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EXECUTIVE SUMMARY 

Favorable economic 
conditions offer a window of 
opportunity for the 
Ukrainian government 

External factors served as a 
catalyst for the economic 
turnaround.. . 

... but policies and reforms 
have also played a critical 
role. 

Conditions in Ukraine have never been so favorable for the 
realization o f  policies and reforms that are crucial to the 
country’s future development. Most economic trends and 
short-term prospects in Ukraine remain highly positive. 
After a decade o f  economic decline and crisis, the 
Ukrainian economy has exhibited strong growth and 
unprecedented macroeconomic stability since 2000. By 
the end o f  2003, official GDP stood 30 percent higher than 
in 1997. During the same period, industrial output grew by 
an estimated 56 percent and fixed capital investment 
doubled. Unemployment has fallen, household incomes 
increased significantly, and progress in poverty reduction 
is visible. Inflation has been under control since mid-2000, 
while credit markets have expanded at a remarkable pace. 
Competition and restructuring have increased, and 
institutions o f  outside corporate governance have emerged. 
These conditions provide the government with an 
important window o f  opportunity to pursue policies and 
reforms that can ensure the continuation o f  strong growth 
and poverty reduction over the medium and longer term. 

Following the financial turmoil o f  1998, three primary 
external factors served as a catalyst for the recent 
economic turnaround: a strong depreciation o f  the 
Ukrainian m a ,  a strengthening o f  key export prices on 
world markets, and much tighter extemal financial 
constraints on the country. In this context, Ukraine 
experienced a major macroeconomic adjustment under 
which the current account moved from deficit to surplus, 
former large state budget deficits were eliminated, the 
exchange rate stabilized, and inflation fe l l  wel l  into single 
digits. Export-oriented and import-substituting industries 
began to show signs o f  growth almost immediately in 
1999. Since 2000, economic recovery and growth has 
become broad based throughout the economy, although 
industry continues to play a leading role. Progress in 
poverty reduction has come from higher real wages, higher 
pensions, lower unemployment, and a recovery in social 
spending. 

These three external factors created preconditions 
favorable to growth. Yet they can not fully explain the 
recent positive trends. All three o f  these conditions were 
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Nevertheless, the positive 
trends will weaken without 
vision at the top level of 
government. 

An “insider economy” 
threatens to become 
a primary obstacle to 
Ukraine’s future 
development.. . 

no less favorable in the mid-l990s, yet economic decline 
continued. The fact that Ukraine responded so strongly in 
exploiting extemal changes reflects fundamental changes 
in incentives at the micro-level in Ukrainian f i rms  and 
organizations. A number o f  important changes in 
economic policy and reforms have strengthened incentives 
and the expectations o f  the population. These include a 
responsible and effective macroeconomic policy, 
numerous measures since 2000 to enhance payment and 
financial discipline, major reform in agriculture, key 
changes in tax rules, deregulation, and reductions in (fiscal 
and quasi-fiscal) subsidies to loss-making firms. These 
measures, together with related institutional changes, re- 
enforced the positive incentive effects from favorable 
extemal conditions, encouraged the deshadowization o f  
underground activities, and boosted efficiency in the 
economy as a whole. 

The current trends in growth and poverty reduction will 
nevertheless weaken considerably in the medium term 
without vision and determination at the top level o f  the 
Ukrainian government. Despite genuine progress in 
economic transition and institutional development, the 
rapid pace o f  growth is still supported by extemal factors 
that are either temporary or inherently unpredictable. This 
includes a still exceptionally weak national currency, 
strong world prices for Ukrainian exports, substantial 
intemal excess capacity, and extremely rapid growth in 
money demand and credit. As these conditions weaken, 
the challenges to economic policy will become greater, and 
the continuation o f  the strong favorable trends will be 
possible only through improvements in the overall climate 
in Ukraine for business, investment, and fair competition. 
Despite progress in some areas, the investment climate in 
Ukraine remains difficult, with significant weaknesses in 
key market institutions, high regulatory instability, and 
serious problems o f  low transparency, unfair competition, 
and regulatory capture. 

Indeed, a good share o f  the recent economic growth in 
Ukraine has been concentrated in large financial-industrial 
groups (FIGs) with the power to circumvent formal 
institutions through ownership ties, relations with 
government administrations, and direct influence over the 
courts and other regulatory bodies. FIGs have made some 
positive contributions to the Ukrainian economy, and have 
played a leading role in the development o f  institutions o f  

... 
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corporate govemance and financial intermediation. 
Nevertheless, the “insider economy” model now threatens 
to become a primary obstacle to the continued 
development o f  Ukraine. By its very nature, the insider 
economy hinders fair competition, encourages low 
transparency and corruption, discourages foreign 
investment, restricts the adaptability o f  the economy to 
changing market conditions, limits the realization o f  
genuine comparative advantage, and complicates processes 
associated with access to foreign markets and world 
economic integration. 

... and also weakens the link 
between economic growth 
and welfare benefisfor the 
larger population. 

The insider economy also weakens the link between 
economic growth and welfare benefits for the larger 
population. Whi le  the recovery in wages, pensions, and 
social services following the crisis o f  the late 1990s has so 
far supported poverty reduction, the concentration o f  
wealth in a handfil o f  privileged groups may generate 
increasing problems from a polarization in income 
distribution. Limited opportunities for entrepreneurship 
and fair competition are also, in and o f  themselves, serious 
constraints on the welfare o f  the greater population. The 
complicated investment climate o f  the insider economy 
continues to encourage the offshore flight o f  substantial 
Ukrainian capital. 

Many developments in 
Ukraine have paralleled 
those in the Russian 
Federation.. . 

The recent development o f  the Ukrainian economy 
parallels that in the neighboring Russian Federation to a 
striking degree. In both countries, a strong economic 
decline in the 1990s culminated in financial turmoil in 
1998. This was followed by a major exchange rate and 
macroeconomic adjustment, greater financial discipline, 
and subsequent rapid recovery and monetization. In both 
countries, much o f  the recent economic growth has been 
concentrated in large and expanding financial industrial 
groups in the context o f  a difficult and complicated overall 
climate for business and investment. Both countries 
showed signs o f  an economic slowdown in 2001-02, but 
received a subsequent boost from a strengthening o f  key 
export prices on world markets. Both countries will face 
formidable challenges in maintaining the strong positive 
economic momentum in the absence o f  the current 
exceptional circumstances. 

... but Ukraine can nowforge 
ahead on an independent 

Yet Ukraine now finds itself in a potentially much more 
advantageous position than Russia and most other CIS 
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accelerated path of 
development 

countries for forging ahead on i ts  own independent 
accelerated path of development and integration with 
Europe and world markets. Ukraine’s advantages include 
i ts  geographical position, bordering on (from mid-2004) 
the European Union and containing a large part o f  the most 
fertile agricultural land in the world. This stands in 
contrast to Russia, where difficult geographical factors and 
political errors o f  the Soviet and earlier times concentrated 
too many settlements and industrial f i rms in excessively 
cold areas and expanded agriculture to marginal 
(inefficient) lands. Second, as emphasized in a number o f  
studies, the h e 1  energy wealth o f  neighboring Russia may 
be as much o f  a curse as a blessing for economic 
development. Ukraine does not suffer from the same sort 
o f  “Dutch Disease,” where large exports o f  natural 
resources place continual upward pressure on the national 
currency to the detriment o f  the competitiveness o f  
manufacturing industries. Due in part to substantially 
lower levels o f  implicit energy subsidies to producers, 
Ukraine i s  in a much more favorable negotiating position 
for WTO membership, the pursuit o f  EU economic 
integration, and for securing better market access for 
exports. Ukraine’s comparative advantage o f  a relatively 
cheap and highly skilled labor force may actually become 
greater following EU enlargement, which promises to 
increase labor costs in neighboring new member states. 
Deep integration with the EU and lower labor costs offer a 
potentially powerful combination for propelling Ukraine 
toward convergence to EU standards and eventual 
membership at a rapid pace. 

Thegovernment program of The government program o f  European Choice seeks to 
European Choice seeks to exploit this major opportunity for pushing ahead. 
exploit this major European Choice declares an explicit underlying goal o f  
opportunity.. . rapid integration with, and convergence to, the European 

Union, leading to eventual EU membership. In the last few 
years, the Ukrainian government has been actively 
pursuing the European Choice agenda on many fronts. 
Thousands o f  individual laws, regulations, and standards 
have been changed, or are scheduled to be changed, in 
accordance with WTO accession and EU requirements. 
Ukraine has adopted a set o f  Millennium Development 
Goals for elevating key social indicators in the direction o f  
EU levels. h i s  includes ambitious goals for poverty 
reduction, expanding access to quality health and 
education, reducing infant mortality, preventing the spread 
o f  H I V / A I D S ,  achieving environmental sustainability, and 
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addressing gender inequality in the labor market, Most 
recently, the government unveiled a comprehensive 
Strategy for the Economic and Social Development o f  
Ukraine from 2004-15. T h i s  strategy re-enforces 
European integration as the overriding objective o f  
economic policy, while placing strong priorities on a 
continuation o f  rapid economic growth, developing high- 
tech industries, and improving social policy. 

... which will require a broad The realization o f  the European Choice agenda will require 
vision for the transformation a consistent application o f  a broad vision for the 
of the Ukrainian ecortomy.. . transformation o f  Ukraine. Sustaining inclusive economic 

growth and achieving deeper integration with the EU 
necessitate, first and foremost, a clear and stable legal and 
regulatory framework that is consistent with fair 
competition, a favorable investment climate, and more 
equal opportunities for Ukrainian citizens. Ukraine must 
realize a transformation from a largely closed and insider 
economy, based on informal relations, special privileges, 
and a handful o f  dominant politicized business groups, to 
an economy based on rule o f  law, transparency, and 
commitment to a level playing field for business and 
investment 

, , .as well as a determination 
and a progressive coalition. 

This successful transformation will require combining 
determination at the top level o f  government with support 
o f  a strong progressive coalition in the business 
community and civ i l  society. Such a coalition would have 
been exceedingly difficult to form in the past, as both 
government officials and powerfkl businesses typically 
had little interest in giving up their exceptional 
discretionary power and special advantages in the 
economic sphere. But the Ukrainian political and 
economic landscape has now matured to the point where 
such a coalition can be nurhued. An increasing number o f  
business groups and f i rms  in Ukraine would prefer a 
situation in which neither they nor their rivals need to 
waste resources on lobbying for special extra-legal 
relations or influence, under which neither they nor their 
rivals are able to operate under special exemptions or 
privileges, under which both they and their rivals are 
protected from unfair business practices, under which 
foreign trading partners and investors do not always 
suspect hidden subsidies and insider agendas. 
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Potential powerful 
champions of reform are 
emerging.. . 

Potential powerful champions o f  reform are emerging. 
Growing competition and other favorable changes in the 
Ukrainian business environment have supported efforts by 
many financial-industrial groups (FIGs) and firms to work 
more within the law and, in a number o f  cases, improve 
their standards o f  openness and transparency. Many FIGs 
and other organizations indicate increasing ambitions to 
boost their international reputations with the goal o f  
tapping international capital markets and securing better 
market access. Under these conditions, a strong strategic 
vision on the part o f  the Ukrainian government to facilitate 
this process will be welcomed by a significant part o f  the 
Ukrainian business community. Business associations o f  
smaller f i rms are also becoming increasingly active in 
voicing their demands for a more level playing field. 

...y et combating the insider 
economy will not be easy. 

On the other hand, recent surveys raise concerns over a 
possible recent deterioration o f  the Ukrainian business 
environment with respect to measures o f  capture, unfair 
competition, and the activities o f  state officials. 
Historical evidence suggests that aspects o f  the insider 
economy may be self-perpetuating in the absence o f  a 
strong counter-initiative led by the government. Some 
recent studies highlight the point that the “crony 
economy” can become a vicious circle, whereby 
organizations that have the most influence over 
government and the courts accumulate more wealth and 
power, and thereby become increasingly capable o f  
blocking investment in the development o f  formal 
institutions that would limit their power. This can be a 
particular problem in countries with a weak middle 
class. The growing relative wealth and power o f  some 
Ukrainian FIGs may be a concern in this respect. The 
fact that the government has not yet succeeded in 
passing into law key progressive draft legislation on 
corporate governance and disclosures i s  indicative o f  a 
continued reluctance in some parts o f  the business 
community and government apparatus to move in the 
direction o f  openness and legality. Combating the 
insider economy will not  be easy. 
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The government can be a 
critical influence on the 
future path of development. 

The government will need to 
signal its resolve to realize 
European Choice on several 
different fronts. 

Ukraine currently stands at an important crossroads. 
Vision and determination at the top level o f  government 
can be critical at this time for influencing the path o f  the 
country’s h t u r e  development, and for determining the 
speed o f  growth, improvements in social welfare, and 
integration with the world economy. As stated in the 
President’ address on European Choice, “the next decade 
will become critical in the settlement o f  these matters; 
otherwise Ukraine may be held at the sideline o f  global 
processes.” Ukrainian f m s  and other organizations will 
be choosing their fbture strategies based on expectations o f  
the direction and pace with which the country is moving. 
Expectations o f  fewer opportunities for rent seeking and 
inevitable rapid integration with world markets will 
naturally support heightened concem over intemational 
reputations and competitiveness, leading to greater 
openness and the development o f  corporate culture 
consistent with the realization o f  European Choice. 
Expectations that Ukraine will remain largely an insider 
economy based on under-the-table relationships will 
perpetuate a reluctance o f  Ukrainian FIGS and f m s  to 
open their books or adopt high standards o f  corporate 
behavior. In this light, it will be essential to build a 
consensus o f  positive expectations among a critical mass 
of Ukrainian stakeholders. As long as businesses groups 
suspect that their competitors are obtaining special 
advantages from state officials, the courts, or regulatory 
agencies, they will be inclined to protect their interests 
through the same means. 

In this context, the most effective strategy for the 
government will be to signal its resolve to realize the 
desired transformation o f  the Ukrainian economy on 
several different fronts simultaneously, thereby 
maximizing the probability o f  reaching a necessary 
consensus among a critical mass o f  stakeholders. At the 
same time, the government needs to adopt measures to 
reform itself and increase the interest o f  state officials at all 
levels o f  govemment in promoting a favorable investment 
climate and alleviating poverty. The insider economy i s  a 
two-way street o f  business-government relations. Key  
general directions for economic policy are: 

k Meeting future challenges in stabilization and bank regulation. Maintaining 
macroeconomic stability will be critical for sustaining growth. 

... 
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P Upholding commitments to fair and stable rules and regulations. The 
government needs to develop a reputation for upholding medium and longer-term 
commitments to stable regulations and programs that send clear signals to the 
business community and the population. 

P Promoting fair competition and private sector development. Measures are 
needed to combat continuing high uncertainty, the absence o f  a level playing 
field, l o w  transparency, and selectivity in the enforcement o f  regulations. 

P Creating a public sector that supports growth and poverty reduction. 
Completing reforms in interbudgetary relations and public administration, along 
with an active battle with corruption, can improve the behavior and efficiency o f  
state officials and administrations. Reforms in public expenditures can boost the 
effectiveness o f  social programs targeted at the poor. 

> The determined pursuit of rapid integration with the EU and world economy. 
The government should leave as little doubt as possible about its determination to 
realize European Choice. 

Meeting future challenges in stabilization and bank regulation 

Macroeconomic stabilization is one o f  the most important factors behind the recent 
positive trends in the Ukrainian economy. While the government and the National Bank 
have demonstrated considerable ski l l  in stabilizing the economy since 1999, this C E M  
argues that Ukraine wil l continue to face challenges in this area. These challenges can be 
met effectively by building o n  areas o f  progress in recent years, developing more 
sophisticated tools o f  monetary pol icy and bank regulation, and managing possible 
individual commercial bank failures in a quick and effective manner. This includes 
maintaining an independent National Bank with a concentrated focus o n  stabilization and 
bank regulation. Important areas for attention are: 

B Broadening the tax base and improving tax administration. From the point o f  
view o f  macroeconomic stability, the government wil l need to ensure that the 
tax base expands sufficiently with economic growth. Ukraine has made 
important strides toward improving the tax system. Yet indirect taxation 
(VAT and excises) continues to be a particular area o f  weakness. Chronic 
problems with tax and VAT refund arrears remain. 

B Introducingjlexibility into exchange rate policy. Stabilization pol icy in 2000- 
03 has profited from a virtual balance between purchases by authorities o f  
foreign reserves from balance o f  payment inf lows and growth in internal 
money demand. A s  money velocity stabilizes, however, the maintenance o f  
such a balance in the future i s  highly uncertain, and balance o f  payment 
inflows should lead to increasing inflationary pressures at a stable nominal 
exchange rate. Some nominal exchange rate flexibility will alleviate such 
pressures, as wel l  as give an advantageous signal to financial markets that the 
NBU i s  not committed to defending a fixed rate indefinitely. 

x i v  



B Improving commercial bank monitoring and regulation. The National Bank 
st i l l  possesses limited abilities to monitor and regulate commercial banks. 
This particularly concerns banks whose finances are connected in complicated 
ways with FIGS. The National Bank has been working to improve i t s  capacity 
to  monitor commercial banks and bring prudential standards up to Base1 Core 
Principles. 

B Avoiding any increase in household deposit insurance at this time, 
maintaining highly restrictive refinance policies, and managing possible 
individual bank failures in a quick and effective manner. Evidence suggests 
that a combination o f  low capitalization and increasing competition has led a 
number o f  Ukrainian banks to adopt excessively r isky investment strategies, 
I t  i s  therefore important that the NBU sends out a strong and clear signal to 
the effect that these banks are operating at their own risk, and manages 
problem banks in a manner that avoids systemic risk. 
Creating a self-sustaining and eficient pension system. The launching o f  a 
major pension reform was a major accomplishment in 2003. Simulations 
conducted for this C E M  indicate that the sustainability and rationality o f  the 
pension system can be better ensured through an increase in the retirement 
age, particularly for women, reconsidering existing privileged pension 
benefits, and committing credibly to a more specific and rational indexation 
scheme for the medium and longer term. 

B Continuing progress toward the reduction of quasi-fiscal subsidies. This 
C E M  notes major progress in reducing high former off-budget subsidies that 
took the form o f  non-payments, soft commercial loans, non-equivalent barter 
transactions, cheap energy, and tax arrears. The government should maintain 
this positive momentum, enforcing payment discipline, rational energy 
pricing, and shifting the administration o f  remaining subsidies to the state 
budget. 

Upholding commitments to fair and stable rules and regulations 

Given the high level o f  political and economic instability in the 1 9 9 0 ~ ~  economic pol icy 
in Ukraine focused understandably on short-term problems and issues. Government 
administrations continually adjusted laws, regulations, and other conditions on a 
discretionary basis in the context o f  crisis management. Despite the increased 
macroeconomic stability and other positive trends o f  recent years, an excessively myopic 
pol icy orientation has largely survived through inertia. The relatively favorable 
conditions o f  recent years offer a vital opportunity for improving economic pol icy and 
combating the insider economy by shifting focus toward the implementation o f  
commitments to longer-term objectives consistent with the realization o f  European 
Choice. 

