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Abstract. The paper aims at disclosing the nature of offshore tools used for the withdrawal
of capital from Ukraine, as well as suggesting measures to be undertaken by Ukrainian authorities
to improve the current situation. The authors apply comparative analysis to find the data
discrepancy between State Statistics Service of Ukraine and Eurostat on export-import operations
between Ukraine and the EU to determine the volumes of tax evasion and avoidance in Ukraine.

The article states that dynamic internationalization of financial and economic operations of
Ukrainian business entities in recent decades had negative effects on national welfare due to their
maneuvering of capital between affiliated units via transfer pricing and intensifying their
offshorization using transborder movement of commodities, services, and factors of production
resulting in the reduction of budget tax revenues, increasing the scale of cross-border outflow of
capital, strengthening the strategic control of foreign countries over the production facilities of
Ukraine, as well as significantly undermining national tax security, macroeconomic and social
balance.

Thus, Ukrainian regulatory bodies must take measures aimed at deoffshorization of business
activities, structural modernization of the national economy, dynamization of macroeconomic
growth, regulation of inflation and increasing the volume of foreign direct investments in Ukraine.
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TEHJAEHIII TA BUKJIUKH O®ILIOPHOI EKOHOMIKH:
TEMATHUYHE JOCJAIKEHHA YKPATHUA

AHoTanisg. MeTa cTarTi MoiArae B PO3KPUTTI CYTHOCTI O(IIOPHUX IHCTPYMEHTIB, IO
BUKOPHCTOBYIOTHCSl /ISl BUBEICHHS KamiTaly 3 YKpaiHd, a TakoX IMPOMOHYBaHHI 3aXOMiB, SKi
NOBHUHHI OyTH BXKUTI YKpaiHCBKOIO BJIQJOIO JJIsl IMOJIIIIEHHS MOTOYHOI CHUTyalii. 3acTOCOBaHO
NOPIBHAJIBHUN aHaili3, o0 BHUSIBUTH PO30LKHOCTI B JgaHuX Jlep:kaBHOI cCilyKOM CTaTUCTHKHU
VYkpainu Ta €BpocTaTy CTOCOBHO EKCIOPTHO-IMIIOPTHHUX omepaliii Mik YkpaiHoto ta €C, mis
BU3HAYEHHS OOCSTIB YXWICHHS Ta YHUKHEHHS CIUIaTH MOJATKIB B YKpaiHI.

3a3HayvaeThCs, LI0 JAMHAMIYHA IHTEpHAIlOHaTI3alis (iHAHCOBO-€KOHOMIYHUX OIeparlii
cy0’€KTIB TOCIIOAApIOBaHHS Y KpaiHU MPOTATOM OCTaHHIX JECATUIIITh Maja HETaTUBHI HACITIAKHU JJIs
HaI[lOHAJTFHOTO 0OpOOYTYy Yepe3 MaHEBPYBaHHs KaIiTaloM MiX MOB’S3aHMMH MiIpO3JAiTaMH 3a
JIOTIOMOTOI0 TPAaHC(EPTHOrO I[IHOYTBOPEHHS 1 MOCWIJICHHS iXHBOI o¢riopu3amii 3a JOIOMOTOI0
TPaHCKOPZOHHOTI'O PyXy TOBapiB, NOCIYT 1 ()akTOpiB BUPOOHUIITBA, 1110 MPU3BOAUTH 10 3MEHIICHHS
MOJIATKOBUX  HAJIXOJDKCHb, 30UTBIIEHHS MacmTabiB TPaHCKOPJOHHOTO BIAIUIMBY KaImiTamy,
IOCUJIEHHSI CTPATEriuHoro KOHTPOJIO 3apyODKHMX KpaiH HajJ BHUPOOHMYMMM IOTY>KHOCTAMHU
VYkpaiHu, a TakOXX CyTTE€BOTO TiJPHBY HAIIOHAIBHOI MOJATKOBOI OE3MEKH, MaKpPOCKOHOMIYHOI Ta
coIliaibHOI PIBHOBArHU.

TakuM 4YMHOM, YKpaiHCBKI PEryJIsATOpHI OpraHu MOBHHHI BXXMBATH 3aXOJliB, CIIPIMOBAaHUX
Ha Jeo(IIOpHU3AI0 MiAMPUEMHUIIBKOI MiISUTBHOCTI, CTPYKTYpPHY MOJCPHI3allil0 HaIllOHAIBHOT
€KOHOMIKH, THHAMI3allil0 MAaKPOEKOHOMIUYHOTO 3POCTaHHs, peryatoBaHHs 1HOIAIT Ta 301IbIIEeHHS
00csriB IpSIMUX 1HO3EMHMX 1HBECTHUL1H B YKpainy.

