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	Project development objectives  

(i) Serve as a catalyst to support export and real sector growth in Ukraine during the EDP 2 implementation period (2006-2011) and beyond, by providing medium and long-term working capital and investment finance to Ukrainian private exporting enterprises. 

(ii) Further improve the ability of the Ukrainian banking sector to provide financial resources to the enterprise sector, through further development of intermediation, by expanding its depth and breadth through more and better lending products.

	Project description


EDP2 will be a follow-up project to the previously successful EDP 1. The project will provide a new credit line, backed by the Bank’s variable spread US Dollar loan of 20 years of maturity, including a 5-year grace period, and guaranteed by the Ukrainian government on behalf of the Ukraine, to UEB, a state-owned foreign trade development bank, for further on-lending to eligible financial intermediaries. The financial intermediaries will further on-lend the credit line funds to eligible exporters. The main project emphasis will be on UEB operating as a wholesale export finance and guarantee institution, and a wholesale line of credit to other PBs will be the anchor component of the project.

	Which safeguard policies are triggered, if any?  

None. (Environmental issues for sub-borrowers, if any, will be addressed through the sub-loan environmental eligibility criteria process on a case by case basis).

	Significant, non-standard conditions, if any, for:

Loan/credit effectiveness
· Satisfactory legal opinions on the Loan, Guarantee and the two Subsidiary Loan Agreements have been received.

· At least two PBs have undergone the qualification procedure and have signed subsidiary loan agreements.
Covenants applicable to project implementation  
· UEB to maintain satisfactory financial management systems, including records and accounts, and prepare financial statements satisfactory to the World Bank. Annual project accounts and an IFRS audit of UEB’s financial statements to be provided within six months of each year-end during the implementation period. Audits to be carried out by independent external auditors in accordance with International Standards of Auditing (ISA) and International Financial Reporting Standards (IFRS), under terms of reference satisfactory to the World Bank.

· UEB to maintain a PIU with satisfactory staffing and other resources as required for effective project implementation.

· UEB to monitor project performance in accordance with the agreed performance monitoring indicators.


While it is expected that both PBs and sub-borrowers themselves will contribute to the financing of individual sub-projects, the precise amount of such financing to be provided cannot be determined ex ante, as the loan design does not envisage the use of predetermined cofinancing requirements.  Instead, maximum exposure to individual sub-borrower limits for PBs and debt equity and debt service coverage ratio requirements for sub-borrowers will drive the amount of cofinancing to be provided.

I.   STRATEGIC CONTEXT AND RATIONALE

A.    Country and Sector Issues

1. Recent Macroeconomic Developments. The Ukrainian economy rebounded from a massive economic downturn throughout the 1990s by entering into the positive GDP growth territory for the first time during the transition in 2000, and has been growing strongly since. Currently it is undergoing a phase of rapid - yet slowing - growth. The GDP growth slowed down considerably in 2005 to 2.4 per cent, down from 12.1 per cent in 2004, primarily due to a lower rate of industrial production growth, and persistent inflation of about 10 percent. Despite the overall robust growth during the last 5 years, the size of the Ukrainian economy is still at around 61% of the 1990 (pre-transition) level. 
Table 1:  Ukrainian GDP and foreign trade, 2000-2005
	
	2000
	2001
	2002
	2003
	2004
	2005

	GDP growth %
	5.9
	9.2
	5.2
	9.4
	12.1
	2.4

	GDP US$ billion
	31.29
	38.75
	42.29
	50.09
	65.17
	75.3


	Exports, US$ bln.
	19.5
	21.5
	23.3
	28.9
	38
	40.42

	Imports, US$ bln.
	18.0
	20.9
	21.4
	27.6
	31
	39.05

	Export growth %
	25.8
	11.6
	10.4
	28.5
	41.6
	6.6

	 Exports/GDP %
	62.3
	55.5
	55.1
	57.7
	58.3
	n.a.


Source: State Statistics Committee of Ukraine
2. The 2003-2005 growth has been export-led, with exports growing close to 40% in 2004 and increasing further in 2005. It was mostly traditional Ukrainian exports, such as metals and basic chemicals, fueling the growth last year. Ukraine needs to expand its range of export goods and services, as the traditional export sectors may not be able to sustain the fast growth into the future. In fact, some estimates suggest that the metals sector, which brings most of the export revenues, has limited capacity for further expansion, as half of its capital assets need to be replaced and new technologies need to be introduced. Due to the lack of serious structural reforms in the sector, the metal plants are not yet paying a full market price for some of their production inputs (e.g., energy supplies). Structural changes to remove these distortions are being planned by the Ukrainian authorities, and if implemented would significantly weaken growth prospects of the old industries. Furthermore, the Ukrainian steel sector, which exported almost 80% of its production in 2004, was facing an expected decline in world steel prices later in 2005, and rising costs of raw materials and transportation tariffs. This would further suppress export growth and therefore necessitates a rapid export diversification. 
3. Around half of Ukraine’s trade is with the CIS countries. Oil and gas imports from Russia represent 80% of total imports, and Russia remains the largest overall trading partner. Other significant trading partners are Germany, Italy and China. Donetsk and Dnipropetrovsk regions in eastern Ukraine are the powerhouses of export goods, accounting for about 41% of all exported goods in 2005. The city of Kyiv is, on the other hand, the main importer, accounting for over one third of all imported goods last year. 
4. Banking sector. Throughout the period of 1996-2005, the Bank has played an important role in supporting the Government’s priorities in the above areas.  The Bank had an active policy dialogue and technical assistance program supporting, inter alia, Ukraine’s efforts to strengthen banking supervision, bank restructuring and financial market development.  In addition to investment loans, lending included a number of policy-based operations which supported, inter alia, strengthening legislation and supervision of banks and nonbank financial institutions (NBFIs), restructuring of state-owned banks, development of deposit insurance, improving governance and strengthening property and creditor rights.  ESW has included policy notes on financial sector reform, a comparative study with other countries in the region on bank consolidation and a study on the challenges faced in developing and regulating NBFI services, including insurance, pensions, SNG finance and capital markets.

5. This work provides the foundation for the current program of financial sector assistance, which aims to support the needs of the growing economy as well as address remaining weaknesses and constraints in the performance of the domestic financial sector.  It comprises both policy-based and investment operations (including the EDP 2, see Box 1).  The investment projects are structured to meet the development objectives of the Government in supporting the reform of individual segments of the economy (medium and large exporters, rural SMEs, and municipal water companies). A series of Development Policy Loans support the overall reform agenda and provide a platform for policy dialogue. The proposed EDP 2 supports the implementation of the Government’s program to facilitate export growth by improving access to medium and long finance for private exporting companies. 

[image: image1]
6. The Ukrainian banking sector is characterized by a large number of small undercapitalized banks. There were 165 operating banks
 in the country at the end of 2005 (89 of them in Kyiv), with the average asset size of US$267.6 million. Among the largest 12 banks, an average asset size is slightly more than US$2 billion. Only the top 12 banks have the balance sheet capital above US$100 million or more than 47.6% of the capital of the banking sector. The capital of the rest 153 banks reached UAH 13.3 billion (US$2.6 billion) that represents less than US$18 million of capital per bank.  Only two banks – Savings (Oschadny) bank and UEB – are 100% owned by the state. 9 banks at the end of 2005 were fully foreign-owned, with 14 more banks having partial foreign ownership. The share of the foreign banks has increased in 2005 and reached 19.5 % by the end of the year and is likely to increase even further in 2006. 
Table 2:  Ukrainian Bank System, 2002-2005
	
	2002
	2003
	2004
	2005

	Number of operating banks
	157
	157
	160
	165

	Total assets as % of GDP
	30
	39
	34
	53

	Total assets, $ bln.
	13.16
	23.50
	22.39
	44.2

	Liabilities, $ bln.
	11.59
	21.40
	19.25
	42.2

	Equity, $ bln.
	1.57
	2.10
	3.14
	5.04

	Net profit, $ bln.
	0.12
	0.13
	0.22
	0.43

	Loans as % of total assets
	69
	70
	70
	70.1

	Lending to enterprises as % of total lending
	82
	79
	77
	69.7

	Lending to private sector, % of GDP
	19.3
	26.8
	25.6
	36.8


Source: National Bank of Ukraine, Ukrainian Banking Association

B.    Rationale For Bank Involvement 

7. The Ukrainian Government puts the growth of Ukrainian exports as a national priority. Wider availability of sufficient long term finance would be an essential input for such growth to take place in future on a sustainable basis. UEB had earlier written to the Bank asking for additional funding under a new EDP 2 project (following the completion of the first EDP last year) for this purpose, and reaffirmed the need for the same during the pre-identification mission’s visit. The need for such an export line of credit similar to the first EDP using UEB was also strongly supported by all the government counterparts.
8. In addition to the availability of finance, there is a widely perceived need for a dedicated Ukrainian Export Credit and Guarantee Agency (ECGA) able to provide specific export credits, credit insurance and guarantee products to all financial intermediaries and the whole Ukrainian exporting community. This has been emphasized by both the Government and UEB as an important and urgent priority. While the established Ukrainian steel and metal products exporters are able to obtain required assistance most of the time, the Government would also like to support some of the new and upcoming exporters especially those exporting or planning to export knowledge economy based products and services. UEB, while providing some ECGA functions at present, has in recent years broadened its mandate as a universal bank and as a result expanded its operations into retail commercial banking. Thus there is a need to focus once again on institutionalizing the ECGA functions either from within the UEB itself (probably as a subsidiary), or through the creation of a separate entity. 
9. The proposed project is consistent with the FY06-09 CAS for the Ukraine. As stated in the CAS, an important objective is the revitalization of the real sector by providing access to long term credit. The CAS’s key priorities for the medium term include completing the banking and financial sector reforms and filling the current gap in accessing credit facilities, which will be also supported by this proposed project.
C.    Higher Level Objectives to which the Project Contributes
10. One of the main benefits of the proposed project will be faster private sector growth and job creation, supported by a healthier and more developed financial system. In general, enterprise and financial sector performance is expected to continue to improve in the short and medium term. In the longer run, export growth supported by the proposed operation is expected to have an overall positive impact on poverty alleviation and private sector growth in Ukraine.
II.   PROJECT DESCRIPTION

A.    Lending Instrument

11. The lending instrument proposed for the EDP 2 project is the Bank’s Variable Spread Loan (VSL) in US Dollars with a 20-year maturity, including a 5-year grace period. The instrument will have a variable spread over the benchmark (6-month US Dollar Libor), and is planned as a loan with a long maturity both for the Bank loan to the Borrower (UEB), and for the subsidiary loans from the Borrower to participating financial intermediaries. The long maturity of the credit line is justified by the fact that, with a revival of demand, lower inflation and GDP growth picking up, the operational and investment planning horizon of private exporters is lengthening, and banks and other financial intermediaries are willing to provide increasingly longer term foreign currency funds (of which there is a clear shortage in the market) to their well-performing clients.
B.    Project Development Objective and Key Indicators
12. The proposed project’s main objective is to follow through on the achievement of the predecessor EDP 1 project and continue to serve as a catalyst to support export and real sector growth in Ukraine during the EDP 2 implementation period (2006-2011), and beyond using the EDP 1 reflows. To this end, the project will provide medium and long-term working capital and investment finance to Ukrainian private exporting enterprises, at the time when the economy is showing strong signs of growth, and export performance is on the rise—thus increasing the demand for longer term credit, while the financial sector is still unable to support these trends with much needed longer term funds in sufficient funds at a reasonable cost. 
13. The secondary objective of the loan is further improvement in the ability of the Ukrainian banking sector to provide financial resources to the enterprise sector, through further development of intermediation, by expanding its depth and breadth through more and better lending products. By ensuring the selection of participating banks through a transparent process and based on a clear set of eligibility criteria, the project will serve to strengthen the operating standards in the entire banking system. 
14. The EDP 1 project financed mostly medium and large exporters, with the average sub-loan being close to US$ 1.7 million. It is expected that the EDP 2, similar to the EDP 1, will be able to reach a significant amount of exporters for acquisition of productive assets (equipment and machinery for manufacturing and/or service companies).
C.    Project Components

15. EDP 2 will be a follow up project to the previously successful EDP1. However, EDP 1 was a purely retail export intermediation loan directly from UEB to exporters. The proposed EDP 2 design will expand on EDP1 design. The main project emphasis will be on UEB operating as a wholesale export finance and guarantee institution, and a wholesale line of credit to other PBs will be the anchor component of the project. The proposed EDP 2 project components are:
(i) A wholesale line of credit to UEB, which UEB will onlend to other eligible private banks - participating financial intermediaries (PBs). These PBs will be selected according to financial and export orientation eligibility criteria. The PBs will in turn make medium term working capital or long term investment loans to eligible private exporters to increase their export potential. The amount for this component is estimated to be US$150 million;

(ii) UEB institutional development-related procurement of IT equipment and consulting services. The allocation for this component is estimated to be around US$3 million;
(iii) Unallocated amount of around US$1.1 million. 
The amounts to be allocated among the above components will remain flexible and could be reallocated between the component categories during implementation as necessary. 
16. Technical Assistance (TA). No specific TA needs have been identified ex-ante for the project. However, there is likely to be some TA required by UEB in developing products and services for ECGA activities during the project implementation period. These will be funded as necessary either through UEB’s own resources and/or bilateral grant funds (Some Dutch grant funds may already be available for such potential utilization). The project will also include unallocated funds of around US$1.1 million in contingencies which could be allocated for any TA needs identified in future during implementation. The Bank team has also agreed with UEB that the project will provide up to US$3 million for further IT related equipment procurement for continuing technology upgrades at UEB. 
D.    Lessons Learned and Reflected in the Project Design
17. The main lesson learned during the last few years from Bank credit line operations in the ECA Region and elsewhere is that the project design should be kept as flexible as possible, with a minimum number of statutory requirements; e.g. avoiding constraints like minimum sub-loan size, maturity, currency denomination, sub-borrower co-financing requirements, sectoral lending focus, etc., and sensible financial indicators should be used for the selection of both the PBs and the sub-borrowers/sub-projects in line with established market practices. Restrictive procurement requirements unsuitable for private sector borrowers and the World Bank’s previous currency pool loan features have also proven to be a hindrance to expeditious project implementation, and wherever commercial practices and SCLs were used, project implementation was facilitated. Another important lesson learned has been that the most successful formula for high quality and expeditious project implementation is to combine the Borrower and Implementing Agency functions in one and the same entity if possible. Finally, pre-committing financial intermediaries to borrowing a certain part of a credit line (which involves paying a commitment fee on the pre-committed amount) provides a strong incentive to the intermediaries to be quick and effective in finding and financing eligible sub-projects, and leads to quicker disbursement of the Bank loan.
Lessons Learned from Previous Credit Line Operations in Ukraine
18. A predecessor EDP 1 project provides some lessons for EDP 2 and other potential investment/FIL projects in Ukraine. The Institutional Development Program for UEB, as the borrower and implementing agency, was instrumental for a successful implementation of EDP 1 by providing developmental support and incentives for the project achieving the desired outcomes. Procurement procedures in the initial stages of EDP 1 proved to be difficult to implement by UEB and the borrowing enterprises, and led to the Bank’s assessment at the ICR stage that country commercial practices should be used as the guiding procurement principles for all but large and complex sub-projects, especially in cases where the buyer is a private enterprise. Also, the Bank team’s ability to quickly recognize, assess, and remove project design imperfections during the implementation strongly supported the project’s efficient workflow. 
19. The proposed project design incorporates the lessons learned, by using UEB as the borrower and implementing agency for the loan, by the use of a clear, market-based set of eligibility criteria for PBs, sub-borrowers and sub-projects, by the use of flexible loan terms and suitable private sector procurement practices, and also by use of formal expressions of interest from a minimum number of the PBs prior to Board Presentation to a specific portion of the credit line.

E.    Alternatives Considered and Reasons for Rejection
20. An alternative to the proposed design of EDP 2 was to continue with the design of EDP 1 and provide the entire Bank loan to UEB for retail lending to its exporting customers, or break down the line of credit into retail and wholesale components. The proposed design – with the entire line of credit to be disbursed through wholesale lending by UEB to commercial banks - is an improvement on the EDP 1 design in a number of ways. Chief advantages among them are: (i) by channeling the loan funds through commercial banks, EDP 2 is expected to reach a more diversified group of exporters in terms of their size, geographical location, and industry, (ii) wholesale lending will open a new product line for UEB and will help in strengthening its role as an ECGA, (iii) wholesale lending will allow, in the process of project preparation and eventual supervision, for a close dialog between the Bank and UEB on one side and the PBs on the other side, thus increasing the participating banks’ visibility in the markets and the Bank’s ability to better monitor developments in the Ukrainian banking system, and to generate a momentum for a system wide development of ECGA type of products and services. 
III.   PROJECT IMPLEMENTATION

A.    Partnership Arrangements
21. As part of both project preparation and implementation, the Bank team has built, and will continue to cultivate, close relationships with the Ukrainian Bankers’ Association and Chambers of Commerce, with a view to opening and maintaining a dialogue with the project beneficiaries, and to identify, where relevant, policy issues and constraints to further development of exports as well as of the banking industry. In the case of exporters associations, this dialogue will build on the relationships already developed in the context of the first EDP project. In addition, the Bank team is closely coordinating with its counterparts in IFC and EBRD and other bilateral organizations active in the Ukrainian financial sector to provide consistency and complementarity of approach. Relevant policy issues will feed into the Bank’s overall sectoral dialogue with the Ukrainian authorities.
B.    Institutional and Implementation Arrangements
22. UEB - UEB bank (www.eximb.com) was the 6th largest bank in Ukraine at the beginning of 2006, with assets of around US$2 billion. It is one of the two remaining state-owned banks, with 100% of its capital owned by the Ukrainian Government. While being a well-run, fully-fledged universal commercial bank, UEB also supports Ukrainian exporters and importers with various foreign trade finance products. Furthermore, it is the official agent of the GoU for the intermediation of foreign credit lines. In this capacity, UEB was the Bank’s counterpart for a successful first Export Development Project (EDP 1) in the second half of 1990s. UEB would also be the borrower and the main implementation agency under the proposed EDP 2. 
C.    Monitoring and Evaluation of Outcomes/Results
23. In pursuing its major developmental objectives, the project will target an increase in the access to finance to exporters as measured through an increase in the amount of aggregate exports of the financed exporting enterprises, and number of exporting enterprises benefiting from such improved access. An increase in the development of financial intermediation in Ukraine is another important development objective of the proposed project, as measured through (i) the increase in the breadth and depth of participating financial intermediaries, and (ii) improvement of the quality of credit portfolio management. 
24. Progress in achieving the development objectives will be measured on the basis of:

- 
Increase in access to finance for exporters measured by the number of enterprises,  volume of exports supported, and the developmental outreach measured in terms of the size, geographical location, and industry of the exporters; 

-
Depth and breadth of financial intermediation as measured by the number of PBs (banks) that participate in EDP 2 and their market shares; and 

· Improvement of quality of credit portfolio management by measuring the level of debt service and amortization performance of sub-loans under EDP 2 of the participating banks. 
25. Progress will be monitored through regular reporting by the Borrower/Implementing Agency, and through statutory project supervision missions. It is envisaged that reporting under the EDP 2 will be done through quarterly progress reports, with the reports specifically distinguishing project transactions of the two classes of financial intermediaries – UEB itself on one side, and participating commercial banks on the other. The Operations Manual describes the details of Project reporting. 

