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Summary

Ukraine has enormous economic
potential, bordering as it does the Euro-
pean markets. The economy is based
on industry and agriculture, which
account for more than 70% of its gross
domestic product.

Despite occasional political instability,
Ukraine still remains attractive for for-

Foreign investment

Generally, foreign investors, Ukrainian
legal entities and individuals are equal in
their rights and obligations. However, the
Law of Ukraine "On the Regime of Fo-
reign Investment" provides certain
guarantees to foreign investors. This Law
defines "foreign investment" as invest-
ment by foreign investors in compliance
with Ukrainian law with the aim to gain
profit or to achieve a social effect. A
Ukrainian legal entity is recognised as a
company with foreign investment if it has
at least 10% foreign ownership in its
charter capital (i.e. share capital); no mi-
nimum/maximum foreign capitalisation
requirements are stated. Registration of
foreign investment with the local authori-
ties is required in order to benefit from the
foreign investment guarantees.

Foreign investment can take the form
of a contribution of fixed assets in re-
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eign investment capital and within the
past four years has witnessed direct
investment grow at a rate of 30-40%. In
2007 the general amount of attracted
foreign investment in Ukraine constitut-
ed around USD 29 billion, mainly from
Germany, Holland, Austria, Cyprus, the
USA and Russia.

turn for an ownership interest in the
share capital of a Ukrainian company.
Currency transfer can be easily execut-
ed whilst contribution in kind requires
that certain special procedures are
undertaken by foreign investors. Under
current Ukrainian legislation, foreign
investment in kind (i.e. fixed assets) is
exempt from import duties. However, if
the investment assets are disposed of
within three years after the date upon
which they are recorded in the books of
the Ukrainian entity, all applicable
import duties should be paid to the
Ukrainian budget.

Some of the guarantees for foreign
investors that are set out in Ukrainian
legislation are:

¢ 10 year grandfathering clause,
permitting any qualified investor
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to enjoy favourable treatment
and guarantees contained in the
Law in the event of a subsequent
change in legislation

« foreign investment is exempted
from nationalisation, except for
cases of natural disaster

« foreign investors may seek dam-
ages (lost profit and moral dam-
ages) resulting from negligent acts
or failure to perform by the state (if
confirmed, compensation is
payable in hard currency)

o when terminating its activity, an
investor has six months to return
its investment in kind or in cash
without payment of customs
duties, as well as any profits

Taxation

In Ukraine during 2007 there were no
changes in the taxation sphere which
were of vital importance for business .
However, in order to keep you updated,
below are our comments regarding the
current tax system of Ukraine.

Ukrainian corporate income tax law dis-
tinguishes between domestic and for-
eign companies based on their place of
incorporation. Domestic companies
(those incorporated in Ukraine) are
taxed on their worldwide income whilst
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earned in kind or cash at their
real market value, and

o foreign investors are guaran-
teed unhindered and immediate
rights to repatriate their profits
abroad after complying with the
withholding tax regulations.

Ukrainian legislation on foreign invest-
ment sets out effective protection for for-
eign investment in Ukraine against state
confiscation, except for cases of national
emergency. Such cases include evacua-
tion or rescue measures in connection
with disasters, accidents or epidemics.
Foreign investors are eligible to be com-
pensated for losses caused by govern-
ment bodies with respect to the above
cases.

foreign companies are subject to corpo-
rate income tax on profits from business
activities carried out in Ukraine through a
permanent establishment as well as cer-
tain other profits subject to withholding
tax (interest, dividends, etc.) unless
exemption is available under the applica-
ble international tax treaty on the avoid-
ance of double taxation and tax evasion.

Non-residents engaging in business
activities through a Permanent Establi-
shment (PE) in Ukraine are subject to




Ukrainian corporate profits tax. Ho-
wever, there are several methods of tax
treatment for a PE, including the direct
method, split balance method and gross
income method.