Knrouoei cnoea: TpaHCHAIlIOHAJIBHI KOMITaHii, oduiopu, odiiopHi (iHAHCOBI LEHTPH,
odrropusarisi, YHUKHCHHS CIUIATH IIOJATKIB, YXWICHHS BiJ CIUIATH IOAATKIB, TOJATKOBUI
HPUTYJIOK, YKpaiHa.

®opmyi: 0; puc.: 0; Tabxn.: 6; 616:1.: 49.

The problem statement. The growing concentration of capital and profits in the hands of
global corporations is increasingly motivating them to implement diversified corporate business
offshoring strategies. One tenth of the global gross domestic product (GGDP) is kept in tax havens,
but national relative indicators differ significantly, for instance, Scandinavian countries — several
percent of GDP, Continental Europe — about 15 percent, Persian Guld and some Latin American
countries — up to 60 percent [1]. Offshorization of business operations, as one of the leading global
trends in world economic development, has an extremely negative impact on the dynamics of
macroeconomic growth of countries and entire regions due to the implementation of aggressive
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schemes of «tax optimization» and tax base «erosion». Offshore jurisdictions have accumulated
unregistered investment capital totaling from $21 to $32 trillion [25], that is approximately one
third of the global gross domestic product (GGDP), and registered real estate worth $70 trillion, or
30—45 percent of GGDP.

Each year about $420 billion move to offshore jurisdictions [12], while, for instance, in
2016, the share of corporate income tax in global tax revenues did not exceed 13.3% in 88
jurisdictions, and corporate income tax revenues averaged 3% of GGDP [43]. There were
significant regional differences in the share of corporate taxes in general tax revenues and GDP in
2016: 9 percent and 2.9 percent for OECD countries, 15.3 percent (in 21 tax jurisdictions) and
2.8 percent in Africa, and 3.4 percent (in 25 jurisdictions) and 3.4 percent respectively in Latin
America and the Caribbean region [18]. It is quite natural that this situation significantly intensifies
interstate competition for the provision of technological ways to circumvent the system of taxation,
disclosure and financial regulation, as well as the right to collect taxes from business entities
engaged in international transactions. In this case, such a «race of concessionsy is traditionally
qualified in the global regulatory system as a problem of collective action [24], which requires
jointly developed and implemented in business practice multilateral solutions.

Thus, companies and organizations, using offshore operations, gain a few significant
competitive advantages related to the optimization of production processes, the acquisition of new
market segments, expanding access to a highly skilled segment of the workforce, leveling
institutional barriers to cross-border movement of goods, services, and factors of production,
improving customer service, and streamlining financial accounting, as well as business operations.

The issue of widespread offshoring business activities of large and medium-sized
enterprises has arisen dramatically In recent decades in Ukraine caused bytheir intention to
diversify mechanisms of aggressive tax planning, transfer of domestic companies’ profits abroad,
avoid return of foreign exchange earnings of exporters and stipulate manipulation of transfer prices.
This has already significantlyreducedthe fiscal efficiency of the national tax system requiring the
implementation of effective tools for deoffshorization of business activities and liquidation of tax
minimization schemes of the business structures. Based on this,comprehensive research of offshore
economy tendencies and challenges is extremely important, both theoretically and practically, to
further develop proposals to increase the fiscal and regulatory efficiency of the domestic tax system
and achieve strategic goals of economic development.

Analysis of the last research and publications. An extensive body of literature exists on
offshore centers and regulations, offshoring schemes, offshorization, and tax evasion used by
corporations and individuals. For example, Otusanya [20] implies that offshore financial centers and
tax havens, national business elite and professionals are the key elements of anti-social tax
practices, namely tax evasion and avoidance resulting in underfinancing infrastructure, social and
educative programs. Bayer et al. [3] consider the fear of expropriation to be the main driver for
individuals to keep their wealth in offshore centers, thus, the volume of transferred income from
illegal business tends to increase when well-functioning authorities introduce severe measures
against money laundering.