The costs to the Ukrainian economy from excessive myopia and discretion in economic 
pol icy and regulation are high. The current large number o f  important regulatory 
decisions at the day-to-day discretion o f  state officials is i tself  a key component o f  the 
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insider economy, and re-enforces continued perceptions in the business community o f  
necessary bilateral relationships with government and regulatory bodies. A dominant 
focus on helping various sectors, regions, and organizations with day-to-day needs 
encourages wasting resources on continual lobbying activities and the shifting of 
economic responsibility for private losses to the government. A sound business and 
regulatory environment requires stability. Recent survey evidence confirms that 
instability in rules and regulations remain a central problem for Ukrainian businesses and 
investors. Finally, weak confidence in the durability o f  basic laws and regulations feeds 
into political uncertainty on the future overall direction o f  change in the country. Here, 
the government must seize the initiative to signal i t s  determination to establish a 
regulatory environment in Ukraine that i s  highly conducive to investment, growth, and 
convergence to  EU standards. Important individual components o f  this initiative include: 

B Avoiding sudden policy reversals or administrative interventions into markets. 
Agriculture and o i l  processing represent two important negative examples 
from 2003 in this area. The enormous costs from such actions o n  the 
expectations o f  potential future investors are even more serious than the direct 
costs o f  temporary market distortions. The government should take a longer- 
term view and earn a reputation for upholding basic regulatory stability. I t  is 
particularly important to avoid “hold ups,” whereby regulatory conditions are 
changed in an adverse manner after private investment has already been sunk. 

The tax 
reform o f  2004 makes important progress toward reducing rates and 
broadening the tax base. Yet the business environment continues to suffer 
fkom a perception that tax rates and rules are highly unstable. Whi le the 
development o f  an effective tax system in Ukraine wil l certainly require 
further adjustments, most particularly measures to equalize tax conditions and 
phase out the remaining plethora o f  special exemptions and privileges (see 
below), the government should be aware that excessive sharp adjustments in 
tax rates and rules have serious costs to business, the process o f  
“deshadowization,” and state revenues. In the aftermath o f  the major tax 
reform, the government wil l have the opportunity to boost confidence in the 
business community through maintaining much greater stability in tax rates 
and rules. As is  the case with taxation, a favorable business and investment 
climate in Ukraine requires the codification and stability o f  regulations 
concerning licenses, inspections, customs regulations, permits, price caps (in 
case o f  regulated monopoly), and other areas. In many cases, commitment to 
fair and stable regulatory rules may require the creation o f  regulatory bodies 
with a substantial degree o f  independence from day-to-day government 
decisions. 

B Strengthening budgeta y policies by shifting emphasis to explicit medium-term 
priorities and targets. Budgetary management in Ukraine i s  a prime example 
o f  an excessively myopic pol icy focus rooted in inertia f rom past years. The 
budgetary process currently gives exceedingly l i t t le attention to issues beyond 
the scope o f  a single budgetary year. In addition, many categories o f  the 
annual budget itself derive f rom inertia o f  previous years, essentially 

% Maintaining greater stability in taxation and other regulations. 
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replicating past allocations without a comprehensive assessment o f  existing 
programs from the point o f  view o f  rationality, efficiency, and the 
achievement of specific goals. In addition to improving the overall 
effectiveness of fiscal policy, a shift in emphasis to a Medium-Tenn 
Budgetary Framework can provide a context for addressing a number o f  
complicated issues critical to Ukraine’s development and the European 
Choice agenda in a rational, effective, and politically palatable manner. This 
includes the managed transition from non-cash social benefits to targeted 
cash-based social assistance, strict timetables for phasing out various 
budgetary subsidies, the concentration o f  fiscal resources in core areas, 
including public investment, and ensuring that the annual budgetary process i s  
consistent with maintaining needed medium-term regulatory stability. 

b Enforcing stable, effective, and transparent rules for the regulation of the 
energy sector and natural monopolies. Ukraine stands to prof i t  from a longer- 
term approach to price and other regulations in this area through commitment 
to stable, rational, and transparent rules. Within such a framework, i t will be 
possible to increase economic efficiency, improve incentives for reducing 
production costs, ensure the future viability o f  the energy sector, and make 
energy and other infrastructural industries more attractive to domestic and 
foreign investors. This should involve explicit and clear methodologies for 
linking utility prices to cost information in a manner that leaves little room for 
discretionary interference by the government. Either price cap or rate-of- 
return regulations should remain stable over a medium-term horizon, 
optimally including an explicit commitment to a sharing rule for additional 
profits from cost reduction between producers and consumers. The stability 
of regulatory rules can be better ensured through their explicit codification 
into laws or licenses. Increasing tariffs to cost-recovery levels, including the 
recovery o f  long-run (investment) costs, will be vital to ensuring the viability 
of the energy sector, encouraging the rational and efficient use o f  energy 
resources, and attracting needed private investment. The burden o f  higher 
average energy tariffs for producers can be alleviated through a reduction o f  
(currently high) cross subsidies from producers to consumers. Ukraine is 
already making good progress toward the dif f icult  task o f  building an 
effective system to compensate vulnerable households for higher energy 
prices. The realization o f  these goals clearly requires longer-term vision and 
coordination. 

b Improving subsidy policies and incentives in the coal sector. Economic losses 
and state subsidies in the coal sector continue to represent one o f  the most 
politically and socially complicated problems in Ukraine. High economic 
losses in coal mines are rooted in a combination o f  economic, regulatory, and 
political economy issues. Given the availability o f  budgetary subsidies, 
business groups around the coal and metallurgy complex currently operate 
under an incentive to concentrate losses in the mining sector through transfer 
pricing or other means. This i s  one reason why coal prices are currently 
depressed below rational levels, and more mines operate at a loss than would 
be the case under more rational conditions. Minimum prices should be 
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regulated at levels that would ensure the profitability o f  viable mines, but not 
exceed the opportunity cost o f  imported coal. The design o f  subsidy policies 
toward the coal industry should focus on hardening budget constraints by 
breaking the dependency between support levels and current or recent 
economic losses. A strong political effort will be needed to uphold a longer- 
term commitment to a declining schedule for coal subsidies over time. This 
will end incentives to concentrate losses in coal and reveal the genuine state o f  
affairs in the industry. 

Promoting fair competition and private sector development 

A growing private sector and greater competition have been central to the positive trends 
in Ukraine. By 2002, the share o f  the non-state sector in industrial output had reached an 
estimated 80 percent. Small businesses and entrepreneurs increased their official share o f  
employment f rom 13 percent o f  the work force in 1997 to an estimated 22 percent by 
2002.’ Recent agricultural reforms are finally paving the way for the development o f  a 
thriving private sector in the countryside. Surveys o f  Ukrainian businesses confirm 
perceptions o f  increasing competition and competitive pressures. Nevertheless, the 
business environment continues to suffer from high uncertainty, unequal economic 
conditions and selectivity in the application o f  laws and regulations. This state o f  affairs 
i s  a mirror reflection o f  the insider economy itself, and i t s  eradication wil l require the 
type o f  comprehensive approach outlined here. Part o f  this approach should involve 
measures specifically aimed at promoting fair competition, which includes making 
regulations more uniform throughout the economy, improving the effectiveness o f  
competition policy, reforming the judiciary, enforcing minimal standards o f  corporate 
governance, and completing privatization under enhanced transparency and fairness. In 
many o f  these areas, the government can build on substantial progress that has already 
been made in recent years. The completion o f  agricultural reform, together with the 
creation o f  efficient land markets, wi l l  represent a major stride forward for Ukraine in 
realizing its economic potential. 

B The continued phasing out of most tax exemptions and benefits allocated on a 
sectoral, regional, or individual basis. The Ukrainian government has made 
steady progress in reducing numerous tax exemptions and benefits, although 
there i s  room for much more progress. This includes special tax and customs 
treatment in so-called special economic zones and “territories o f  priority 
development,” which cover roughly 10 percent o f  the territory o f  Ukraine. A 
recent government study concludes that these zones have been largely 
ineffective in their objective o f  attracting foreign and other investment. 
Ironically, special economic zones and other types o f  exceptional benefits can 
have just the opposite o f  their intended effect by re-enforcing expectations 
among investors that the regulatory climate in Ukraine i s  complicated, 
unequal, and subject to change at any given moment. 

~~ 

’ Although it i s  not  clear h o w  much  this increase reflects greater incentives for many citizens t o  register as 
individual entrepreneurs. 
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Fb Expanding the scope and leverage of competition authorities. Competition 
pol icy received a major boost from the adoption o f  legislation in 2002 that i s  
widely viewed as satisfying intemational best practice, and the Anti- 
Monopoly Committee (AMC) has been gradually expanding its activities in 
monitoring firms with dominant shares o f  markets and ensuring the 
consistency o f  government legislation at the subnational level with fair 
competition. Nevertheless, there exists much room for increasing the 
effectiveness o f  the AMC’s activities in combating the insider economy and 
promoting a more level playing f ield in Ukraine. The role o f  the A M C  should 
be expanded to monitoring acts at the level o f  the central government, and for 
bringing possible violations o f  fair competition emanating at this level to the 
attention o f  the government, Parliament, the judiciary, and the public. The 
A M C  should be empowered with the ability to l e v y  immediate significant 
fines or other punishments on government administrations and organizations 
that do not comply with i ts  decisions except in cases when the courts do not 
uphold these decisions. Methodologies and accounting standards need to be 
developed for the more effective identification and monitoring o f  financial- 
industrial groups. 

Fb The continued strengthening of the judiciary. The Ukrainian court system i s  
s t i l l  perceived in the country as being very weak. This complicates the 
solution o f  problems in selective law enforcement, contract fulfillment, and 
corruption. Measures to strengthen the judiciary, including better training, 
pay, and monitoring o f  judges, should continue to receive the highest priority. 

Fol lowing the transfer o f  the 
majority o f  state assets to private hands, the privatization process has become 
understandably slower and more complicated in recent years. Nevertheless, 
several areas st i l l  require attention. The state currently retains minority shares 
in a large number o f  privatized enterprises. This has become a focal point for 
so-called “spontaneous privatization” and problems in corporate govemance. 
The Ukrainian government would be wise to sell the remaining state minority 
shares as soon as possible, preferably through auctions with minimal 
restrictions. Second, the government should continue its efforts to adopt an 
explicit strategy for the privatization o f  remaining state assets for which there 
is no compelling reason to retain state ownership. Third, privatization sales 
continue to lack transparency in the basic rules for participation and the 
evaluation o f  bids. 

Fb Continuing agricultural reform and the development of land markets. The 
genuine decollectivization o f  agriculture was one o f  the most important 
reforms o f  recent years. Given the magnitude o f  this reform, the current 
period has been characterized by a rather high degree o f  disorganization in 
many regions. The continued clarification and defense o f  property rights, 
together with the development o f  agricultural land markets, promise to give a 
major boost to the organization and efficiency o f  the rural economy. The 
ability to use land as collateral would support a healthy expansion o f  
commercial credit to agriculture, including loans to smaller farmers. 

% Re-invigorating the privatization process. 
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Agricultural reform also raises some key social issues, in particular the need 
to develop effective policies to address shrinking agricultural employment and 
(often) insufficient local government resources to compensate for declines in 
social support that formerly came from large (collective) farms. 

% Improving the management and conditions of operation for state-owned 
enterprises. The government role in enterprises that remain in state hands has 
often been too passive and tolerant o f  abuses by management. One example i s  
the large o i l  and gas conglomerate, Naftegaz. The government would be wise 
to use i t s  ownership o f  NaAegaz to require enhanced oversight, more open and 
detailed financial audits, comprehensive (unbundled) accounting o f  gas 
production, transmission, storage, and distribution, and the divestiture o f  un- 
related assets. In addition, a number o f  state-owned enterprises continue to 
operate under weaker financial discipline and softer budget constraints than 
their private counterparts. Ironically, this can actually place these firms at a 
disadvantage, as fears o f  nonpayment compromise their credibility in market 
transactions. Al lowing state-owned firms with soft budget constraints to 
interact in markets also invites the theft o f  state resources through various 
schemes. In the interest o f  fair competition and the protection o f  state assets, 
efforts should be made to place most state-owned enterprises under the same 
market and payment discipline as their private counterparts. This includes an 
active role for the state as a dominant shareholder in monitoring managers and 
replacing ineffective management. 

B Enforcing basic standards of corporate governance and disclosures. 
Developing standards o f  corporate governance in Ukraine consistent with 
convergence to EU standards wil l be an important challenge in the battle with 
the insider economy and realization o f  European Choice. Even to the degree 
that the government succeeds in passing progressive legislation into law in 
this area, business groups will manage to exploit loopholes in these 
regulations unless they are themselves interested in projecting a favorable 
image in markets. As emphasized above, the willingness o f  Ukrainian 
business groups to develop higher standards o f  corporate governance and 
disclosures will depend on their overall expectations o f  the direction that the 
country is moving in, and thus on the entire pol icy and reform agenda o f  the 
government. This reform agenda should nevertheless give high priori ty to the 
adoption o f  requisite laws and regulations in Ukraine pertaining to corporate 
governance, as wel l  as to encouraging f i r m s  to meet even higher voluntary 
standards that exceed legal requirements as a means o f  gaining advantages in 
interactions on world markets. 

This i s  
another area in which Ukraine has made important recent progress, but more 
progress will be needed in streamlining excessively costly and time 
consuming procedures associated with filing bankruptcies and completing 
liquidations. The future development o f  credit markets can profi t  enormously 
from better protection o f  creditor rights, particularly the ability o f  creditors to 
seize collateral quickly in the event o f  default o n  secured loans. The 

% Developing effective institutions of insolvency and bankruptcy. 
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insolvency o f  f i rms  remaining in state ownership i s  another issue that has yet 
to be solved. 

Creating a public sector that supports growth and poverty reduction 

Realizing the European Choice agenda and overcoming the insider economy wil l require 
the government to reform itself into a more efficient administration under which state 
officials have a strong interest in promoting a favorable climate for investment and fair 
competition. Recent survey evidence confirms the continued presence o f  serious 
problems and distortions in the incentives and activities o f  state officials and 
administrations, particularly at subnational levels o f  government. As long as these 
distortions remain, they wil l create obstacles to the transformation o f  Ukraine into an 
economy based on rule o f  law and fair competition. Consequently, the reform o f  
government i tself  should represent a critical pillar o f  Ukraine’s European Choice 
strategy. 

Despite the recent positive trends, a substantial burden o f  economic transition continues 
to be shouldered by poorer segments o f  the population, particularly in rural areas. In 
particular, basic services in health and education appear to have deteriorated for that 
segment o f  the population that cannot afford growing formal or informal payments for 
quality services. The Ukrainian government has correctly prioritized the creation o f  a 
more effective social safety net, together with a restructuring o f  expenditures and 
programs in health and education. 

This C E M  highlights a number o f  important recent reforms and policies that have 
succeeded in imposing greater financial discipline o n  government finance, as wel l  as 
delineating a clearer division o f  responsibility between different levels o f  government. 
Important strides have been made in re-monetizing state budgets, reducing arrears, 
expanding the state treasury, improving state procurement practices, codifying basic 
budgetary procedures in a new Budget Code, and making interbudgetary transfers more 
rational, stable, and transparent. Building on this progress in an effective manner wil l 
require a dual approach o f  both “carrot and stick.” On the one hand, heightened audit, 
discipline and control will be necessary in many areas, including efforts to ensure that 
central legislation i s  properly implemented in the regions. On the other hand, heightened 
discipline and central control wil l be far from sufficient for success. As long as regional 
and local officials retain a weak interest in improving the economic situation in their 
territories, they will succeed in exploiting informational advantages to circumvent central 
control to the detriment o f  Ukrainian economic development. Consequently, government 
officials in responsible positions should earn decent salaries, perceive a strong link 
between local economic growth and budgetary opportunities, and have at least some 
budgetary autonomy within well-defined bounds. Genuine responsibility for budgetary 
management cannot be imposed without the delegation o f  decision-making authority. 
Critical directions o f  reform include: 

B The creation of limited budgetary autonomy, along with responsibility, within 
well-defined bounds at local levels of government. Local  governments should 
be able to adjust their own taxes and expenditures o n  the margin and compete 
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with each other for the attraction o f  business and investment. This i s  
particularly important at the municipal level in urban areas. Most Ukrainian 
municipal budgets currently do have some autonomy on the expenditure side, 
but tax autonomy remains an important outstanding question. Existing 
proposals include the creation o f  a local property tax and/or the delegation o f  
control over part o f  the income tax to the subnational level. 

% The continued clariJication of a rational division of autonomy, competency, 
and responsibility between different levels of government. The recent Budget 
Code i s  a major step forward in this area. Yet confusion s t i l l  exists in some 
areas. A contribution to the second volume o f  this C E M  suggests shifting to a 
clearer and more mutually exclusive functional division o f  expenditure 
assignments to prevent problems due to overlapping functions. 

% The restructuring of social expenditures and assistance. Currently, local 
budgets in rural and poorer areas often lack the capacity to provide acceptable 
levels o f  social assistance to the poorer segments o f  the population. The 
breakup o f  the larger (collective) farms has also, in many cases, removed a 
former source o f  social benefits. For this reason, the Ukrainian government 
might consider the possibility o f  centralizing financial responsibility for a 
larger share o f  social assistance to either the oblast or central government 
level. This would facilitate addressing regional inequalities and poverty in a 
comprehensive and rational manner. The restructuring o f  government 
expenditures in the social sphere as part o f  a medium-term budgetary 
framework discussed above would increase the share o f  resources received by 
genuinely needy families. 

% Weakening the dependency of interbudgetary transfers on recent budgetary 
performance. The introduction o f  a transfer formula and elimination o f  (soft) 
interbudgetary loans represented major accomplishments in placing transfer 
policies on a sounder foundation and increasing incentives for improving 
budgetary performance at lower levels o f  government. Nevertheless, the 
budgetary formula s t i l l  depends strongly o n  the performance o f  recent years, 
thereby punishing improved budgetary performance with lower transfers in 
subsequent years. Second, the recent reintroduction o f  interbudgetary loans 
could potentially set the clock back for Ukraine in this area. Finally, Ukraine 
needs to explore options for consolidating the thousands o f  smaller 
municipalities in a manner that would allow the extension o f  a formula-based 
transfer system to budgets at this level o f  government. 

% Enforcing hard budget constraints for subnational government 
administrations. Along with the delegation o f  limited budgetary autonomy, 
the central government should commit explicitly not to ba i l  out local 
governments that default o n  their debt or payment obligations. 

% Enforcing the implementation of central legislation and regulations in the 
regions. Surveys cite poor or selective enforcement o f  central legislation in 
the regions as a particular problem in Ukraine, and this situation may have 
actually deteriorated since 2000. Part o f  this problem may concern the dual 
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subordination of subnational administrations in Ukraine to both the 
government and the President. A joint coordinated effort wil l be needed to 
ensure that central legislation and regulations are better enforced in the 
regions. 