D.    Sustainability

26. The World Bank's past experience with credit line operations in Ukraine (EDP 1) indicates that the private enterprise sector has the technical and managerial ability to successfully tap export opportunities, provided they have access to appropriate financing (e.g., in terms of pricing and maturity). This was true at the time of EDP 1 (mid- to late 1990s), when financial, managerial, and infrastructural capabilities of the Ukrainian economy, including its exporting sectors, were significantly less developed than today, and this is even more certain today. Thus, the expansion of existing and new export operations that will be financed by the funding to be provided by the proposed EDP 2 has a very high likelihood of self-sustainability.
27. Additionally, continued use by participating banks of high-quality loan and sub-borrower analysis requirements under EDP 2 will contribute to strengthening the overall intermediation capacity of the financial system, which is likely to be sustained beyond the closing date of the EDP 2. The Bank’s experience suggests that commercial banks and, in some cases, other financial intermediaries, which participate in credit lines similar to EDP 2 are usually better performers than the rest of the system. PB pre-selection and final eligibility criteria are also designed so as to allow the Bank and the Borrower to tap into the group of stronger and better performing banks in searching for potential PBs. The PBs further improve their market positions by on-lending the wholesale credit lines received through the Bank’s financial intermediation loans. There are already signs in Ukraine of foreign banks’ interest in acquiring better performing local banks - which have all expressed interest in participating in EDP 2. All this hints towards sustainability of improvements in the banking system during and beyond the duration of EDP 2. 
28. Finally, by using UEB - an established full-fledged universal bank with a strong brand value derived from the foreign trade financing activities - as the Borrower and Implementing Agency for the project, UEB’s wholesale lending function in the Bank’s projects is likely to develop into a significant new line of business, and therefore more effective in future in intermediating international bilateral and multilateral funding from a multitude of sources, to the benefit of the overall Ukrainian private sector. Furthermore, wholesale lending to commercial banks for further on-lending to exporters is an important activity of any well-established ECGA which UEB has intent to establish on the basis of its existing export credit activities. This further guarantees sustainability of the project’s purposes. 
E.    Critical Risks and Possible Controversial Aspects
29. There are significant political risks that can translate into macro and financial sector risks. Project specific risks are low. These are further discussed below: 
· Political Uncertainty—Implementation Risk. Ukraine is undergoing considerable political uncertainty in the composition and stability of its government structure. Besides exacerbating the extent of macroeconomic policy uncertainty, which can increase the risk of capital outflow during uncertain times, there is a potential project specific risk. EDP2, like all Bank projects in Ukraine, needs to be ratified by the Parliament and in the absence of a clear Parliamentary majority, ratification of projects can get delayed. The risk is somewhat mitigated by the fact that there is overall political consensus in favor of supporting access to long terms finance to exporters through an operation such as EDP 2.
· Macroeconomic Policy Risk.  Excessive monetary growth in the context of an undervalued pegged exchange rate and large terms of trade gains are accentuating inflationary pressures.  In current circumstances, this can be redressed only through an appreciation of the real exchange rate (i.e., through inflation and/or a nominal revaluation).  The Government has moved in recent days to allow some appreciation of the nominal exchange rate.  This policy change needs to be sustained and consistent with an appropriate monetary and fiscal policy mix moving forward. There is therefore a risk of higher inflation, and higher interest rates as a consequence, but the effect on exporters are likely to relatively less, and the risk to EDP2 directly is likely to be limited.
· Financial System Risk.  The banking system has been able to withstand the threat of crisis in large part due to the strong reserve position of the central bank, and de facto regulation by banks, of each other, through differentiated interest rates between banks on the inter-bank market.  Systemic risk has also been contained by the fact that large deposit banks have tended to act more prudently than the smaller banks, as well as by the fact that the state share of the banking sector has fallen from about 12.1 percent in 2002 to 7.8 percent today. Still, if external shocks, or a fast deterioration of the macroeconomic imbalances, results in a rapid decline in the current account surplus, the reserve position might weaken, which in turn would weaken confidence in the banking system.  This can affect the health of the participating banks in EDP 2. The risk is however significantly mitigated by tight prudential eligibility criteria used for the selection of participating banks.
	Risk
	Risk Rating

	Risk Minimization Measure

	Generic Risks (e.g., macroeconomic and structural reform risks, political instability, etc.)
	M
	Universal political consensus in favor of an EDP2 with UEB as borrower is a major mitigating factor against political uncertainty in favor of EDP2

	Project-specific Risks (e.g., participating intermediaries’ on-lending of funds to non-viable export operations, etc.)
	M
	Tight prudential Eligibility criteria for both selection as well as continuous participation of banks will mitigate against financial system risk for weaker banks
Sub-borrower creditworthiness eligibility criteria will be used to ensure that creditworthy exporters participate in EDP2


F.    Loan Effectiveness Conditions and Covenants

Effectiveness Conditions
· At least two PBs have undergone the qualification procedure and have signed subsidiary loan agreements, satisfactory to the Bank.

· Satisfactory legal opinions on the Loan, Guarantee and the two Subsidiary Loan Agreements have been received.

General Covenants
· UEB to maintain satisfactory financial management systems, including records and accounts, and prepare financial statements satisfactory to the World Bank. Annual project accounts and an IFRS audit of UEB’s financial statements to be provided within six months of each year-end during the implementation period. Audits to be carried out by independent external auditors in accordance with International Standards of Auditing (ISA) and International Financial Reporting Standards (IFRS), under terms of reference satisfactory to the World Bank.

· UEB to maintain a PIU with satisfactory staffing and other resources as required for effective project implementation.

· UEB to monitor project performance in accordance with the agreed performance monitoring indicators.

APPRAISAL SUMMARY

G.    Economic and Financial Analyses
30. N/A

H.    Technical

31. N/A

I.    Fiduciary
32. UEB has worked with the World Bank before on EDP 1 project as the Borrower and the Implementation Agency, and is therefore familiar with the Bank’s fiduciary requirements related to procurement, disbursements, and applicable safeguards. The Bank team has full confidence in UEB’s ability to diligently follow these requirements. 
J.    Social

33. Private sector exporters are one of the key stakeholders in this project. The project, through its support of the manufacturing-for-export sector is, indirectly, supporting employment in Ukraine.

K.    Environment - Category FI

34. In accordance with World Bank environmental assessment policies and procedures (OP/BP/GP 4.01), the project has been assigned “Category FI”.  Consequently, an “Environmental Assessment Framework Document” will be prepared that will be consistent with both the Government of Ukraine and World Bank Environmental Assessment procedures. This Environmental Assessment Framework Document will be included as a chapter in the Operations Manual for EDP2. In summary, UEB will be responsible for ensuring that sub-projects financed under the EDP 2 undergo environmental screening to ensure their conformity with Ukrainian environmental legislation and regulations and the World Bank's safeguard policies and procedures. The PBs will undertake the environmental screening of the sub-loan applications to determine the appropriate environmental risk category for the sub-borrowers/sub-projects. The sub-borrowers will be responsible for carrying out any environmental analysis and for confirming that the proposed sub-projects comply with national environmental guidelines, and for obtaining the necessary clearance from the appropriate licensing authorities. Requirements in respect of environmental analysis will also be written into the sub-loan agreements. The World Bank will perform ex-ante review and clearance of all sub-projects falling in environmental assessment Category III.

35. The Export Development Department officers already appointed by UEB to staff the PIU will be responsible for implementing the safeguard requirements detailed in the Operations Manual section.
L.    Safeguard Policies

36. Environmental Assessment policies (OP/BP 4.01) will apply to EDP 2, including sub-projects.  The possibility that other World Bank safeguard policies might apply to sub-projects, along with other relevant environmental issues of sub-borrowers and their sub-projects will be addressed through the sub-loan environmental eligibility assessment. World Bank staff will continue to supervise adherence to Bank and Ukrainian requirements. Annex 10 provides further details.  It is not anticipated that the sub-projects under EDP 2 will trigger OP 4.12 (Involuntary Resettlement) and OP 7.50 (International Waterways).
M.    Readiness

37. The readiness of the Project for implementation:

	The completeness and readiness of the engineering design documents for the first year’s activities
	N/A

	The completeness and readiness of the procurement documents for the first year’s activities
	Procurement procedures are detailed in the draft Operations Manual agreed with the Borrower

	The availability of a satisfactory Project Implementation Plan
	Draft Operations Manual has been prepared and agreed with the Borrower

	Other 
	N/A


N.    Compliance

38. The Project complies with all applicable Bank policies.

TECHNICAL ANNEXES

Annex 1:  Country and Sector or Program Background
1. The Ukrainian economy has performed well, though macroeconomic imbalances re-emerged during 2004.  Economic activity and exports have surged under a system of better financial discipline and a cheap exchange rate policy in the years since the 1998 financial crisis.  More recently, Ukraine has benefited from a strengthening of the terms of trade.  Over the past few years, it has enjoyed a substantial current account surplus and has consequently accumulated a large pool of international reserves. 
2. Ukraine’s strong growth performance has resulted in a total GDP growth of nearly 50 percent for the period 1999 through 2004.  At 12.1 percent in 2004, Ukraine’s growth was the highest in Europe, but it slowed down considerably in 2005 to 2.4 per cent, among the lowest in the CIS region. The lower growth rate is primarily linked to a negative goods trade balance of about $1.9 billion, down from the positive balance of $3.7 billion in 2004. 
3. While growth has been increasingly broad-based, industry has played the leading role: during 1999-2004, industrial production grew by 87 percent. The growth in industrial production, however, slowed down in 2005 to 3.1 per cent, also contributing to a sharply lower GDP growth rate. Improved financial discipline, substantial real depreciation of the hryvnia compared to western currencies in 1998-99, more prudent fiscal and monetary policies that followed the real depreciation, and improvement of the business climate, have all contributed to igniting Ukraine’s economic growth after the 1998 regional financial crisis. Agriculture, agro-processing, chemical manufacturing and retail trade were early growth leaders.  In metals, when volumes leveled out about mid-year 2003, Ukraine’s exporters were helped dramatically by rapidly rising metal and ore prices.  This combined with a weak real exchange rate and strong regional growth trends contributed to large trade surpluses.  Table 1 below displays recent key macroeconomic indicators.
Table 1:   Main Macroeconomic Indicators, 1999-2005
	 
	1999
	2000
	2001
	2002
	2003
	2004
	2005

	Real GDP (change in percent)
	-0.2
	5.9
	9.2
	5.2
	9.6
	12.1
	2.4

	Real Industrial Production (change in percent)
	4
	13.2
	14.2
	7
	15.8
	12.5
	3.1

	
	
	
	
	
	
	
	

	CPI, a.o.p. (change in percent)
	22.7
	28.2
	12
	0.8
	5.2
	9
	13.5

	CPI, e.o.p. (change in percent)
	19.2
	25.8
	6.1
	-0.6
	8.2
	12.3
	10.3

	Real Exchange Rate, a.o.p. (change in percent, a decline means depreciation)
	-2.7
	-6.3
	0.4
	-5.2
	-8.9
	-5.7
	9.9*

	Current Account Balance (percent of GDP)
	5.4
	4.6
	3.7
	7.5
	5.8
	10.5
	2.7

	Foreign Exchange Reserves (US$ billions)
	1.1
	1.5
	3.1
	4.4
	6.9
	9.5
	19.4

	Fiscal Balance (percent of GDP)
	-2.4
	-1.3
	-1.6
	0.5
	-0.9
	-4.4
	-3

	PPG Debt and Arrears (percent of GDP)
	66.7
	47
	38.6
	35.7
	30.0
	25.1
	19.2**

	Memo:
	
	
	
	
	
	
	

	Nominal GDP (in billions of US$)
	31.6
	31.3
	38
	42.4
	49.5
	65
	83.9

	GNI per capita (US$, Atlas method)
	760
	690
	720
	780
	970
	1,260
	n/a yet


November 2004 to November 2005; ** Minfin data
Source: SSC, NBU, IMF, WB
4. The external position of Ukraine has been very strong in recent years.  During the last 5 years, Ukraine's current account surplus (CA) has grown, and the National Bank of Ukraine (NBU) has accumulated substantial foreign exchange reserves. Strong demand and improvements in the terms of trade-- in particular, from the high world prices for steel-- resulted in a record US$ 6.8 billion (10.5 percent of GDP) current account surplus in 2004.  Until very recently, the NBU has continued its de facto fix of the exchange rate against the US dollar at around 5.3 UAH/US$.  In 2003-2004, the Hryvnia depreciated in real terms due to higher inflation in Russia, and Euro appreciation in international markets. Current account surpluses, increased foreign direct investment, and borrowings on international capital markets, led to further accumulation of international reserves by the NBU, which by the end of 2004 exceeded US$ 9.5 billion, equivalent to 4 months of merchandise imports despite substantial reserve losses during the tumultuous presidential elections. In April 2005 the NBU issued the decision leading to nominal appreciation of Hryvnia by 5% from UAH 5.31 to UAH 5.05 per US$1. However, during 2005, in real terms, Hryvnia appreciated by almost 10%.
Figure 1 
GDP Growth (% , year-on-year cumulatively)
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5. International economic perceptions of Ukraine have improved and financial markets have deepened. From 2000 to 2004, Moody’s steadily upgraded Ukraine’s Sovereign Domestic currency rating from Caa3 to B1. In 2005, Fitch and S&Ps assigned BB- for long-term foreign debt rating of Ukraine. Eurobond spreads are now comparable to Russia’s at around 237 basis points above LIBOR as of April 2005. By January 2006, the Eurobond spread narrowed further to 204 basis points according to EMBI Global Index Spread. Over the past year, Standard and Poor’s has consistently ranked Ukraine-focused emerging market funds in the top quartile of performance. Total banking sector assets have more than tripled since 2002, and their share in GDP increased from 28 percent to almost 55 percent of GDP. Although such rapid banking sector expansion poses risks, the evidence thus far suggests that it has not been associated with any major deterioration in the main prudential ratios, and confidence in the National Bank of Ukraine remains high
.  Financial deepening and increased banking sector competition have resulted in increased lending and more focus on lowering interest costs for borrowers, including through reduced administrative costs.
Figure 2 
Eurobond spreads
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6. The public debt to GDP ratio has declined.  Primary surpluses of 0-2 percent of GDP during 1999-2003, and some debt restructuring in the wake of the 1998 crisis, reduced the public and publicly guaranteed (PPG) debt ratio (including the IMF credit) from 67 percent of GDP in 1999 to 30 percent of GDP in 2003.  Despite an increase in the budget deficit, the debt ratio further declined to 25 percent of GDP in 2004 and 19.2 percent (tentative figure) in 2005.
7. Despite the evident improvements on many economic indicators, a number of economic imbalances began to appear in the second half of 2004 and continued in 2005. Domestic inflationary pressures, while declining over 2000-03, increased since 2004.  Consumer inflation for 2004 exceeded 12 percent, while the producer price index grew by 24 percent. Regional imbalances have developed and are reflected in an East - West divide. Resource rich Eastern regions experienced wealth generation from a depreciating exchange rate, the export boom, and limited competition in its main exporting sectors. However, Western parts of the country did not benefit equally from these dynamics, as it has a different base of natural resources. The non-transparent business climate that benefited large industrial developers in the East, also kept out foreign investment in the West.
8. Strong economic growth in Ukraine in recent years has been due to a combination of structural changes (such as financial discipline, management improvement, utilization of excess capacity) and external factors (in particular, commodity price increases in the goods Ukraine exports, and strong regional growth).  The past few years have seen a domination of production and wealth generation by a few influential financial industrial groups that have thrived in a non-transparent business climate. While export driven growth has been spurred by favorable external conditions, more extensive domination by a few financial-industrial groups could threaten medium-term sustainability.
9. Ukraine’s exports are largely concentrated within a few product groups. There is limited two-way trade within product groups, and the level of processing of export goods is low.  Most of the economic activity functions on the basis of informal relations, special privileges, and a handful of dominant politicized business groups which present obstacles to fair competition, business entry, access to foreign markets, and the realization of true comparative advantage.  The insider economy has discouraged foreign direct investment as well as foreign equity participation in Ukrainian enterprises.  Ukraine may not fair nearly as well in a buyer’s market for the goods it exports, particularly metals. The results of 2005 show significant decline in Ukraine’s exports that resulted in the negative goods trade balance at US$1.9 billion, as compared to the goods trade surplus of $3.7 billion in 2004. In order to sustain a strong growth dynamic, Ukraine needs to diversify its economy and trade through creation of a better investment climate.  As part of this, it will be important to reduce barriers to entry, attract investment, improve technological and management capacity, increase the quality and level of goods processing, and increasingly establish new trading partners.
Overall Financial Sector Context

10. Despite the rapid growth of the financial sector during 2001-2005, it remains relatively small and inefficient. The sector is dominated by the banking system that accounts for more than 85% of total financial sector assets. The insurance industry is small (despite almost 400 companies) but dynamic. The amount of premiums, predominantly for non-life insurance, doubled both in 2003 and 2004 and reached 5.5 percent of GDP by the end of 2004. It has declined to 4 percent of GDP by the end of 2005 in response to the tightening of regulatory requirements and other legal actions aimed at prevention of tax evasion and capital outflow. As a result, there was a major decline in the premiums collected by the captive insurance companies and the volume of re-insurance premiums paid for cross-border reinsurance operations with some of the Former Soviet Union countries. Other non-bank financial institutions such as pension funds, credit unions, leasing and factoring companies are negligible as altogether they account for less than 1 percent of GDP. The Ukrainian securities market is still fragmented and non-transparent, despite the major growth of market capitalization to almost 35 percent of GDP by the end of 2005. 
11. The cost of borrowing for Ukrainian enterprises is still very high and thus financial services, including bank lending, are often inaccessible and unaffordable, especially for SMEs and businesses. The legal and institutional framework for regulation and supervision of financial institutions requires further strengthening. Financial markets are in need of further consolidation, transparency, efficiency and competitiveness. Legislation and standards for corporate governance, disclosure of information and investors protection require significant improvement.

Banking Sector
12. There were 165 operating banks
 in the country at the end of 2005 (89 of them in Kyiv).  Only two banks – Savings (Oschadny) bank and UEB bank – are 100% owned by the state. The landscape of the banking market started to change significantly in 2005 and continues in 2006 in response to the entry of the leading international foreign banks to the market. By the end of 2005, 23 banks had foreign capital, with nine of them fully foreign-owned. In the second half of 2005 and early 2006 three largest private banks (Aval, Ukrsibbank and Ukrsotsbank) and several smaller banks (Mriya, Agio, Index) have sold majority of shares to reputable foreign investors (Raiffeisen, Intesa, BNP-Paribas, SEB group, Vneshtorgbank), resulting in significant growth of the share of foreign owned banks in the assets of the Ukrainian banking sector.
13. In 2005, the assets of the banking sector grew by 59% and by the end of 2005 reached UAH 223 billion (slightly more than US$44 billion). After the fiscal distress of 1998, Ukrainian banking sector rapidly expanded and increased by more than 3.5 times during 2002-2005 Almost 71% of banks’ assets is invested into loans. Despite the rapid expansion of the retail lending portfolio, banks still have almost 70 percent of the loan portfolio issued to enterprises. Corporate and household deposits in banks reached UAH 133.7 billion (US$26.5 billion) by the end of  2005, showing almost 65 percent growth in 2005 despite the significant run on deposits at the end of 2004, stemming from the political upheaval. Selected indicators of the banking system performance are presented in the Table 2 below. 