Schwarz [23] stresses the coincidence of tax haven and money laundering within the same
regions and countries. Radu [21] states that tax havens negatively impact on budget income of
countries with comparably high tax rates inspiring tax avoidance and resulting in financial
instability. Lopez [16] suggests that tax evasion and informality are common features for
developing countries. Casi, Spengel, and Stage [4] claim that the Common Reporting Standard
(CRS) representing the intensification of information exchange between countries serves as the key
measure decreasing cross-border tax evasion. At the same time, Menkhoff and Miethe [17] assert
that tax evaders, mainly corporations, constantly develop new countermeasures adapting to
information exchange treaties with tax havens questioning the efficiency of the existing
international policy aimed at tackling tax evasion problem. Kemme, Parikh, and Steigner [14] prove
there is a link between cross-border equity flows and evasion of taxes via roundtripping through tax
havens in countries with low tax morale.
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Chernykh and Mityakov [5] discovered the positive interplay between offshore banking
activities and tax evasion of companies being clients of these offshore-active banks with high
probability of losing banking licenses and criminal prosecution of top-management. Konrad and
Stolper [15] argued that low penalties for tax evaders reporting their offshore assets encourage them
and tax haven countries to cooperate; the latter ones consider balancing observable returns from tax
evaders and complying with international standards of transparency due to the international
financial and regulatory pressure. Jones, Temouri, and Cobham [13] point out that there is a strong
correlation between the size of MNCs’ tax haven network and their cooperation with Big 4
accountancy corporations, thus, auditors make a difference influencing the tax behavior of MNCs.

Omar and Zolkaflil [19] declare that borderless trade creates the necessary environment for
multinational companies (MNCs) to use tax avoidance and tax evasion schemes, especially for ones
with subsidiaries in tax havens tending to shift profits there. Richardson, Taylor, and Obaydin [22]
emphasize the positive connection between tax haven intensity of US MNCs and the cost of bank
loans, namely, offshore activity results in increasing interest rates and substituting borrowing from
the bond market by bank loans. Applying network modeling Dominguez et al. [7] maintains that
major offshores regions receiving are the American Antilles, Eastern Asia, Oceania, and South East
Asia; while the key jurisdictions include the British Virgin Islands (as the hub in the offshoring
network), the Cook Islands, Hong Kong, Indonesia, Samoa, and Singapore.

The reasons for offshorization in Ukraine and possible measures to tackle this problem are
revealed in numerous articles. For instance, Malynka and Polishchuk [37] relying on theoretical
fundamentals of functioning of multinational corporations discovered that the most popular method
of transfer pricing aimed at withdrawing income from Ukraine is the resale price method. Sardak
and Sytnik [44] shedding light on definition of the essence of offshore zones suggested that in order
to reduce the capital outflow from Ukraine, the state authorities must harmonize and coordinate the
state fiscal policy and monitoring. Slozko and Hlazova [45] based on international experience
argued that tax amnesty in Ukraine has the potential for improving the status quo of using offshore
scheme and shadow economy to hide real revenues both by corporations and individuals. Even
though Ukraine has applied this instrument in the form of tax compromise in 2014, there is still a
need for additional tax amnesties.

The selection of methods for assessing the level of offshorization and elaborating
recommendations to tackle problems connected with corruption and tax evasion involved in
offshore activities is due to the existing practice and limited access to reliable information. For
instance, Menkhoff and Miethe [17] used bilateral bank data for country pairs in a balanced
quarterly panel to investigate the influence of information exchange on tax evasion activities by
estimating bank deposits in tax havens.

Richardson, Taylor, and Obaydin [22] applied cross-sectional analysis to find out that low
managerial ability, high CEO pay-for-performance, poor corporate governance, and weak
information environment serve as the key channels for establishing positive connection between
using tax havens and bank loans costs for MNCs. Besides, using regression estimation they
demonstrated that a one standard deviation growth of tax haven intensity increases the bank loan
spread by 4.65 basis points.

Lopez [16] has developed an equilibrium model to demonstrate the logics of choosing tax
evasion, compliance, or informality status by companies. The main finding based on Mexico data is
that reducing formal tax evasion by authorities capable to increase tax revenues by up to 68 percent
from the starting point.

Hebous and Lipatov [11] have developed the model of tax havens for corporate income
generated in corrupted countries. They argue that tax havens have the ambivalent impact on
welfare, namely, negative effect via facilitating bribes for officials and positive one trough
attracting investments from companies escaping expropriations and bribes. Moreover, investments
in corrupted countries have the positive correlation with establishment of subsidiaries in tax havens.