B Reforming public administration. The incentives and effectiveness o f  state 
officials can be improved through changes in the public administration 
system. In particular, the base salaries o f  public officials making important 
budgetary and financial decisions should be increased, along with more 
effective monitoring and a crackdown on corruption. The current system o f  
pay for higher level c iv i l  servants lacks transparency and gives excessive 
weight to various pay increments and bonuses relative to base salaries. This i s  
in contrast to the practice in EU countries. Ukraine will also need to adjust a 
number o f  other practices in the c iv i l  service in the direction o f  EU standards, 
and has already launched an initiative in this area. 

B Improving external and internal Jinancial audit and control. The realization 
o f  European Choice wil l require efforts to implement EU standards in intemal 
and external financial auditing and control. This is an important general 
direction for increasing the effectiveness and transparency o f  government 
finance. Outstanding issues include better clarification and stability in the 
rules governing financial responsibilities o f  ministries and auditing bodies, 
expanding extemal audit to include budgetary revenues and the management 
o f  state property, and focusing more attention o n  the evaluation o f  the 
effectiveness o f  public expenditures. 

The determined pursuit of rapid integration with the EU and world economy 

A central pillar o f  European Choice concems measures to open the Ukrainian economy, 
achieve deeper integration with world markets, and secure improved market access for 
Ukrainian exporters. In addition to the direct gains from trade and market access, the 
determined pursuit o f  this direction can play a decisive role in the overall transformation 
of the Ukrainian economy, inducing FIGS and other organizations to change their 
strategies toward boosting intemational reputation and achieving competitiveness o n  
world markets. The value o f  this transformation serves to just i fy sometimes sizeable 
short-run costs o f  adjusting standards and regulations in areas such as intellectual 
property rights and product quality. The strong orientation o f  the Ukrainian economy 
toward the politically sensitive areas o f  metals, food, and agriculture also underlines the 
importance for future economic growth o f  improving trade relations and achieving free 
trade agreements with the EU and neighboring countries. I t  is thus important that the 
government continues to give strong and unambiguous signals in this area. Priorities 
should include: 

B Joining the WTO as quickly as possible. This is a prerequisite for the 
achievement o f  deeper integration with the EU and world economy. I t  wil l 
also help Ukraine receive fairer treatment in anti-dumping and other issues 
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that potentially restrict access to foreign markets. W T O  membership wil l 
represent an important milestone in the realization o f  European Choice. 

% Negotiatingfree trade zones with the EU and other tradingpartners. Ukraine 
continues to suffer from restricted market access, which could become an 
increasing constraint on economic growth. In the context o f  European Choice 
and the overall goal o f  forging an independent path toward integration with 
the West, the development o f  a free trade zone with the EU should be a first 
priority. Yet trade with Russia and the CIS will continue to be o f  primary 
importance to Ukraine as well. Trade barriers with Russia have been 
particularly costly in recent years. Therefore, it i s  also to Ukraine’s advantage 
to work toward improving trade relations with Russia and the CIS, although in 
a manner that does not contradict the European Choice imperative. 

% Continuing the process of bringing overall laws and standards in line with EU 
requirements. Here i s  another area where the government can give 
unambiguous signals to the country o f  the direction o f  change. This will 
nevertheless be a long process, and strategic issues o f  sequencing are 
important. For example, i t  i s  not at a l l  clear that Ukraine would prof i t  at the 
present time from rushing to adopt EU standards for the labor market. In fact, 
EU enlargement should boost the competitiveness o f  Ukraine by increasing 
relative labor costs in neighboring countries. 

The Wor ld  Bank has oriented its new Country Assistance Strategy and lending operations 
to support the realization o f  European Choice. The series o f  programmatic adjustment 
loans (PAL) i s  providing assistance to the govemment for making progress in a number 
o f  the areas cited above pertaining to financial discipline, public sector efficiency and 
accountability, regulatory framework, property rights, and the management o f  social and 
environmental risks. Specific PAL activities are in place to support the reform agenda 
and create an institutional framework consistent with EU standards. 

The 2004 elections provide a golden opportunity for Ukraine to solidify its vision for the 
future development o f  the country, and think ahead to the implementation o f  an action 
plan that corresponds to a comprehensive longer-term agenda for the realization o f  
European Choice. The ski l l  and effectiveness that the government has demonstrated in 
economic pol icy since 1999 offers strong hopes that i t will cope well with the new 
formidable challenges o f  coming years. 

xx iv  



CHAPTER 1. THE TURNAROUND TO ECONOMIC 
GROWTH AND POVERTY REDUCTION 

A. INTRODUCTORY COMMENTS 

1.1 Rapid economic growth, poverty reduction, and institutional development have 
finally begun to narrow the s t i l l  substantial gap between Ukraine and the European Union, 
thus supporting the country’s aspirations for convergence to the EU by basic economic, 
welfare, and regulatory indicators. What are the prospects that the Ukrainian economy wil l 
continue to expand and evolve in a manner consistent with the realization o f  this goal? This 
chapter begins an examination o f  this question through an identification o f  the sources o f  the 
recent positive trends in Ukraine since the late 1990s. Subsequent chapters wil l examine 
obstacles to the future growth and development o f  Ukraine, together with pol icy 
implications. 

1.2 Several recent studies seek to identify sources o f  growth in Ukraine. Berengaut, et al. 
(2002) argue that growth has been driven primarily by external factors, namely currency 
depreciation and lower wage costs in the context o f  macroeconomic stabilization and excess 
economic capacity. By contrast, Aslund (2002) emphasizes institutional factors and 
economic policies associated with the government o f  Prime Minister Yushchenko in 2000: 
the greater enforcement o f  payment discipline, a crackdown on corrupt practices in the 
energy sector, and improvements in government administration. Babanin, et al. (2002) and 
CASE (2002) take more mixed views that stress a combination o f  external, policy, and 
institutional factors. 

1.3 A consideration o f  the evidence in this chapter suggests that the recent economic 
growth derives from a complex interaction between external factors, changes in economic 
policy, reforms, and institutional development. W h i l e  external factors provided a context for 
growth, the fact that Ukraine has so successfully exploited the new market opportunities 
reflects deep internal changes in the country that are related to economic pol icy and 
institutional change. The government has succeeded in generating much more positive 
expectations among the population and businesses community in a number o f  areas, most 
particularly in stabilization, financial discipline, and the allocation o f  state resources. In 
addition, structural reforms in agriculture and some other areas appear to be having a 
measurable effect on economic performance. Yet factors o f  a temporary and unpredictable 
nature also continue to play an important role in the Ukrainian growth story. 

B. THE UKRAINIAN ECONOMY ON THE EVE OF THE 1998 CRISIS 

1.4 Prior to recent positive developments, Ukraine experienced a decade o f  severe 
political and economic instability and decline. This was partly due to dif f icult  ini t ial  
conditions o f  economic transition and the burden o f  an inherited energy-intensive and 
defense-oriented industrial infrastructure that was largely isolated from international markets. 
But Ukraine also suffered during the 1990s from missed opportunities in economic pol icy 
and reform. In the context o f  social and political upheaval, vested interests surrounding 
struggling Ukrainian industries and farms lobbied for state subsidies, protection from 



international markets, the preservation o f  collective farms, and insider privatization schemes. 
Substantial rents were made from channeling a large part o f  these state resources 
underground. At a time o f  falling output and tax revenue, the strain f rom maintaining such 
policies manifested itself in extreme macroeconomic instability, including a bout o f  outright 
hyperinflation in 1993. According to official data, GDP had fallen to only 40 percent o f  i t s  
1990 level by 1998. Although this figure likely overestimates the actual fa l l  in output, a 
severe economic decline and increased hardship for a large share o f  the population during the 
1990s were unmistakable.2 

1.5 Many  studies have noted adverse conditions in Ukraine for business and investment 
in the 1990s relative to most other transition c o u n t r i e ~ . ~  High and unpredictable inflation, 
corruption, repeated sudden administrative interventions into markets, harassment o f  new 
private businesses, and continual discretionary adjustments in tax and other regulations 
implied exceedingly high costs and r isks for Ukrainian f i rms.  At the same time, well- 
connected organizations had ample opportunities for rent seeking. Substantial inflows in the 
form o f  short-term capital and (unpaid) Russian energyY4 together with internal rents from the 
gas pipeline, were dissipated throughout the economy in the form o f  subsidies to 
organizations that at least put up a faqade o f  l ow  liquidity and current economic losses. 
When the National Bank curtailed inflationary monetary and credit expansion in the mid- 
1 9 9 0 ~ ~  various schemes involving non-payments, debt offsets or (non-equivalent) barter 
became a primary means by which Ukrainian firms received subsidies on an individual basis. 
Local administrations also operated under quite adverse incentives, and were active players 
in this process. The Ukrainian history o f  demonetization, high deficits, and speculative 
capital inflows, followed by the financial crash in 1998, closely paralleled similar trends in 
the Russian Federation, about which much has been written (Gaddy and Ickes (1998), OECD 
(2000), Pinto, et al. (2000)). 

1.6 The nature o f  subsidization through the “virtual economy” had a destructive effect o n  
incentives and economic performance that went far beyond the direct social cost o f  the 
subsidies themselves. To receive support, f i r m s  typically needed to operate as illiquid or 
unprofitable in the formal economy. This supported a strong incentive for Ukrainian 
enterprises (as wel l  as local administrations) to keep cash revenues underground while 
milking the off icial illiquid status o f  their enterprises for cheap energy and other subsidies. 
Such incentives were strongly re-enforced by the introduction o f  draconian tax collection 
measures (Kartoteka-2) that blocked the official bank accounts o f  tax delinquent enterprises 
and confiscated al l  receipts. Firms leamed to avoid these accounts through schemes that hid 

The official estimate most likely overstates the GDP decline in Ukraine for two primary reasons. First, price 
indices most likely exaggerate the relative value o f  many Soviet era products that were produced from inertia in 
the early years o f  transition before being phased out. Second, the relative size o f  the informal economy l ikely 
expanded during this period, Several studies suggest that the actual sue o f  the informal sector in Ukraine was 
closer to 50 percent o f  official GDP, as opposed to approximately 25 percent used in official estimates. 
Nevertheless, increased hardship for much o f  the population during the 1990s i s  reflected in various 
demographic statistics. For example, between 1989 and 1997, average l i fe expectancy declined from 66 and 75 
years for males and females to 62 and 73 years, respectively (Derzhkomstat data). T h i s  trend has fortunately 
been reversed in the context o f  the current growth. 

See for example Kaufmann (1997) and Babanin, et al. (2002). 
Ukrainian accumulated debts to Russia reached over US$3 bi l l ion by 1999. 
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their actual receipts from the tax administration and the government. Corrupt relations 
between business, government, and the courts protected f i r m s  from bankruptcy or reductions 
in supplies due to non-payments. As was the case in Russia, the “virtual economy” 
represented a sort o f  bad equilibrium under which huge resources and effort were wasted on 
rent seeking. 

C. THE TURNING POINT 

1.7 The financial instability of 1998 shattered this equilibrium by cutting o f f  the 
substantial extemal inflows that had been financing the virtual economy, namely the 
accumulation of trade arrears to Russia, direct foreign borrowing, and very active foreign 
participation on the domestic T-Bill market. This set in motion forces for the transformation 
to a new economic model. Three primary factors served as a catalyst for economic growth in 
the aftermath o f  the financial crisis: 

P Exchange rates. The strong depreciation o f  the hryvnia relative to the dollar and 
EURO increased significantly the profitability o f  both exports to  the non-CIS region 
and domestic sales in import-substitution industries. The subsequent rapid real 
appreciation o f  the Russian ruble supported a recovery o f  exports to Russia in 2000 
and boosted the competitiveness o f  Ukrainian exporters in metals and chemicals that 
compete with Russian f i r m s  on third markets. (Figure 1.1) 

Figure 1.1: Real Effective Exchange Rates (CPI-based) 
(1996=100) 
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Source: Derzhkomstat, World Bank. 

> World market prices. The revival o f  the wor ld economy in 2000 brought a major 
strengthening o f  metals and other key export prices for Ukraine. This bolstered 
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Ukrainian exports and export profits, which fed into investment and domestic 
demand. (Figure 1.2) 
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Source: Derzhkomstat, World Bank calculations. 

> Externalfinancial constraints on government and business. The reversal o f  capital 
inflows and the debt crunch cut o f f  the external sources that had been financing 
budgetary and quasi-fiscal deficits. The turnaround in foreign portfolio investment in 
Ukraine in 1998 relative to 1997 amounted to a net loss o f  US$2.6 billion. In 
addition, in the midst o f  the crisis and mounting Ukrainian trade debts, the Russian 
Federation demanded payment for gas and began reducing energy supplies to 
Ukraine.' Fol lowing default on i t s  domestic debt obligations and tense relations with 
foreign creditors, the govemment could no longer finance deficits through borrowing. 

1.8 These events precipitated a major macroeconomic financial adjustment. A sharp 
contraction o f  imports, combined with subsequent export growth, brought the current account 
from deficit to surplus, while tighter financial constraints and political resolve by the 
government eliminated the large budget deficit. Figure 1.3 summarizes this macroeconomic 
adjustment, which was o f  prime importance for the recent economic revival and expansion in 
the country. During 2000-03, the government succeeded in stabilizing the exchange rate and 
domestic prices, while accumulating substantial foreign reserves from net balance o f  
payments (current account) inf lows (Figure 1.4). By March 2004, gross foreign reserves had 
reached the equivalent o f  over four months o f  merchandise imports. 

In 2000, a lump s u m  payment o f  U S 2 7 4  mi l l ion was made to Russia as part o f  an agreement to defuse the 
situation. 
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Figure 1.3: Macroconomic Financial Adjustment: 1997-2002 
(share o f  GDP (left scale) unless otherwise noted) 
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Figure 1.4: Gross Reserves of the National 
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D. GROWTH AND POVERTY REDUCTION: THE RESPONSE OF THE UKRAINIAN 
ECONOMY TO THE NEW CONDITIONS 

Economic Growth 

1.9 The strong depreciation o f  the hryvnia relative to the dollar and Euro gave an 
immediate boost to the profitability o f  Ukrainian export and import substitution-oriented 
industries. The collapse of domestic financial markets also had a very limited impact on 
Ukrainian f i r m s  due to their l ow  average dependence on outside finance during this time. 
Industry already exhibited positive (4 percent) growth in 1999 at a time when sharp declines 
were s t i l l  registered in agriculture (-7 percent), construction (-8 percent), and financial 
services (-9 percent). This growth was led primarily by the large export-oriented steel 
industry and the import substituting food industry. While growth in Ukraine has 
subsequently become rather broadly based throughout the economy, industry has continued 
to play the leading role. As shown in Figure 1.5, aggregate industrial output in 2003 was 65 
percent higher than i t s  pre-crisis (1997) level, while GDP soared by an estimated 30 percent 
during the same period. Agriculture also recovered notably since 2000 until bad weather in 
2003 interrupted this positive dynamic. 

Figure 1.5: Economic Growth: 1997-2003 
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Source: Derzhkomstat, World Bank calculations. 

1.10 Exports have responded in a generally rational manner to changes in exchange rates 
and extemal demand (prices). This point i s  elaborated in more detail in the Annex to this 
volume and in the contribution to the second volume o f  the C E M  by Pindyuk and Piotkivsky 
(2004). As indicated in Figure 1.3 above, during the financial turmoil o f  1998-99, the 
hrynvia depreciated sharply in real terms against OECD currencies, yet actually appreciated 
against the Russian ruble. The initial expansion o f  exports was therefore directed at non-CIS 
markets. The subsequent rapid real appreciation o f  the Russian ruble and restoration of 
Russian extemal demand led to an export boom to that country in 2000. But Ukraine- 
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Russian trade relations have become somewhat strained since that time, and have suffered 
from changes in tax rules, quotas, and anti-dumping acts. Consistent with these 
developments, a primary general trend through 2003 has been a re-orientation in Ukrainian 
trade away from the CIS and in the direction o f  Europe and Asia, particularly exports (Figure 
1.6). In 2003, the share of CIS countries in the value o f  Ukrainian goods exports (26 percent) 
was only roughly ha l f  of i t s  pre-1998 level. While the dollar value o f  exports outside the CIS 
expanded by an estimated 33 percent between during the two-year period o f  2001 and 2002, 
exports to the CIS actually contracted by 3 percent. Improvements in trade relations since 
2003 can be associated with a more recent resumption in export growth to Russia. A similar, 
if less dramatic trend has been visible on the side o f  imports. While the CIS continues to 
account for over ha l f  of the value o f  Ukrainian imports, the majority o f  this represents gas 
and o i l  from Russian and Turkmenistan. The share o f  non-energy imports from CIS 
countries fe l l  to a l ow  o f  28 percent in 2002. 

' 

Figure 1.6: $ Value Index of Goods Exports 
(1996=100) 

'80.0 

'60.0 

'40.0 

20.0 

'00.0 

80.0 

60.0 

40.0 
1996 1997 1998 1999 2000 2001 2002 2003 

Source: NBU. 

1.11 As important as export growth has been for Ukraine, domestic demand became the 
primary engine o f  (industrial) growth since 2001. This is clearly visible in Figure 1.7, which 
employs a quantity index for industrial exports. The average annual growth o f  industrial 
exports in quantity terms during 2001-03 was 5 percent, only ha l f  the pace o f  growth o f  
aggregate industrial production. O f  particular note among industries oriented to the domestic 
market are food and machine building, which together now account for an estimated 40 
percent o f  al l  manufactured industrial output in Ukraine. Bo th  food and machine-building 
registered levels o f  production in 2003 that were respectively 75 and 95 percent higher than 
pre-crisis (1996) levels. The domestic food industry has virtually taken over a market 
formerly dominated by imports, and is now responsible for an estimated 94 percent o f  food 
sales in the country. 
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Figure 1.7: Growth in Industry 
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Source: Derzhkomstat, World Bank calculations. 

1.12 Higher output in machine-building i s  indicative o f  strong growth in fixed capital 
investment. At the end o f  2003, aggregate fixed capital investment stood roughly 80 percent 
higher than in 1999 (Figure 1.8). Growth in investment has been particularly rapid in 
industry, especially food processing. 

Figure 1.8: Growth in Fixed Capital Investment 
(1 995=100) 
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Growth and Poverty Reduction 

1.13 The balance of evidence suggests that the recent economic growth in Ukraine has had 
a substantial impact on welfare and poverty reduction. This progress has come from declines 
in unemployment, real increases in wages and pension levels, and a recovery in social 
spending since the crisis o f  the late 1990s. Trends have been much more favorable in urban 
than in rural areas, however. The majority o f  new opportunities from economic growth have 
been concentrated in the cities, rural employment has declined, and many local budgets in the 
countryside have struggled with the task o f  compensating for a decline in social benefits that 
were formerly provided through large (collective) farms. Nevertheless, rural poverty rates 
appear to  have declined significantly in 2002 along with a strong increase in real pensions. 