Table 2:  Selected Information on Ukrainian Bank System, 2002-2005
	
	2002
	2003
	2004
	2005

	Number of operating banks
	157
	157
	160
	165

	Total assets (UAH billions)
	67.8
	100.2
	141.4
	223

	Total assets as a percentage of GDP 
	30.0
	37.5
	41.0
	52.7

	Net bank assets (as adjusted for LLP) as a percentage of GDP
	28.3
	38.1
	38.9
	50.3

	Liabilities, $ bln.
	11.6
	21.4
	19.3
	42.2

	Equity, $ bln.
	1.6
	2.1
	3.1
	5.0

	Net profit, $ bln.
	0.12
	0.13
	0.22
	0.43

	Nominal Growth Rates of Net Banking Assets (percent)
	34.3
	56.9
	34.0
	59.2

	Loans as % of total assets
	69
	70
	70
	70.1

	Lending to enterprises as % of total lending
	82
	79
	77
	69.7

	Lending to private sector, % of GDP
	19.3
	26.8
	25.6
	36.4

	Liquid Assets to Net Assets (percent)
	14.2
	16.0
	15.2
	16.4

	Regulatory Capital to Net Assets (percent)
	15.8
	13.2
	13.53
	12.3

	Capital Adequacy Ratio (according to NBU regulations)
	18.01
	15.11
	16.81
	14.95

	Loan Loss Provisions to Loans (percent)
	7.65
	6.31
	6.55
	5.32

	Net Interest Margin  
	6
	5.78
	4.9
	4.9

	Interest Spread
	7.2
	6.97
	5.72
	5.78

	Return on Equity (percent)
	7.98
	7.61
	8.43
	10.39


Source: National Bank of Ukraine
14.  In the second half of 2005 and first half of 2006, several leading international banks have entered Ukrainian banking market through the acquisition of the local banks. As the result, the share of the foreign capital in the banking sector increased from mere 10.5 percent in 2004 to more almost 20 percent at the end of 2005. By the middle of 2006, assets of 23 banks with foreign ownership (full or partial) will represent approximately 35 percent of total banking sector assets. It is expected that the entry of foreign capital will intensify already fierce competition in the activities of the leading Ukrainian banks (especially in the corporate and retail lending markets) and encourage further consolidation of the system.  
Table 3. Largest Acquisitions of Ukrainian Banks by Foreign Investors in 2005-2006
	Bank 
	% of shares sold
	Foreign buyer
	Country

	Aval
	93.5
	Raiffeisen Group
	Austria

	Ukrsotsbank
	85.4
	Intesa Group
	Italy

	Ukrsibbank
	51
	BNP-Paribas
	France

	Mriya
	98
	Vneshtorgbank
	Russia 

	Index
	98
	Credit Agricole
	France

	Agio
	98
	Vilnusbanka-SEB
	Sweden


15. However, despite the continued rapid growth of the banking system, it remains fragmented and characterized by a large number of small undercapitalized, underdeveloped, and often pocket banks that serve the needs of the related business groups. An average asset size of a bank is US$268 million and the paid-in statutory capital of the whole system was only UAH16.1 billion, or slightly more than US$3.2 billion, at the end of 2005. The share of the ten largest banks (that includes UEB) does not exceed 54% of total banking sector assets, 56% of total deposits and 43.2 % of capital as of end 2005 (Table 4 below). Twenty seven largest banks account for 75.3 percent of the total assets of the system. 
Table 4:  Ukraine Banking Sector and the ten largest banks of Ukraine – 
Selected NBU Data (US$ millions) - January 1, 2006
	Total System/Group of 10 Largest Banks
	Net Assets 
	Share in total assets 
	Net Loans
	Share in total net loans
	Deposits
	Share in total deposits
	Liabilities Total
	Share in total liabilities
	Equity (SF)
	total Equity
	Share in total equity

	 
	Total Banking sector year end 2005
	213878
	100
	142277
	100
	147094
	100
	188427
	100
	16144
	25451
	100

	1
	Pryvatbank
	22058
	10.3%
	16096
	11.3%
	16891
	11.5%
	19786
	10.5%
	1130
	2272
	9%

	2
	Aval bank
	19259
	9.0%
	12730
	8.9%
	15167
	10.3%
	17513
	9.3%
	1499
	1745
	7%

	3
	Prominvestbank
	14590
	6.8%
	11308
	7.9%
	12927
	8.8%
	13222
	7.0%
	200
	1368
	5%

	4
	Ukrsotsbank
	10763
	5.0%
	7252
	5.1%
	8349
	5.7%
	9735
	5.2%
	70
	1027
	4%

	5
	Ukrsibbank
	10669
	5.0%
	7864
	5.5%
	5528
	3.8%
	9721
	5.2%
	750
	947
	4%

	6
	UEB 
	10376
	4.9%
	7401
	5.2%
	5154
	3.5%
	9309
	4.9%
	744
	1067
	4%

	7
	Oshchadbank 
	9515
	4.4%
	1998
	1.4%
	8283
	5.6%
	8740
	4.6%
	703
	775
	3%

	8
	Raiffeisenbank Ukraina
	7049
	3.3%
	6018
	4.2%
	3449
	2.3%
	6422
	3.4%
	519
	626
	2%

	9
	Nadra bank
	5922
	2.8%
	4298
	3.0%
	3411
	2.3%
	5371
	2.9%
	240
	551
	2%

	10
	Brokbusinessbank
	4769
	2.2%
	2816
	2.0%
	3400
	2.3%
	4162
	2.2%
	350
	606
	2%

	TOTAL FOR 10 Banks
	114970
	53.8%
	47118
	53.4%
	82559
	56.1%
	103981
	55.2%
	6205
	10984
	42%


Source: National Bank of Ukraine
16. Despite the high nominal growth rate in net assets as well as relative to GDP, the banking system remains relatively liquid (Table 2 above). However, despite the maintenance of high liquidity ratios required by the NBU, regulatory capital to net assets has declined over the last three years. Loan loss provisions to loans also declined in 2005. Return on equity
 increased substantially during 2004-2005, as indicated in Table 1 above but is still relatively low for the risks normally inherent in an emerging economy. The increase in return on equity during the last two years occurred despite a decline in net interest margin from 5.87 percent of assets in 2003 to 4.9 percent of assets in 2005. From these and other data, it can be concluded that the improvement in return on equity was the result of a decline in non-interest expenses relative to assets (largely due to substantial assets growth, although a number of banks demonstrated increased operational efficiency and improved risks management).

17. The liquidity crunch in the banking sector of Ukraine in November-December 2004 was caused by the substantial deposit withdrawals and resulted in NBU financing to the system of UAH 5.8 billion, representing 5 percent of the deposit base as of November 30, 2004.  During the crisis, the inter-bank market ceased to function and only one small bank failed.  However, by early December the market was functioning among large banks, but the interest rate for overnight UAH loans was 20 percent or more for prime banks that routinely have borrowed overnight at 5 percent or less.  By mid-January 2005, market rates returned to normal, but access by risky banks is still limited (see Figure 1).  Most importantly, by early January deposit growth had resumed, and over the entire crisis period through early January deposits of businesses and households actually increased slightly. As noted above, the confidence in the banking sector was fully reestablished as confirmed by the almost 65% growth of deposits during 2005.
Figure 3 
Ukrainian Inter-Bank Market December 2004 – January 2005
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18. With the history of development and the current state of the financial system in the background, the Ukrainian authorities have developed a wide-ranging reform plan to improve the operating environment and performance of the banking sector, and the entire financial sector more generally. The key pillars of reforms are banking legislation improvements, strategic decisions with regard to the future of Savings Bank, and development and better regulation of the non-bank financial institutions. The Ukrainian authorities plan to enact amendments to the Law on Banks and Banking both to improve the legal framework regulating banking activities and further develop the capacity of NBU in the area of banking supervision. These amendments will include, inter alia, (i) creation of a framework for corporate governance and risk management of banks; (ii) disclosure of information about banks’ real owners, including beneficial owners;  (iii) enforcement of limitations for related party transactions; and (iv) the legal basis to move towards comprehensive consolidated supervision of banking/financial groups. 

19. The Bank is actively supporting the Ukrainian authorities’ efforts in improving the financial sector, most recently through a Development Policy Loan. As part of the commitments under the DPL, in 2005-2006 the authorities intend to undertake, among others, the following measures: (i) the NBU to adopt a Supervisory Development Plan for banking supervision; (ii) amend relevant laws to bring Ukraine significantly closer to OECD benchmark principles for corporate governance in financial sector; (iii) strengthen regulatory powers of the NBFI regulators – Ukrainian SEC and NBFIR – to enable better regulation and supervision of non-bank financial services; and (iv) develop, through a Memorandum of Development of Savings Bank, and agree upon the strategic option for the future of Savings Bank. These and other measures, once implemented, will have a strong positive impact on the performance of the financial sector, and banks in particular, thus increasing the likelihood of the developmental impact and sustainability of the proposed EDP 2 project. 
Ukrainian Export Credit & Guarantee Products and Services
20. International Experience. ECGAs support on average about 12% of a country’s exports but the percentage varies widely from country to country. Overall, ECGAs in developing countries cover a smaller percentage than developed countries but the percentage increases as the economy develops and the business environment improves. There are various institutional models of an ECA and some ECAs carry out a greater range of activities than others (a list of activities commonly carried out by ECAs is set out in Appendix 1.1). Countries in the region such as Bosnia and Herzegovina, Croatia, Czech Republic, Hungary, Macedonia, Poland, Romania, Slovakia and Slovenia have these institutions and most were established more than a decade ago. Most are continuing to expand and are operating as commercially viable institutions Some ECA services in developing countries are carried out by development banks e.g. Croatia and Macedonia. However, most countries provide ECA services in a dedicated agency providing specialized services common to ECAs. 

21. The core activity of an ECA is credit insurance. Some ECAs confine their activity to credit insurance e.g. Czech republic, Hungary but in each of these countries there is a parallel government supported institution providing specialized forms of finance for exporters. A list of activities carried out by a number of ECAs, most from the Central European region, is set out in Appendix 1.2. 
22. Government plays a critical role in providing support for activities that constitute non marketable risk.  For example, most OECD Governments take risk associated with medium term finance and insurance supporting exports of capital goods and services and also assume political risk supporting exports to countries in high risk categories. Whilst non marketable risk is frequently assumed by Government, management and implementation of transactions involving non-marketable risk is usually undertaken by the ECA on behalf of the Government.
23. Ukraine ECGA Current Situation. In Ukraine, such a dedicated ECGA does not function as yet. Though the UEB was originally created to specialize as a Ukrainian foreign trade bank, and was subsequently transformed into the current UEB bank, it has mostly focused on organizing bilateral and multilateral foreign trade financing on the liability side of its operations. On the asset side however, instead being a system wide provider of export finance products and services to the whole financial system, UEB has mostly evolved into a retail commercial bank with a small project finance function. Thus, based on 2004 year-end figures, while UEB derives a significant part of its strength and value from state ownership and internationally perceived ECA/EGA functions; a major part of its funding (nearly 60%), and revenue base (nearly 68%), is derived from its retail commercial business. Thus, unlike most countries in Central Europe, Ukraine does not yet have a functioning government owned or government supported export credit agency providing specialized financial and insurance facilities for the benefit of the Ukrainian exporting community.
24. Future Development of a Ukrainian ECGA. There is therefore a widely perceived need in Ukraine for such a dedicated Ukrainian Export Credit & Guarantee Agency (ECGA) able to provide specific export credits, credit insurance and guarantee products to all financial intermediaries and the whole Ukrainian exporting community—most of these are not available in Ukraine at this time. The present UEB has an inherent conflict of interest in being a retail commercial bank in competition with other private commercial banks in Ukraine and at the same time be an ECGA providing products and services to the whole financial system. In order to therefore create a dedicated ECGA in Ukraine, and to avoid losing the value in the present “retail” bank of UEB, there is a need to restructure UEB’s operations into the two institutionally separately focussed areas of ECGA and retail banking. Several restructuring options discussed between the Bank and UEB included:
· Option 1:Creating an ECGA as a department within UEB as exists at present; or 

· Option 2: Splitting UEB horizontally into two completely separate institutions: an ECGA and a retail commercial bank; or 

· Option 3: Creating an ECGA as a subsidiary of UEB; or 

· Option 4: Creating a retail commercial banking subsidiary of the current UEB with an independent banking license, and transferring all the retail deposits and lending operations along with the branch networks, to the new wholly owned retail banking subsidiary. The parent holding company UEB could then focus solely on ECGA operations, could be capitalized as necessary, and develop its own range of wholesale products and services for the complete banking system and exporting community in Ukraine. The Bank has recommended Option 4 as the most appropriate option under the current unique ownership and business structure of UEB. The vertical split option appears to offer maximum flexibility, and allows for a gradual phased in approach in implementing the restructuring strategy.
25. UEB’s Preferred Approach. The eventual creation of a Ukrainian ECGA has been an important development goal of UEB and the Government. However, while both UEB and the Government recognize the advantages of undertaking a vertical split of UEB by creating a wholly owned subsidiary bank to which it could transfer its retail banking business leaving the parent UEB as the ECGA (Option 4 above), UEB management believes that such a split strategy is not feasible in the short time frame in the present uncertain political environment. Even though the UEB management remains fully committed to the creation of an ECGA in close consultation with the Bank during EDP 2 project implementation, they prefer a gradual approach which gives them more time and opportunity to discuss various options and alternatives in greater detail. To kick start this process, UEB management is going to prepare a Board resolution endorsing their commitment towards creation of an ECGA in close co-operation with the World Bank and other interested parties (ministries) during EDP2 implementation. 
26. It is important to stress that irrespective of the outcome of cooperation between the Bank and UEB on creation and development of an ECGA under the auspices of the proposed EDP 2 project, the EDP 2 does not have such creation and development of an ECGA in Ukraine, by UEB or through alternative ways, as an explicit or implicit project objective. The project, however, will provide a mutually advantageous context and communication channels for the Bank, UEB, the Ukrainian authorities and other stakeholders to discuss the ECGA issues throughout the project and strive to agree on the optimal strategy for an ECGA. 
Appendix 1.1
Examples of Typical Products and Services of ECGAs 
(Export Credit and Guarantee Agencies)

The following is an illustrative list of products and facilities commonly offered by government owned or government supported export credit and guarantee agencies, that could form the package of services that a future dedicated UEB ECGA can offer in Ukraine.

· Wholesale Credit Lines to Banks. Credit lines to commercial banks for both investment and working capital loans to enterprises engaged in export activity. 
· Indemnities to Banks for Contract Guarantees.  Indemnities or counter guarantees to commercial banks that provide guarantees required by buyers in connection with export contracts, e.g. advance payment guarantees or performance guarantees. The ECA indemnity or counter guarantee covers a commercial bank against loss arising from the failure of an exporter to reimburse the commercial bank following a valid call and payment under a guarantee. 
· Credit Insurance. Credit insurance is the core activity of an export credit agency. This term is used to mean insurance of the receivables of enterprises and does not include guarantees or insurance of bank loans. A receivable is a debt due to a vendor of goods for goods sold and delivered on credit terms. Policies of credit insurance are provided by the ECA direct to an exporter but the benefit of an insurance Policy i.e. the right to receive a claim payment can be assigned to banks as security for loans.  
· Guarantees of Commercial Bank Loans to Exporters. This facility directly guarantees a commercial bank for a portion of the credit risk involved in a loan to an enterprise engaged in export activity. The precise design of a guarantee facility would need some dialogue with the ECA and the government. There will be a trade off between risk and perceived value to the banks of this type of facility. Some of the issues relevant to a successful guarantee facility i.e. a facility that provides banks with incentives to lend greater amounts to support productive exporting activity than they would otherwise lend, are:
· Will the central bank “recognize” the guarantee by allowing the lending bank to treat the guaranteed part of the loan as “zero risk weighted” for capital adequacy purposes, not be liable to reserve during any waiting period for a claim payment, and permit the lending bank to waive strict observance to lending ratios and collateral requirements?

· Will the facility extend to medium term credits? 

· Will recoveries be shared on a pari passu basis or will the bank be allowed priority?  

· “Unfair Calling” Insurance. As mentioned, most ECAS assist the exporting community to provide bank guarantees that are required to secure export contracts, such as advance payment guarantees and performance guarantees. These guarantees are usually the “on demand” type i.e. allow the buyer/beneficiary to call a guarantee by simple demand without being required to establish that an exporter has not performed its obligations. Unfair Calling Insurance takes the form of insurance to exporters against “unfair calling” of such performance guarantees i.e. insurance against a beneficiary calling a guarantee in circumstances where an exporter is not in breach of contract or cannot comply due to circumstances beyond its control. 
· Buyers’ Credits. This involves credits given to overseas buyers on medium terms to finance sale of capital goods and services. This is a complex area that for OECD and EU members is governed by the OECD “Arrangement” or “Consensus” on export credits. The OECD Arrangement is intended to limit the extent of involvement of governments in supporting export finance and promote transparency among lender countries. Such a facility can only be provided with the support of the Government. Support can take two forms; assumption of credit risk and interest make up arrangements. Assumption of credit risk is usually in the form of guarantees to commercial banks either directly or through agents (e.g. Hermes of Germany as agent for the German Government), with the government assuming a percentage of the credit risk (quite often 85%) of a commercial bank loan to an overseas buyer. Subsidy make up arrangements are required where the lending interest rate is fixed for the duration of the loan but the lending bank funds itself on a six monthly rollover basis. Where the cost of funds to the bank on any rollover date is greater than the agreed base cost of funds, the government makes up the difference and where the cost of funds is less than the agreed base rate, the Government receives the difference. 
· Exchange Risk Cover. Insurance against losses arising from exchange rate movements between the currency of an exporter’s country and the currency in which an exporter is obliged to tender. The cover insures against losses between the date of tender and the date of contract award. 

· Investment Insurance. Insurance to an investor against loss arising from actions of the host government in blocking repatriation of equity or income, expropriation or interference in the management of an enterprise, or losses to physical assets from war or civil commotion. This type of insurance is similar to the investment insurance offered by MIGA. 
· Factoring. A few ECA’s provide factoring services, usually through a subsidiary. Factoring is the purchase of receivables or the advance of funds against the security of receivables. Factoring is a valuable service to enterprises that do not have adequate fixed assets to borrow from a commercial bank and when combined with credit insurance, provides security of income and a means to aggressively market their product. Factoring has limited value to companies that have long production cycles, such as in agriculture, but can be of major assistance to manufacturing and trading companies that can make up an order in a relatively short period e.g. 14 days, but need to cede relatively long post delivery credit terms e.g. 60 or 90 days. It is not going too far to say that factoring can transform the financial health of companies that fit a particular profile. 

Appendix 1.2
List of activities commonly carried out by ECGAs
Bosnia and Herzegovina  (IGA)
· export credit insurance;

· import credit insurance;

· pre shipment working capital finance to banks for loans associated with export activity;

· medium term finance to banks for equipment purchase associated with export activity;

· factoring of export receivables;

· guarantees to banks for pre shipment working capital finance;

· guarantees to banks for medium term finance for equipment purchase associated with export activity;

· insurance cover for contract bonds.*

Czech Republic (EGAP)**
· Short and medium term export credit insurance;

· Domestic credit insurance;

· Insurance of pre shipment finance by banks; 

· Bonds/surety business;*

· Investment insurance.

Germany (EULER HERMES)

· Short and medium term export credit insurance;
· Supplier and buyer credit insurance/guarantees;
· Unfair calling of guarantees/bonds insurance;* 


· Issuance of guarantees/bonds;* 

· Special project finance. 

Hungary (MEHIB)**

· Short and medium term export credit insurance; 

· Exchange risk cover;
· Investment insurance.
Poland (KUKE)
· Short and medium term credit insurance;

· Domestic credit insurance;

· Insurance of costs relating to market research;

· Guarantees to banks for supplier credits;

· Bonds/surety business;* 

· Investment insurance. 

Romania (Eximbank)
· Short and medium term export credit insurance; 

· Finance and refinance for export related activities;

· Insurance of working capital loans by banks; 

· Investment insurance. 

Slovak Republic (Eximbank)

· Short and medium term export credit insurance;
· Pre shipment finance for export related activity;
· Bonds/surety business;*
· Investment insurance.
Slovenia (SEC)
· Short and medium term export credit insurance;
· Domestic credit insurance;
· Unfair calling of guarantees insurance;*
· Pre shipment finance for export related activity;
· Export finance (buyer credits); 

· Investment insurance; 

· Exchange risk cover.
Turkey (Eximbank)

· Short and medium term export credit insurance;

· Pre shipment and working capital finance for export related activity;
· Project finance (buyer credits);
· Investment insurance

· Bonds/surety business.*
USA (Eximbank)

· Short and medium term export credit insurance; 

· Export finance (buyer credits);
· Guarantees to banks for export related activities.
*   This refers to issuance of guarantees or bonds such as advance payment guarantees or performance guarantees given in favor of buyers to secure export contracts.