Gunn, Koch, and Weyzig [10] use the case study approach to evaluate tax avoidance and
aggressive tax planning. These researchers have developed the set of ten indicators to overcome
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possible shortcomings of case study as a method, including access and quality of data; transparency
of methodology; expert peer reviewing; explanation of selection of cases, etc.

In general, the abovementioned methods form the solid basis for assessing different aspects
of offshore economy, besides, we apply comparative analysis to find the data discrepancy between
State Statistics Service of Ukraine and Eurostat on export-import operations between Ukraine and
the EU to determine the volumes of tax evasion and avoidance in Ukraine. The range of considered
problems in literature enabled authors to determine the aim and most effective tools for overcoming
challenges caused by extensive offshore activities of Ukrainian business entities and individuals.

Purposeofthearticle. The paper aims at disclosing the nature of offshore tools used for the
withdrawal of capital from Ukraine, as well as suggesting measures to be undertaken by Ukrainian
authorities to improve the current situation.

Resultsofaresearch. Unfortunately, Ukraine also does not fall out of the general «clamp»
of global offshore business processes. It suffers from the colossal scale of the transfer of domestic
companies’ profits abroad, non-return of foreign exchange earnings of exporters and manipulation
of transfer prices, purchases of products from producers and the population for cash without proper
reflection of transactions in accounting and tax reports, schemes of export operations by economic
entities not registered as value added taxpayers, etc.

It is worth mentioning that all currently used offshore tools for the withdrawal of capital
from Ukraine have a clear threefold nature and are implemented through the three most common
channels. Firstly, the actual withdrawal of capital by foreign investors (and in most cases by
Ukrainian beneficiaries — individuals and legal entities) in the form of profit repatriation;
secondly, investing in affiliated companies and firms registered in offshore jurisdictions; thirdly,
the cross-border movement of capital assets by individuals and legal entities to offshore
jurisdictions for the purpose of tax evasion or regulatory actions by means of transfer pricing and
remittances. As we can see, the above-mentioned business offshoring channels in Ukraine reflect a
kind of «symbiosis» of shadow economic transactions in the field of purchase and sale of goods
and services, as well as cross-border cash flows. For example, at the beginning of 2019 only from
the export of agricultural products the amount of foreign exchange earnings non-returned to
Ukraine reached $103 million [33].

Due to the widespread offshoring schemes including transfer pricing, the budget of Ukraine
loses $5-6 billion in tax revenues annually [31]. Almost 60 percent of Ukrainian merchandise
exports is sold using indirect contracts resulting in uncontrolled profits exceeding one third of total
exports volume in money terms [30] posing significant threats to national economic security in
general, as well as endangering socio-economic stability and social balance in Ukrainian society.

Despite some positive changes in recent years, indirect contracts still account for about 30
percent of the annual foreign trade value of Ukraine, or $35—40 billion [31]. For example, total
merchandise exports from Ukraine to offshore jurisdictions and countries with tax-free corporate
tax regimes equaled $24 billion, exports of services — $5.6 billion, in other words, 67 and 56
percent of total exports of goods and services in 2016. The biggest countries-partners for indirect
contracts were Switzerland ($10 billion), the United Kingdom ($3 billion), the United Arab
Emirates ($2 billion), Cyprus ($1.2 billion), and the British Virgin Islands ($1 billion). At the same
time, the value of direct goods supplies to these countries equaled only slightly exceeded
$ 1.7 billion [31].

Ukrainian corporations minimize taxes manipulating commodity transfer prices between
headquarters and affiliated firms registered in offshore jurisdictions. Other popular covert methods
of transferring profits abroad are fictitious import and export contracts (so-called pseudo-imports,
pseudo-exports, and atypical exports); carrying out export operations at artificially low invoice
prices, and import — at artificially inflated prices [41] including the involvement of fictitious
companies; as well as the use of resale prices, «costs plus» and net profit [37].

Table 1 indicates that artificial understatement of prices in Ukraine’s foreign trade was more
than $147.6 billion (or almost 20 percent of average foreign trade) in 2008—2017. The eloquent
confirmation of the widespread use of offshore schemes in foreign trade operations is significant
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differences in export-import indicators between the EU member-states and Ukraine submitted by
Eurostat and the State Statistics Service of Ukraine.