1.14 The estimated rate o f  unemployment in the Ukrainian economy by the ILO definition 
has declined steadily from a high o f  12 percent o f  the active population in 1999 to an 
estimated 9 percent in 2003. This figure underestimates the actual increase in employment, 
as hidden unemployment in the form o f  forced part-time regimes or “administrative leaves” 
has declined even more rapidly (Figure 1.9). I t  i s  notable that these positive trends on the 
labor market occurred in the context o f  much more rapid labor turnover in the economy, as 
illustrated in detail in the contribution to this CEM by CASE (2004). 

Figure 1.9: Unemployment and Underemployment 
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1.15 W h i l e  economic growth has had a significant positive impact o n  the welfare o f  the 
population and poverty reduction, the absolute magnitude o f  this impact is dif f icult  to assess. 
Both macroeconomic and household budget data suffer f rom a number o f  weaknesses and 
inconsistencies. As indicated above, macroeconomic figures most l ikely exaggerate the 
actual pace o f  growth in output and incomes due to an ongoing process o f  
“deshadowization,” whereby a larger share o f  actual economic activity and income in the 
country i s  being registered in official statistics. On the other hand, expenditures as recorded 
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in the household budget survey most likely underestimate welfare increases for several 
reasons6 

1.16 Ukrainians have consistently reported higher expenditures than incomes in the 
household budget survey. As the category o f  “expenditures” includes a measure o f  net 
changes in savings, these two measures should in principle be equal. In fact, the 
methodology o f  the survey i s  specifically designed to measure the same magnitude from the 
income and expenditure points o f  view. This difference i s  sometimes interpreted as being 
due to an underreporting o f  income on the part o f  households, as would be consistent with 
the presence o f  a large shadow economy in Ukraine and (perhaps) the unwillingness o f  
households to  l i s t  informal income in the survey. This difference between reported incomes 
and expenditures has also been decreasing over time since 1999, which would be consistent 
with an ongoing process o f  deshadowization. Due to a rapidly narrowing gap between 
reported incomes and expenditures in the household budget survey, the calculation o f  real 
growth in incomes and expenditures in recent years on the basis o f  these numbers yields 
quite different dynamics. As shown in Figure 1 , l O  below, reported real incomes have grown 
much faster than GDP or domestic consumption, whereas the opposite i s  true for 
expenditures. 

Figure 1.10: Real Growth in Output, Incomes, Expenditures, and 
Consumption (1999=100) 
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Source: Derzhkomstat, UCSR (2004). 

The  small size o f  the fee paid to participants leads many relatively wealthy households not to accept the offer 
for participation. The measurement o f  savings i s  treated in an unreliable manner in the survey. After the 
decumulation o f  savings during the crisis, many households may be replenishing these savings, as witnessed by 
the strong growth in commercial bank deposits. Finally, price and inflation dynamics in rural areas go 
unrecorded in official statistics, but are most likely quite different than in many urban areas. Th is  particularly 
concerns poorer households in rural districts that produce or trade for food products in a manner that, for the 
most part, bypasses cash purchases and sales. 
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1.17 As the expenditure series from a household budget survey i s  generally thought to be 
more reliable for the measurement of welfare and poverty, the remaining part of this 
discussion wi l l  focus primarily on this data. As illustrated in Figure 1.10 above, other than 
the major exception of the year 2001, the real expenditures series i s  generally consistent with 
macroeconomic data. While GDP grew substantially in 2000, this was due largely to an 
increase in net exports. Domestic consumption and wages increased only marginally in 2000 
and reported real expenditures were flat. In 2002, consumption in the national accounts data 
increased by an estimated 16 percent, while reported real expenditures increased by 8 
percent. This would be consistent with an interpretation of official estimated growth in 
consumption as a combination of real growth and continued deshadowization. The year 2001 
appears quite mysterious however, as GDP, retail trade, and consumption al l  soared by more 
than 9 percent while aggregate reported real expenditures remained flat. This mystery carries 
over to measures o f  poverty that are calculated on the basis o f  this expenditure data (Table 
l,l), and examined in more detail in the contribution to this C E M  by the Ukrainian Center 
for Social Reform (UCSR (2004)). 

Table 1.1: Poverty Headcount Measures 
1999 2000 2001 2002 

Poverty Headcount (75%)* 27.8 28.7 29.7 23.8 
Poverty Headcount (60%) * * 14.4 15.9 16.4 11.7 
Less than 2100 calories a day 32.6 25.6 25.9 23.2 
Less than $4.3 (PPP adjusted) 14 11.9 11 6.9 

* % below absolute poverty l ine constructed at 75% o f  median expenditures in 1999 
** % below absolute poverty l ine constructed at 60% o'f median expenditures in 1999 
source: UCSR (2004) 

1.18 The headcount measures in Table 1.1 are based on two absolute poverty lines, one 
drawn at 75 percent o f  median expenditures in 1999 and the other at 60 percent.' The trends 
in both o f  these series resemble those o f  aggregate reported expenditures. After no apparent 
progress in poverty reduction in 2000 and 2001, a measurable reduction in the poverty 

' The Ukrainian government has adopted an official definition o f  poverty that differs from the definitions 
employed in this chapter. T h e  official definition i s  a relative poverty measure that indicates the proportion on 
households wi th expenditures (income) below 25 percent o f  the median level. By t h i s  measure, the poverty 
headcount has fallen only very marginally during 1999-2003 from 27.8 percent o f  the population to 26.6 
percent. Yet this reflects the fact that median income itself i s  increasing. As the purpose in this section i s  to 
understand recent developments in poverty reduction f rom the point o f  view o f  changes in real income or 
consumption o f  the poor over time, an absolute definition o f  poverty i s  employed. Absolute poverty and severe 
poverty lines were drawn at 75 and 60 percent o f  the median expenditures in 1999, respectively. These poverty 
l ines were then held fixed in real terms over time. 
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headcount occurred in 2002. For comparative purposes, two other poverty measures 
calculated by UCSR (2004) are also given in Table 1.1: estimates o f  the share o f  the 
population that consumes less than 2100 calories a day and the share o f  the population that 
spends (consumes) less than $4.3 a day corrected for purchasing power parity. Both o f  these 
measures support the view that there has been substantial progress in poverty reduction, and 
also suggest that this progress might have been a bit more continuous than the measures 
based o n  the household expenditure data. Given the dependence o f  many poorer households 
o n  wage and pension income, i t  i s  natural to link poverty data to the dynamics o f  average 
wages and pensions. Figure 1.1 1 shows the evolution o f  average monthly wages and 
pensions in 1999 prices.8 The wage series resembles very much the trends in Figure 1.10 on 
consumption, while the pension series appears to mirror the trends in aggregate expenditures 
and poverty. As wil l  be argued below, this holds the key to unraveling at least part o f  the 
mystery o f  reported expenditures and the poverty measures derived from the data. 

Figure 1.11: Real Average Monthly Wages and Pensions 
(in UHV 1999, CPI deflated) 
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Source: Derzhkomstat, MoF, World Bank calculations. 

1.19 The household expenditure data also suggest an apparent strong redistribution o f  
poverty from urban to rural areas. As illustrated in Table 1.2 below, estimated poverty levels 
in larger cities parallel closely the dynamics o f  consumption and real wages in the 
macroeconomic data. While the poverty headcount in larger cities remained virtually 
unchanged in 2000, i t declined notably in both 2001 and 2002. Small cities and rural 
settlements show a very different dynamic, however. Taken at face value, these data would 
suggest a rather sharp increase in rural poverty f rom 1999 to 2001, followed by a decline in 
2002. 

* The average pension series in official statistics was adjusted for the repayment o f  pension arrears in 2000. 
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Table 1.2: The Geographic Distribution of  Poverty 
(Headcounts based on absolute poverty line drawn at 75% of median expenditures in 1995 

1999 2000 2001 2002 

All Ukraine 27.8 28.7 29.7 23.8 

large cities headcount (with Kyiv) 26.6 27.3 23.9 17 
large cities (without Kyiv) 29 29.7 26.6 18.6 

all cities 27.1 27.5 27 20.5 
rural settlements 29.2 31.3 35.2 30.3 

small cities 27.7 27.8 30.9 25.2 

Isource: UCSR (2004) 

1.20 What could explain these rather gloomy rural poverty numbers at a time o f  strong 
economic growth in Ukraine, including a significant revival o f  agriculture during 2000-02? 
A first hypothesis might be a greater polarization in the distribution o f  income in the 
countryside. Privatization and decollectivization in the countryside has often favored the 
more industrious or larger businesses as opposed to the rural poor. Indeed, employment 
positions for rural residents appear to have declined in recent years, with a good portion of 
surplus labor being absorbed by the household s e ~ t o r . ~  As shown in Table 1.3, however, 
there is no evidence in the household expenditure data o f  any such increase in the 
polarization o f  income distribution, either for the country as a whole or for different 
geographical regions in particular. Thus, the increase in urban expenditures relative to rural 
in the household expenditure data i s  an aggregate phenomenon. Urban dwellers appear to 
have become richer on average relative to rural dwellers throughout the entire distribution o f  
income. 

Table 1.3: Inequality by Geographic Region 
(Gini coefficients calculated from household expenditure data) 

1999 2000 2001 2002 

All Ukraine 28.5 29.3 30.3 29.3 

large cities 29.1 30.1 31.3 30.4 
small cities 28.7 29.5 29.3 29.2 
rural settlements 27.4 27.6 28.8 28.1 

source: UCSR (2004) 

1.21 To the degree that the measures in Tables 1.2 and 1.3 are to be believed, they would 
together suggest that real aggregate wealth declined considerably in the countryside during 
2000-01. For the year 2000, this would be conceivable, as agricultural incomes depend 
greatly on the previous year’s harvest. Agricultural output declined in 1999 by an estimated 
7 percent, while the share o f  agriculture in GDP fel l  from 14.8 percent in 1998 to 13.6 
percent. Yet the implied huge decline in wealth in the countryside in 2001 i s  plainly 

OECD and World Bank (2003), pp. 6. 
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inconsistent with strong growth in the rural economy in 2000-01 , and an increase in the share 
o f  agriculture in GDP back to 14.5 percent for both years. 

1.22 T o  understand this rural poverty puzzle, i t is useful to consider a few facts about the 
Ukrainian countryside. I t  contains perhaps the richest agricultural land o f  any country in the 
world. Almost al l  families living in rural areas have their own plots o f  land o f  adequate size 
to feed themselves even in years o f  poor weather. Second, as emphasized in the contribution 
o f  UCSR (2004), the economy for the rural poor i s  largely demonetized. They consume from 
their own  holdings and trade surplus directly for other products. This part o f  rural 
consumption raises statistical complications in accounting for the effects o f  inflation on rural 
household budget expenditures. Second, there i s  at least anecdotal evidence that inflation 
may have been lower in rural than urban areas in recent years." Thus, deflating the 
expenditures o f  the rural poor by rather high average (urban) consumer price inflation in 
2000 and 2001 (28 percent and 12 percent, respectively) might present a deceiving picture o f  
apparent growing poverty. 

1.23 In addition, the rural population in Ukraine has a very high proportion o f  pensioners 
(3 8 percent o f  the population). Many households with pensioners are concentrated around 
the poverty l ine. Given the high share o f  in-kind income in rural areas and smaller cities, 
pensions represent perhaps the major source o f  money income for poorer households. It 
therefore makes sense that changes in real pensions would have a particularly strong effect 
on estimated poverty rates. Even taking into account the repayment o f  past arrears, real 
pensions did not increase until 2002. As shown in Figure 1.12 below, there i s  a very close 
correspondence (-.97 correlation) between average monthly pensions and the poverty 
headcount rate. The same very strong relationship can be seen between average real wages 
and the urban poverty headcount (Figure 1.13). 

Figure 1.12: Poverty Headcount and Real  Pensions: 
1999-2002 
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Source: Derzhkomstat, MoF, UCSR (2004), World Bank calculations. 

lo Unfortunately, no  official separate statistical series exist for rural and urban prices. A forthcoming Bank 
study may shed some additional light on this question through the derivation o f  implicit price series f rom the 
household budget survey. 
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Figure 1.13: Urban poverty Headcount and Real 
Monthly Wages: 1999-2002 
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Source: Derzhkomstat, MoF, UCSR (2004), World Bank calculations. 

1.24 In conclusion to this section, the balance o f  evidence suggests that poverty reduction 
in Ukraine during the period o f  2001-02 has been substantial. This progress i s  visible in 
poverty headcount measures from expenditure data in urban areas, and o n  the basis o f  calorie 
or $-PPP estimates o f  severe poverty. Whi le expenditure data from rural areas does not 
confirm any progress in poverty reduction until 2002, th i s  i s  most l ikely due to a high 
concentration o f  pensioners in rural areas and an overestimation o f  the effects o f  inflation o n  
the implici t  incomes o f  the rural poor. Income inequality does not appear to have increased, 
either for the country as a whole, or in urban and rural areas in particular. Incomes appear to 
be growing faster in urban areas, as i s  consistent with the industry-led growth. 

E. THE INTERNAL SOURCES OF GROWTH 

1.25 The earlier discussion in this chapter and the contribution o f  Pindyuk and Piontkivsky 
(2004) to the second volume o f  this CEM conclude that the Ukrainian economy responded 
quite rationally to movements in exchange rates and relative prices. The recovery was also 
facilitated by the existence o f  substantial excess capacity left from the previous decade o f  
economic decline. Yet, given the history o f  the previous decade, the fact i tself  that Ukraine 
responded so strongly to changes in market signals suggests that important internal changes 
in the country have also contributed to growth. The real exchange rate and export prices 
were no less favorable in the mid-1990s at a time when balance o f  payment inf lows were also 
quite modest compared to the levels reached in the latter ha l f  o f  the decade. Yet economic 
decline continued. What has been so different about the period o f  2000-04? 
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1.26 Some studies view Ukrainian growth as largely a consequence o f  the strong economic 
expansion and high export profits in the neighboring Russian Federation. Certainly, a 
growing Russian economy represents a key difference in the surrounding economic 
environment f rom the 1990s. Many parallels can be drawn between recent economic 
developments in Russia and Ukraine. Russia remains Ukraine’s single most important 
trading partner, and Russian investment has also played an important role in some sectors o f  
the Ukrainian economy, most notably o i l  processing. Yet the role o f  Russia in explaining 
Ukrainian growth should not be exaggerated. Despite a partial recovery in 2000 and 2003, 
Ukrainian-Russian trade volume has remained lower than levels obtained prior to the 1998 
crisis, Off ic ia l  figures on FDI from Russia are quite low  (US$377.6 million cumulative as o f  
1/1/04), although a significant amount o f  investment coming from a number o f  other 
countries is most likely o f  Russian origin. But even aggregate volumes o f  FDI to Ukraine 
have remained modest in recent years, and have played only a very secondary role in the 
recent growth. Thus, Russian economic growth and profits cannot explain a very large part 
of the growth in Ukraine. Much  o f  the growth has come from internal factors. 

1.27 Despite the many disappointments o f  the 1990s, Ukraine did receive some dividends 
from a decade o f  gradual adjustment to a market economy. Although riddled with 
controversies and scandals, mass privatization was one crucial accomplishment. From 
negligible levels, the share o f  the non-state sector in industrial output already reached 41 
percent by 1995, and an estimated 80 percent in 2002. A good share o f  remaining assets in 
the hands o f  the state i s  in infrastructure and energy. Private ownership created the 
foundation for key changes in management and corporate governance that are documented 
below. Although the privatization process has slowed in recent years, the immediate post- 
crisis period also witnessed a few key privatization sales that have had an impact on 
subsequent economic performance. This includes the sale o f  most o f  the o i l  processing 
industry to Russian investors, which led to significant investment, restructuring, and the 
emergence o f  a new major export industry in Ukraine 

1.28 Nevertheless, the step from formal privatization to active secondary markets and 
expanding outsider control was far from automatic. In fact, evidence suggests that the init ial  
impact o f  privatization on the performance o f  Ukrainian firms may have been minimal. D e  
facto control typically remained with the same insiders, and many so-called “private” 
enterprises continued to access various forms o f  state subsidies. A 1996 empirical study o f  
Ukrainian enterprises by Estrin and Rosevear (1999) found no evidence o f  improved 
enterprise performance from privatization. Another 1996 study by Pryor and Blackman 
(1998) documented the entrenchment o f  control by so-called “red directors” in Ukrainian 
industry. Thus, while formal privatization was a prerequisite for the more recent changes, i t 
was far from sufficient. Other factors have been important. The discussion below devotes 
attention to key internal sources o f  growth related to policies and reforms (stabilization, 
financial discipline, subsidies, reform in agriculture, changes in tax rules, de-regulation) and 
institutional development (commercial banking, competition, corporate govemance, 
restructuring, and financial-industrial groups). 
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Policies, Reforms, and Economic Growth 

1.29 A close examination of the Ukrainian economy leads to the unavoidable conclusion 
that, together with the three extemal factors discussed above, key policies and reforms have 
played a central role in the recent economic growth. They have affected growth primarily at 
the micro-level through changes in the expectations, incentives and the orientation o f  
businesses. Accomplishments in stabilization pol icy and the imposition o f  greater financial 
discipline o n  many different fronts appear to have been particularly important in this regard. 
In addition, structural reforms and pol icy changes in agriculture, the budgetary sphere, 
subsidies, tax rules, and deregulation have most likely had an important impact o n  the 
economic growth. W h i l e  subsequent changes in government led to initial uncertainty and 
speculation o f  a possible reversal o f  the reform momentum o f  2000, there has so far been no 
real effort to turn back the clock in these areas, thus re-enforcing expectations that recent 
changes are o f  a more durable nature. 

Stabilization and monetization: the role of macroeconomic policy 

1.30 A positive current account, higher cash liquidity from export sales, and tight extemal 
financial constraints facilitated the macroeconomic stabilization o f  the Ukrainian economy. 
Yet world experience demonstrates that stabilization is far f rom automatic even under such 
circumstances. The Ukrainian govemment deserves credit for a number o f  effective 
decisions in macroeconomic pol icy and foreign economic relations that stabilized 
expectations and the economy. The importance o f  stabilization for recovery and growth in 
transition economies has been strongly confirmed in numerous empirical studies.' 

1.31 Perhaps most importantly, the Ukrainian govemment and the National Bank did not 
resort to major credit expansion as a means o f  financing deficits or propping up struggling 
banks. The National Bank (NBU) did build up net claims on the government in 1998-99 
through purchases o f  T-bills on the secondary market. But the government and NBU 
refrained from direct National Bank finance o f  budget deficits, virtually limiting deficits to 
privatization receipts. Despite significant financial distress in the banking sector, the NBU 
did not expand refinance, and finally sent an important signal in 2001 by allowing the failure 
o f  the large Bank Ukraina, which had accounted for 10 percent o f  a l l  banking assets in the 
country. As illustrated in Figure 1.14, National Bank claims o n  the government contracted 
from 15 percent to 8 percent of GDP between 1999 and 2002, while outstanding refinance 
credit remained quite modest. 

~ 

'' These numerous studies are summarized well in Havrylyshyn (2001). 
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Figure 1.14: NBU net claims on government and 
commercial banks (as a share of GDP) 
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Source: NBU, Derzhkomstat, World Bank calculations. 