Taxable profit is determined based on
adjusted gross income reduced by tax
deductible costs and tax depreciation.
For corporate income tax purposes,
adjusted gross income means gross
income (i.e. a company's worldwide
income) received (accrued) during the
reporting period either in cash or in kind.
Gross income includes total income from
the sale of goods (work, services), fixed
assets and receipt of gratuitous transfers.

Ukraine uses aspects of both accrual
and cash methods to record expenses.
Income is recognised upon the earlier
event; the goods or services being sup-
plied, or cash being received (e.g., if
there is a prepayment).

The existing law generally allows rea-
sonable business expenses as tax
deductible, with the exception of expens-
es explicitly disallowed or restricted by
the law.

The effective corporate income tax rate
is 25%. Special tax rates may apply to
certain types of income (e.g., income
earned from Ukrainian sources by non-
residents not engaged in business activ-
ities in Ukraine through a permanent
establishment). Corporate tax liabilities
are self-assessed by taxpayers. Tax is
payable on a quarterly basis.
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The Statute of limitations for tax liabilities
is generally three years, but this may be
extended in instances of willful tax eva-
sion and/or if a relevant tax return was
not filed. If the tax authorities identify
additional liabilities relating to past peri-
ods, they may assess penalties in addi-
tion to the liability.

Transactions between related parties
should be executed on the basis of "fair
market" prices, consistent with what
would be paid under similar conditions to
third (non-related) parties.

In order to be deductible, expenses
should be supported by documentary
evidence. In respect of payments to indi-
viduals or entities associated with the
taxpayer, the law explicitly states that
the absence of documentary evidence
concerning payments for services ren-
dered can lead to disallowance. In prac-
tice, this requirement becomes particu-
larly important in respect of manage-
ment fees, payments under secondment
contracts, and other inter-group cost re-
allocations.

Interest payments on loans required for
the taxpayer's business are deductible.
The Corporate Profit Tax Law of Ukraine
restricts the tax deduction available for
interest paid by companies resident in
Ukraine to non-resident shareholders or
their related parties. In general terms,
this restriction is set at 50% of the avail-
able taxable profits of a taxpayer, adjust-
ed for any interest received, interest paid
and tax depreciation charges. Interest




expense thereby disallowed can be car-
ried forward to subsequent periods
indefinitely. Some double taxation
treaties may override this domestic pro-
vision, but each case should be exam-
ined separately. Also, this restriction
does not apply if the parties are unrelat-
ed (e.g., if the loan is provided by an
unrelated financial institution).

The following are not included as taxable
profits:

o capital contributions in return for
a share in the equity (i.e., in return
for corporate rights)

e contributions in cash or in kind
under joint activity agreements in
Ukraine without the creation of a
legal entity

o share premium received by a
share issuer (the difference
between the price of a share and
its nominal value)

o dividends received, provided that
they were taxed upon distribution
in accordance with the Corporate
Profit Tax Law (apart from divi-
dends received from non-resi-
dents).

A tax credit system exists to avoid double
taxation of income derived from abroad.
Credit may be allowed for foreign taxes
paid up to the amount of the Ukrainian
tax due on such income, provided that
there is a tax treaty with the state in which
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the tax was paid (and proof of taxes paid
can be provided).

Certain Ukrainian source income of non-
resident legal entities is subject to with-
holding (repatriation) tax. Ukrainian
source income includes the following: div-
idends, interest, royalties, rents, lottery
winnings (except for those from the state
lottery), real estate sales proceeds, remu-
neration for certain cultural, entertainment
and sports activities, charitable donations,
freight payments, proceeds from sales of
securities and other corporate rights, bro-
kerage fees, commission and agency
fees and certain other income of non-res-
idents. Income received as consideration
for goods provided to a resident is exclud-
ed from the definition of Ukrainian-source
income.

In general, the 15% withholding tax rate
is applied to the majority of Ukrainian-
source income, with the exception of (a)
freight income, which is taxed at six per-
cent, (b) certain insurance-related
income, which is taxed either at zero per-
cent or 15% rate depending on the finan-
cial criteria of the insurer, (c) income
from advertising services provided in
Ukraine (taxed at 20%), and (d) interest
or discount income received from certain
securities issued by the state that are
exempt from taxation.