**   Both the Czech Republic and Hungary provide their insurance function and finance function in separate institutions.  
Annex 2:  Major Related Projects Financed by the Bank and/or Other Agencies

1.      The proposed EDP 2 is a follow-up project of the predecessor EDP 1 project. The first EDP was implemented during 1996-2004 and was successful in disbursing the full amount of the Loan (around US$70 million), reaching out to many different exporting industries all across Ukraine by financing 36 exporting sub-projects. Furthermore, over 70 additional sub-loans were provided by UEB from the reflows of the original sub-loans. Both the first EDP and the proposed EDP 2 are part of the Bank’s financial sector program for Ukraine, which seeks to stabilize and support the further development of the Ukrainian financial system for the benefit of the private sector and economic growth. 
2.      In addition to EDP2, there are other financial sector operations currently underway, e.g.; (i) in the policy area - the First Development Policy Loan DPL1 currently under implementation; or a new DPL 2 under preparation which address financial sector development regulatory and institutional development concerns for the Savings bank and UEB; and (ii) in the investment area, the Access to Finance Project for providing medium term finance to rural SMEs. These are complemented by non-lending TA being provided in the area of Banking Regulation and supervision, insurance regulation and supervision and development of mortgage finance in Ukraine.

Annex 3:  Results Framework and Monitoring

	Narrative Summary
	Key Performance Indicators
	Monitoring and Evaluation
	Critical Assumptions

	Outputs:

Provide effective sustained medium/long term finance to exporters on a timely basis
	Credit line Utilization Indicator:

Amount of credit line actually disbursed/projected credit line disbursement on a straight line basis 
	Progress reports prepared by UEB’s PIU

Supervision missions
	(Outputs to Objective)

Good capital adequacy of UEB, and  effective  project management by UEB

	Project Components/Sub-components:

Credit Line 
UEB institutional development-related procurement of IT equipment

	Inputs: (budget for each component)

US$150 million  

UEB to use the PIU for EDP 2 implementation, using part of the onlending margins from the wholesale credit line to finance the PIU's operating costs

US$3 million  

Spending results in relevant IT equipment purchases and their complete integration resulting in better technological capabilities of UEB’s operations
	Progress reports prepared by UEB’s  PIU

Supervision missions

Progress reports prepared by UEB’s  PIU

Supervision missions
	(Components to Outputs)

Timely disbursement

Timely disbursement

	Sector-related CAS Goal:

Help meet private sector financing needs, to enhance private sector competitiveness
	Increased aggregate exports


	Trade Statistics
	(Goal to World Bank Mission)

Continued improvement in macro-economic and political stability. 

	Project Development Objective:

To provide  medium and long-term working capital and investment finance to private exporting enterprises

To ensure the depth and breadth of financial intermediation as measured by the PBs’ market share and ability to reach a diverse set of borrowers
To improve credit management practices in financial intermediation based on sub-borrower creditworthiness criteria


	Export Multiplier:

Incremental average aggregate annual exports generated (measured over 3 years for all sub-borrowers)/total credit line disbursed 
Range of Financial Intermediaries participation:

Number of PBs participating in EDP 2 and their individual and combined market shares
Sub-loan Performance Indicators:

Decreasing amount of non-performing sub-loans and leases; Interest and/or principal defaults/total amount of sub-loans and leases disbursed
	Progress reports prepared by UEB’s PIU

Supervision missions
	(Objective to Goal)

Continuation of the current floating exchange rate regime 

Absence of a major public debt / financial sector crisis


Annex 4:  Project Description

3.      The Second Export Development Project (EDP 2) consists of 3 components: 

· A wholesale line of credit to UEB, which UEB will onlend to other eligible private banks selected according to prudential criteria. The PBs will in turn make medium term working capital or long term investment loans to eligible private exporters, 
· UEB Institutional Development related procurement of IT equipment,
· Contingency account for potential technical support to UEB for strengthening its ECGA functions and capabilities, if necessary during project implementation. 

4.      Under the project, the EDP 2 will primarily provide medium and long-term financing for the procurement of goods and works by private exporters.  The inputs could be procured locally or externally on commercially competitive terms and will, therefore, benefit both direct and indirect exporters.

5.      Borrower and Implementing Agency.  The Borrower and Implementing Agency for the EDP 2 will be UEB, a state-owned export-import bank, with the Government of Ukraine issuing a guarantee to the World Bank. Ukrainian laws allow the Government to issue guarantees to the banks owned by the state. UEB will act in the capacity of a wholesale institution. UEB will in turn on-lend the loan funds to a group of 5-6 private banks which will be selected pursuant to criteria agreed between the Borrower and the World Bank (see Appendix 6.3). UEB will take the credit risk on the participating banks. The participating banks will then use the EDP2 lines of credit funds to make sub-loans to private exporting enterprises for procurement of goods and works in order to expand their current export volumes, or, in exceptionally competitive circumstances, to enable them to retain and maintain their current level of exports. The on-lending banks will take the credit risks on the borrowing enterprises.

6.      Due Diligence of UEB.  UEB was the Borrower and the Implementing Agency in the EDP 1 project. Therefore, it is fairly well known to the World Bank team through a regular exchange of views, reviews of UEB’s audited reports and other financial reporting required under the EDP 1. The NBU has recently (in August and October 2005) confirmed UEB's full compliance with the regulatory requirements, and supported the Bank's proposed EDP2 project for continued financial support to exporters and to UEB in its institutional development. The external auditors have also undertaken a limited review of the UEB’s end-June 2005 financial statements, and their review confirms UEB’s financial position and compliance with the prudential criteria. Based on current indications and NBU banking supervision department information, UEB should be able to meet the capital adequacy and other eligibility criteria mentioned below as the borrower of EDP2 funds.
7.      These include IFRS based Capital Adequacy Ratio (of at least 10%) and several related party exposure, large exposure, forex exposure, and non performing loans ratios, and are mentioned in more detail in Appendix 6.2. In order to monitor UEB’s regular half-yearly compliance with these ratios, the Bank will require a certification from UEB management, as well as from their external auditors, based on the reviews of end-June and end-December financial statements, confirming that the bank continues to remain in ongoing compliance with the agreed prudential criteria. 

8.      Loan Terms.  UEB, based on its own funding mix and anticipated demand of exporters, has indicated a preference for a US Dollar Variable Spread Loan (VSL). UEB will on-lend the loan to participating banks for a period of up to 6 years which will include a grace period of up to 3  years. In order to offset its administrative and implementation costs as well as the credit risks involved, UEB will charge an on-lending margin to the participating banks (not expected to exceed 400 basis points) over its cost of funds under the World Bank loan, depending on the risk profile of the borrowing bank. The subsidiary loans made by UEB to the participating banks will be denominated and repayable in US Dollars. The participating banks are expected to price their sub-loans which may be denominated and repayable in any currency on a commercial basis. In addition to the lending spread, UEB will also pass on all the applicable fees, like the Front End Fee of 0.25% charged by the Bank, the guarantee fee charged by the MOF to UEB for guaranteeing the loan to the Bank, and the commitment fee charged by the Bank on the unutilized portion of the loan funds.
9.      Selection of Participating Banks. A preliminary list of 12 banks (see Appendix 6.3) has been compiled from the universe of around 164 Ukrainian banks using the following pre-screening criteria:

· Minimum Asset Size of Hryvnia 500 million (around US$100 million at the current exchange rate)
· Minimum paid-in statutory capital of  €10 million

· Annual audit of bank’s financial statements according to ISA/IFRS should be available for at least two previous years (2003 and 2004)

· The share of loans to exporters
 should not be less than 10% of the bank’s total loan portfolio

· The bank should be in operation for at least 3 previous consecutive years.
10.      These criteria ensure that only banks with an operational history, a viable asset base and an export sector lending focus are selected for further screening. From this group of banks, a smaller group of 5-6 banks will be selected as final participating financial intermediaries for the EDP 2 by UEB based on: (i) acceptance by UEB of their credit risk; (ii) their expression of interest in participation in the project; and (iii) the following eligibility criteria: 

A.  Capital Adequacy Ratio (CAR):

· Risk Weighted Capital Adequacy Ratio (CAR) should be not less than 10% calculated according to the IFRS (as determined by the Basle Committee on Banking Regulation and Supervisory Practices);

· The bank’s regulatory capital should be fully compliant with the NBU requirements and be not less than  €10 million. 

B.  Related Party and Large Exposures.

· Single insider lending exposure (where insider is defined in accordance with IFRS 24 “Related Party Disclosure”) should not exceed 5% of bank’s IFRS based equity; 

· Aggregate Insider Lending should not exceed 30% of the bank’s IFRS based equity;

· Single exposure (loans, accounts receivable, securities, guarantees and other types of contingent liabilities) per single borrower (including its subsidiaries and other related parties) should not exceed 25% of bank’s IFRS based equity;

· Total large exposures should not exceed 8 times bank’s IFRS equity; 
C.  Foreign Exchange Exposure. Bank is fully compliant with NBU foreign exchange regulatory requirements; bank’s total foreign currency position should not exceed 35% where long open currency position should not exceed 30% and short open currency position not exceed 5 %;  

D.  Liquidity Ratio. A ratio of liquid assets to total assets of at least 25%, where “liquid assets” are the sum of cash and cash equivalents, correspondent account balances, precious metals, trading securities and bank’s interbank placements with maturity of not more than 30 days, less any of the aforementioned assets pledged to the third parties; 

E.  Full compliance with the loan loss provisioning requirements (for loans, securities, accounts receivable and other assets) according to the NBU prudential regulations and IFRS requirements;

F.  Full compliance with all other NBU regulatory requirements as confirmed by a letter issued by the NBU;

G. Profitability Ratio. The PBs should operate on a profitable basis prior and throughout the course of project implementation.
Information to be provided prior to participating banks’ selection and on a regular basis to the World Bank during project implementation:

· The participating banks will provide the World Bank in a written form with the list of shareholders (controlling group structure and beneficiary owners), as well as the related parties to the latter;
· The participating banks will authorize the NBU and their external auditors to provide access to the World Bank to their financial statement, and information on any specific issues that the Bank might need clarification on in the course of appraisal of the participating banks or their subsequent monitoring during implementation of the EDP 2; 

· The banks will authorize NBU and the external auditors to provide regular (e.g. semi annual) written letters confirming banks' compliance with the NBU regulatory requirements and the eligibility criteria established for the participating banks under the project.
11.      Eligible sub-borrowers: All private (private ownership more than 50 percent) exporters with foreign exchange earnings, irrespective of their sector, will be eligible for participation as sub-borrowers on a commercial basis. The prospective sub-borrowers will have to prepare and present a complete sub-loan package consisting of UEB credit application form and such other information which UEB and the Bank could reasonably request, as well as satisfy the procurement and environmental rules stated as part of the World Bank loan conditions. The creditworthiness of the sub-borrowers will be assessed by the PBs, subject to the minimum requirement that the sub-borrowers maintain a maximum debt equity ratio of 80:20 and minimum debt service coverage ratio of 1.3:1 (both after receipt of the sub-loan and/or lease). The World Bank, in coordination with UEB, will carry out a prior review of the first two sub-loan applications of each of the participating banks to satisfy itself about the credit analysis process carried out by these financial intermediaries.
Appendix 4.1

Terms and Conditions for UEB
(Between the World Bank and UEB)
For UEB, the following terms and conditions shall apply:

· Initial and ongoing compliance with applicable laws and regulations issued by the Ukrainian authorities as well as compliance with the prudential eligibility criteria for UEB (mentioned in Appendix 6.2), as certified by UEB management and independent external auditors on a  semi-annual basis;

· For the duration of the project implementation period, beginning with year-end 2005, submission of an audit report every six months, that is (i) prepared in accordance with International Standards of Auditing and International Financial Reporting Standards; and (ii) has an unqualified audit  opinion, except as the World Bank shall otherwise agree;

· UEB will on-lend the funds under the EDP 2 line of credit to PBs (selected according to the eligibility criteria agreed with the World Bank) using subsidiary loan agreements. All subsidiary loan agreements are subject to prior review by the World Bank;

· For the duration of the project implementation period, maintenance of the Project Implementation Unit (PIU), staffed with qualified personnel, capable to satisfactorily implement all aspects of the EDP 2;

· UEB will monitor the performance of the project on a quarterly basis using performance indicators agreed with the World Bank, and will provide the World Bank with quarterly progress reports, giving the details of the progress made in project implementation;

· Timely preparation and submission of EDP 2 project audit reports in accordance with International Financial Reporting Standards, International Standards of Auditing, and agreed Financial Management Arrangements (see Annex 6 and Annex 7); and

· UEB will receive the funds from the World Bank on a 20 year maturity, at six-month LIBOR, plus a variable spread; UEB will pay the World Bank a front-end fee of 1 % less any applicable waivers (as of the date of this document, the waiver was 0.75%, subject to change), and an annual commitment fee of 0.75 percent, less any applicable waivers (as of the date of this document, the waiver was 0.5%, subject to change). The commitment fee will be payable with effect from 60 days after loan signing. UEB will also pay a one-time guarantee fee of 0.25 percent of the Loan amount to the Ukrainian Government. 

Appendix 4.2

Terms and Conditions of Subsidiary Loans
(Between UEB and PBs)

The following terms and conditions will apply to the subsidiary loan agreements to be entered into between UEB and PBs:

· Initial and ongoing compliance of the PB with applicable laws and regulations issued by the Ukrainian authorities as well as compliance with the prudential eligibility criteria for PBs (mentioned in Appendix 6.3), as certified by the PB management, and independent external auditors on a  semi-annual;

· All subsidiary loan agreements between UEB and PBs will be subject to prior review and no-objection by the Bank;

· US dollar denomination; 

· Maturity of the subsidiary loan of  up to 6 years, with up to 3 years grace;

· Interest rate of the cost of World Bank funds to UEB plus an on-lending margin reflecting (a) UEB’s administrative costs; and (b) a credit risk margin;

· One-time front end fee of 1 percent of the Loan amount, less any applicable waivers, one-time guarantee fee of 0.25 percent of the Loan amount, and commitment fee equivalent to the commitment fee payable by UEB on the World Bank Loan;

· The funds available to PBs will depend upon the availability of funds to UEB from the World Bank;

· PBs will be responsible for ensuring that the sub-borrowers comply with the World Bank's procurement rules for the procurement of goods and works under EDP 2 sub-loans, applicable Ukrainian environmental legislation/regulation, as well as the World Bank policy on environmental assessment; and

· PBs will provide a full set of documentation for all sub-loans to UEB in order to enable UEB to maintain all project records and make them available for ex-post review by the World Bank or by external auditors as necessary. Physical invoices and contractual documentation should be retained by the Borrower in addition to electronic format.
Appendix 4.3

Terms and Conditions for Sub-Borrowers, Sub-projects and Sub-loans 
(Between PBs and Sub-borrowers)

The following terms and conditions will apply:

For sub-borrowers:

· Private ownership (defined as more than 50 percent private ownership or private control);

· Status of an exporter;

· Maximum debt/equity ratio of 80:20 (after receipt of the sub-loan);

· Sub-borrowers, after receipt of the sub-loan, should generate enough cash during the pay-back period of the sub-loan to maintain a minimum debt service coverage ratio of at least 1.3:1; and

· Certification from the relevant authorities that the sub-borrower and sub-project meet environmental laws and standards in force in Ukraine. The World Bank policy on environmental assessment (available in the Operations Manual for the EDP 2 to be prepared by UEB’s PIU) will also be complied with.

For sub-projects:

· Sub-projects must be targeted towards the generation of exports consistent with the sub-borrower's export  growth projections;

· Goods and works on the World Bank's negative list will not be eligible for financing; and

· Compliance with the World Bank's procurement procedures for the procurement of goods and works to be financed under EDP 2 sub-loans.

For sub-loans:

· Sub-loans will be made for the financing of raw materials, spare parts, plant and equipment, and works, both for working capital as well as investment purposes;

· Sub-loans will be evaluated in accordance with the PB's normal project and credit evaluation guidelines and in addition will be evaluated by UEB using their own credit evaluation guidelines as agreed with the Bank and included in the Operations Manual;

· Sub-loans can be denominated in any foreign currency;

· Sub-loan pricing and maturity will be determined by the PB based on the needs of the particular sub-borrower and sub-project being financed, with the proviso that the interest rate must at a minimum be equal to the costs of World Bank loan funds to the PB plus an appropriate credit risk margin;

· The sum of sub-loans to any individual sub-borrower or group of connected sub-borrowers from one or more PBs, as well as from UEB, will not exceed US$10 million equivalent;

· For sub-loans larger than US$5 million equivalent and for the first two sub-loans for each PB irrespective of size, prior review by the World Bank will be required; and 

· All sub-loans not subject to prior review, can be subject to post review by UEB or the World Bank in order to verify compliance with the subsidiary and sub-loan agreement terms.

Annex 5:  Project Costs

In US dollars
	Project Component
	Local
	Foreign
	Total

	Wholesale credit line*
	
	150,000,000
	150,000,000

	Procurement of institutional development-related IT equipment by UEB
	
	3,000,000
	3,000,000

	Front End Fee
	
	386,250
	386,250

	Unallocated (Contingency)
	
	1,113,750
	1,113,750

	Premia for interest rate caps and  collars
	
	0
	0

	Total Project Cost
	
	154,500,000
	154,500,000


*While it is expected that both participating PBs and sub-borrowers themselves will contribute to the financing of individual sub-projects, the precise amount of such financing to be provided cannot be determined ex ante, as the loan design does not envisage the use of predetermined cofinancing requirements.  Instead, PB maximum exposure to individual sub-borrower limits, debt equity and debt service coverage ratio requirements for sub-borrowers and maximum sub-loan and lease limits will drive the amount of cofinancing to be provided.

Annex 6:  Implementation Arrangements

A.  Institutional and Implementation Arrangements

12.      UEB will be the borrower for the EDP 2, and the Ministry of Finance of Ukraine will provide the guarantee to the World Bank on behalf of Ukraine. UEB will also be the implementing agency for the project, and will use the structure of EDP 1 Project Implementation Unit (PIU) within UEB to set up a new PIU in the Export Development Department for the implementation of EDP 2. The PIU’s responsibilities, functions and staffing details are given below.

B.  On-lending Arrangements

13.      UEB, the Borrower, will wholesale the EDP 2 line of credit funds to around 5-6 private banks selected according to a set of pre-qualification and final eligibility criteria.  The on-lending will be carried out by means of subsidiary loan agreements entered into with the selected banks (privately owned Participating Financial Intermediaries - PBs). The PBs in turn will make sub-loans to private exporters satisfying a set of eligibility criteria, according to agreed sub-loan terms and conditions and procurement and environmental guidelines (see Annex 4).  UEB will take the credit risk on the PBs and the PBs will take the credit risks on the sub-borrowers. 
C.  Project Implementation Unit (PIU) -Responsibilities, Functions and Staffing

14.      Responsibilities.  Project coordination and implementation will be done through a PIU within UEB. The PIU will be responsible for: (i) coordination, communication and public information of all aspects of the UEB with the World Bank, the Ministry of Finance, PBs and exporters’ organizations; (ii) carrying out the initial and final selection of the PBs according to the agreed pre-screening and final eligibility criteria for participating banks; (iii) monitoring of the performance and the risks associated with the PBs and periodic reporting to the World Bank based on the PBs’ audited financial statements; (iv) negotiating the terms and conditions of subsidiary loan agreements with PBs and entering into such agreements with PBs on behalf of UEB; (v) communicating the sub-loan terms and conditions including minimum eligibility criteria and procurement and environment guidelines for EDP 2, to the PBs; (vi) reviewing the sub-loan applications through prior or post review to ensure that all the sub-loan terms and conditions have been complied with by the PBs; (vii) submission to the World Bank of those sub-loan proposals that require prior World Bank approval; and (viii) setting up of a financial management, accounting and reporting system to handle the information flow between the sub-borrowers, PBs, UEB and the World Bank. 
15.      Functions.  Based on the above project responsibilities the functions and tasks of the PIU have been grouped under three specific areas: (i) Performance and Risk Monitoring of PBs; (ii) Credit Operations Management; and (iii) Accounting and Reporting. The task details under each functional group are provided below:

· Performance and Risk Monitoring of PBs:  As part of the Performance and Risk Monitoring function, the PIU will carry out the review of the financial information provided by the PBs in order to determine their eligibility for initial and final selection and participation in the EDP 2 wholesale credit line based on the Eligibility Criteria agreed and coordinated with the World Bank.  After the final selection of the PBs, and signing of the subsidiary loan agreements with the PBs, their continued compliance with the criteria and overall financial performance will be monitored by means of semi-annual financial information, and complemented by full year-end financial statements, audited by independent external auditors in accordance with ISA and prepared on the basis of IFRS. In addition, the PBs will provide compliance certifications by their management and external auditors on a semi-annual basis. The objective of this monitoring will be to evaluate the financial and operational performance of the PBs as part of the credit risk assessment of the PBs and their continuing eligibility for participation in the EDP 2.

