson 1039 923 1263 719 1153 665 545 474 975 678 814 66.1
Oblast

Cherkassy 750 825 839 637 768 696 900 1236 810 837 879 60.0
Oblast

Kyiv city 978 922 1030 709 1021 721 764 705 930 756 728 62.3
Crimea 276 104
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