1.32 The strong commitment to stabilization exhibited by the government and the National 
Bank was sufficiently credible to obtain several major foreign debt restructuring agreements 
in 1999-2000, thus restoring the solvency o f  the country. This included a restructuring 
agreement for T-bills, a debt swap with Russia associated with the Black Sea Fleet, Eurobond 
restructuring, and a Paris Clu6 agreement. After official foreign debt reached an estimated 
40 percent o f  GDP during the crisis o f  1998-99, this figure fe l l  to 24 percent by the end o f  
2002. Ukraine’s outstanding external foreign debt may fal l  to less than 15 percent o f  GDP 
by 2007. Ukraine’s sovereign debt received an average B rating by leading rating agencies in 
November 2003.12 Domestic official debt has also remained quite l o w  since 1998. 

1.33 During 2000-03, the National Bank maintained a stable nominal exchange rate 
against the U S  dollar. Under these circumstances, the current account inf lows and growth in 
demand for the hryvnia allowed for the rapid accumulation o f  official foreign reserves noted 
above. The simple and stable monetary pol icy and exchange rate anchor stabilized 
expectations very quickly. Even considering the extent o f  the current economic expansion 
and previous demonetization, the pace o f  money demand growth in Ukraine has been rather 
remarkable. Largely unsterilized purchases o f  foreign exchange by Ukrainian authorities 
since 2000 supported average annual growth in money supply (M2) o f  44 percent during 
1999-2003. Thus, while growth in GDP during this 4-year period i s  estimated at 33 percent, 
the expansion in money supply amounted to 331 percent. Yet money demand growth was 
sufficient to prevent this huge monetary expansion from generating inflationary pressures. 
On the contrary, (CPI) annual inflation fe l l  wel l  into single digits since 2000, and even 
became negative in 2002 (Figure 1.15) 

l2 Fitch and Moody’s upgraded their ratings to B+ and B1, respectively, while S&P maintained the rating o f  B. 
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Figure 1.15: Annual inflation rates 
(CPI montWmonth of previous year) 

Source: Derzhkomstat. 

1.34 The pace of monetization (M2/GDP) o f  the Ukrainian economy has well exceeded 
that in any other transition economy in the region, increasing from 11 percent in 1996 al l  the 
way to 36 percent in 2003. Figure 1.16 places Ukraine in the context o f  other transition 
economies in Eastern Europe and the former Soviet Union by this measure for 1999, 2002, 
and (for the case of Ukraine) 2003. In 1999, Ukraine's level o f  monetization (17 percent) 
was close to the average in the CIS region, and considerably lower than in Eastern Europe or 
the Baltics. By 2002, Ukraine joined Moldova as an outlier in the CIS region, with a level o f  
monetization wel l  surpassing other CIS countries. In 2003, Ukraine was already approaching 
levels of monetization corresponding to the more developed Eastern European countries. Of  
course, if official statistics underestimate GDP in Ukraine more than in most transition 
countries due to the large informal sector, off icial numbers on the relative level o f  
monetization would be somewhat inflated. Nevertheless, even under an alternative 
assumption that the shadow economy is equivalent to 50 percent o f  GDP as opposed to the 
official estimate o f  roughly 25 percent, monetization would have increased from 10 to 32 
percent, which i s  s t i l l  a remarkable transformation. 

Figure 1.16: Monetization: 1999,2002, and 2003 
(M2/GDP) 

Source: 2003 EBRD Transition Report, NBU, IMF, World Bank calculations. 
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1.35 Along with responsible monetary policy, major improvements in the management o f  
the state budget and government finance have contributed enormously to the stabilization 
process. In the absence o f  direct NEW finance and domestic borrowing, the general 
government deficit was reduced essentially to the size o f  privatization revenues and external 
support in 2000 and 2001, and the budget actually moved into surplus in 2002 (Table 1.4). 
This can be contrasted with a general government deficit in the range o f  7 percent o f  GDP in 
1997 before the crisis. As discussed below, the government also reduced substantially off- 
budgetary quasi-fiscal deficits during the same period. Table 1.4 indicates a major 
compression o f  general government expenditures following the crisis from 47 percent o f  
GDP in 1997 to  36 percent in 2000. This compression was fairly broad-based, and included 
the reduction o f  a number o f  subsidies to various sectors o f  the economy. Aggregate general 
government expenditures outside o f  the social sphere have not exhibited an upward trend as a 
share o f  GDP since 1999-2000. 

Table 1.4 The General Government Budget 
(As A Share of GDP) 

1997 1998 1999 2000 2001 2002 2003 

Revenues 
of which tax 

payroll taxes 
taxes on profits and income 
taxes on goods and setvices 

non-tax revenue 

Expenditures 
of which social 

health 
education 

other 

40.5 36.4 32.7 35.1 35.5 38.2 38.9 
32.9 29.0 27.4 27.7 30.9 31.0 

11.8 11.6 9.7 9.0 9.7 10.8 10.4 
8.7 9.0 8.3 8.3 8.4 9.0 10.2 

10.2 9.0 8.3 7.2 6.7 8.1 7.1 
2.1 2.0 6.1 7.0 6.5 6.9 

47.3 38.8 35.0 35.8 36.3 37.7 39.2 
21.2 18.6 10.7 21.6 26.0 25.5 

4.2 3.5 2.9 2.9 3.1 3.3 3.7 
5.3 4.4 3.6 4.2 4.7 5.4 5.7 

17.6 16.4 17.1 14.7 11.7 13.7 

Balance -6.9 -2.4 -2.3 -0.7 -0.8 0.5 -0.3 

Financing 6.9 2.4 2.3 0.7 0.8 -0.5 0.3 
domestic 6.6 0.9 I .5 0.1 0.0 0.4 
external 0.3 1.2 0.2 -0.1 0.2 -0.4 
prviatization revenues 0.0 0.3 0.6 0.7 0.6 -0.5 

Source: MoF, Bank calculations. 

1.36 The recovery in government revenue since the late 1990s i s  difficult to assess, as 
much o f  this growth has come from non-tax revenues, consisting primarily o f  various 
administrative fees and charges that were formerly not a part o f  the explicit government 
budget. Direct taxes o n  income and profits as a share o f  GDP show a measurable upward 
trend in recent years. The increase in personal income tax revenue through 2003 may be 
related to fact that this tax has become the primary source o f  revenue for regional and local 
budgets, and interest in i t s  collection has therefore increased at the local level. O n  the other 
hand, Ukraine continues to struggle with indirect taxation on goods and services, including 
the VAT. Revenue from these taxes has not kept pace with GDP growth. Direct taxes on 
incomes and profits, including payroll taxes, accounted for a full two thirds o f  general 
government tax revenues in 2003, which implies a very high tax burden on personal income 
(labor) relative to consumption in Ukraine as compared with most other countries. 
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Payment discipline and the hardening of budget constraints 

1.37 A sharp increase in payment discipline and a hardening o f  budget constraints are 
perhaps the most notable institutional changes in the Ukrainian economy since the late 1990s. 
As discussed above, prior to the financial crisis o f  1998, the Ukrainian economy had become 
largely demonetized. Close to hal f  o f  a l l  industrial transactions in 1997 were conducted in 
barter, and budgetary operations at the central and regional levels relied heavily on various 
forms o f  offsets or bills o f  exchange. This situation has changed dramatically. While the 
tightening o f  external financial constraints and the injection o f  liquidity to the export sector 
certainly gave a strong boost to the monetization process, a strong pol icy initiative o f  the 
Ukrainian govemment since 2000 appears to be the most important source o f  the positive 
changes in this area. The Ukrainian government o f  2000 gave the highest priority to 
establishing financial discipline and accountability in the budgetary sphere, the energy sector, 
and in contractual relations in general. This included: 

> The creation and enforcement of cash only rule for state budgeta y operations from 
2000. 

> The elimination of pension and public sector arrears, and the vast reduction of most 
other budgetary arrears. 

> I n  the energy sector: (a) taking explicit control of the accounts of the electricity 
distribution companies (oblenergos) to ensure payment to the electricity market and 
producers; (b) demanding cash payment and authorizing the reduction or elimination 
of energy supplies to non-paying customers in a wide variety of circumstances: (c) 
increasing incentives in oblenergos and gas companies for collecting cash payments, 
including linking price regulations to payment collections in privatized distribution 
companies; and (d) removing ineffective managers in gas and electricity firms. l3 

> Since 2001, a Budget Code raises overall standards for budget formation, execution, 
and the financial accountability of government administrations and Parliament. This 
includes important measures to harden interbudgeta y transfers. 

> A signijkant expansion of the state treasuy to cover all extra-budgetay funds other 
than the Pension Fund, and the consolidation of a number of extra-budgeta y funds 
into the explicit state budget. 

1.38 In this context, barter fe l l  steadily f rom over 40 percent o f  industrial transactions in 
1998 to negligible levels in 2003, and payable arrears in the economy declined from 90 to 50 
percent o f  GDP during the same period (Figure 1.17). Non-payments and barter had been 
particularly concentrated in gas and electricity. Cash receipts in the gas and electricity 
markets increased from less than 20 percent in 1999 to over 80 percent in 2002 (Figure 1.18). 
This reflects significant declines in quasi-fiscal subsidies and a highly advantageous 
unraveling o f  the “virtual economy.” However, serious payment problems remain in the 
energy sector. Figure 1.18 actually gives a somewhat exaggerated impression o f  progress as 

l3 Leonov (2004) examines the frequency o f  managerial turnover during 2000-03 in a “top profit” group o f  12 
enterprises. 7 o f  these 12 enterprises are energy f i rms  (Naftogaz, Energoatom, and 6 oblenergos). H e  found 
managerial tumover in 10 o f  these 12 f m s  during this period. 
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listed receipts relative to current deliveries include the re-payment o f  past accumulated debts 
by more profitable enterprises. Thus, the share o f  actual payment for current deliveries i s  not 
quite as high. 
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80 

Figure 1.17: Payable arrears and barter 
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Source: Ministry o f  the Economy, MoF, World Bank calculations. 

Figure 1.18: Cash collections in the energy sector 
(as a YO o f  billings) 

100 
90 
80 
70 
60 
50 
40 
30 
20 
10 
0 

1999 2000 2001 2002 

Source: Ministry o f  Energy. 

1.39 The initiative to eliminate pension and other budgetary arrears can be associated with 
a decline o f  such arrears from an estimated 4.5 percent o f  GDP in 1999 to 0.5 percent in 
2003. Solving the problem o f  tax arrears has proven more difficult, however. The decline in 
tax arrears through 2001 shown in Figure 1.19 was due in large part to a tax amnesty granted 
for tax debts incurred before 1999. Indeed, while the stock o f  tax arrears as a share o f  GDP 
was halved during 2001 from 6 to 3 percent, the estimated f low o f  new tax arrears actually 
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increased f rom 8 to 8.7 per~ent.’~ The stock o f  tax arrears began to increase again in 2002, 
although preliminary data indicates that the government succeeded in preventing further 
growth in the stock o f  arrears during 2003. 

Figure 1.19: Tax and budgetary arrears 
(as a share of GDP) 

1999 2000 2001 2002 

Source: Ministry o f  the Economy, MoF, World Bank calculations. 

1.40 The progress in establishing financial discipline and transparency in the sphere o f  
interbudgetary relations has also been important. Prior to 2000, Ukrainian local 
administrations had l i t t le incentive to improve their own  explicit budgetary position.’ 
Sharing rules for tax revenues between budgets and interbudgetary transfers exhibited very 
high instability, and were adjusted on a continual basis in a manner that extracted surplus 
resources from regions that increased revenues or economized on expenditures. In addition, 
local administrations that ran budgetary arrears in the social sphere commonly received 
bailouts from the central government in the form o f  soft interbudgetary loans that would 
never have to be repaid (“Improving Inter-Governmental.. .” (2004)). 

1.41 A new Budget Code and other measures eliminated interbudgetary loans altogether 
and adopted a formula-based approach to the determination o f  transfers. An additional 
subvention fund was also set up to finance directly (through the treasury) some centrally- 
mandated social benefits in the regions. The most important combined effect o f  these 
measures was to narrow enormously the scope for discretionary bailouts o f  local 
administrations. These changes, together with commitments to longer-term norms for tax 
sharing rules, also created at least a minimal degree o f  predictability o f  future financial flows 
in the regions and localities, thereby allowing for the development o f  financial planning. For 
the first time, a number o f  local administrations came to understand the links between their 
own  budgetary capacity and local tax revenues. As noted above, a greater interest o f  local 
governments in income tax receipts most l ikely contributed to better collection rates for this 
tax. The C E M  team met with several local administrations in 2003 to discuss perceptions o f  

l4 O’Connell(2002), pp. 16. 

contained in World Bank (2003b) and O’Connell and Wetzel(2003). 
A detailed summary o f  the Ukrainian system o f  interbudgetary relations prior to the recent reforms i s  
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recent changes at the local level.16 Despite many remaining problems highlighted in 
subsequent chapters, local officials gave an overwhelmingly positive overall evaluation o f  
the reforms, and indicated strong improvements in their own financial planning. 

Changes in the size of state subsidies and the nature of their allocation 

1.42 Changes in the size, type, and allocation o f  various subsidies available to economic 
organizations since the late 1990s have most likely had a strong positive impact on incentives 
in the Ukrainian economy. Two types o f  changes deserve emphasis.. First, the levels o f  
aggregate producer subsidies to various sectors and regions have declined. This followed the 
tightening o f  extemal financial constraints and more responsible economic policy. Second, 
the allocation o f  subsidies has changed in a manner that no longer favors to the same degree 
firms that show low  current liquidity or high losses. 

1.43 Budgetary subsidies sustained significant cuts in the post-crisis fiscal adjustment. 
Between 1998 and 2001, real budgetary outlays on industry, construction, housing, and 
special funds declined by an estimated 40 percent, 50 percent, 85 percent, and 45 percent, 
respectively. As indicated above, these expenditures have, for the most part, remained at 
much lower levels. The coal sector has traditionally been the primary recipient o f  direct state 
subsidies in the form o f  budgetary outlays, and this remains the case today. Yet the size o f  
budgetary subsidies to the coal sector has declined since the financial crisis. Coal subsidies 
amounted to over 2 percent o f  GDP in 1997, and jumped to almost 3 percent in 1998. By 
contrast, direct budgetary outlays to the coal sector have declined to under 1 percent o f  GDP 
in recent years (Figure 1.20). Planned coal subsidies have also been cut during budget 
sequestration. Outlays to the coal sector were only 80 percent o f  planned levels in 2002, and 
96 percent in 2001. 

1.44 Since the introduction o f  a program in 2000 for subsidizing interest rates on 
commercial loans, subsidies to agriculture have become an explicit i tem in the state budget, 
Such subsidies grew to an estimated 0.6 percent o f  GDP in 2002. However, this program 
replaced a pol icy o f  off-budget “commodity credit’’ to large (collective) farms, under which 
the payable arrears o f  these farms increased from an estimated 8 to  13 percent o f  GDP 
between 1994 and 1998. Debts to the government represented rough1 hal f  o f  this sum, 
which was continually written o f f  or restructured during 1997-99.‘ This i s  to be 
distinguished from current loans that are allocated by banks at their own r i s k  on a 
commercial basis with (so far) a high repayment rate. Thus, on balance, agricultural 
subsidies have declined significantly, and less profitable farms are no longer favored in the 
same manner. 

1.45 
significant source o f  implicit state subsidies in the Ukrainian economy. 
exemptions pertain to the VAT, the enterprise profi t  tax, and the land tax. Exemptions have 

Tax expenditures (selective reductions in tax rates and obligations) have been a 
The largest 

l6 These discussions were held with oblast, raion, and municipal representatives in the cities o f  Lviv, 
Chernovtsy, Mykolay iv  and in the raions o f  XXX (Lviv oblast), XXX (Chernivtsi oblast), Boguslav (Kyiv 
oblast), and Kozeletsk (Chernigiv oblast). 
” OECD and Wor ld  Bank  (2003), pp. 37-38. 
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Figure 1.20: State budgetary subsidies to the 
coal sector (as a share o f  GDP) 
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Source: MoF, State Treasury, Derzhkomstat, World Bank calculations. 

particularly favored producers in metallurgy, coal, agriculture, shipbuilding and 
pharmaceuticals. The so-called “experiment” in metallurgy from 1999-2002 represents 
perhaps the most conspicuous example o f  subsidization through tax exemptions in recent 
years. Under this experiment, metals f i r m s  were granted a 50-70 percent reduction in the 
profi t  tax, complete exemption from the Road Fund tax, and other benefits. In addition to 
sectorally-based tax subsidies, 11 free economic zones and 9 so-called areas o f  priority 
development operate on 10 percent o f  the territory o f  Ukraine, receiving various special tax 
and customs privileges. Given constraints on the ability o f  the government to increase 
explicit budgetary outlays in the immediate post-crisis period, tax expenditures became an 
easier political means for granting subsidies on a selective basis. Partly for this reason, 
estimated tax expenditures remained significant in Ukraine in 2003 at roughly 4 percent of 
GDP. Nevertheless, as shown in Table 1.5, there i s  a visible positive dynamic in this area as 
well. Unfortunately, methodological differences between the series prior to 2000 (estimated 
by the Ministry o f  Finance) and 2000-03 (estimated by Wor ld  Bank experts) prevent an exact 
comparison o f  these two series. 

1.46 Quasi-fiscal subsidies in the Ukrainian economy have been realized primarily in the 
budgetary, gas, electricity, and uti l i t ies sectors. In the budgetary sphere, they take the 
primary form o f  tax arrears and, prior to 2001, various forms o f  (non-equivalent) offsets. In 
energy and utilities, they have derived from price subsidies, non-payments, and various types 
of (non-equivalent) non-cash payments. A share o f  subsidies to  households i s  financed 
through cross subsidization at the expense o f  higher prices charged to enterprises. Yet there 
remains a significant net f low o f  resources from the energy sector to manufacturing and other 
areas o f  the economy that i s  financed through a combination o f  pipeline rents, the 
decapitalization o f  energy infrastructure, and state budgets (through tax arrears o f  energy 
companies). 
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Table 1.5: Tax Expenditures (As a share of GDP) 

1998 1999 2000 2001 2002 2003 

5.7 6.0 4.4 4.0 
5.0 5.1 4.1 

0.8 1.0 1.6 1.2 
1.6 1.2 0.5 

3.7 4.0 2.1 2.2 
2.4 2.7 2.5 

0.9 0.8 0.5 0.5 
0.5 0.6 0.5 

0.3 0.3 0.3 

0.3 0.2 0.2 0.1 

Total tax expenditures 
Ministry of Finance estimate 
World Bank estimate 

of which enterprise profit tax 
Ministry of Finance estimate 
World Bank estimate 

Ministry of Finance estimate 
World Bank estimate 

Ministry of Finance estimate 
World Bank estimate 

Personal Income Tax 
Ministry of Finance estimate 
World Bank estimate 

Ministry of Finance estimate 

VAT 

Land Tax 

Other 

World Bank estimate 0.2 0.4 0.31 
Source: MoF, World Bank calculations. 