Table 1
The total amount of price understatement in Ukraine’s foreign trade in 2008—2017
The total Vol.ume of ?rtlﬁcml price The total volume of artificial price
understatement in Ukraine’s foreign trade . . .
. . . . understatement in Ukraine’s foreign
Period with 135 developing countries .
trade with all trade partners
and 36 developed ones
$ billion Share of foreign trade, % $ billion Share of foreign trade, %
2008 6.911 20.66 22.615 19.58
2009 3.526 21.40 12.202 19.78
2010 4.599 21.29 14.239 17.55
2011 5.962 19.52 18.650 16.32
2012 5.705 19.82 18.037 17.16
2013 5.635 19.47 17.277 16.90
2014 4.358 18.07 13.708 16.30
2015 2.513 18.46 9.350 16.98
2016 3.651 19.03 10.135 17.10
2017 4.148 17.38 11.412 16.31
Total 47.008 X 147.625 X
Average 4.701 19.51 14.763 19.96

Source:developed by the authors based on the source [9].

Table 2 shows that the average annual difference between data on Ukrainian merchandise
exports to the EU member-states in 2005—2007 provided by the Eurostat and State Statistics
Service of Ukraine was 3—14 percent, and imports — 4—18 percent. These discrepancies cannot
be explained by accounting methodology inaccuracies, goods-in-transit, or resales to third countries
[30]. Therefore, there were huge volumes of unpaid corporate income tax on exports to the EU,
customs duties and value added tax on imports from the EU.

Table 2
Commodity export-import operations between Ukraine
and the European Union in 2005—2017

Deviation Deviation of import
State Statistics Service Eurostat of export operations operations
of Ukraine u from Ukraine Fromthe EU
to the EU to Ukraine
Period
Export Import Tmport Export
from from from from billion billion
or 0 Ukraine the EU 0 % 0 %
Ukraine, the EU, . euros euros
- 1y to the EU, to Ukraine,
billion euros |billion euros |, . . -
billion euros | billion euros

2005 8.025 93.92 8.277 9.814 0.252 3.1 0.422 4.5
2010 10040 14.693 9.878 14.445 -0.162 -1.6 -0.248 -1.7
2012 13.184 20.194 14.643 23.865 1.459 11.1 3.671 18.2
2013 12.569 20.278 13.882 23.899 1.313 10.4 3.621 17.8
2014 13.092 16.223 13.734 16.988 0.642 4.9 0.765 4.7
2015 11.941 14.064 12.844 14.033 0.903 7.6 -0.031 -0.3
2016 11.944 15.169 13.159 16.497 1.215 10.2 1.328 8.8
2017 14.610 17.333 16.700 20.200 2.090 14.3 2.867 16.5

Source: calculated and developed by the authors based on the sources [8; 34].

In addition, Ukrainian business foreign trade transactions often involve schemes to obtain
unjustified tax credits and tax benefits, illegal reimbursement of value added tax and evasion of its
payment [32].
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The biggest importers of Ukrainian goods using offshore jurisdictions and onshore
companies in 2016 were Egypt ($2.1 billion), Turkey ($1.8 billion), China and Italy ($1.7 billion
each), India ($1.6 billion), as well as Iran, Spain, the Netherlands, and the Russian Federation
($0.5—1 billion) [31] indicating the large-scale transfer of tax payments from Ukraine to offshore
or «hybrid» tax jurisdictions, where the corporate income tax rates were 5 or more percent lower
compared to Ukraine and did not exceed 13 percent.

Since 1991 Ukraine lost $150—170 billion withdrawn to offshore jurisdictions with the
share of Cyprus equaling 90 percent. According to the current agreement between this country and
Ukraine on the avoidance of double taxation, domestic companies do not pay taxes on withdrawn
dividends, interest, and royalties [2] resulting in more than $30 billion taken to Cyprus and
belonging to Ukrainian companies and oligarchic structures [36].

The favorable tax regime, common law and wide range of offshore services provide
Ukrainian corporations with unlimited opportunities for tax manipulations using offshore accounts
in Cyprus, the biggest investor in Ukraine in 2010—2020 ($10.4 billion of 30 percent of total FDI).
From Table 3 we can see that other five countries, namely the Netherlands ($8.3 billion), the UK
($2.1 billion), Germany ($1.8 billion), Austria ($1.2 billion), and the British Virgin Islands ($1.1
billion) account for more than 40 percent of total FDI, which can be explained by the fact that these
countries, on the one hand, concentrate headquarters of European multinational corporations, and,
on the other hands, European offshore jurisdictions.