· Credit Operations:  The PIU credit operation section will provide assistance to the PBs and sub-borrowers under EDP 2 line of credit on all aspects of the terms and conditions and eligibility criteria of the sub-loans, and will review all the sub-loan applications on a prior or post review basis in order to ensure their compliance with respect to the objectives, criteria and covenants as stated in the subsidiary and sub-loan agreements.  In doing this, the PIU in consultation with the World Bank, will prepare an EDP 2 Operations Manual to explain all the operating procedures and guidelines governing the implementation of the EDP 2. The OM will include (i) terms and conditions and eligibility criteria for sub-loans and sub-borrowers; (ii) credit evaluation guidelines for  all sub-loans; (iii) the applicable procurement guidelines and the prior review thresholds for sub-loans; (iv) the environment guidelines and checklist for sub-loans; (v) the operational process for the information, documentation, and payments flows; and (vi) the accounting, reporting and auditing requirements as applicable at different levels in the on-lending process.  The credit operations section of the PIU will also monitor progress in the utilization of the EDP 2 loan funds, monitor the debt servicing performance of the sub-loans jointly with the PBs, collect information on the incremental exports generated by the EDP 2 in line with the agreed impact performance indicators, and prepare progress reports on these areas, for submission to the World Bank.

· Accounting and Reporting:  The PIU will prepare and maintain the Financial Management System (FMS) required for the accounting and reporting of all project related activities under the EDP 2 in consultation with the World Bank. The PIU under the supervision of the Program Manager, will be responsible for: (i) the documentation and recording of the transactions involving disbursements from the special account; (ii) recording the funds flow to the PBs; and (iii) all recording and reporting related to preparation of Financial Monitoring Reports (FMRs) according to the formats agreed with the World Bank.  In order to record, monitor and report on the transactions related to the project activities, specific balance sheet and income statement accounts for these transactions will be opened within UEB’s chart of accounts. The main accounting system will be supplemented by a Management Information System (MIS) specifically designed for EDP 2 and the PIU would be able to generate information about the funds flow in the project at any given time. Entries to the MIS will be done under PIU authorization. The PIU will monitor these transactions and will prepare monthly account summaries in parallel with the monthly accounting cycle within UEB, and, if requested, send these monthly reports to the World Bank. Through these accounts the PIU will compare the funds flow information with the PBs and if needed with the sub-borrowers.  Periodic reconciliation of these accounts between UEB, the PBs and the World Bank will also be carried out by the PIU. The PIU will furthermore ensure that audits of the financial statements and compliance certificates are submitted within the periods specified in the loan agreement and the subsidiary loan agreements.

· Staffing.  The PIU is composed of UEB staff.  UEB has appointed its Director of Export Development Department, Mr. Ildar Usmanov, as the EDP 2 Program Manager. Mr. Usmanov (who was also the Program Manager for the EDP 1 facility) will be responsible for the overall project management and coordination with the World Bank, PBs, the Government, and the exporting sector. In addition, he will be responsible for the creation, appropriate staffing and functioning of the PIU. In this task, the Program Manager, will be assisted by UEB expert staff, recruited from various divisions of UEB, including but not limited to Export Development Department (location of the PIU), Treasury Department (for interbank relations), and Accounting Department (for financial management and disbursement). 
Appendix 6.1

Profile of the Borrower— 
Joint Stock Company “The State Ukrainian Export-Import Bank of Ukraine”
Strategy

1. The mission of the UEB is to support comprehensive development of Ukrainian economy by rendering high quality banking services to its customers and acting as the financial agent of the GOU. Strategic objectives of the Bank’s development are set based on the Statute of the UEB approved by the GOU and stipulate as follows:
· maintaining unique position as the sole financial agent of the GOU;

· keeping the leading position in export and import finance and other related activities;

· maintaining the regulatory capital adequacy at the level sufficient to support sustainable growth to hold leading positions within top five of Ukrainian banks;

· improving the risk management system in compliance with the forthcoming Basel II requirements;

· maintaining UEB’s reputation as a reliable and profitable state financial institution of high international recognition;

· expanding the range and volume of banking services.

Ownership and Governance Policy 

2. The founder of the UEB and the holder of 100% of its shares is the state represented by the Cabinet of Ministers of Ukraine. The bank is economically self-sufficient and in implementation of its day-to-day activities is entirely independent from any public or local authorities. The State exercises its authority with regard to shares it owns in the bank’s statutory capital via regulatory bodies of the UEB. Such regulatory bodies are the Supervisory Council and the Board of the bank.
3. Supervisory Council. According to the legislation of Ukraine, the bank’s highest management body is the Supervisory Council (SC). The members of the SC are appointed upon the resolution of the Parliament of Ukraine and upon the Decree of the President of Ukraine. The Head of the SC is elected by and amongst the members of the SC. The current composition of UEB’s SC is provided below in Table 4. 
4. Management of the Bank. The Board of Directors is the standing executive body of the bank. Compliant to the Statute of the JSC UEB the Board operates the day to day performance of the Bank and is responsible for its efficiency as stipulated by the Statute. The Board of the Bank consists of 10 members appointed by the Supervisory Council who are officers of the bank. 
5. Internal Regulatory Bodies. With a view to improving the efficiency of the management of the bank, four Committees were created as standing collective regulatory bodies of UEB:
· Assets and Liabilities Management Committee (ALCO) insures the overall management of the bank risks, assets, liabilities and capital of the bank within the framework of authorities delegated by the Board of the UEB.

· Credit Committee makes decision on loans and defines their terms and conditions, evaluates the bank’s assets quality, approves categories of the loan portfolio and receivables, gives instructions regarding provisioning for possible losses, and is responsible for implementation of UEB’s credit policy.

· Development Committee of the Bank supervises activity of the bank’s units related to the business development of the bank, implementation of advanced banking technologies as well as expansion of the range of banking products and services rendered by the bank.

· Budget Committee approves expenditures for the development of UEB and for the support of its efficient performance, determines fees & commissions for services, the bank renders to legal entities and individuals.

Table 4
Supervisory Board of UEB Bank

	Stanislav Ivanovych GURENKO
	Member of Parliament of Ukraine

	Leonid Mykhailovych CHERNOVETSKYI 
	Member of Parliament of Ukraine

	Sergii Anatoliiovych TERIOKHIN
	Member of Parliament of Ukraine

	Oleksii Ivanovych REMENIUK
	Member of Parliament of Ukraine

	Oleksandr Vilenovych CHORNOVOLENKO
	Member of Parliament of Ukraine

	Volodymyr Volodymyrovych MAKEIENKO
	Member of Parliament of Ukraine

	Oleksii Oleksiiovych KOSTUSIEV 
	Head of the Antimonopoly Committee of Ukraine

	Dmytro Ivanovych HRYSCHENKO 
	Director, “Hryschenko and Partners, Law and Patent Firm”

	Oleg Borysovich Rybachuk
	Head of the Secretariat of the President of Ukraine 

	Andrii Mykolaiovych KYSLYNSKYI
	Project Co-ordinator of the Ukraine 3000 Fund

	Sergii Mefodiiovych PROKHOROV, Chairman of SC
	First Vice-President, Ukrainian League of Industrialists & Entrepreneurs

	Anatolii Arkadiiovych MAKSIUTA 
	First Deputy Minister of Finance

	Valentyn Viktorovych SAVYTSKYI 
	 Member of Parliament of Ukraine

	Sergii Oleksandrovych YAREMENKO  
	Deputy Governor of the National Bank of Ukraine


Key Business Overview
6. Agency for the Government. Since 1992 UEB has acted as the only Financial Agent of the GOU in rendering and servicing the international loans under the state guarantees. Such status of UEB was defined in an Agency Agreement of September 19, 1996. The bank’s agency functions for the Government include, among other things:
· Analysis and assessment of loan proposals

· Elaboration of interbank draft loan agreements, negotiations on its financial terms, signing of international loan agreements on behalf of the GOU
· Signing of loan agreements with Ukrainian borrowers aimed at financing of the approved projects out of the funds obtained under the State guarantees

· Servicing of loans and monitoring of collateral

· Documenting of the credit process

· Preparation of analytical reports and financial reviews to the Government of Ukraine

7. Performance of Agency Functions. UEB, acting as a financial agent of the Cabinet of Ministers of Ukraine, so far has made available more than 150 loans in the amount of US$2.57 billion under 13 credit lines (of Germany, the USA,  France, Japan, Switzerland, Spain, etc). The loans were channeled to meet the needs of Ukraine’s economy for credit funds to finance the import of goods, to reach prime objectives of economic stabilization and its structural transformation. As of January 1, 2006, the principal foreign debt serviced by the Bank amounted to US$637.2 million including US$517.2 million restructured under the Paris Club Agreement. 
Figure 4 
Foreign Loans to UEB, Acting as a Financial Agent of the Cabinet of Ministers of Ukraine (breakdown by sector)
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Figure 5
Foreign Loans to UEB, Acting as a Financial Agent of the Cabinet of Ministers of Ukraine (breakdown by Lender’s Country)
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8. Corporate Banking. Operating in a highly competitive environment, UEB steadily pursues the policy oriented at consistent improvement of quality of the services offered to its customers. Due to its solid reputation and in virtue of high quality services and on the back of the wide range of financial instruments offered in the reporting year, UEB has notably enlarged its customer base. With 16% growth of total clientele by the end of the year, corporate customers of the bank reached 30,500 as of May 1, 2005.
9. Corporate Lending. Lending activity is one of the core businesses of UEB. It is an important profit centre, a main source for expanding the bank’s client base. In terms of the loan portfolio size, UEB stands among the top five Ukrainian banks. In 2005, the net loan portfolio (net portfolio) doubled in size and reached UAH 7.03 billion. The share of loans in foreign currency made about 70% of the loan portfolio. This attests UEB’s traditional focus on supporting foreign trade activity of Ukrainian industries. The quality of credit portfolio improved substantially in 2005. The bank reduced its NPLs to 3.9%. 
Figure 6
Loans extended by UEB in 2002 –2005, in UAH million, net portfolio
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10. UEB offers credit services to both large enterprises – industry leaders, foremost of export-oriented sectors, and small and medium businesses. Loans to large corporate customers with the annual sales of over UAH100 million represent the largest share in the loan portfolio (over 60%). The state enterprises’ share in the bank’s loan book is about 12% and is mainly represented by the industrial leaders.
11. Long-term loans were extended mainly to the leaders of transport machinery, electric engineering, chemical industry and agriculture in order to support the development and reconstruction of their production facilities. 
12. UEB’s strategic interests are focused on support to the industrial sectors of Ukraine active in promoting the development of Ukrainian export-oriented and import-substituting industries, as well as on encouragement of domestic manufacturers.
13. In terms of sectors of economy, industry holds 51% share in the overall structure of the loan portfolio. The largest loans were extended to mechanical engineering and metal work industries (14%), food industry (12%), and ferrous metallurgy (6%). Loans to trade enterprises and agricultural companies also represent considerable (28% and 8%, respectively) shares of the bank’s loan book.
14. Structured Finance. With a view of obtaining medium- and long-term resources for financing of Ukrainian enterprises UEB actively develops its credit relations with foreign financial institutions. The world’s prominent export credit agencies (ECA) have recognized UEB as a direct borrower/guarantor for medium- and long-term transactions, without requiring any guarantees from the Ukrainian government. Such recognition was obtained from 26 leading ECAs, including US ExIm Bank, EDC (Canada), Hermes (Germany), COFACE (France), SACE (Italy), Eximbank of China, GIEK (Norway), JBIC and NEXI (Japan), HBOR (Croatia), in 2005. As of end-year 2005, the total international export financing by UEB under ECA coverage amounted to US$545 million.
Figure 7
Loan portfolio breakdown by sector (As of January 1, 2006), %
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15. Trade Finance. The Bank is focused on developing foreign economic activity of its customers. In pursuing this strategy the Bank strives to wider implement documentary and guarantee transactions, to improve trade finance operations conducted and to expand trade finance package offered. UEB holds leading positions among Ukrainian banks in trade financing of exports and imports in terms of both range of products and services and volume of documentary and guarantee transactions. In 2005, the total amount of such transactions increased by 1.6 times compared to year 2004. The Bank continued to be active in issuing all kinds of banking guarantees and standby letters of credit, in advising and confirming guarantees issued by Ukrainian & foreign banks.
16. UEB maintains relationships with 800 banks and financial institutions all over the world. UEB receives credit lines for short term trade financing established by more than 60 financial entities world-wide, which allows covering broad geographical profile for better servicing foreign trade performance of the bank’s customers. The number of such credit lines provided in favor of the Bank by foreign financial institutions increased by 27% in 2005 and their volume grew by 230%. 
17. UEB offers wide range of instruments and products for short-term trade financing under the clean credit lines from foreign financial institutions, including:
· documentary export/import letters of credit (confirmed L/Cs, deferred payment L/Cs, L/Cs with negotiation acceptance and discounting),
· bank guarantees (performance bond, advance payment bond, tender bond, etc) and standby letters of credit, 

· documentary export/import collection, and

· post-shipment import financing, post-shipment export financing by negotiation, pre-shipment export financing.

In 2005 the total amount of short-term trade finance transactions effected under credit lines reached an equivalent of US$230 million.

18. Financing of Small and Medium Enterprises. In order to support small and medium-sized private businesses UEB implements the Small and Medium Enterprise Program under the Loan Facility of KfW. During the Program life more than 170 projects were financed in the total amount of about €31.4 million. The Program application area extends from loans for modernization and expansion of production facilities to financing investment projects in real estate, transportation services, etc. Flexible terms and conditions of lending, comprehensive approach to the analysis of investment projects, prompt decisions on granting loans are the key factors ensuring success of the SME Program implementation and achievement of UEB’s objective to facilitate the development of small and medium businesses in Ukraine.
19. Electronic Corporate Services. Introduced in 2004, new Internet banking product – Financial Portal™ enables the bank’s customers to obtain remote access to the banking products 24/7. The range of services available with Internet banking is constantly developed. Corporate Client–Bank System is another electronic product popular with UEB’s corporate customers. This System enables Business to Business type of tasks; in particular, it offers a corporate client the possibility to manage cash flows and to obtain a variety of corporate information from the information system of UEB.

20. Retail Banking. In 2005, retail banking was among prime areas in focus of UEB. The bank offers a full range of services to its household customers. The range of such services grows constantly, along with improvement of their quality. Today UEB offers over 80 various products and services to its household customers and in addition to traditional banking services the bank. The volume of transactions originated through the bank by its household customers is growing fast, thus proving high assessments by the customers of the quality of banking provided by UEB. The volume of loans extended to the individuals grew by 56% and made almost UAH 100 mln. UEB intends to enlarge volumes of mortgage and consumer lending in 2006. In 2005 the Bank entered the world market of banking metal, and thus it provides operations with gold to its retail customers.
21. Retail Card Services.  In the retail banking market UEB offers to its customers multiple services involving bank plastic cards of international payment systems. Implementation of the payroll card projects in various Ukrainian enterprises and organizations, outnumbering 2080, significantly contributes to engaging new clients in retail services offered by UEB. Card accounts’ balances of UEB’s customers reached an equivalent of UAH 250 million. In 2005 the turnover of the Bank’s card business increased by 32% and reached an equivalent of UAH 2.6 billion. In 2005 UEB launched the issuance of VISA smart-cards, offered to its VIP-clients an elite card VISA Platinum. It also implemented various brand new MasterCard products: Maestro TeenCard, Maestro Prepaid, MasterCard Shopping.
Funding

22. In 2005 UEB as a participant of international financial market attracted lending resources from foreign investors by means of foreign debt instruments. The total amount of international debt exceeded US$500 million. The BB- and Ba2 ratings assigned by Fitch and Moody’s rating agencies respectively again were the highest ratings to any Ukrainian issuer.

23. UEB successfully cooperates with foreign banks in the sphere lending development. In December 2005 the Bank attracted a long-term financial loan from Depfa Investment Bank Limited in the amount of US$50 mln and a short-term loan from ING Bank N.V. in the amount of US$75 mln under the most favorable conditions.

24. The proceeds of the issue and credit activities assist UEB in its objective to create favorable environment for economic progress in Ukraine through providing credit and financial support to Ukrainian enterprises, with focus on the projects related to structural readjustment of the economy, to industrial modernization and to the development of the export-oriented industries.
25. Local Funding Base Amounts due to corporate clients increased by 162.7% in 2005 and made UAH 1,192.67 million. In 2005, UEB developed and implemented 25 types of deposit products for its household customers. Account balances of the latter increased by 20% in 2005.

Treasury Operations

26. UEB remains one of the leaders in the domestic interbank market of Ukraine, active in operating in all the segments of this market, which enables the bank to duly meet demands of its clients, both exporters and importers. With constant growth of the customers’ foreign economic operations, conducting forex transactions and informing the clients about the currency market tendencies are of the top priorities among the services provided by UEB.
27. In 2005 the amount of transactions at the domestic money market reached UAH 26 billion, while in the domestic forex market the transactions amount made UAH 3.5 billion. Significant number of forex lines, opened by foreign partners in favor of UEB enables the bank to effect transactions in the international forex market with the entire range of world currencies both on the customers’ instructions and on its own behalf. The total amount of transactions effected by UEB in the international money and currency markets in 2005 reached an equivalent of UAH 156.5 billion.
Securities operations

28. UEB renders its customers the following particular services in the equity market:
· purchase and sale of securities in the primary and secondary equity markets (including participation in state treasury bills’ auctions held by the NBU) on the instructions of both resident customers and non-resident investors;

· comprehensive services for non-resident investors on investing in Ukraine;

· custodian maintenance of securities accounts and performance of a comprehensive range of transactions therein;

· underwriting corporate bonds issued by Ukrainian residents.

Risk Management

29. UEB considers risk management as one of the key lines of the banking management. Successful business of the bank considerably depends on the risk management strategy. UEB adheres to the principle of prudence in determining the acceptable risk level. UEB manages assets and liabilities, capital and various risks: credit, liquidity, interest, currency, market, strategic, operational and reputation. The management of financial risks (credit, liquidity, interest, currency and market risks) is centralized and they are continuously monitored. 
30. The Board, the Assets and Liabilities Committee (the ALCO), the Credit Committee, Risk Management Division, Audit and Inspection Division, front- and back offices of UEB are involved in the risk management process.
31. International recognition and achievements:

i. UEB obtained the highest long-term ratings in comparison with al other Ukrainian banks from
-  Fitch Ratings - ВВ-”

-  Moody’s – В2,

ii. Moody’s promoted UEB’s financial stability rating from “Е” to “D-”,

iii. For the 5th consecutive year JP Morgan Chase Bank (USA) recognized UEB as one of the best amongst its correspondent banks world-wide for the quality of the US$ settlements,

iv. UEB was awarded “The Bank of the Year for Ukraine” by the British magazine “The Banker”,

v. The statutory capital raised by UAH 300 million due to the State Budget of Ukraine funds.
vi. UEB and Oshchadbank concluded an agreement on establishing the consortium of state banks,

vii. The net income made UAH 181.5 million, the highest in the bank’s history.