1.47 Recent World Bank estimates on the size o f  net subsidies transferred from the gas 
sector to the economy through repressed (below cost) prices and non-payments suggest a 
figure close to 2.5 percent o f  GDP. Electricity and other utility prices are also below long- 
run marginal costs, and insufficient to reverse the deterioration in infrastructure that will 
eventually become unsustainable. World Bank estimates suggest that, net o f  indirect gas 
subsidies received by thermal power stations, electricity subsidies to the economy would 
account for about another 1 percent o f  GDP. 

1.48 Yet these quasi-fiscal subsidies are o f  a different order o f  magnitude today than in the 
late 1990s, as evidenced by the substantial increases in cash payments in the energy sector 
illustrated above. Notably, this rise in cash payments has come at a time when gas and 
electricity tariffs have actually increased in real terms. During the three-year period o f  2000- 
02, average prices in gas, electricity, heating, and water increased by an estimated 44.5 
percent, as opposed to CPI inflation o f  32.7 percent and PPI inflation o f  28.8 percent..18 
Recent World Bank estimates suggest that aggregate net energy (gas, electricity, coal) 
subsidies to the economy in 1999 amounted to over 10 percent o f  GDP, in contrast to 
approximately 4.5 percent today. l9 

l8 That can be contrasted to the case o f  Russia, where declines in energy subsidies through non-payments and 
non-cash payments during the same period were offset by increases in price subsidies (see OECD (2002)). 

Using a different methodology, a recent IMF estimate also indicates a contraction o f  the quasi-fiscal deficit 
in the energy sector from 5.2 to 3.4 percent o f  GDP from 2000-02 (IMF (2003b). T h i s  estimate combines 
budgetary subsidies to the coal sector wi th non-payments in electricity and tax arrears from the gas sector. Th is  
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1.49 Together with absolute declines in subsidy levels, changes in the allocation o f  
remaining subsidies may have been as least as important for improving economic incentives. 
As implied by the above discussion, there has been a strong qualitative shift in the make-up 
o f  remaining subsidies away from non-payments, barter, direct budgetary outlays, and soft 
loans, and toward tax exemptions and price subsidies. This has served to reallocate a 
significant share o f  state support from discretionary bailouts o f  (officially) loss-making or 
illiquid firms to benefits received in greater part by producers who are expanding their 
production and profitability. 

Reform in agriculture 

1 S O  Structural reform in agriculture represents another major accomplishment o f  recent 
years. Both inherited problems from the Soviet period and former delays in reform have 
prevented Ukraine from exploiting i t s  obvious strong comparative advantage in agriculture. 
Agricultural output in 1999 stood at less than 50 percent o f  its 1990 level, whi le i t s  share in 
GDP f e l l  from 18.6 to 13.6 percent.20 2000-02 represented a turning point, with agricultural 
output growing by an estimated 22.5 percent over this three-year period. Exceptionally poor 
weather prevented a continuation o f  this trend in 2003. While favorable weather played a 
role in the agricultural growth o f  2000-02, there i s  evidence that recent reform initiatives in 
decollectivization, agricultural credits, and liberalization have also been important. This 
question is not without controversy, however. The current period o f  decollectivization 
suffers from a high degree o f  disorganization and uncertainty about the ownership and user 
rights o f  much farm land and (especially) collectively owned machines and equipment. In 
fact, CASE (2002) concluded that the growth in agriculture in 2000 and 2001 was most likely 
due to factors unrelated to the recent reforms. 

1.5 1 Although the process o f  decollectivization began in the early 1990s, the government 
has only recently taken measures to spur the actual breakup o f  the collective farms in favor o f  
private farming. In fact, the period 1996-99 witnessed an increase in administrative 
interference in the development o f  agricultural markets to the overall detriment o f  private 
business activity in the sector.*' The year 2000 represented a milestone from several points 
of view, A presidential decree o f  December 1999 finally provided the real foundation for the 
dissolution collective farms as legal entities, the distribution o f  land to new private owners, 
and the creation o f  rental markets. A new Land Code, passed in October 2001, provides a 
legal foundation for the ownership and transfer o f  agricultural land. The dissolution o f  the 
collective farms was accompanied by the writing o f f  o f  a large debt overhang that had 
essentially prevented profitable lending to the sector o n  a commercial basis. The system o f  
government support for agriculture also changed fundamentally in 2000. Instead o f  the 
previous administratively directed soft loans to loss-making farms, the government program 
~~ 

estimate does not account for a substantial portion o f  gas subsidies that are financed through pipeline rents or a 
deterioration o f  infrastructure. 
2o During this time (the 199Os), the share o f  household production relative to that o f  agricultural f i r m s  (mostly 
the remnants o f  Soviet collective farms) increased from 27 to 59 percent o f  a l l  agricultural output. 

Th is  included a more active involvement o f  the government in providing inputs and credits to agriculture, 
restrictions on private trading and movements o f  grain, and other measures that placed private grain traders and 
input suppliers in a disadvantageous position. Private sector input supply to agriculture declined by an 
estimated 80 percent in 1995-96. (OECD and World Bank (2003), pp 61). 
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became based on interest rate subsidies for commercial banks that make agricultural loans at 
their own  risk. Credit to agriculture has expanded at a very fast rate under this program, and 
reported rates of repayment of these loans exceeded 90 percent in 2000 and 2001.22 An 
additional positive impetus to agriculture in the form o f  demand and investment has come 
from the rapid growth o f  the Ukrainian food industry since 1999. 

1.52 Despite the current high level o f  disorganization in the countryside in the context o f  
major agricultural reform, a recently completed comprehensive report by the OECD and 
Wor ld  Bank (2003) provides some important evidence o f  a positive impact from reform on 
recent economic performance in agriculture. This includes notable declines in average costs, 
growth in productivity, and greater allocative efficiency. The latter i s  reflected in a strong 
convergence in profit margins for different agricultural commodities. Significant re- 
planting led to an approximately equal yield of US$50 per hectare for a l l  major crops (grain, 
sunflower, and sugar beets) by 2002. 

Changes in tax rules 

1.53 Although the tax reform implemented in January 2004 i s  too recent for an assessment 
in this CEM, at least two previous measures in the tax sphere may have played an important 
role in supporting deshadowization and the recent economic As discussed above, 
the system o f  Kurtoteka II that blocked the official accounts for tax delinquent organizations 
created a huge disincentive to operate in the formal economy through official accounts. This 
system was abolished in 2001. Second, the introduction o f  a simplified tax regime for small 
businesses and entrepreneurs in 2000 appears to have had a positive effect on small business 
development. A recent survey o f  the Intemational Financial Corporation (IFC (2003)) 
suggests those small businesses and entrepreneurs working under this regime experienced 
measurable improvements in their relations with tax authorities and complained much less 
than other f i r m s  about taxation in general. The rapid growth in the share o f  employment in 
the small business and entrepreneurial sector since 1997 reflects primarily a huge increase in 
the number o f  individual entrepreneurs who have registered for the simplified tax (Figure 
1.21). I t  i s  difficult to assess the degree to which this increase is due to greater numbers of 
active individual entrepreneurs, as opposed to a larger share o f  existing entrepreneurs and 
Ukrainian citizens registering as taxpayers.24 (Registration with tax authorities i s  the only 
source o f  off icial information on the number o f  individual entrepreneurs.) In either case, the 
result i s  positive for the Ukrainian economy. The simplified tax for small firms has also 
created some problems in encouraging entrepreneurs and local administration to keep firms 
small and below the threshold o f  the tax. This threshold wil l evidently need to be reduced 
over time. 

22 OECD and World Bank (2003), pp. 5 1. 
23 A comprehensive discussion and evaluation o f  Ukraine’s tax system as o f  2002-03 can be found in World 
Bank (2003d). 
24 In fact, a number of registered entrepreneurs have their actual primary employment in larger f i r m s .  Under the 
new tax regime, Ukrainian citizens sometimes find i t  advantageous to register as individual entrepreneurs for 
carrying out specific transactions such as the rental o f  an apartment. Thus, the interpretation o f  the numbers in 
Figure 1.20 i s  difficult. 

28 



Figure 1.21: Employment in small businesses 
and firms of  individual entrepreneurs 
(as a share of the working population) 
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Deregulation 

1.54 A number o f  comparative studies o f  transition economies in the 1990s highlighted 
relatively high costs o f  doing business in Ukraine due to so-called “administrative barriers.” 
Since the late 1 9 9 0 ~ ~  Ukraine has carried out a special initiative aimed at alleviating or 
removing some o f  these barriers. This includes decrees and laws for simplifying processes o f  
registration, licensing, product certification, permits, and customs clearance, while protecting 
firms from excessive inspections and harassment by state authorities. A State Committee o n  
Regulatory Policy and Entrepreneurship (SCRPE) assumed the task o f  evaluating existing 
and newly proposed regulatory acts o f  the central and local governments, and o f  proposing 
the amendment or elimination o f  acts that place a needless administrative burden o n  
entrepreneurs. During the period 1998-2002, the SCRPE recommended changing or 
eliminating 160 legal acts o f  executive power under the pretense that they restrained the 
development o f  entrepreneurship. 70 percent o f  these cases resulted in elimination or 
amendments o f  these acts.25 

1.55 Several recent surveys addressed the degree to which deregulation efforts may have 
changed perceptions o f  the business environment. The results o f  these surveys are somewhat 
mixed, but the balance o f  evidence suggests significant progress in an overall reduction in the 
so-called administrative costs o f  doing business in Ukraine. The strongest results come from 
a World Bank Cost o f  Doing Business (CODB) survey carried out in 2002 (Palianytsia 
(2002)). This survey questioned 1600 businesses f rom al l  24 regional centers o f  Ukraine o n  
the specific costs in time and resources spent o n  registration, permits, licenses, certification, 
and customs procedures, including various informal payments. The most striking responses 
concern the reported amount o f  time spent dealing with various state officials. In 1999, 
Ukrainian f i r m s  in this survey reported to have devoted, on average, 32 percent o f  their time 
to this activity, a very high amount relative to  other transition economies where similar 
surveys have been carried out. In 2002, this figure declined to 15 percent, which is close to 

SCRPE (2003). 

29 



the no rm for the CIS or Balkan region. Overall reported costs in the CODB Survey (CODB) 
also declined from an estimated US$3,222 in 1999 to US$2,248 in 2002.26 

1.56 Wh i le  this decline in the “time tax” reported in the CODB Survey would be quite an 
achievement in only 3 years, two other recent reports raise some questions about the figure o f  
32 percent for 1999. The survey of the International Financial Corporation (IFC) o f  over 
2000 Ukrainian f i rms (60 percent SMEs) in al l  regional centers also shows a decline in the 
time tax, although only from 16 percent in 2000 and 2001 to 14 percent in 2002. 27 Together 
with the CODB study, this would imply a huge decline in the time tax in 2000 alone. 
However, another survey o f  300 manufacturing f i r m s  carried out by the IER (Institute for 
Economic Research and Policy Consulting) in February 2003 would su est almost no 
change in the time tax between 1999 (13.5 percent) and 2002 (13.2 percent)!’ Nevertheless, 
even i f the decline in the time tax has been more marginal, other results o f  the recent IFC 
survey s t i l l  support the conclusion o f  some progress in deregulation. As shown in Figure 
1.22 below, complaints about procedures for registration, customs, permits, licensing, and 
certification have fallen steadily over the period 2000-02. Although this has not the case for 
state inspections, these same businesses nevertheless report the average number o f  days 
undergoing inspections during a year to have fallen from 27 in 2000, to 23 in 2001 , and to 17 
in 2002.~’ 

Figure 1.22: Deregulation: Share of firms in the IFC Surveys Reporting the 
Following Regulatory Barriers as Major or Significant Obstacles to Business 

Source: IFC (2003). 

Institutional Change and Growth 

1.57 In the context o f  the major extemal and policy changes described above, Ukraine has 
experienced a period o f  rapid institutional change. For the most part, evolving institutions 
have interacted with economic growth in a positive manner that makes the sustainability o f  
the current positive trends more likely. On the other hand, as argued in the fol lowing 

26 Palianytsia (2003), pp. 8-9. 
27 IFC (2003). 
28 IER (2003), pp. 2. 
29 IFC (2003). 
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chapter, a few o f  these trends give some cause for concern, and pose difficult pol icy 
questions for the future. Notable areas o f  rapid institutional development in Ukraine since 
1999 include commercial banking, corporate governance, restructuring, competition, and the 
expansion o f  financial-industrial groups. Developments in each o f  these areas are discussed 
brief ly below. 

Commercial banking 

1.58 Rising from negligible levels in the latter 199Os, commercial banking and the 
expansion o f  commercial credit now appear to be playing a measurable role in supporting 
Ukrainian economic growth. Commercial banks have expanded their assets, deposits, and 
(especially) credit at a pace that far exceeds growth in the economy as a whole. Commercial 
loans have grown at a particularly rapid rate. The volume o f  commercial credit in GDP 
increased from an estimated 6.7 percent o f  GDP in 1996 to an estimated 25.7 percent in 
2003. By this indicator, Ukraine i s  now approaching a number o f  the more advanced Eastern 
European transition countries. The following chapter examines the commercial banking 
sector further, and raises some concerns about the rapidity o f  this credit growth, given 
existing low levels of capitalization in the Ukrainian banking sector. I t  is  notable, however, 
that this credit expansion has been based on commercially attracted resources, as opposed to 
liberal refinance policies o f  the National Bank. As indicated in Figure 1.14 above, net claims 
of the NEW on commercial banks have remained low, and actually declined from an 
estimated 1.7 percent o f  GDP in 1997 to 1 percent in 2003. 

1.59 Together with bank lending, borrowing o n  the corporate bond market has also been 
expanding very quickly in recent years. The combination o f  growing commercial credit and 
other corporate borrowing has fundamentally altered the financing o f  fixed capital 
investment in Ukraine. From negligible levels, domestic outside sources now account for 
close to 20 percent o f  the financing o f  f ixed capital investment in Ukraine (Figure 1.23). 
Thus, financial markets have begun to play a significant role in supporting economic growth. 

Figure 1.23: Fixed Capital Investment: Sources of Finance 
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Source: Derzhkomstat, Ministry o f  the Economy, World Bank calculations. 
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Corporate govern an ce 

1.60 The development of an active market for corporate control i s  one o f  the most 
important recent institutional changes in Ukraine. This market has served to strengthen the 
incentives o f  enterprise managers and facilitate the removal o f  ineffective management. At 
the outset o f  economic transition, Ukraine inherited a stock o f  enterprise directors who 
sometimes possessed high technical competence, but often lacked the initiative or skill for 
effective large-scale restructuring or market competition. Insider privatization, combined 
with weak bankruptcy institutions and secondary markets, ini t ial ly entrenched the power o f  
these “red directors” (Pryor and Blackman (1998). The absence o f  outside supervision or 
fear o f  removal for poor performance weakened incentives for restructuring relative to asset 
stripping and rent seeking. 

1.6 1 A market for corporate control began to emerge in the latter 1 9 9 0 ~ ~  and has developed 
at an accelerated rate since 1999. This i s  visible in a 2002 survey o f  151 corporatized 
enterprises in Kyiv, Lviv, Kharkiv, and Sumy, with more than 50 employees conducted by 
the Institute for  Economic Research and Policy Consulting (IER) (Akimova (2004)). These 
f i rms  were asked about their shareholding structure in 2002 and 1999. Table 1.6 summarizes 
these results. The f i rst  two columns indicate the average shareholding by different groups in 
al l  enterprises in 1999 and 2002, while the last two indicate the share o f  al l  f i r m s  with 
dominant shareholding (greater than 50 percent) by any one group. 

Table 1.6: The ownership structure of Ukrainian firms: 1999 versus 2002 

Average shareholding %with greater than 50% I 
1999 2002 

The state 8.6 8.6 

of which workers 40.1 30.7 
of which managers 17.5 19.1 

Outsiders (Ukrainian and foreign) 33.6 41.1 
of which Ukrainian companies 21 25.7 
of which Ukrainian individuals 11.5 13.8 
of which foreigners 1.14 1.6 

insiders (workers + managers) 57.6 49.8 

Neither insiders, outsiders, nor state - 

1999 2002 
6 6 

53.0 47.7 
27.8 19.9 

6 14.6 
33.2 43.8 
21.2 27.8 
8.6 11.9 
0.7 1.4 
7.9 2.5 

Source IER Survey data from 151 enterprises in 2002 (See Akimova (2004)). 

1.62 As indicated in Table 1.6, outside shareholders, almost entirely in the form o f  
Ukrainian companies and individuals, had already acquired control o f  33 percent o f  the 
enterprises in the sample as o f  1999. By 2002, this share increased to 44 percent, with most 
of the new takeovers coming from Ukrainian f i r m s  (business groups). Furthermore, 
managers have succeeded in concentrating controlling blocks in a good share o f  the 48 
percent that has remained in the hands o f  insiders (employees). Managers own 15 percent o f  
the enterprises in the sample, as opposed to 6 percent in 1999. The share o f  enterprises with 
dispersed ownership, corresponding to either over 50 percent in the hands o f  workers or no 
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single groups with over 50 percent, declined from 36 percent to 22 percent in this three-year 
period. The share of foreign ownership in the sample has remained rather insignificant. 

1.63 In a paper prepared for this CEM, Akimova (2004) relates an increasing rate o f  
managerial tumover to the ownership structure and financial performance o f  firms in this and 
another sample. In a similar sample o f  f i r m s  from the year 2001, 38 percent reported a 
turnover in top management following privatization, with 70 percent o f  those changes taking 
place between 1998 and 2000. In 2003, 33 percent o f  firms in the sample used for Table 1.6 
above reported a turnover in management during the period 2000-02. This i s  consistent with 
other scattered evidence on managerial turnover in Ukraine in recent years. For example, the 
contribution to  this C E M  o f  Leonov (2004) examined a sample o f  firms in food processing 
and light industry, and found that 30 percent o f  a l l  firms had experienced a turnover of top 
management since 2000. 

1.64 In a probit estimation, Akimova finds that higher shareholding by outside (Ukrainian) 
owners significantly increases the probability o f  managerial turnover. Indeed, the firms in 
the survey indicated directly that new management commonly comes from outside o f  the 
firm. In addition, managerial turnover depends negatively o n  profitability and positively o n  
the size o f  payment arrears. This suggests that a good share o f  managerial turnover in 
Ukraine i s  most l ikely motivated by economic considerations, as opposed to being just a 
political process whereby business groups have been taking over the most profitable 
enterprises and placing their own cadres in top managerial positions. Although future studies 
based on larger and more geographically representative samples wil l be needed to clarify 
these questions further, these results are good news from the point o f  view o f  managerial 
incentives and human capital. 