Table 3
Foreign direct investment in Ukraine (equity capital) by countries of origin
in 2010—2020 (as of January 1), $ billion

3 >, =

= = 9 = » «
3 £ E s | E5 | B | ¢ 2 |558| <« 3
5 Z 5 g g5 | E = & |£EE23| Z s
A < < 3 23 | 23 = o |85z =

Z =

2010 1.675 7.461 6.010 1.900 2.234 1.381 8.603 1.284 1.260 38.992
2011 1.799 11.390 | 5.001 2.693 2.230 2.105 9.621 1.385 1.108 45.370
2012 2.318 9.324 5.330 2.876 2.536 1.993 12.701 1.580 0.967 48.198
2013 2477 8.728 4.496 3.041 2.497 1.510 15.908 1.888 0.977 51.705
2014 2314 9.008 2.908 3.526 2.768 2.146 17.726 | 2.276 0.935 53.704
2015 1.352 6.887 2.111 1.621 2.146 1.342 11.972 1.988 0.789 38.357
2016 1.153 6.090 1.605 0.344 1.785 1.299 9.895 1.715 0.717 32.123
2017 1.100 6.028 1.564 0.814 1.947 0.616 8.786 1.682 0.585 31.230
2018 1.039 6.395 1.683 0.797 1.944 0.723 8.933 1.358 0.517 31.606
2019 1.150 7.119 1.701 0.598 2.131 0.744 9.545 1.040 0.543 32.905
2020 1.249 8.301 1.843 0.783 2.061 0.846 10.369 1.062 0.638 35.810

Source: developed by the authors based on the source [34].

Thus, FDI in Ukraine are mainly offshore in nature represented by the previously withdrawn
via offshore operations capital of Ukrainian companies. The value of foreign direct investment in
Ukraine, in which the final controlling investors were residents of Ukraine (round tripping) did not
exceed $9.4 billion or 22.8% of the cumulative FDI inflows [40]. Despite the gradual increase in the
net capital assets inflow via round tripping, their value did not exceed $1 billion or 34 percent of
total FDI in Ukraine in 2019 [40]. In other words, a significant share of foreign direct investment
from offshore jurisdictions is controlled by foreign companies established by domestic corporations
aimed at withdrawing profits from Ukraine avoiding taxation [42].

There is also the widespread practice of registration and resale property through offshore
companies by domestic legal entities and individuals to minimize taxes [36]. For example,
Ukrainian officials declared 1,065 apartments, 383 garden houses, 129 land plots, 24 garages and
parking lots, 87 other real estate objects owned by foreign companies and citizens [46]. Moreover,
offshore companies have obtained the well-established status of owners of personal assets of
Ukrainian oligarchs and officials. These assets (yachts, planes, foreign real estate, etc.) do not
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generate any income, but provide only the structuring of property aimed at avoiding taxation in
Ukraine and implementing movable and immovable property management.

Ukrainian banking system indirectly reflects the scale of offshore business operations;
connections between individuals, legal entities, and offshore firms; the size of Ukrainian shadow
economy; and the volume of official and illegal capital outflows. The circulation of capital assets
through banking channels transforms domestic banking institutions into direct participants in
various types of shadow schemes for servicing business offshoring operations. The share of
offshore banking operations constitutes 3 percent and 12 percent according to Ukrainian and OECD
roasters of offshore companies respectively [49], and exceeds 22 percent if banks registered in
global financial centers from the IMF and OECD roasters are added to the sample of banking
institutions [48]. The legal inflow of bank capital into Ukraine remains the powerful driver of
macroeconomic growth. Table 4 shines the light on the questions surrounding geographic structure
of offshore capital in Ukrainian banking system and provides additional evidence that only a very
small proportion of banks operating in Ukraine totally belong to local owners.