UEB Balance Sheet 
(Audited Financial Statements, IFRS)
	Balance Sheet Items  (Hryvnia '000)
	2005
	2004
	2003

	Assets
	 
	 
	

	Cash and due from the NBU 
	837,383
	456,990
	 227,015

	Amounts due from credit institutions
	1,481,191
	427,842
	409,962  

	Loans and advances to customers
	6,987,133
	3,460,435
	2,380,352

	Investment securities
	470,681
	381,822
	331,555

	Government related debts
	
	
	

	Tax asset
	9
	9,618
	467

	Property, equipment and computer software
	356,525
	346,536
	348,153

	Other assets
	54,978
	26,476
	26,277

	Total Assets
	10,187,900
	5,109,719
	3,723,781

	 
	
	
	

	Liabilities 
	
	
	

	Amounts due to the National Bank of Ukraine
	44,939
	291,103
	378,662

	Amounts due to credit institutions
	1,435,952
	633,268
	717,528

	Amounts due to customers
	4,761,072
	2,902,530
	2,276,507

	Eurobonds issued
	2,552,026
	799,915
	-

	Bonds issued
	200,470
	-
	-

	Subordinated debt
	205,194
	-
	-

	Current tax liabilities
	14,835
	1,792
	6,017

	Provisions, accruals and deferred income
	12,097
	4,133
	

	Other liabilities
	14,913
	15,455
	22,948

	Total Liabilities
	9,241,498
	4,648,196
	3,401,662

	 
	
	
	

	Shareholders equity
	
	
	

	Share capital
	1,457,232
	1,081,232
	975,232

	Accumulated deficit
	(510,830)
	(619,709)
	(653,113)

	Total equity
	946,402
	461,523
	322,119

	Total liabilities and shareholders' equity
	10,187,900
	5,109,719
	3,723,781

	 
	
	
	


UEB Profit & Loss Statement 
(Audited Financial Statements, IFRS)
	Hryvnia '000
	
	
	

	
	2005 
	2004
	2003

	
	
	
	

	Interest income
	764,484
	482,955 
	377,348 

	Interest expense
	(398,774)
	(242,661)
	(199,100)

	Net interest income
	365,710
	240,294 
	178,248 

	Impairment of interest-earning assets
	(30,055)
	(77,144)
	(23,931)

	Net interest income after allowance for impairments
	335,655
	163,150 
	154,317 

	Fee and commission income
	199,139
	160,066 
	126,970 

	Fee and commission expense
	(15,763)
	(17,041)
	(16,537)

	Fees and commissions net
	183,376
	143,025 
	110,433 

	Forex net gains
	
	
	

	dealing
	65,108
	42,262 
	23,067 

	translation differences
	(2,570)
	1,112 
	3,377 

	Dealing in securities
	616
	1,152 
	60 

	Other income
	2,519
	2,330 
	2,766 

	Non interest income, net
	65,673
	46,856 
	29,270 

	Restatement of financial instruments
	(1,333)
	(1,041)
	(2,548)

	Salaries and benefits
	(211,111)
	(161,999)
	(133,427)

	Depreciation and amortization
	(37,483)
	(39,086)
	(25,686)

	Other administrative and operating expenses
	(69,903)
	(62,940)
	(56,856)

	Impairment of other assets and provisions
	(8,706)
	(3,402)
	(1,477)

	Non interest expense
	(328,536)
	(268,468)
	(219,994)

	Income before tax
	256,168
	84,563 
	74,026 

	Taxation
	(71,289)
	(25,159)
	(23,214)

	Net income
	184,879
	59,404 
	50,812 


Appendix 6.2
EDP 2 - Eligibility Criteria for UEB
	
	Eligibility Criteria
	UAS – NBU Regulatory Requirements
	IFRS

	Capital and Capital Adequacy (CAR)

	1
	Risk Weighted Capital Adequacy Ratio (CAR) should be not less than 10% calculated according to the IFRS (as defined by the Basle Committee on Banking Regulation and Supervisory Practices) and NBU Regulatory Requirements 
	n/a
	Min 10%

	2
	CAR as calculated according to the NBU regulatory requirements is not less than 10% or higher
	Min 10%
	n/a

	Related Party and Large Exposures

	3
	Single insider lending exposure (where insider is defined in accordance with IFRS 24 “Related Party Disclosure”) should not exceed 5% of bank’s IFRS based regulatory capital (as defined by the Basle Committee on Banking Regulation and Supervisory Practices)
 
	Max 5%  

	Max 5%

	4
	Aggregate Insider Lending should not exceed 30% of the bank’s IFRS based regulatory capital (as defined by the Basle Committee on Banking Regulation and Supervisory Practices)
	Max 40% 
	Max 30%

	5
	Single exposure (loans, accounts receivable, securities, guarantees and other types of contingent liabilities) per single borrower (including its subsidiaries and other related parties) should not exceed 25% of bank’s IFRS based regulatory capital (as defined by the Basle Committee on Banking Regulation and Supervisory Practices)
	Max 25%
	Max 25%

	 6.
	Total large exposures should not exceed 8 times bank’s IFRS based regulatory capital (as defined by the Basle Committee on Banking Regulation and Supervisory Practices) 
	8 times capital
	8 times capital

	7
	Foreign Exchange Exposure. Bank is fully compliant with NBU foreign exchange regulatory requirements; bank’s total foreign currency position should not exceed 35% where long open currency position should not exceed 30% and short open currency position not exceed 5 %;
	Max 35%, with 30% long and 5% short
	Max 35%, with 30% long and 5% short

	8
	Liquidity Ratio. A ratio of liquid assets to total assets of at least 25%, where “liquid assets” are the sum of cash and cash equivalents, correspondent account balances, precious metals, trading securities and bank’s interbank placements with maturity of not more than 30 days, less any of the aforementioned assets pledged to the third parties;
	Min 25%
	Min 25%

	9
	Full compliance with the loan loss provisioning requirements (for loans, securities, accounts receivable and other assets) according to the NBU prudential regulations and IFRS requirements
	V
	V

	10
	Full compliance with all other NBU regulatory requirements as confirmed by a letter issued by the NBU
	V
	n/a

	11
	Profitability Ratio. The bank should operate on a profitable basis prior and during the course of project implementation 
	V
	n/a


Appendix 6.3

Likely Profile of Participating Banks 
Pre-qualification and Final Eligibility Criteria 
A.  Typical Participating Bank Profile

1. There were 164 banks in the Ukrainian banking system at end-June, 2005.  These include private commercial banks, state owned banks, and foreign banks.  In order to determine the level of prudent credit exposure on any one of these banks with whom UEB ahs active banking relationships, UEB carries out on a semi-annual basis a risk assessment of these banks by analyzing their financial information including capital adequacy, profitability, and liquidity ratios. However, in the interest of efficient implementation of EDP 2, it was agreed that the number of participating banks is likely to be 5-6 banks. This would enable an amount of approximately $25-30 million equivalent to be intermediated by each bank and allow the World Bank and UEB to create the right incentives for the selected banks to focus their management time and effort on timely and efficient implementation of the EDP 2. 
2. Secondary objective of EDP 2 is to continue a dialogue with the leading private sector commercial banks and encourage them to improve their financial intermediation skills and volume, by maintaining prudent and rigorous credit appraisal standards and expanding their operations towards increasing the share of credit to the private sector in their balance sheets.

3. In order to achieve these objectives, the selected banks should have: (i) a proven track record of lending to exporters; and (ii) a certain ‘critical mass’ in terms of their balance sheets and, a reasonable level of branch networks.  Finally, the participating banks have to demonstrate full and continuous compliance with the technical and prudential standards applicable to their activities, and a clear drive towards increasing lending to the private sector as a share of their total assets.
4. The selection of the participating banks is therefore being undertaken in two stages: (i) pre-qualification; and (ii) final eligibility and selection. The pre-qualification criteria are listed below:
· The banks should be privately owned, domestically incorporated commercial banks;
· The PB should be in operation for at least 3 previous consecutive years;
· Annual audit of bank’s financial statements according to IFRS and ISA should be available for at least two previous years (2003 and 2004);
· Minimum total asset size should be at least Ukrainian Hryvnia 500 million equivalent.  This would establish that the pre-qualified banks have at least a minimum size of operations; 
· Minimum paid-in statutory capital of €10 million;
· Pre-qualified banks (as determined by information compiled by UEB) should have a minimum export loans/total loans ratio of 10 percent. This would establish that the pre-qualified banks have a proven export orientation in their lending.

B.  Pre-qualified List

5. The pre-qualification process has led to a list of 12 banks.
Table 5:  Banks satisfying the pre-qualification criteria ranked by (i) total assets;
ii) export sector loans/total assets; and (iii) paid-in capital (data as of July 1, 2005)

	
	Bank*
	Assets, in mln. UAH
	Export Loans/Total Loans, %
	Paid-in Capital, in mln. €
	Memo item: Total loans, in mln. UAH

	1
	Pryvatbank
	17,985
	
	185
	

	2
	Aval
	15,019
	
	162
	

	3
	Ukrsotsbank
	9,532
	12.44
	11.35
	5,327

	4
	Ukrsibbank
	5,680
	13.56
	97.24
	5,024

	5
	Nadra bank
	4,418
	12
	20.79
	2,790

	6
	Finance and Credit
	4,661
	23.07
	22.10
	2,358

	7
	Forum
	2,663
	24
	32.4
	1,909

	8
	Kreditprombank
	2,304
	17.94
	40.36
	1,320

	9
	Kredit Bank Ukraine
	1,671
	12.54
	23.27
	1,196

	10
	Dongorbank
	1,562
	25.57
	25.72
	1,169

	11
	VA Bank
	1,861
	12.2
	12.97
	875

	12
	TAS-Kommerz bank**
	1,407
	13.09
	27.16
	1,195

	
	TAS-Invest bank**
	913
	26.4
	13.33
	615


*The list of pre-qualified banks is subject to change depending upon financial and ownership changes during project implementation. 

**TAS Group banks Kommerz and Invest are in the process of merging, and will be treated as a single banking group for the EDP 2 purposes.
6. Final selection of participating banks. The banks to be selected for participation will have to meet the final eligibility criteria mentioned below, be an acceptable credit risk to UEB, and have expressed interest in participation in the credit line. All the capital based criteria would have to be certified by the banks’ external auditors as of the latest available half-year period.

C.  General Criteria

7. The participating bank shall remain in general compliance with legal and regulatory requirements applicable to its operations, including but not limited to NBU-promulgated prudential regulations regarding capital adequacy, large exposures, related lending, and foreign currency exposures, as (re)confirmed by the bank’s auditors in writing on a semi-annual basis.

D.  Specific Quantitative and Compliance Criteria

8.
The specific quantitative and compliance criteria for continued eligibility of participating banks will be as given in the Table below.
Table 6:  EDP2--Final Quantitative Eligibility Criteria for Participating Banks
	
	Eligibility Criteria
	UAS – NBU Regulatory Requirements
	IFRS

	Capital and Capital Adequacy (CAR)

	1
	Risk Weighted Capital Adequacy Ratio (CAR) should be not less than 10% calculated according to the IFRS (as defined by the Basle Committee on Banking Regulation and Supervisory Practices) and NBU Regulatory Requirements 
	n/a
	Min 10%

	2
	CAR as calculated according to the NBU regulatory requirements is not less than 10% or higher
	Min 10%
	n/a

	Related Party and Large Exposures

	3
	Single insider lending exposure (where insider is defined in accordance with IFRS 24 “Related Party Disclosure”) should not exceed 5% of bank’s IFRS based regulatory capital (as defined by the Basle Committee on Banking Regulation and Supervisory Practices)
	Max 5%  

	Max 5%

	4
	Aggregate Insider Lending should not exceed 30% of the bank’s IFRS based regulatory capital (as defined by the Basle Committee on Banking Regulation and Supervisory Practices)
	Max 40% 
	Max 30%

	5
	Single exposure (loans, accounts receivable, securities, guarantees and other types of contingent liabilities) per single borrower (including its subsidiaries and other related parties) should not exceed 25% of bank’s IFRS based regulatory capital (as defined by the Basle Committee on Banking Regulation and Supervisory Practices)
	Max 25%
	Max 25%

	 6.
	Total large exposures should not exceed 8 times bank’s IFRS based regulatory capital (as defined by the Basle Committee on Banking Regulation and Supervisory Practices) 
	8 times capital
	8 times capital

	7
	Foreign Exchange Exposure. Bank is fully compliant with NBU foreign exchange regulatory requirements; bank’s total foreign currency position should not exceed 35% where long open currency position should not exceed 30% and short open currency position not exceed 5 %;
	Max 35%, with 30% long and 5% short
	Max 35%, with 30% long and 5% short

	8
	Liquidity Ratio. A ratio of liquid assets to total assets of at least 25%, where “liquid assets” are the sum of cash and cash equivalents, correspondent account balances, precious metals, trading securities and bank’s interbank placements with maturity of not more than 30 days, less any of the aforementioned assets pledged to the third parties;
	Min 25%
	Min 25%

	9
	Full compliance with the loan loss provisioning requirements (for loans, securities, accounts receivable and other assets) according to the NBU prudential regulations and IFRS requirements
	V
	V

	10
	Full compliance with all other NBU regulatory requirements as confirmed by a letter issued by the NBU
	V
	n/a

	11
	Profitability Ratio. The PB’s  operations should operate on a profitable basis prior and throughout the course of project implementation 
	V
	n/a


E. Information Provision Criteria
9. The following requirements for provision of regular information from the participating banks to the World Bank will apply:

· The banks will provide the World Bank in a written form with the list of shareholders (controlling group structure and beneficiary owners), as well as the related parties to the latter;
· The banks will authorize the NBU and their external auditors to provide access to the World Bank to their financial statement, and information on any specific issues that the Bank might need clarification on in the course of appraisal of the banks or their subsequent monitoring during implementation of the EDP 2; and
· The banks will authorize NBU and the external auditors to provide regular (e.g. semi annual) written letters confirming banks' compliance with the NBU regulatory requirements and the eligibility criteria established for the participating banks under the project.

E.  Audit Criteria

10. The participating bank shall, at the time of selection and for the duration of its subsidiary loan agreement with UEB, for each year-end beginning with year-end 2004, present an audit report which:

· Covers two full years of operations;
· Is prepared by an internationally recognized external audit firm in accordance with International Standards of Auditing (ISA) and International Financial Reporting Standards (IFRS); and

· Unless otherwise agreed by the Bank, contains an unqualified audit opinion.
Annex 7:  Financial Management, Audit and Disbursement Arrangements

1. Introduction

The task team has conducted an assessment of the adequacy of the project financial management systems at JSC "The State Export-Import Bank of Ukraine" (UEB Bank or UEB). The current financial management arrangements for the project are satisfactory to the Bank.

2. Summary
Detailed financial management questionnaire will be included in the project files. A summary of the conclusions are as follows:
	Financial Management Assessment
	Rating

	1. Implementing Entity
	Satisfactory

	2. Funds Flow
	Satisfactory 

	3. Staffing
	Satisfactory

	4. Accounting Policies and Procedures
	Satisfactory

	5. Internal Audit
	Satisfactory

	6. External Audit
	Satisfactory

	7. Reporting and Monitoring
	Satisfactory

	8. Information Systems
	Satisfactory

	Overall Financ1al Management Rating
	Satisfactory


3. Country Issues
Previous Bank diagnostic and other Economic and Sector Work (ESW) concluded that significant improvement is required in the management of public expenditures, especially strengthening of internal and external audits in the public sector. The CFAA also identified a lack of adequate accountability arrangements for state owned enterprises. While there has been some progress, since the publication of Bank reports, in terms of bringing modern technology in the PFM area, major reforms in the institutional area, such as restructuring of the fragmented and overlapping functions, pose a major challenge. The next phase in public sector institutional reforms is expected to focus on deepening the existing reforms and widening the scope of the reform agenda. This entails significant changes in institutional structures and realignment of various. 

The 2002 Report on Observance of Standards and Codes (ROSC) on Accounting and Auditing identified weak regulatory arrangements for the audit profession, differences between National Accounting Standards and IFRS, and weak capacity in the country to implement IFRS financial statements and ISA audits. 
4. Risk Analysis

As part of the project appraisal, the Bank team has rated inherent and control risks of the project’s implementation environment. A summary of the risk assessment is provided in the tables below.
	Inherent Risk
	
	Comments

	
	
	

	1. Country Financial Management Risk: weaknesses in the public sector financial management
	Moderate


	Based on CFAA report dated 2001, and update of assessment performed in 2004.

	2. Project Financial Management Issues
	Moderate
	Based on successful implementation of EDP 1

	3. Banking sector
	Moderate
	The banking sector is well managed by the NBU rules and regulations. The UEB and PBs are found in compliance with all rules and regulations.

	4. Perceived corruption
	High
	Several reports (e.g. TI) notes pervasive corruption at all levels of the economy.

	Overall inherent risk
	Moderate
	


	Control Risk
	UEB
	Comments

	1. Implementing Entity
	Negligible
	The PIU within the UEB has experience of handling the fiduciary aspects of the Project from the EDP 1. The same team will be retained for the EDP 2. 

	2. Funds Flow
	Negligible
	Funds flow will be through a Special Account within the UEB. The UEB has adequate capacity for handling and recording transactions through the Special Account, and is included in a list of banks, pre-approved by the Bank for maintaining special accounts.

	3. Staffing
	Negligible
	Specialized staff of UEB is retained from the EDP 1. All staff is employees of UEB on a permanent basis.

	4. Accounting Policies and Procedures
	Moderate
	The accounting policies and procedures of the UEB are in compliance with the NBU regulations and accommodate needs of the Project, except for accounting of sub-loans of the PBs, which will be done by the Export Development Department. Project accounting policies and procedures are prescribed in the Operations Manual.

	5. Internal Audit
	Negligible
	An internal audit department has qualified and experienced staff which will carry out assessment of the Project activities semi-annually.

	6. External Audit
	Negligible
	An acceptable auditor will audit the project financial statements, and UEB financial statements. 

	7. Reporting and Monitoring
	Negligible
	The UEB’ accounting system is capable of accounting and reporting, except for sub-loans of the PBs. The sub-loans to eligible exporters will be accounted in spreadsheets by the PIU. 

	8. Information Systems
	Negligible
	The information systems of UEB are able to process and maintain the Project – related data

	Overall Control Risk
	Negligible
	


5. Risk Mitigation Strategy

Although, the country financial management risk is moderate, UEB has an excellent track record in terms of implementing Bank-financed projects. UEB is subject to regular monitoring by the banking regulatory authority, NBU. Moreover, the recent annual audit reports of UEB have been all unqualified, and auditors have not specified any deficiencies in operations of UEB. The UEB will provide advice and assistants to the participating banks to ensure capacity building in these banks.
The project financial management arrangements will be designed to mitigate the inherent risk through a combination of intense Bank supervisions, requiring IFRS audits, and monitoring of periodic reports:

(1) The overall responsibility for coordination of EDP 2 is with PIU established within UEB. This will include the functions of coordination and information management, advising the banks and beneficiary enterprises, monitoring and reporting, and supervision of accounting and auditing. 

(2) Quarterly progress reports on the project accounts and annual external audit reports and semi-annual review reports on the Project financial statements and the participating banks’ financial statements shall be provided by each of the participating banks to the PIU. The UEB will only collect and forward the quarterly progress reports and the annual audit and semi-annual review reports on the financial statements of the participating banks and their project financial statements. In addition, UEB shall prepare consolidated quarterly reports in such a form, that the consolidated amounts are traceable to each of the individual reports. 

(3)  For the first two sub-loans made by each PB and sub-loans above the free limit (US$5 million)  the Bank will carry out a  prior review of each sub-loan package before issuing a no-objection. Each sub-loan other than the free-limit or the first two for each PB shall be approved on the basis of a positive evaluation of the subproject and the sub-borrower by the UEB.
6. Strengths and Weaknesses

The UEB Bank is a strong financial institution with long history of operations. The UEB Bank follows the stringent regulations of NBU on financial accounting, control and reporting. In addition, a private audit company conducted audit of the financial statements of the UEB Bank prepared under requirements of IFRS during the past three consecutive years, and issued unqualified audit reports.