Competition 

1.65 As emphasized in the next chapter, Ukraine continues to experience serious problems 
in the area o f  fair competition. Nevertheless, evidence suggests that the degree o f  
competition in many sectors of the Ukrainian economy has increased substantially in recent 
years. In the sample o f  f i r m s  that was used for Table 1.6 above (of  the IER), 82 percent o f  
a l l  firms claimed in 2002 that they faced “strong competitive pressures” f rom other 
Ukrainian firms.30 38 percent o f  these f i r m s  cited competitive pressures as an impediment to 
growth in 2002 as opposed to only 13 percent in 1999. In the 2003 survey by the 
International Financial Corporation (IFC) o f  over 2014 firms (60 percent SMEs) in 23 
Ukrainian oblast centers, 85 percent o f  a l l  f i r m s  questioned claimed to have at least 4 main 
competitors (IFC (2003)). Similar results were found in the World Bank Business 
Environment and Enterprise Performance Survey (BEEPS) f rom 2002 that was conducted in 
almost al l  transition countries o f  Eastern Europe and the former Soviet Union. 83 percent o f  
a l l  surveyed Ukrainian f i r m s  in BEEPS reported 4 or more competitors in their product lines. 
By this measure, Ukraine appears similar to Eastern Europe and Russia, and ahead o f  most 
other CIS countries. 

~ 

30 Only 20 percent indicated such pressures coming from foreign firms. 

33 



1.66 Survey evidence examined in Chapter 2 confirms that perceptions o f  Ukrainian firms 
o n  problems o f  unfair competition appear to have actually worsened in recent years. While 
this is certainly a negative result for the Ukrainian business environment, i t  i s  worth noting 
that part o f  the growing concern among Ukrainian firms about unfair competition may be 
related to the (positive) fact that competitive pressures in the country are increasing in 
general. A f inal important dimension o f  growing competition in the Ukrainian economy 
concerns competition among large business groups, as discussed below. 

Restructuring 

1.67 The combination o f  higher profits, competition, investment, and managerial turnover 
since 1999 appears to be associated with the acceleration in the process o f  enterprise 
restructuring. In a contribution to this CEM, CASE (2004) notes several notable trends in 
this regard. After falling during the period 1992-96, the number o f  new products 
commercialized in Ukraine has shown dramatic growth in recent years (Figure 1.24). CASE 
(2004) also notes some interesting evidence regarding the quality o f  investments. While only 
60 percent o f  fixed capital investment was classified by industrial enterprises as being 
designated for “restructuring” in 1999, this share increased to almost 80 percent by 2001. 
Less investment is sunk in notorious “unfinished construction” projects. Furthermore, in 
contrast to the past, investment appears to have become more positively correlated with 
profitability among enterprises, which i s  consistent with the hardening o f  budget constraints 
and the expansion o f  more profitable activities. 

Figure 1.24: Number of Newly Commercialized Industrial Products 
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1.68 This C E M  also conducted a specific survey in 2003 through the Institute o f  Economic 
Research, which asked their sample o f  221 f i r m s  cited above about the extent o f  restructuring 
activities taken by their companies in 2002 as compared with 1999. Although many o f  these 
enterprises indicated a significant degree o f  restructuring activities already in 1999, the 
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results presented in Figure 1.25 below suggest a higher frequency o f  almost al l  areas o f  
restructuring and innovation in 2000-02. 

Figure 1.25: Restructuring Measures Before 2000 and From 2000- 
2002 (YO of firms responding that such measures were taken) 
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Source: From CEM survey conducted by IER. 

Financial industrial groups 

1.69 The expansion o f  activities o f  financial industrial groups (FIGs) represents an 
important part of the recent institutional development o f  the Ukrainian economy. A primary 
goal of this C E M  has been to achieve a better understanding o f  Ukrainian FIGs, their role in 
the recent economic growth, and the challenges they pose for present and future economic 
policy. The contributions o f  Leonov (2004) and Verkhovodina, et al. (2004) to this C E M  
examine these questions in some detail. This section provides a br ief  overview o f  
conclusions o n  the contributions o f  FIGs to the recent growth and institutional change in 
Ukraine, while subsequent chapters address related problems and pol icy challenges. 

1.70 Ukrainian FIGS have been increasing in number, size and scope in recent years. On 
the one hand, a number o f  groups that came into existence relatively early in economic 
transition have grown from essentially regional-based entities, dependent on state (oblast) 
administrations, to larger and more independent organizations with diverse national 
portfolios and strong lobbies within the central government. On the other hand, given the 
continued weakness o f  many formal economic institutions in Ukraine, most notably the court 
system, vertical integration remains a primary means o f  ensuring contract enforcement, 
protecting business interests relative to competitors, and achieving good relations with 
various state organs. Survey evidence confirms that such relations continue to be important 
for successful business in many areas (see Chapter 2). Such motivations have given rise to a 
plethora o f  new smaller FIGs in recent years. Whi le most o f  the newer FIGs remain 
politically weak relative to the larger dominant groups, a few o f  the newer groups have 
expanded rather fast. 
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1.71 The larger FIGs are particularly dominant in the industries o f  metallurgy, energy, 
machine-building, and chemicals, and they are currently rapidly expanding their activities in 
food and agriculture. The large gas and transportation complexes have been organized into 
large government-owned financial-industrial groups whose holdings also include enterprises 
o f  related upstream and downstream firms. Both Verkhovodina, et al. (2004) and Leonov 
(2004) contain outlines of the holdings and ownership o f  the larger Ukrainian groups to the 
degree to which this information can be ascertained from various official and unofficial 
sources. Relative to their Russian counterparts, Ukrainian FIGs appear to have a somewhat 
simpler ownership structure, with a larger concentration o f  shares in the hands o f  a small 
number o f  interests. Nevertheless, Ukrainian FIGs do not usually present themselves as 
groups, either formally or legally, and the scope o f  their interests, including offshore 
affiliates, is  s t i l l  a matter o f  much speculation. Leonov (2004) was able to associate more 
than hal f  o f  the value o f  Ukrainian exports in 2001 and 2002 from the 100 top exporting 
companies with specific large (private) FIGs. The actual figure i s  l ikely to be substantially 
larger, maybe as high as 80 percent. For example, almost al l  o f  the major exporters in 
metallurgy and o i l  processing are affiliated with large FIGS, and those two branches alone 
account for roughly 50 percent o f  the value o f  exports. 

1.72 FIGs have played an important role in a number o f  the institutional changes 
emphasized above. This includes the rapid expansion o f  commercial credit, particularly 
investment loans. While prudential regulations now limit related lending, banks have been 
able to bypass these regulations by crediting f i r m s  that are not explicit affiliates, but s t i l l  
transact with affiliates. Despite the rapid expansion o f  commercial lending in Ukraine, the 
recent IFC survey o f  over 2000 enterprises (60 percent SMEs) in 23 regional centers found 
that only 17 percent o f  these enterprises had taken a commercial loan during 2002. This 
suggests that credit i s  quite concentrated in larger f i r m s  with direct or indirect FIG 
affiliations. As suggested by the above discussion o f  corporate governance, Ukrainian 
companies (business groups) have been the most active players on the market for corporate 
control and the acquisition o f  new enterprises. FIGs have also been responsible for 
introducing and expanding a qualitatively new model o f  outside corporate governance that 
creates an important role for a supervisory board between shareholders and management. 

1.73 The expansion o f  Ukrainian FIGs and their relations with government raise a number 
of difficult questions and challenges for future economic pol icy in Ukraine. Problems in 
monopoly power, predatory behavior, and unfair competition are prominent among those 
problems. Yet, ironically, FIGs may have actually played an important role in creating a 
more competitive environment in the Ukrainian economy since the mid- 1990s. Government 
administrations at both the national and subnational levels continued to play the dominant 
role in the economy for most o f  the 1990s. Even fol lowing mass privatization, the influence 
of the State remained ubiquitous, and a number o f  the f i rs t  and most important FIGS were 
formed at the initiative o f  government. More recent years have witnessed a transformation o f  
a handful o f  FIGs into groups with interests in many different regions and sectors o f  the 
economy. This has had the effect o f  both increasing their independence from subnational 
governments, and o f  placing them in direct competition with one another in a number of 
markets. This i s  evidenced in part by an increasing number o f  appeals to regulatory 
authorities and court cases that involve conflicts between competing FIGs. President 
Kuchma appears to have adopted a strategy that deliberately preserves a balance o f  power 
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between different FIG interest groups within the presidential administration and central 
government. 

1.74 What are the relationships between Ukrainian FIGs, the Ukrainian economy, and the 
large business groups o f  the Russian Federation? From the information gathered by 
Verkhovodia, et al. and Leonov, the presence and influence o f  Russian FIGs within Ukraine 
i s  perhaps lower than might be expected, given the cultural, historical, linguistic, and 
institutional ties between the two countries. On this question, however, two important points 
deserve emphasis. First, given the political tensions surrounding Russian capital in Ukraine, 
i t may often be  advantageous for Russian investors to invest in Ukraine through Ukrainian or 
other foreign counterparts. The purchase several years ago o f  regional electricity distribution 
networks (Oblenergos) by Russian investors through Slovak companies i s  a case in point. 
Second, Russian investors (business groups) do indeed play an important role in some sectors 
o f  the Ukrainian economy, and this role may be increasing. Russian groups have purchased 
almost al l  o f  Ukraine’s o i l  processing facilities, made large investments in this sector, and 
rapidly transformed refined o i l  into one o f  the major export commodities o f  Ukraine. 
Russian groups also have increased their involvement in metals, telecommunications, and the 
food industry, although it remains unclear to the degree that political tensions, as wel l  as 
overall common discrimination against foreign investors in Ukraine, will continue to limit 
this role. 

1.75 Leonov examines the question o f  the degree o f  openness and transparency o f  
Ukrainian FIGs, and concludes that this level remains quite l o w  in general. This includes the 
timely disclosure o f  reliable information o n  charters, financial balances, audits, changes in 
management, and other activities. Nevertheless, Leonov and Verkhovodia, et al. both 
document a trend within a subset o f  Ukrainian FIGs toward more openness, a greater 
willingness to conform to off icial laws and regulations, and, in some cases, concern about 
developing a favorable international reputation. A leader in this regard i s  the large metal 
conglomerate, Interpipe, which has recently subjected i t s  complete structure to an 
international audit. I t  appears that many Ukrainian FIGs currently stand at a crossroads in 
terms o f  business strategy. One option i s  to “come clean,” open the books, and adopt high 
standards o f  corporate governance and behavior, with the goal o f  becoming more accepted o n  
world markets and attracting foreign capital. At the same time, many owners and managers 
o f  FIGs continue to profit f rom special relations with the government, unfair competition, or 
opportunities to channel state resources to affiliated interests. Under these circumstances, 
FIGs may have a strong incentive to keep a large share o f  their activities concealed and 
sacrifice the potential benefits o f  international acceptance and foreign capital. As discussed 
in Chapter 3, one o f  the central pol icy questions for Ukraine in coming years is how to 
influence this fundamental strategic choice within Ukrainian FIGs. 

F. CONCLUDING COMMENTS: GROWTH AND INSTITUTIONAL CHANGE I N  UKRAINE. 

1.76 To summarize, a particular interaction between external factors, internal pol icy 
changes, and reforms has altered fundamentally the opportunities, constraints, and incentives 
of Ukrainian f i r m s  and entrepreneurs. Under new conditions and incentives, the activities o f  
Ukrainian firms and financial organizations have, in turn, induced further institutional 
changes. This includes the development o f  an active market for corporate control, 
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restructuring, greater competition, and genuine market-based financial intermediation. 
Economic policies have played a central role in the recent growth. While extemal factors set 
the context for  and motivated many o f  the intemal changes, they by no means made 
inevitable many o f  the key government pol icy directions described above. 

1.77 Ukraine experienced the same sort o f  bad “virtual economy” equilibrium as the 
Russian Federation in the late 1990s. But one component o f  this equilibrium could not be 
sustained, namely the strong extemal inflows. The reversal o f  short-term capital flows in 
1998, tougher conditions for imported Russian gas, and the consequential financial crisis 
brought harder budget constraints and dramatic changes in the terms o f  trade favoring 
exporters and import-substituting industries. Yet an unstable macroeconomic environment, 
uncertainty about economic policy, and low domestic demand delayed somewhat the 
adjustment o f  the economy to the new conditions. Industrial output began to recover in 
1999, and strong growth in exports led the f i rst  year o f  GDP growth in 2000, during a time 
when consumption, wages, and domestic demand remained rather depressed. 

1.78 During 2000, the govemment sent a particularly strong signal that i t  would not revert 
back to past practices. On the contrary, there was no financial accommodation from the 
National Bank and the government worked actively to put the final nai l  in the coffin of the 
“virtual economy” by curtailing subsidies, eliminating non-cash instruments in budgetary 
operations, consolidating the state budget, cracking down o n  the energy sector and associated 
non-payments, changing tax rules, targeting administrative barriers to business, and pushing 
through far reaching reforms in agriculture and interbudgetary relations. Although several 
subsequent changes in government led to speculation o f  possible reversals o f  the new course, 
this has by and large not been the case. 

1.79 When domestic demand began i t s  strong expansion in 2001, the Ukrainian economy 
had changed significantly. Incentives to restructure and operate in the official economy 
relative to rent-seeking and lobbying for subsidies became much stronger for a large number 
of Ukrainian f i rms.  An expansion in profit-seeking activities o f  Ukrainian business groups 
can be associated with the acceleration in corporate takeovers, together with shifts in the 
structure o f  ownership, managerial incentives, and investments in restructuring. Money 
demand and the financial sector also began their rapid recovery and growth in this period. 
Since 2001, growth in the Ukrainian economy has been driven primarily by domestic 
demand. This growth can be associated with substantial welfare benefits for the population 
and progress in poverty reduction. Yet, as summarized in the following chapter, the 
challenges ahead for Ukraine remain formidable. 
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CHAPTER 2. OBSTACLES TO SUSTAINABLE GROWTH 

A. INTRODUCTORY COMMENTS 

2.1 The previous chapter focused primarily on positive recent developments in the 
Ukrainian economy and the identification o f  their sources. This is with good reason, as 
Ukraine has made remarkable progress in economic transition since the completion o f  the 
previous Country Economic Memorandum in 1999. Along with stabilization, economic 
growth, and increased welfare o f  the population, many o f  the institutional foundations o f  
a market economy are developing and maturing. Ukraine has genuinely entered a new 
stage o f  economic transition. 

2.2 A 
number o f  the sources of growth examined in the previous chapter are either o f  a 
temporary or uncertain nature. This includes a weak hryvnia, strong prices for Ukraine’s 
main exports, exceptionally rapid growth in money demand and credit, excess capacity in 
many Ukrainian enterprises, and significant energy and utilities subsidies. The inevitable 
weakening o f  some or al l  o f  these factors in the near or medium term implies that 
economic growth wil l depend increasingly on the evolution o f  Ukraine toward a more 
dynamic, efficient, and competitive economy with high rates o f  fixed capital investment 
and the capacity to adjust quickly to changing market conditions. This hinges first and 
foremost o n  continued improvements in the overall climate for business, investment, and 
fair competition. Despite some improvements, the business environment in Ukraine 
remains highly problematic. Substantial reserves for growth remain t ied up in sectors and 
enterprises with relatively l ow  profitability and competitiveness. Less restricted access to 
foreign markets wil l also become increasingly important for the continued expansion o f  
exports. As the relatively tight extemal and intemal financial constraints on state budgets 
ease with the growth o f  the economy, the government and the National Bank will also be 
challenged to maintain responsible macroeconomic pol icy in the face o f  strong political 
lobbies. 

Nevertheless, sustaining the strong positive momentum wil l not be easy. 

2.3 As indicated in Chapter 1, the economic growth in Ukraine so far appears 
consistent with benefits for poorer segments o f  the population. This reflects substantial 
increases in real wages and pensions, lower unemployment, and the recovery o f  social 
spending following the 1998 crisis. On the other hand, the future link between economic 
growth and poverty reduction could very wel l  weaken in the context o f  a growing 
concentration o f  wealth in large financial industrial groups, unfair competition, 
difficulties for small f i rms, and a business climate that s t i l l  encourages the flight o f  
capital offshore. Deteriorating infrastructure in energy and utilities i s  also a cause for 
concem for the welfare o f  the population, as are problems in access to quality services in 
health and education for poorer segments o f  the population. The recent revival in 
operations for many large industrial firms also brings to the forefront environment issues 
that are important for the sustainability o f  growth. 

2.4 While the current momentum in the Ukrainian economy could perpetuate growth 
in the near and medium term even without major pol icy and reform initiatives, this inertia 
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alone would imply a gradual slowdown, leaving Ukraine wel l  behind most other 
transition and medium income countries in welfare, development and integration with the 
world economy. Such a slowdown, together with declines in profitability and liquidity, 
was already visible in 2001-02 before the fortunate movements in export prices and 
further real depreciation o f  the hryvnia with respect to the Euro and ruble in late 2002 and 
2003. This chapter will examine some o f  the most important areas o f  vulnerability for 
the future development o f  the Ukrainian economy, while the following chapter turns to 
the pol icy implications o f  these conclusions. Separate sections examine risks associated 
with the exchange rate (exports), investment, the financial sector, and problems in the 
business environment. 

B. EXPORTS: EXCHANGE RATE APPRECIATION, VOLATILITY, AND MARKET 
ACCESS 

2.5 Exports play a central role in the Ukrainian economy, generating revenues 
equivalent to over 50 percent o f  GDP. As examined in Chapter 1, industrial exports led 
the beginning o f  the rapid growth in 2000, and have also played a key role in stimulating 
domestic demand and supporting investment growth, But exporters have profited from 
exceptionally good conditions during 2000-04 that are unlikely to be sustained. The 
primary risks include a l ikely real appreciation o f  the hryvnia, uncertainty surrounding 
export prices, and the continued concentration o f  over 40 percent o f  exports in metals, 
where a large share o f  f i r m s  already operate on the margin or in the red. Chapter 1 and 
Pindyuk and Piontkivsky (2004) in Volume 2 o f  this C E M  emphasize the degree to which 
a weak hryvnia and strong world prices have played in the recent export growth, and 
suggest a strong sensitivity o f  some major export groups to these variables. 

2.6 In spite o f  sizeable current account and balance o f  payments surpluses, the 
hryvnia has not appreciated significantly in recent years, and remains wel l  below i t s  pre- 
crisis level in real terms against the Euro, dollar, and the Russian ruble.3' In the two-year 
period from mid-2000 to mid-2003, the hryvnia actually depreciated in real terms (CPI 
based) by 10 percent against the Euro and 18 percent against the Russian ruble, while 
appreciating by 11 percent against the U S  dollar. The question o f  why the hryvnia has 
not appreciated in real terms in the presence o f  strong balance o f  payment inf lows i s  the 
other side o f  the mystery as to why very rapid (over 40 percent annual) increases in 
money supply from unsterilized foreign exchange purchases by the NBU have not been 
inflationary since 2000. As emphasized in Chapter 1, this has been an exceptional period 
o f  money demand growth in Ukraine that i s  virtually without parallel in other transition 
economies. 