Table 4

The geographical structure of offshore capital in the banking system of Ukraine

in 2007—2017

Banks with state . .
Offshore center share in the ];zl:lﬁnogf gl(:lll%: pr]'?::tlz scv;;)tiltlal Total
authorized capital
Number of banks in the group 1 15 74 90
including banks with foreign capital 0 15 36 51
British Virgin Islands 0 1 25 26
Belize 0 0 11 11
Seychelles 0 0 9 9
Cayman Islands 0 3 2 5
Dominica 0 0 4 4
Bermuda 0 1 0 1
Saint Vincent and the Grenadines 0 0 1 1
Saint Kitts and Nevis 0 0 1 1
Cyprus 1 5 56 62
Austria 0 4 7 11
Panama 0 0 9 9
Luxembourg 0 4 5 9
Switzerland 0 1 6 7
Latvia 0 0 5 5
Hungary 0 1 2 3
Poland 0 3 1 4
Liechtenstein 0 0 2 2
Hong Kong 0 0 2 2
Malaysia 0 0 1 1
Estonia 0 0 1 1
Ireland 0 0 2 2
India 0 0 1 1

Note: Data are presented according to roasters of financial centers of the OECD and the International Monetary Fund,
as well as the official roaster of Ukraine for offshore zones.

Source: Ilymcrka C. «/lndepeHnian» noBipu Ta piBeHb oduropu3saiii 0aHKIBCBKOTO Kamitaly B YKpaiHi. ExoHomiuHa
meopis. 2017. Bum. 3. C. 39—63 [48].

A significant number of Ukrainian bank owners focus on offshoring their own business to
protect it from raider seizures, expand the possibilities of judicial protection of their economic
interests and the implementation of aggressive tax planning schemes. As for the withdrawal of
illegal capital obtained because of corrupt (and partly openly criminal) transactions, after circulation
in global offshore centers, it enters the Ukrainian market completely «laundered» with unlimited
investment opportunities in any investment object.
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Meanwhile, we should emphasize that up to a quarter of the total volume of loans provided in
Ukraine and about 20 percent of customer resources concentrated in banks with offshore capital are
eloquent evidence of high confidence in them and their highly competitive positions in Ukrainian
banking system. The relatively high level of financial stability of banks with offshore equity capital
determines their broad opportunities to cover the return of deposits, formation of reserves for prompt
repayment of own debts, unforeseen losses, and fluctuations of the banking services market.

The most popular offshore schemes in the Ukrainian banking system are financial
transactions between commercial banks and companies registered in offshore jurisdictions, when
owners have significant share in equity capital of banks and companies; unrealized income from
foreign exchange operations; loss of revenues from deposits of legal entities and individuals [32].
Such situation endangers the financial security of Ukraine’s banking system due to potential
imposing of economic sanctions against banks, including cancellation of banking licenses, and
Ukraine in general by international regulatory and monitoring authorities.

The Global Alliance of Tax Justice developed the system of indicators for estimating the
national level of offshoring. Table 5 shows that Ukraine had the following values of indicators in
2019: unpaid corporate income tax — $621.3 million; annual tax losses caused to other countries
through channels of underpayment of corporate income tax — $17.9 million; annual losses from
unreceived tax revenues — $650.1 million; annual tax losses of the economy due to «tax erosiony»
using offshore jurisdictions — $28.7 million; the share of tax losses caused by misconduct — 0.73
percent; tax losses in financing health care — 13.9 percent of total expenditures on national health
care [26].

Table 5
Key offshorization indicators of Ukraine in 2019
Indicator Unit of measurement Value
Annual amount of unpaid corporate income tax $ million 621.3
Effective income tax rate % 10.4
Annual ta).c losses of other countries caused by underpayment of $ million 17.9
corporate income tax
Share of tax losses from violation of corporate income tax o
. %0 0.73
regulations
Annual losses from unearned tax revenues $ million 650.1
Annual income tax losses % 1.9
Annual tax losses in health care financing % of total expenditures 13.9
Channels of foreign economic activity most vulnerable to tax X Portfolio investments
losses inflows
National vulnerability to tax losses % 60
Average regional vulnerability to tax losses % 56
Trade countries-partners, with which the largest tax losses occur o USA (47.5),
via corporate income tax channels o Luxembourg (20.1),
Cayman Islands (9.9)
Annual national tax losses due to «tax erosion» via offshore o
L $ million 28.7
jurisdictions
Share of global tax losses inflicted on other countries % >0.01

Source: Tax Justice Network The State of Tax Justice 2020: Tax Justice in the time of COVID-19. 2020. Retrieved from
https://www.taxjustice.net/wp-content/uploads/2020/11/The State of Tax Justice 2020 ENGLISH.pdf [26].