UEB Bank has worked with the World Bank before on EDP 1 project as the Borrower and the Implementation Agency, and therefore is familiar with the Bank’s fiduciary requirements related to procurement and disbursement requirements. The EDP 1 was successfully implemented. 

The participating banks have no prior experience of working with the World Bank. However, this is mitigated by the following (1) disbursements to the participating banks companies will be made upon compliance checks of documentation by the UEB and the Bank and (2) Funds are to be disbursed to the PBs based on analysis of their financial strength and ability to assess the creditworthiness of the final borrowers.

7. Implementing Entity  

The implementing agency for the loan is the UEB. This bank was the 6th largest bank in Ukraine at the beginning of 2006, with assets of around US$2 billion and 4.5% share in the total banking sector. This is one of the two remaining state-owned banks. Ukraine is undergoing considerable political uncertainly in the composition and stability of its government structure and UEB as a state-owned bank is somewhat sensitive to these developments. Should any adverse changes occur in this respect, the operations of the UEB Bank may be affected. 

UEB will on-lend to PBs for lending to exporters. The PBs will be selected based on pre-determined criteria, including financial criteria. Participating banks will be financially strong, and possess strong and reliable financial management systems. Their initial FM assessment will be carried out by the UEB prior to final approval of the participating banks. FM assessment of the participating banks will be completed by the Bank FMS based on limited review procedures. 

8. Funds Flow and Disbursement Arrangements
Special Account

UEB bank was included in a list of seven commercial banks acceptable to the Bank for the purpose of setting up a special account. For the purpose of EDP 2, the special account will be opened in US$ in UEB or another bank acceptable to the Bank. The UEB has sufficient capacity and adequate accounting and reporting systems, which would allow maintenance of this Special Account.

The Authorized Allocated amount of the special account will be US$10 million. The initial amount for the Special Account would be US$5 million. The full Authorized Allocated amount would be provided once disbursements reach US$50 million. Funds from the loan will be made available to PBs following submission of payment documents (invoices for the goods and works purchased by the export companies) to UEB. This information will be given to UEB in electronic form and UEB will be responsible for ensuring of compliance of the documents to the Bank’s requirements and recording all transactions in the own accounting system.
In addition to Special Accounts, the Bank may require withdrawals from the Loan Account to be made on the basis of statements of expenditure for expenditures for: (a) contracts for goods costing less than US$4 million equivalent each; and (b) contracts for works costing less than US$4 million equivalent each under such terms and conditions as the Bank shall specify by notice to the Borrower.
Retroactive Financing
Retroactive financing in an aggregate amount not exceeding 20% of the Loan may be made in respect of Sub-loans made in accordance with criteria and procedures set forth in the Loan Agreement and Operational Manual before the date of signing the Loan Agreement but after January 1, 2006.
9. Staffing

UEB has staff assigned to work on the project. The export department has been created within the UEB bank prior to implementation of the EDP 1. The role of this department is preparation and implementation of the project. One person within the department is assigned to prepare required accounting and reporting documentation: withdrawal applications and FMRs. All other procedures and accounting and reporting for the Project will be done by the full-time staff of the Bank, who will not be dedicated to the Project activities only. Both dedicated and non-dedicated to the Project staff members are qualified and have gained experience in EDP 1. The qualifications and experience of these staff are satisfactory to the Bank.
10. Accounting Policies and Procedures

The accounting and reporting systems at the bank are geared toward maintaining adequate accounting and reporting and producing statements and information as required by Ukrainian law and regulations as well as International Financial Reporting Standards. However, the process of preparation of statements under International Financial Reporting Standards is not fully automated.

The UEB Bank has job descriptions for all employees and manuals on accounting policies and practices which prescribe all accounting transactions. All of these documents are in compliance with the NBU requirements. The bank has a procedure of internal checks and authorization of the manuals before they are put into force, including amendments to manuals. 

Compliance to the prescribed manuals is checked by the internal audit department during regular internal reviews. Action plan is prescribed in case of identified incompliance. No significant incompliance was identified during the past year.

Recording of all transactions within the Project will be done using the UEB Bank’s accounting system. Bank-specific replenishment requests and FMRs will be prepared in spreadsheets.

11. Internal Audit

UEB has internal audit and internal control departments, established in the head office and in twelve regional divisions.  
The audit reviews conducted by the department are based on annual plan of reviews approved before start of each year. The internal audit department reports to the Chairman of the Board after each review, to the Board annually, and to Supervisory Board on a quarterly basis.

The internal audit is staffed with qualified audit professionals who are capable of producing audit tasks. All key staff of the internal audit department has higher education in finance or banking, and has prior relevant working experience. The head office internal audit department conducts trainings for the internal auditors of the regional divisions of UEB bank. The internal audit department of the head office cooperates with the NBU on issues related to correct accounting and reporting procedures. 

Each internal auditor’s review entails summary of review and recommendations. The Chairman or the Board reviews the audit reports, and approves action plan. At the end of each year or at the time of the next review, the actions undertaken based on previous audits are evaluated. 

Transactions under EDP 2 will be subject to internal audit as a part of banks` credit portfolio audits, conducted semi-annually. 
12. Reporting and Monitoring

The Financial Monitoring Reports (FMR) will be prepared quarterly by UEB and will be submitted to the Bank no later than 45 days after the end of the quarterly period. The UEB will receive the quarterly FMRs from the participating banks via e-mail. UEB will consolidate data received from the participating banks with own lending portfolio in a single set of consolidated FMRs. FMRs designed for the needs of this project will need to accommodate all sets of data for each of the PBs separately and for all PB consolidated.

13. Information Systems

UEB has implemented own complex accounting system which comprises a mix of off-the-shelf and tailor-made accounting and reporting systems. The accounting system was designed to accommodate the needs of accounting and reporting systems, including management accounting and accounting for the project flow of funds. These systems allow making authorized changes which may be required to process any additional documentation. UEB has adequate procedures in place to initiate and process these changes. UEB has manuals for safeguard of data, including backups, system access. Internal audit ensures compliance to the requirements set out in these manuals.
The accounting system of the UEB was found adequate to meet the requirements of the EDP 1. Due to including a new component of sub-lending to participating banks, UEB will need to meet additional accounting and reporting requirements of processing sub-loans. UEB has already in place prescribed accounting procedures and processes required to record all transactions related to sub-loans in statutory accounting.
14. Supervision Plan

During project implementation, the Bank will supervise the project’s financial management arrangements in two main ways: (i) review the project’s quarterly financial management reports as well as the banks’ and project’s annual audited financial statements and auditor’s management letter; and (ii) during the Bank’s supervision missions, review the project’s financial management and disbursement arrangements (including a review of a sample of SOEs and movements on the Special Account) to ensure compliance with the Bank's minimum requirements. As required, a Bank-accredited Financial Management Specialist will participate in the supervision process.
15. Audit

Annual audits and semi-annual reviews of the financial statements of UEB prepared in accordance International Financial Reporting Standards (IFRS) are undertaken in accordance with ISA by a reputed international auditing firm. The current auditors of UEB are Ernst &Young member firm in Ukraine. 
The auditors of the UEB’s financial statements will also perform audit of the Project financial statements. The audited Project accounts will include project balance sheet, sources and uses of funds and the special account statement. The auditors’ terms of reference will also cover whether the SOEs submitted during the fiscal year can be relied upon to support the related withdrawal applications.
The PBs will also submit annual audited and semi-annual reviewed accounts to UEB. It is common practice for the financially strong banks of Ukraine to have their accounts prepared in accordance with International Financial Reporting Standards (IFRS) and audited in accordance with ISA by one of the audit companies. Such ISA audits are conducted in addition to other statutory audits and reviews required by NBU, tax authorities and Funds, and do not interfere with the other required audits. The TOR for the PBs audits and the auditor company will have to be acceptable to the Bank.

The PBs shall also supply a letter of a certification, issued by the PB’s auditor, that each of the PBs is in compliance with the eligibility criteria specified in the Subsidiary Loan Agreements. The letter of certification shall be included in TOR for audit of the PBs financial statement. The certification may be included in the full set of IFRS financial statements of each PB.
The external auditors will report in a separate management letters on any weaknesses in the UEB’ or participating banks’ internal control and risk management systems. 

Annex 8:  Procurement Arrangements

A. General 

Procurement for the proposed project would be carried out in accordance with the World Bank’s "Guidelines: Procurement Under IBRD Loans and IDA Credits" (thereafter Procurement Guidelines) dated May, 2004 and the provisions stipulated in the Legal Agreement.  For each contract to be financed by the Loan, the different procurement methods or need for pre-qualification, estimated costs, prior review requirements, and time frame are agreed between the Borrower and the Bank in the Procurement Plan. The Procurement Plan will be updated at least annually or as required to reflect the actual project implementation needs and improvements in institutional capacity. 

A General Procurement Notice (GPN) will be published in the April 2006 issue of the Development Business and in dgMarkets announcing the project.  Specific Procurement Notices (SPN) will be published in the on-line edition of the Development Business for all ICB contracts, and in the printed edition at the option of the Borrower. For goods and works to be procured through ICB, individual bidding opportunities would also be advertised in a major local newspaper on the same (or within 5) day(s) of the on-line publication. However, no advertising will be mandatory in respect of any Contract procured using commercial practices.  The local advertisements will be in the English language and, at the option of the Borrower, will also be in the local language. 

Procurement of Works: Works procured under this Project would be procured in accordance with the Procurement Guidelines indicated above.  For civil works estimated to cost less than US$4 million per contract, established private sector commercial practices will be followed in accordance with Paragraph 3.12 of the Procurement Guidelines.  Based on a review of performance and the types of Contract funded this threshold may be raised to US$5 million after a minimum of one year of implementation.  For contracts US$4 million equivalent and above, Bank ICB procedures will be followed using the Bank’s Standard Bidding Documents (SBD).  All contracts for works procured under ICB procedures will be subject to prior review by the Bank.  Any contracts placed by sub-borrowers on their subsidiary or affiliated companies will not be eligible for financing out of the proceeds of the Loan.

Procurement of Goods: Goods and related services (installation and initial maintenance) procured under this project would be procured in accordance with the Procurement Guidelines.  For goods estimated to cost less than US$4 million per contract, established private sector commercial practices will be followed in accordance with Paragraph 3.12 of the Procurement Guidelines.  Based on a review of performance and the types of Contract funded this threshold may be raised to US$5 million after a minimum of one year of implementation.  In for both Goods and Works in carrying out this review particular attention will be paid to relevant factors such as timeliness of delivery, efficiency and reliability of goods procured and availability of maintenance services and spare parts.  In the case of any non-consultant (or technical) services attention will be paid to the quality of the services and the competence and qualifications of the services providers.

For contracts US$4 million equivalent and above, Bank ICB procedures will be followed using the Bank’s Standard Bidding Documents (SBD).  All contracts for works procured under ICB procedures will be subject to prior review by the Bank.  Any contracts placed by sub-borrowers on their subsidiary or affiliated companies will not be eligible for financing out of the proceeds of the Loan.

In addition it is proposed to procure up to US$3million IT equipment for UEB, as this equipment is directly for the beneficiary and would not be part of an on-lending arrangement it would have to be procured in accordance with the Bank’s Procurement Guidelines using ICB procedures as appropriate.  Where justified and with the prior agreement of the Bank, direct contracting may be used for the procurement of specific hardware and software

Selection of Consultants: Although no Technical Assistance services are immediately required or envisaged a contingency of around US$1million will be maintained in case this becomes necessary or expedient.  Any resulting contracts for Consulting Services will be packaged to combine related skills and services in order to make them attractive for competition and reduce the number of contracts to be administered.  Consultant services would consist of short-and long-term assignments to be contracted to firms and/or individuals (national and/or foreign or jointly) depending on the nature and duration of the assignments. Selection procedures will be managed through competition among qualified short listed consultants. The short lists for consultant services contracts with firms shall comprise six firms with a wide geographical spread, and with no more than two firms from any one eligible country.  The procurement of consultant services contracts financed under the Loan will be in accordance with the provisions of the Consultant Guidelines.  For consulting assignments exceeding US$200,000 equivalent per contract, expressions of interest will be obtained by advertisement in the Development Business (on-line), supplemented with notices issued in the national press.

Short lists of consultants for services estimated to cost less than US$100,000 equivalent per contract may be composed entirely of national consultants in accordance with the provisions of paragraph 2.7 of the Consultant Guidelines. 

The following procurement procedures will be used for selection of consultant services: 

(i) Quality and Cost Based Selection (QCBS) procedures, as described in Section II, paras 2.1 to 2.31 of the Consultant Guidelines will be used if necessary for assignment under all Components of the Project; 

(ii) Selection Based on Consultants’ Qualifications (CQ) will be used for contracting firms for assignments for which the value of the assignment is estimated to cost less than US$200,000 equivalent per contract and where it is considered that a small team of specialists would be more beneficial than a single individual.

(iii) Individual Consultants (IC). Selection of individual consultants will be carried out in accordance with Section V of the Consultant Guidelines.  Individuals will be selected on the basis of their qualifications for the assignment by comparing the CVs obtained in response to an advertisement in the national press or Development Business. 

(iv) Sole Source (SS). The method will be used for certain individuals with the prior approval of the Association in accordance with paras. 3.9 to 3.13 of the Consultants Guidelines.

B.  Assessment of the agency’s capacity to implement procurement
Country Issues

A Country Procurement Assessment Review (CPAR) for the Ukraine was finalized in 2001 and indicates a “high” risk based on the assessment of the country’s national procurement system.  However, the CPAR is currently undergoing an update which will be finalized in the Final Quarter of FY06, in April 2006.  This will focus on an assessment of the most recent amendments to the Public Procurement Law (PPL), national procurement strategy (institutional review), regulations, procedures and practices with respects to a gradual movement towards eventual certification for use of country systems under World Bank financed projects.  Currently, use of country systems is not possible for Bank financed projects due to shortcoming concerning the following fundamental issues:

a) lack of clarity in respect of the current institutional structure of procurement;

b) lack of in-country training capacity and therefore capacity of procurement staff;

c) lack of standard bidding documents;

d) lack of recognition of consultancy services in the PPL;

e) lack of clears written procedures for tendering, evaluation and contracting;

f) lack of standard contract forms;

g) overuse of restrictions, exemptions and exceptions from PPL thus restricting competition;

h) unrestricted use of a merit points system leading to ineffective, un-transparent and costly procurement;

i) lack of status of the Public Procurement Department;

The Government of Ukraine is addressing a number of these issues with the assistance of the Bank and is in the process of presentation of a development strategy through the Cabinet of Ministers.

The most recent changes in the PPL (August, 2005) were in the opinion of the Bank detrimental to the current situation and the Bank through its update to the CPAR is addressing some of the more serious issues, as a result the current threshold may be revised depending on the Bank assessment of current practices and implementation of the PPL.  

There is also a concern regarding the ability of the local marketplace to provide a robust competitive bidding environment.  Therefore the Bank will need to address the issue of marketplace capacity as evidenced in the results of Bidding in the first year of the project.  

A short review of Commercial practices in Ukraine was undertaken during pre-appraisal in October 2005. The review revealed that significant changes and improvements had occurred since the first EDP project as companies came to understand that they could look beyond their traditional suppliers. The most common practice now being followed is market research using such tools as the internet, attendance at conferences, professional exhibitions etc., followed by more direct approaches to companies identified as being potential suppliers. In most cases, Invitations to Quote are sent to the top 3 or 4 identified companies, and selection  is based on the optimal combination of price and other factors (quality, delivery, etc.).  There is, however, a remaining concern about the ability of the local marketplace to provide a robust competitive bidding environment. This will be closely monitored by the Bank during the Ex-Post review process of commercial practices.  Increasing the Commercial Practice threshold to the maximum US$5 million envisaged by the Procurement Guidelines will depend on the positive tendencies in competitive procurement practices by Ukrainian companies.

An assessment of the capacity of UEB as the Borrower and the Implementing Agency to implement procurement procedures for the project was carried out by Procurement Accredited Specialist (PAS) assigned to the project during pre-appraisal in October 2005. The assessment reviewed the organizational structure for implementing the project. The Participating Financial Intermediaries (PBs) will be responsible for ensuring that the procurement procedures for sub-loans are followed by the sub-borrowers. UEB will be responsible for reviewing and monitoring the compliance with the procurement rules by the intermediary banks, and their sub-borrowers (beneficiary enterprises). UEB will also be responsible for all procurement carried out its’ own portion of the Loan.  A specialist assigned for procurement management within the UEB PIU will be responsible for all procurement oversight for the management of the project. The PIU will keep the records and copies of the documents of the procurements handled through the intermediary banks. The World Bank will conduct regular post reviews of the sub-projects not requiring a prior review. The PIU will be responsible for assembling the documentation related to specific procurement transactions from the PBs and sub-borrowers in order to facilitate the Bank’s reviews. Physical invoices and contractual documentation should be retained by the Borrower in addition to electronic format.
The overall project risk for procurement is average. UEB was responsible for the implementation of the first EDP project and the same specialists will be responsible for EDP 2. No serious procurement problems have been encountered under the EDP I project, hence no major risks are foreseen for the EDP 2. 

C. Procurement Plan
At the appraisal stage and during the majority of the implementation of the Project, it is not possible to estimate neither who the sub-borrowers may be, nor their procurement requirements. Therefore, it is not possible for the Borrower to develop a Procurement Plan which provides the basis for the procurement methods for individual contracts. Similarly, since the contract sizes and the methods can not be estimated it is not possible to prepare and publish a General Procurement Notice which will provide more detail than announce the project.  It is expected that each sub-borrower will provide a list of procurements planned under the sub-loan and these would be compiled into a Procurement Report. In case any sub-project include ICB procedures, special procurement notice will be published in accordance with the Procurement Guidelines.   
An outline indicating the initial thresholds has been agreed between the Borrower and the Project Team in March 2006 and is available at the offices of the PIU. It will also be available in the project’s database and in the Bank’s external website. The Procurement Plan currently includes detail concerning ICB, Shopping procedures in respect of the IT for UEB and any Consultants or other procedures involving ICB will be updated in agreement with the Project Team annually or as information become available from sub borrowers to reflect the actual project implementation needs.

D. Frequency of Procurement Supervision

The Bank will review the procurement arrangements proposed/performed by UEB in every year, including contract packaging, applicable procedures, and the scheduling of the procurement processes, for its conformity with Bank Procurement Guidelines, the proposed implementation program and disbursement schedule.

(a) Prior Review:  The following procurement action and documentation would be subject to Prior Review by the Bank in accordance with the procedures set forth in paragraphs 2 and 3 of Appendix 1 to the Procurement Guidelines.

For Contracts awarded through ICB; prior review of all Bidding Documents, Bid Evaluation Reports, Recommendations of Contract Award and draft Contract will be conducted.

For Contracts awarded through Shopping; prior review of all Bidding Documents, Bid Evaluation Reports, Recommendations of Contract Award and draft Contract will be conducted for the first two procurements only.

For Contracts awarded through Commercial Practices; prior review of the procurement contracts under the first two sub-projects will be conducted for each PB.

For Contracts awarded under the Consultants Guidelines; prior review of all RFPs, Evaluation Reports, Recommendations of Contract Award and draft Contract will be conducted for the first contract awarded under CQ and IC procedures and all contract awarded under QCBS and SS.