The tax is levied on the so-called repatri-
ation of income (hence, it is often
referred to as the "repatriation tax"). The
resident Ukrainian payer of such income
is required to withhold and remit to the




state the amount of the tax before the
actual payment to a non-resident is
made. The applicable withholding rate
for dividends, interest and royalties is
usually reduced by the double tax
treaties entered into by Ukraine.

Group/consolidated tax returns are
allowed for resident taxpayers and their
branches or other units without legal
entity status. There is no group relief for
losses and profits of separate Ukrainian
legal entities. An application to switch to
payment of tax on a consolidated basis
should be filed before the new reporting
year. Detailed procedures for the pay-
ment of consolidated tax are established
by the State Tax Administration of
Ukraine.

Dividends distributed to Ukrainian legal
entities or individuals are taxed in the
form of advance payments of profits tax.
An advance payment is made by a tax-
payer who distributes dividends; current-
ly a 25% tax applies for the full amount
of dividends declared for distribution,
which means that the tax is withheld at
source. This tax is paid prior to, or at the
moment of, distribution of dividends and
can be offset against the taxpayer's lia-
bility arising in the reporting period in
which the tax is paid.

The VAT law provides for the uniform
treatment of both production and mer-
chandising entities: under the VAT law,
VAT due to the State is assessed as the
difference between VAT collected from
customers and VAT paid to suppliers.
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The law distinguishes between the fol-
lowing major types of transactions,
which are:

e subject to VAT and are taxed at
the standard rate of 20%. This
applies to all goods and services
apart from the exceptions set out
below

e subject to zero-rate VAT. The list
of transactions primarily includes:
sales of goods outside Ukraine
(export of goods)

e transactions not eligible for VAT,
such as: transfer of property for
leasing from a Ukrainian lessor to
a lessee and its return to the les-
sor upon the termination of the
lease; rent payments under finan-
cial leases; insurance and reinsur-
ance transactions, social and pen-
sion insurance; most banking
services, and

» VAT-exempt transactions: export
of certain services; education
services; artistic and cultural serv-
ices; healthcare services; certain
mass media services; privatisation
services, etc.

In general, VAT is payable by an entity
with a volume of transactions eligible for
VAT in excess of UAH 300,000 (approxi-
mately USD 60,000) for any preceding
12 months of operation and an importer
of goods, services or works.
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VAT registration is compulsory for all
Ukrainian companies and individuals
who qualify as VAT payers. A voluntary
registration as a VAT payer is also pos-
sible under the current legislation.
Foreign legal entities engaged in pro-
duction or other commercial activity in
the territory of Ukraine are considered to
be VAT payers and are required to reg-
ister for VAT purposes. Foreign legal
entities registered as VAT payers are
required to collect and remit VAT to the
budget in the same manner as
Ukrainian enterprises.

Foreign companies terminating their
activities in Ukraine are obliged to file a
final tax return with the relevant tax
authorities.

Under Ukrainian law, VAT is recover-
able provided that the goods (works,
services) are meant for business pur-
poses. VAT incurred on business ex-
penses may normally be recovered as a
credit against output VAT or as a re-
fund, with the exceptions of VAT on
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inputs corresponding to exempt sup-
plies.

There is no clear or effective mechanism
for a VAT refund to foreign entities that
are not registered as VAT payers in
Ukraine. That the government rarely pro-
vides cash refunds for VAT credits is cur-
rently a significant issue.

Usually the reporting period for VAT is
monthly. In certain limited cases, a taxpay-
er can at its discretion use either monthly
or quarterly reporting periods for the future
calendar year. If a taxpayer chooses a
quarterly reporting period, they are obliged
to inform the tax authority of this approach
one month prior to the new calendar year.

For VAT payers whose reporting period
is one month, VAT returns are required
to be filed no later than the twentieth
day of the subsequent month. For those
VAT payers whose reporting period is
quarterly, VAT returns are required to
be filed within forty days of the end of
that quarter.
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