In addition, due to the use of value added tax minimization schemes by domestic business
structures, the Ukrainian state budget loses almost 26 percent of annual potential tax revenues,
approximately 30 billion UAH [47], or $1.07 billion. The total average annual volume of offshore
schemes in Ukraine is 120—200 billion UAH ($4.286—7.143 billion). Only transferring of
corporate profits abroad causes 22—36 billion UAH ($0.786—1.286 billion) state budget losses
each year [27]. Moreover, the illegal refund of VAT to economic entities has already created well-
established conditions for the special type of criminal business in Ukraine, and, therefore, this
structural problem is further exacerbated by their shadow operations.
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The main reasons for the widespread use of offshoring schemes by Ukrainian business
entities are, on the one hand, their strategic orientation to ensure maximum confidentiality of assets
and maximum protection of property rights, and, on the other hand, deep institutional defects, and
structural problems of Ukrainian economy. The latter ones include the total distrust of Ukrainian
corporations and individual in the judicial system of Ukraine; the absence of real reforms of the tax
and economic systems; extremely limited opportunities for companies to finance corporate
investments using bank loans; as well as the significant lack of legal protection of Ukrainian
business entities from raider captures.

Thus, Ukrainian business suffers from the excessively high level of interest rates on bank
loans. Even though the discount rate of the National Bank of Ukraine decreased from 22 to 6
percent in 2015—2020 [39], but the level of commercial interest rates on borrowings in UAH
(Ukrainian hryvnias) fluctuated from a minimum of 14.4 percent in 2007 to a maximum of 21.8
percent in 2015 during 2005—2020 [38], which is too high in terms of attracting the required
amount of debt financing of capital investments.

According to Doing Business Index, Ukraine took the 64th place among 190 countries in
general, and 65th one if to consider the sub-index «Taxation» in particular (for comparison: Ukraine
was the 54th in 2019). Table 6 shows that the biggest problems of Ukrainian tax system are time
spent by taxpayers to calculate and pay taxes (328 hours, while Europe and Central Asia has the
average value of 213 hours) and additional procedures after filing tax returns — 86th place in 2020
(68th place in 2019).

Table 6
Key indicators of the tax burden on business in 2019
Indicator Ukraine | Conral Asia | with high income | _among all countrie
Number of payments per year 5 14.4 10.3 3 (in 2 countries)
Number of hours per year 328 213.1 158.8 49 (in 3 countries)
Total tax rate,% of profit before 45.2 31.7 39.9 26.1 (in 33 countries)
Postfilling index (0-100) 86 68.2 86.7

Note: The Postfilling Index is calculated as an estimate of time required to calculate VAT refunding, receive this
refunding, correct parcels, and adjust tax returns, and conduct all necessary tax audit procedures (tax audit).

Source: Doing Business «Economy profile «Ukraine». Comparing business regulation in 190 economies. 2020. Retrieved
from https://www.doingbusiness.org/content/dam/doingBusiness/country/u/ukraine/UKR.pdf [6].

Ukrainian small and medium business entities are under enormous tax burden accounting for
45.2 percent of profit, while in Europe and Central Asia it equals 31 percent [29]. There are also
significant structural problems concerning functioning of Ukrainian tax authorities, namely rivalry
caused by functions’ overlapping between the State Tax Service of Ukraine and the State Customs
Service of Ukraine created instead of the State Fiscal Service of Ukraine in 2018 [35]. Despite the
clear logic and substantiation of «dilution» of internal and external taxation of business transactions,
unfortunately, so far, no proper convergence has been achieved between these institutions, which
significantly complicates the process of monitoring, timely detection, and counteraction to
numerous violations of tax regulations, especially concerning VAT, and export transactions with
signs of fictitiousness. Therefore, the state regulatory authorities of Ukraine still do not have a
holistic mechanism for timely monitoring and prevention of violations by business entities,
including avoiding VAT and customs in full payments, as well as untimely return of earnings in
foreign currencies [28].

Conclusions. We may summarize the findings in a few words: the dynamic
internationalization of financial and economic operations of Ukrainian business entities in recent
decades had negative effects on national welfare due to their maneuvering of capital between
affiliated units via transfer pricing and intensifying their offshorization using transborder movement
of commodities, services, and factors of production resulting in the reduction of budget tax
revenues, increasing the scale of cross-border outflow of capital, strengthening the strategic control
of foreign countries over the production facilities of Ukraine, as well as significantly undermining
national tax security, macroeconomic and social balance.
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Thus, we consider that Ukrainian regulatory bodies must take measures aimed at
deoffshorization of business activities, structural modernization of the national economy,
dynamization of macroeconomic growth, regulation of inflation and increasing the volume of
foreign direct investments in Ukraine.
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