(b) Post Review:  The procurement documents for all other contracts shall be subject to the Bank’s post review in accordance with the procedures set forth in paragraph 5 of Appendix 1 to the Procurement Guidelines on a random basis. Post review of the procurement documents will normally be undertaken during the Bank supervision mission or as the Bank may request to review any particular contracts at any time. In such cases, the UEB shall provide the Bank for its review the relevant documentation. The post review shall be conducted by the Bank’s Procurement Specialist. 
Table 7
Thresholds for Procurement Methods and Prior Review (in US$ million equivalent)

	Expenditure Category
	Procurement Method and Thresholds

	
	ICB
	Commercial Practice

	Sub-loans and leases
	
	

	     Goods 
	(4.0
	< 4.0

	     Works
	(4.0
	<4.0

	Prior Review
	All contracts
	All contracts under the first sub-project for each PB 

	Others - method
	Threshold
	Prior Review

	Goods - ICB
	(0.1
	all subject to prior review

	Goods - Shopping
	< 0.1
	first two contracts

	Goods – Direct Contracting
	Any amount
	all subject to prior review

	Consultants - QCBS
	(0.2
	all subject to prior review

	Consultants - CQ
	< 0.2
	first contract

	Consultants - IC
	any amount
	first contract

	Consultants - SS
	any amount
	all subject to prior review


Procurement Plan (abridged)

I. General

1.
Agreed Date of the procurement Plan 


Original
: June 26, 2006       Revision 1 :………………..

2. 
Date of General Procurement Notice: estimated July 2006

II. Goods and Works and non consulting services.

1. Prior Review Threshold: Procurement Decisions subject to Prior Review by Bank as stated in Appendix 1 to the Guidelines for Procurement :

	
	Procurement Method
	Prior Review Threshold
	Comments

	1.
	ICB 
	> $4 million
	All subject to Prior Review

	2.
	Commercial Practices
	< $4 million
	First  contract for each Participating Bank

	3.
	Goods - ICB
	(0.1 million
	All contracts

	4.
	Goods - Shopping
	< 0.1
	First two contracts

	5.
	Goods – Direct contract
	any
	All contracts


2.
Pre-qualification.  No pre-qualification is envisaged

3.
CDD Procurement Manual : CDD is not envisaged
4.
Any Other Special Procurement Arrangements: None

5. Procurement Items with Methods and Time Schedule: 

	Item
	Description
	Type
	Est. Budget
(ths.)
	Docs.
	Prep.
	Issue
	Bid Submit
	Evaluate
	No Obj.
	Contract Sign
	Contract Complete

	UEB1
	Backup IT system
	G
	1,500
	SIIS-SS
	Oct-06
	Nov-06
	Jan-07
	Feb-07
	Mar-07
	Apr-07
	Apr-08

	UEB2
	Corporate Data Storage
	G
	1,500
	SIIS-SS
	Mar-07
	Apr-07
	Jun-07
	Aug-07
	Sep-07
	Oct-07
	Oct-09


III. Selection of Consultants - No Consultants Services initially envisaged

1. Prior Review Threshold: Procurement Decisions subject to Prior Review by Bank as stated in Appendix 1 to the Guidelines for Consultants Services :

	
	Procurement Method
	Prior Review Threshold
	Comments

	1.
	QCBS 
	> $0.2 million
	All subject to Prior Review

	2.
	CQ
	< $0.2 million
	First  contract  subject to Prior Review

	3.
	IC
	Any amount
	First  contract  subject to Prior Review

	4.
	SS (sole or single source)
	Any amount
	All subject to Prior Review


For contracts estimated to be less than US$100,000 shortlists may be composed of entirely national consultants;
IV.  Other

1. Ex-Post Review: All other contracts below Bank’s prior review threshold are subject to Bank’s selective ex-post review.  Periodic ex-post review by Bank staff will be undertaken during regular supervision missions. Procurement documents, such as bidding documents, bids, bid evaluation reports and correspondence related to bids and contracts will be kept readily available for Bank’s ex-post review during supervision missions or at any other points in time.  Bank Ex-Post review will conclude with recommendation to raise Commercial practice threshold if considered appropriate.
2. Record Keeping: The PIU will maintain complete procurement files which will be reviewed by Bank supervision missions. All procurement related documentation that requires Bank prior review will be cleared by Procurement Accredited Staff (PAS) and relevant technical staff.  No packages above mandatory review thresholds by RPA are anticipated. Procurement information will be recorded by the PIUs and submitted to Bank as part of the quarterly (FMRs) and annual progress reports. A simple management information system with a procurement module would be established to assist the PIU procurement specialists to monitor all procurement information.
Annex 9:  Ukraine’s Export Growth and General FX Loan Availability Analysis

Export Growth

Ukraine’s Export growth has been increasing during the last several years, from 9.5% growth in 2001 to over 37% in 2004. The data for 2005 indicate a slowdown in export growth, as seen in Table xx. 

Table 8
Export volume and growth, 2001-2005
	
	2001
	2002
	2003
	2004
	2005 

	Exports, US$ bln.
	21.1
	23.4
	29.0
	37.9
	40.4

	Growth, %
	9.5
	10.7
	24.0
	37.2
	6..5


Source: State Statistics Committee
While countries of the former Soviet Union remain important trading partners, especially Russia and Turkmenistan for energy imports, Ukraine’s trade is becoming more diversified. Europe is now the destination of over one third of Ukraine's exports, while around one quarter of Ukraine's exports goes to Russia and the CIS. Exports of machinery and machine tools are on the rise relative to steel, which constitutes over 30% of exports. Ukraine imports 90% of its oil and most of its natural gas. Russia ranks as Ukraine's principal supplier of oil and Russian firms now own and/or operate the majority of Ukraine's refining capacity. Natural gas imports come from Russia, which delivers natural gas as a barter payment for Ukraine's role in transporting Russian gas to Western Europe. 

In 2004, Ukraine maintained a positive trade balance in goods and services, at about US$3.7 billion and US$3.3 billion, respectively. A strongly positive trade balance with the EU and other non-CIS regions compensates the negative balance with the CIS countries, Russia in particular. High demand for traditional Ukrainian export goods and revival of the cooperation in the CIS region in the machine-building sector significantly boosted Ukraine’s foreign trade in 2004. High world prices for metals, mineral and chemical products also added strongly to a record-high export growth. In services, transportation (sea, air, pipelines) services account for over three quarters of all service exports. 
Figure 8
Breakdown in exports of goods by geographical regions, 1996-2004
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Source: National Bank of Ukraine
Figure 9
Structure of exported goods, 1996-2004
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FX loan availability

Ukrainian banks have been issuing foreign currency loans for a number of years. The share of FX loans in total bank lending to the private sector increased from lower levels of the mid and late 1990s to around 41-46% in the 2000s and remains fairly stable, at 41% in August 2005. Figure 10 below provides a breakdown of private sector loans in hryvnia and foreign currency. There is, however, a significant difference in the currency structure of loans by maturity:-- short-term loans (less than 1 year in maturity) are predominantly in hryvnia, while more than half of medium and long-term loans are FX loans (Table 9). 
Figure 10
Breakdown of bank loans to the private sector by currency, 2000-2004
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Table 9
Breakdown of loans by currency and maturity
	 
	Short-term
	Long-term

	
	Hryvnia
	FX
	Hryvnia
	FX

	2004
	66%
	34%
	51%
	49%

	2005*
	73%
	27%
	49%
	51%


*Data for 2005 is for January-August period
Source: National Bank of Ukraine

Annex 10:  Safeguard Policy Issues

1.
Environmental Assessment policies of the Bank will apply to EDP 2. Environmental issues of sub-borrowers and their sub-projects will be addressed through the sub-loan environmental eligibility assessment. UEB will be responsible for ensuring that sub-borrowers and sub-projects financed under the EDP 2 undergo environmental screening to ensure their conformance with Ukrainian environmental legislation and regulations and the World Bank's policies and procedures, as set forth in OP/BP 4.01 and other relevant World Bank safeguards. The credit officers already appointed by UEB to staff the PIU will perform this function. The PIU Operations Manual detailing, inter alia, the World Bank's requirements in respect of environmental assessment, will be prepared prior to loan negotiations.

2.
All sub-loans to be financed under the EDP 2 should be subjected by PBs to an environmental review process incorporating the procedures described in section VI of the project’s Operations Manual. The PBs should use these procedures in reviewing and appraising sub-borrowers/sub-projects, and to inform Beneficiary Enterprises of environmental requirements for sub‑loan appraisal, so that sub​-projects can be implemented in an environmentally sound manner.

3.
The procedures essentially consist of Environmental Screening, Environmental Impact Assessment, and Environmental Mitigation where necessary. The Environmental Screening will be carried out by the PBs at an early stage in their sub-loan review procedures to determine the appropriate environmental risk category for the sub-borrowers/sub-projects, and may require the contracting of external expertise.  Following screening, an Environmental Impact Assessment (EIA) in line with the environmental classification of the sub-borrower/sub-project will be recommended. The sub-borrowers will be responsible for carrying out any environmental analysis and for confirming that the proposed sub-projects comply with national environmental guidelines, and for obtaining the necessary clearance from the appropriate licensing authorities.  Once the analysis is performed and recommendations incorporated into the sub‑project, the PB will appraise the proposed sub-loan package which would include, where appropriate, an environmental mitigation plan. The implementation of the mitigation plan will be monitored by the PB. The overall review process will be monitored by the Project Implementation Unit (PIU).

4.
All sub-borrowers/sub-projects will follow the environmental review process presented schematically below. 

STEP 1: The sub‑borrower prepares an initial sub-project concept.  Following informal discussion with the PB, in which the PB alerts the sub‑borrower of its environmental assessment requirements, the sub-​borrower prepares Part A of the environmental screening form and includes this with the initial sub-project concept.  At this time, it is the responsibility of the sub‑borrower to initiate discussions with the local environmental authorities (LEA) in order to fulfill any local and national environmental review requirements (such as investment incentive certificate and/or other official approval/permits). It will be the responsibility of the sub‑borrower to obtain the appropriate permits and licenses as required by national law in order to facilitate the clearance process with the local LEA. These requirements are considered separate, but parallel, to those presented here and satisfying them is the responsibility of the sub‑borrower.

STEP 2: The PB screens the sub‑project and informs the sub‑borrower of the EIA category prior to appraisal and subsequent follow‑up requirements for sub‑loan processing.

STEP 3: The sub‑borrower, or its consultants, submits the environmental analysis (if applicable). The sub-borrower will obtain a positive EIA report, given by the relevant LEA, in conformity with applicable Environmental Regulations for the activities listed in Categories II and III.

STEP 4: The PB reviews the environmental analysis that has been submitted and reports its findings to the sub‑borrower. The PB provides its clearance once the analysis is judged to be satisfactory.

STEP 5: The sub‑borrower incorporates the recommendations provided in the analysis into the sub​-project design and implementation plan, including associated estimated costs.

STEP 6: The sub‑borrower finalizes the sub‑loan application package, including the relevant environmental documentation, and submits it to the PB for its appraisal.

STEP 7: The sub‑loan becomes effective upon verification of the LEA approval and clearance, which can be obtained at any step in the sub‑project preparation cycle.

STEP 8: The sub-borrower submits the clearance letter of the LEA to the PB.

STEP 9: The PB monitors the implementation of the EIA mitigation plan and informs the PIU.

5.
Prior and Post‑Review – IBRD/PIU. Environmental evaluations and review procedures will be subject to ad‑hoc review by the PIU and IBRD supervision missions.  The World Bank will perform ex-ante review and clearance of all sub-projects falling in Category III.  The review of evaluations will ensure that: the work was of satisfactory quality, community participation took place when appropriate, the appropriate recommendations were made, all documentation was properly filed and recorded, and that the conditions of approval by the local LEA were met. During EDP 2 implementation, IBRD missions will supervise the overall screening process and implementation of environmental recommendations for selected sub-borrowers/sub-projects.  The IBRD supervision team will also review, ad‑hoc, environmental documentation. Therefore, all this documentation should be kept on file with the PBs and forwarded to the PIU as needed.

Annex 11:  Project Processing

	Seq
	Tasks / Activities
	2005
	2006
	2007-2011
	2011

	
	
	June-Oct
	Nov-Dec
	Jan-Mar
	April
	May
	June 
	July 
	Aug
	Sep-Dec
	
	Dec

	1
	Project identification and preparation
	
	
	
	
	
	
	
	
	
	
	

	2
	Project pre-appraisal and appraisal
	
	
	
	
	
	
	
	
	
	
	

	3
	Loan negotiations
	
	
	
	
	
	
	
	
	
	
	

	4
	Board presentation and approval
	
	
	
	
	
	
	
	
	
	
	

	5
	Selection of participating financial intermediaries
	
	
	
	
	
	
	
	
	
	
	

	6
	Signing of Loan and Guarantee Agreements
	
	
	
	
	
	
	
	
	
	
	

	6
	Signing of subsidiary loan agreements
	
	
	
	
	
	
	
	
	
	
	

	7
	Effectiveness
	
	
	
	
	
	
	
	
	(
	
	

	8
	Implementation
	
	
	
	
	
	
	
	
	
	
	

	9
	Supervision
	
	
	
	
	
	
	
	
	
	
	

	10
	Loan closing  / implementation completion report
	
	
	
	
	
	
	
	
	
	
	


Annex 12:  Documents in the Project File 
Project Documents

Environmental review

Operations Manual 

Ukrainian laws applicable to the EDP 2 operation
Statute of UEB 

Annual audit reports and financial statements of UEB 
Annual audit reports of commercial banks - potential project participants 

PAD for the Access to Finance project
EDP 1 project documents 

Annex 13:  Statement of Loans and Credits
[image: image10.wmf]Project ID

Project Name

FY

IBRD

IDA

GRANT

Cancel.

Undisb.

Orig.

Frm Rev'd

P048790

AZOV-BLK SEA CORR BIODIV CONSV 

(GEF)

2002

0.00

8.48

7.31

5.53

4.39

P076338

DEVSTAT

2004

32.00

0.00

32.00

32.00

P074885

E-DEVT TA

2003

5.00

0.00

4.93

4.13

P083702

HYDROPOWER REHAB

2005

106.00

0.00

106.00

P044832

KIEV DISTRICT HEAT

1998

200.00

0.00

40.00

72.54

112.54

50.73

P035786

LVIV WATER/WW

2001

24.25

0.00

16.26

16.25

7.85

P054966

PRIV SEC DEV (APL #1)

2002

30.00

0.00

27.80

0.20

26.00

P077738

QUAL EDUC EQUAL ACCESS (APL #1)

2005

86.59

0.00

86.59

2.00

P035777

RURAL LAND TITLING & CADASTRE

2003

195.13

0.00

190.44

8.31

P069858

SIF

2002

50.21

0.00

37.89

37.89

10.79

P075231

SOC ASST SYS MOD

2006

99.40

0.00

99.40

P057815

ST TAX SERV MOD PROG (APL #1)

2003

40.00

0.00

38.43

9.93

P069857

TB/AIDS CNTRL

2003

60.00

0.00

58.88

32.88

11.00

Total:

928.58

0.00

8.48

67.80

750.88

287.46

84.76

Ukraine:  Statement of IFC's

Held and Disbursed Portfolio

As of 10/31/2005

(In US Dollars Millions)

FY 

Held

Disbursed

Approval 

Company

Loan

Equity

Quasi

Partic

Loan

Equity

Quasi

Partic

2004

 First Lease

1.43

0.00

0.00

0.00

1.43

0.00

0.00

0.00

2005

AES RivneEnergo

15.00

0.00

0.00

0.00

0.00

0.00

0.00

0.00

2005

AESKyivoblenergo

30.00

0.00

0.00

0.00

9.00

0.00

0.00

0.00

2005

AvalBank

15.00

0.00

70.00

0.00

15.00

0.00

70.00

0.00

2006

CJSC Sofia Kiev

14.50

0.00

2.00

13.00

6.00

0.00

0.00

5.40

2005

EVU II

0.00

6.32

0.00

0.00

0.00

0.11

0.00

0.00

2006

Galnaftogas

21.00

0.00

4.00

0.00

0.00

0.00

0.00

0.00

2003

HVB Bank Ukraine

9.29

0.00

0.00

0.00

9.29

0.00

0.00

0.00

2004

Mironovsky

20.00

0.00

10.00

0.00

20.00

0.00

10.00

0.00

2005

Mironovsky

60.00

20.00

0.00

0.00

0.00

20.00

0.00

0.00

2004

Nova Liniya

0.00

0.00

5.00

0.00

0.00

0.00

5.00

0.00

2000

ProCredit UKR

2.00

1.70

0.00

0.00

2.00

1.70

0.00

0.00

2004

ProCredit UKR

7.44

1.02

0.00

0.00

7.44

1.02

0.00

0.00

2004

RZB Ukraine

30.00

0.00

0.00

0.00

30.00

0.00

0.00

0.00

2004

Sandora

20.00

0.00

0.00

0.00

20.00

0.00

0.00

0.00

Total Portfolio:

245.66

29.04

91.00

13.00

120.16

22.83

85.00

5.40

FY

Approvals Pending Commitment

Approval

Company

Loan

Equity

Quasi

Partic

2005

AES RivneEnergo

2.00

0.00

0.00

0.00

2005

AESKyivOblenegro

3.00

0.00

0.00

0.00

Total Pending Commitment:

5.00

0.00

0.00

0.00

Ukraine: Statement of Loans and Credits

Original Amount in US$ Millions

(In US Dollars Millions)

Difference Between

Expected and Actual

Disbursements 


Annex 14:  Ukraine at a Glance
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Box 1: Planned Lending Operations - 2006


Development Program Loan 2 (DPL 2) (US$250 million) will focus on a range of policy issues, including protection of property rights, improvement of investment climate and creation of sound legal and regulatory framework for banks and non-bank financial institutions, introduction of new financial services and development of vibrant capital markets by reforming financial legislation. Moreover, the program promotes development of sustainable institutions (market regulators, Government agencies and ministries), increased transparency and management of public finance, and enhanced governance of private and public sector.


Export Development Project 2 (EDP 2) (US$154.5 million) is being prepared as an investment operation, and will provide long term finance for medium and large export enterprises (located mainly in industrial regions and urban areas) and support further institutional development of UEB. This project builds upon EDP1 to further promote the entry of new Ukrainian export products and enterprises into international markets. 


Access to Financial Services Project (AFSP) is a two-phase Adaptable Program Loan (APL). APL1 (US$150 million) aims to increase access to financial services in rural areas, especially for RSMEs.  It will (i) provide long term finance through eligible commercial banks for RSMEs and on a pilot basis for SNGs; (ii) support institutional development of the selected commercial banks; and (iii) provide support to improve the enabling environment for financial intermediation through strengthening of the regulatory capacity and financial market legislation, and enhancing financial sector infrastructure.


Urban Infrastructure Project  (US$ 140 million) is designed to assist the Ministry of Construction and water authorities of several participating cities: (i) to prepare annual business plans and improve their financial management capacity; and  (ii) access targeted longer term financing to meet the investment needs of the cities in mitigating serious health and environmental risks posed by the water, wastewater and solid waste sectors, as well as replace old equipment with more efficient and energy saving technology.
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� Of this amount, about US$386,250 will be charged by the Bank at the start of the project as a front-end fee.


� IMF estimates. GDP in US$ is the forecasted 379.5 billion Ukrainian Hryvnias at the exchange rate of Hrv/US$ 5.04. 


�  Financial Sector Policy Notes (1995, 2001), provided overview of the financial sector development and reform agenda for the banks and NBFIs; Comparative Study on Bank Consolidation (2003); and the NBFI Study (2005).�
�



� There were additional 22 registered but non-operational banks, at the end of 2004 most of them in liquidation procedures. 7 new banks – the largest number during the last 5 years - were registered by the NBU in 2004. 


� Risk Rating – H (High Risk), S (Substantial Risk), M (Modest Risk), N (Negligible or Low Risk)�


� This confidence has been enhanced by the strong foreign reserve position of the central bank that has resulted from the current account surplus.  These reserves, in turn, have provided assurance that deposits will be convertible in the event of a systemic threat of crisis.


� There were additional 22 registered but non-operational banks, at the end of 2004 most of them in liquidation procedures. 7 new banks – the largest number during the last 5 years - were registered by the BU in 2004. 


� Return on equity as defined by NBU.  It does not adjust returns for net monetary position and is therefore nominal.


� The list was compiled in 2005.


� An exporter is a Ukrainian company that sells 25% and more of its goods and/or services for export


� Provided that enterprises with state ownership (SOE) are treated as insiders to UEB according to IFRS 24.
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