2.7 The exceptional growth in money demand in Ukraine reflects both a l ow  init ial  
level and a sudden burst o f  new confidence in the hryvnia along with stabilization. In the 
future, (real) money demand growth should be expected to converge toward the growth 
rate o f  the economy. Under these conditions, continued balance o f  payments surpluses 
wil l put the hryvnia under strong pressure for real appreciation, either in nominal terms or 

3 1  As indicated in Chapter 2, the real value o f  the hryvnia in mid-2003 continued to stand at 63, 58, and 18 
percent weaker (by CPI-based REER) relative to the EURO, dollar, and the Russian ruble, respectively. 
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through more rapid inflation at the fixed exchange rate. This i s  a natural phenomenon 
under the current circumstances in Ukraine and, under the right pol icy mix, could 
actually boost consumption, investment, and GDP growth. The standard growth story in 
Eastern Europe has involved stronger exchange rates, with current account deficits 
financed by inflows o f  direct foreign investment. But given the prominent role played in 
Ukrainian growth by exporters, some o f  whose viability may be quite sensitive to 
exchange rate movements and unpredictable swings in world prices, growth in Ukraine’s 
traditional export sectors may slow down considerably. Even at a relatively weak real 
exchange rate, there were already signs o f  this sort o f  slowdown in 2001 and 2002. The 
potential high vulnerability o f  exports to an extemal shock i s  s t i l l  another source o f  
concern. 

50 -. 

2.8 Accounting for over 40 percent o f  al l  Ukrainian goods exports, metallurgy i s  a 
primary source o f  vulnerability. Figure 2.1 plots measures o f  relative input and output 
prices faced by Ukrainian exporters in metallurgy. The upper curve i s  the average UAH 
export price received by Ukrainian metals exporters. This curve i s  affected by both 
exchange rate and world price movements. The lower curve shows (official) average unit 
UAH costs for metals producers. Given rather l o w  PPI inflation in recent years, this 
curve has not increased at nearly the same pace as the export price, thereby generating a 
much larger prof i t  margin for Ukrainian metals exporters since 1999. One the other 
hand, average wages, as represented by the middle curve in Figure 2.1, are one 
component o f  costs that has been growing quite rapidly. Rising wage rates are also the 
primary factor behind the increasing trend in average costs. The book value o f  unit 
average costs most l ikely underestimates actual costs in the metals sector, as most 
depreciation allowances have not been adjusted since the rapid inflation in 1998-2000. 
Quite likely, actual unit costs for metals exporters are somewhere between the wage cost 
and unit cost curves in Figure 2.1. 
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2.9 Assuming that actual unit costs are somewhere between book value unit costs and 
wage costs represented in Figure 2.1 , 2000 emerges as a particular banner year for metals 
exporters. The depreciation o f  the hryvnia was followed by sharp increases in average 
metals prices at a time when domestic costs were s t i l l  quite low. 2001 saw a 
deterioration, as costs increased and metals prices dipped a bit. The new VAT rules and 
trade barriers also limited metals exports to the Russian Federation at this time. This 
deterioration carried into 2002, as metals prices did not increase until the latter part o f  
that year. Finally, a 24 percent average strengthening o f  metals prices in the f i rs t  ha l f  o f  
2003 again improved the situation, and prices became even stronger in 2004. These 
trends are directly reflected in official indicators o f  performance o f  metallurgy during 
these years, as given in Figure 2.2. 

Figure 2.2: Selected Indicators from Metallurgy 

1 

2000 2001 2w 2003 H I  -1 0 

-20 
ingrowth in output (%) share of profitable enterprises growth in fixed capital investment H profitability1 

Source: Derzhkomstat, Ministry o f  the Economy, World Bank calculations. 

2.10 Even during the highly favorable economic conditions in 2000, 37 percent o f  
Ukrainian metal f i r m s  nevertheless reported losses for the year. This reflects what 
appears to be a very high variance in profitability within the metals sector, with many 
lagging enterprises relying on outmoded open-hearth furnace steel p r o d ~ c t i o n . ~ ~  As a 
whole, the industry responded strongly to the opportunities presented by price 
movements in 2000, increasing output by an estimated 20 percent and fixed capital 
investment by 45 percent. The off icial measure o f  profitability for metals in 2000 was 

32 T h i s  i s  the conclusion reached in IER (2002), pp. 15, para. 4. Open-hearth furnace production continues 
to account for almost 50 percent o f  Ukrainian steel output. 
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9.8 percent. In 2001, however, a l l  three o f  these indicators fe l l  significantly. In 2002, the 
number o f  metal f i r m s  reporting losses soared to almost 50 percent, while output 
increased by only 4 percent and investment growth tumed negative. Profitability also 
fell. In 2003, growth, investment, and profitability al l  picked up again, although the 
share o f  official loss-making firms remained high. 

2.1 1 Pindyuk and Piontkivsky (2004) offer econometric evidence consistent with the 
above story, concluding that metals appear quite sensitive to price and exchange rate 
movements. They estimate that a 1 percent increase in the export price o f  metals can be 
associated with roughly 0.4 percent growth in the quantity o f  metals exports, while a 1 
percent real depreciation o f  the hryvnia yields 0.6 percent growth. This presents r isks to 
the Ukrainian economy from at least two points o f  view. First, given the high share o f  
metals in Ukrainian exports, it implies that a price or exchange rate shock could have a 
strong impact on the economy. But questions concerning the medium or long-term 
competitiveness o f  a large part o f  the Ukrainian metals industry are even more serious. 
In addition to a weak exchange rate, metallurgy has profited from cheap energy 
resources. Energy accounts for 30 percent o f  costs in metallurgy, while coal prices for 
metals producers remain depressed and payment arrears o f  metal firms for gas have been 
~ u b s t a n t i a l . ~ ~  Metal  f i rms have also been among the primary recipients o f  special tax and 
price benefits. In 1999-2002, the “experiment” in mining and metallurgy allowed for the 
postponement o f  tax payments by 36 months, a 50-70 percent reduction in the profi t  tax, 
and other privileges. These special benefits were revoked in 2003, but special protection 
continued in the form o f  high export duties on scrap metal. Metal  f i r m s  have also 
received special electricity price subsidies at various points in time. Neither the weak 
hryvnia nor energy subsidies appear sustainable over the medium and longer term. Real 
wage rates also continue their rapid accent. Thus, i t  appears l ikely that a share o f  the 
metals industry wil l require restructuring and substantial downsizing. This includes firms 
that may even be profitable under current conditions. M u c h  the same argument can 
probably be made for the traditional export industry o f  chemicals, which s t i l l  accounts for 
another 8 percent o f  Ukrainian goods exports. A primary structural, political and social 
hurdle for Ukraine wil l be facilitating the transfer o f  labor and other resources from l o w  
and negative value added areas o f  these traditional industries to more profitable areas o f  
the economy. 

2.12 Domestic industries should also face some additional competitive pressure f r o m  
imports as the hryvnia strengthens, wages increase further, and selected tariffs and non- 
tari f f  barriers are lowered or removed in accordance with WTO requirements and trade 
arrangements with the European Union. Pindyk and Piontkivsky (2004) highlight a high 
elasticity o f  imports with respect to the real exchange rate, Nevertheless, a number o f  
Ukrainian industries would benefit greatly from a more open economy and better access 
to foreign markets. This i s  certainly the case for agriculture and the food industry. 

33 A recent World Bank study concludes that average coal prices in Ukraine are at least 15 percent, and 
possibly as much as 40 percent below the appropriate domestic value. (World Bank (2003a). As o f  
January 2003, metallurgy accounted for an estimated 45 percent of  al l  payable arrears to the gas sector, an 
amount equal to UAH 141.8 mil l ion (World Bank (2003f)), pp. 14, Table 10. 
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2.13 Metals, chemicals, agriculture and food are, unfortunately, particularly sensitive 
areas in foreign economic relations. Within Ukraine, these industries could become 
highly constrained by domestic demand, which cannot continue to grow at the same pace. 
Indeed, Ukraine appears to suffer significantly from problems in foreign market access in 
these areas. As discussed in the previous chapter, tense trade relations with Russia can be 
associated with very slow export growth to the CIS region after 2000. Such barriers have 
also undoubtedly l imited exports o f  some goods to the EU, the US, Canada, and a number 
o f  other countries. From 1999-2002, Ukraine was hit by 24 separate anti-dumping 
measures from WTO member countries, mostly originatin in the US, the EU, and 
Canada, which have affected primarily metals and chemicals4 The actual magnitude o f  
the distortions in Ukrainian trade patterns due to restricted market access i s  somewhat 
difficult to assess. On the basis o f  a gravity model analysis, Aslund and Warner (2003) 
argue that the share o f  Ukrainian exports to the EU should rationally be almost triple i t s  
current level o f  20 percent (excluding recent accession countries). On the other hand, 
another gravity model analysis in a recent World Bank report (World Bank (2003e), 
which attempts to account for alternative gravity pulls from other regions, suggests that 
overall Ukrainian trade volume with the EU is  largely in line with model predictions. 
Regardless o f  the conclusion drawn on this specific question, there seems little doubt that 
Ukrainian exports continue to suffer from problems o f  market access. Unless Ukraine 
can improve foreign trade relations, these problems could become an increasing 
constraint on the economic expansion. 

c. INVESTMENT R I S K S  

2.14 The fact that growth in fixed capital investment has even exceeded GDP growth 
in recent years i s  one o f  the most encouraging signs for Ukrainian economic 
development. Nevertheless, the current pickup in investment began from very l ow  levels 
(Figure 2.3). 

Figure 2.3: Index of Fixed Capital Investment 
(1 990=100) 
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34 IMF (2003b), pp. 50-51. 
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2.15 In the national accounts, fixed capital investment in Ukraine now accounts for 
close to 20 percent o f  GDP. Almost a quarter o f  this investment is in real estate. The 
figure o f  20 percent i s  similar to many other transition economies in the region (Figure 
2.4), yet lower than in most o f  the more advanced transition countries that have 
succeeded in attracting high levels o f  direct foreign investment. Among the more 
advanced countries, Poland i s  currently an outlier with fixed capital investment at only 19 
percent o f  GDP in 2002. Yet investment in Poland amounted to over 24 percent o f  GDP 
from 1997-2000. As indicated in Figures 2.4 and 2.5, there i s  a strong correlation (.75) 
between transition countries with high investment/GDP ratios and countries that have 
attracted relatively high foreign direct investment. Leshchenko (2004) finds a similar 
relationship among different Ukrainian regions. 

2.4: Shares o f  Fixed Capital Investment in GDP in Selected Transition 
Economies 

Source: 2003 EBRD Transition Report. 

Figure 2.5: Cumulative per Capita FDI in Selected Transition Economies 
(1998-2002) 

Source: 2003 EBRD Transition Report. 

45 



2.16 Although investment levels in Ukraine appear adequate to support economic 
growth in general, i t  i s  not clear if they wil l  be sufficient to support a sustained period o f  
rapid growth over the medium term. Strong growth since 2000 has undoubtedly reflected 
l o w  marginal costs for expanding production in many areas due to excess capacity after 
the free fal l  in output o f  the 1990s. Under these conditions, growth in domestic demand 
has had much more o f  an impact on output than prices. Yet marginal costs are increasing 
as capacity constraints become more binding, which makes fixed capital investment, 
along with a more efficient allocation o f  existing resources, increasingly important as a 
determinant o f  future growth potential. 
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2.17 On this question, the energy and utilities sectors deserve special attention. 
Throughout the transition period, these sectors have consistently provided implicit 
subsidies to the population and producers through low  tariffs and non-payments. Part o f  
these subsidies has been passed on to government either through tax arrears o f  energy 
companies or direct budgetary subsidies. Yet another part has been financed through 
postponing investments and allowing the gradual deterioration o f  infrastructure. This 
was a feasible strategy during the period that output and energy demand were declining, 
and thereby leaving considerable excess capacity in energy. By expert assessments, 
substantial excess capacity has st i l l  not been exhausted in electricity. Yet, as energy ~ 

demand continues to increase and infrastructure deteriorates, a day o f  reckoning wil l  be 
unavoidable. (Figure 2.6). 
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Source: Derzhkomstat, World Bank calculations. 

2.18 A recent Wor ld  Bank study indicates that deterioration o f  infrastructure in the 
natural gas industry has already reached a point o f  concern, particularly as Ukraine needs 
to maintain i t s  credibility as a reliable pipeline transportation route for Russia.35 World 
Bank estimates place needed rehabilitation investment in the transmission system alone at 

35 World Bank (20030. 
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US$300-400 m i l l i on  over the next several years, and most l ikely a similar sum wil l be 
needed for the rehabilitation o f  distribution. Furthermore, Ukraine can profi t  greatly 
from the expansion o f  i t s  gas transmission capacity and exploitation o f  i t s  own  sizeable 
gas reserves, but this would require substantial investments o f  probably up to US$6 
billion.36 

2.19 In addition to robbing the energy sector o f  needed investment resources, l ow  
energy prices and continuing problems in payment discipline encourage wastefulness and 
distort the production input mix toward energy-intensive technologies. The solution to 
these problems requires higher average tariffs for gas, electricity, coal, and water, 
together with the enforcement o f  payment discipline, Under these conditions, Ukraine 
could also attract major foreign investment to meet overhead financing needs in energy. 
Whi le these measures are necessary to ensure the viability o f  the energy sector, economic 
efficiency, and the sustainability o f  growth, they may have a temporary negative effect o n  
some o f  the current areas o f  growth in the Ukrainian economy that rely on cheap energy. 
They also require social assistance to protect poorer households from the effects o f  higher 
energy and utilities tariffs. Thus, this i s  another area where needed structural adjustment 
st i l l  stands between Ukraine’s current situation and a sustainable long-term growth path. 

. 

D. R I S K S  IN THE FINANCIAL AND BANKING SECTORS 

2.20 As summarized in Chapter 1, developments in the financial and banking sectors in 
Ukraine since 1999 have been quite dramatic. Ukraine was distinguished from most 
transition countries in the second hal f  o f  the 1990s by particularly l ow  levels o f  
monetization and commercial credit to the non-financial sector. By 2003, this was no 
longer the case. By both o f  these measures, Ukraine has now become a leader among 
CIS countries. But the rapidity o f  these developments i s  in itself a signal that their 
stability may be questionable. Financial and banking crises have been quite common in 
emerging market and transition countries. The good news from this experience i s  that, if 
problems in the financial sector are managed correctly by the govemment and National 
Bank, the overall impact on the economy from instability in the banking sector can be 
quite limited (Berglof and Bolton (2003)). This was already the case for Ukraine during 
the financial crisis o f  1998. But given the increased importance o f  the financial sector in 
the Ukrainian economy today and the growing role that financial markets are playing in 
financing not only working capital but investment (see Chapter l), the impact o f  
instability in the banking sector would certainly be o f  a greater magnitude in Ukraine 
today than during the late 1990s. 

2.21 Although Ukraine has made strides in the stabilization o f  expectations on inflation 
and the exchange rate, memories o f  instability in the not so distant past imply that these 
expectations could s t i l l  be volatile. The National Bank’s awareness o f  this fact i s  one 
reason why i t  has kept the nominal exchange rate stable against the U S  dollar for such an 
extended period o f  time. Given that growth in money demand cannot continue for long at 
the current pace, maintaining stable expectations may require a somewhat more complex 

36 Ditto, pp. 5,24. 
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monetary pol icy in the future, as discussed in Chapter 3. A destabilization o f  
expectations o n  inflation or the exchange rate remains an important, although avoidable, 
risk. 

2.22 The development o f  the banking sector in Ukraine has been a complicated 
process. The instability o f  the 1990s culminated in the bankruptcy o f  Bank Ukraina in 
2001, which had accounted for 10 percent o f  al l  bank assets. The number o f  registered 
commercial banks in Ukraine has declined from 230 in 1995 to 180 in 2003. In recent 
years, while increases in bank assets, deposits, and (particularly) commercial loans have 
been extremely rapid, aggregate bank capital has remained virtually unchanged as a share 
o f  GDP (Figure 2.7) 

Figure 2.7: Selected Commercial Bank Indicators 
(as a share of GDP) 
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Source: NBU, Derzhkomstat, World Bank calculations. 

2.23 This increase in attracted resources and commercial loans relative to capital i s  at 
the heart o f  recent worries about the future health o f  the banking sector in Ukraine. 
While this i s  indeed highlighted as a major concern below, i t is important to keep in mind 
five facts about the current situation with regard to risks in the banking sector. These can 
be summarized as: 

> The recent expansion of loans and deposits has occurred on a commercial basis 
and, for the most part, does not reflect an injection of resources from the 
government or the National Bank. Use of the refinance facility has been highly 
limited and outstanding claims of the NBU on commercial banks remain at very 
low levels. 

P Many of the poorly-capitalized Ukrainian banks do not work with household 
deposits or have access to NBU refinance. Their solvency is typically tied to the 
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client enterprises that they service. I n  this case, the risks of failure are entirely 
internalized by the banks and their aflliates. 

P Household deposit insurance remains modest at UAH 1200-2000 per depositor, 
most likely implying a manageable fiscal burden from individual bank failures. 

P Volumes on the inter-bank loan market are quite modest, implying a high degree 
of f inancial independence of commercial banks from one another. Thus, the 
failure of individual banks need not pose a systemic risk. 

P With the exception of one large problematic bank that is undergoing 
rehabilitation, most Ukrainian banks appear solvent at the present time. 

2.24 The above conditions imply that the National Bank has the opportunity to manage 
possible individual bank failures, including those o f  larger banks, in a manner that does 
not threaten the banking sector as a whole, le t  alone other sectors o f  the economy. 
Central to this task, o f  course, i s  maintaining the stability o f  the expectations o f  
depositors. 

2.25 What are the current r isks to individual banks? Although recent data would 
indicate a high degree o f  solvency, the ability o f  many banks to withstand an external 
shock or economic downturn might be questioned. Furthermore, even in the event that 
the overall macroeconomic picture remains positive, i t  appears l ikely that a number o f  
banks wil l s t i l l  begin to experience problems. The main concern i s  the degree to which 
l ow  capitalization and increasing competition are inducing banks to adopt excessively 
risky investment strategies and excessively costly strategies for attracting resources. An 
effect o f  increasing competition in the banking sector i s  visible in rapidly-declining 
interest rate spreads between loans and deposits (Figure 2.8). Competition for deposits 
has kept average interest rates in 2003 at almost the same level as 2002 at a time when 
average real interest rates on loans have fallen with inflationary expectations from over 
20 percent in 2002 to under 15 percent in 2003. These spreads are s t i l l  high by 
international standards at 7.5 percent. However, for various reasons, operating costs o f  
Ukrainian banks are also quite high. In addition, high real interest rates on both loans and 
deposits are a source o f  concern, as they imply both high contingent r isks for loan 
portfolios and high future liabilities. While the off icial NBU number on the share o f  bad 
loans in outstanding commercial credit has fallen significantly in recent years, reaching a 
mere 2.7 percent in 2003, a recent IMF assessment that employs international definitions 
estimates the share o f  classified loans (substandard, doubtful, and hopeless) to be as high 
as 22.37 

37 IMF (2003a). 
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2.26 The recent expansion in commercial credit in Ukraine has been particularly 
concentrated in long-term loans o f  over one-year duration. While the growing 
contribution o f  commercial banks to investment resources has certainly had positive 
benefits for the Ukrainian economy, this is perhaps the most worrisome indicator f rom 
the point o f  view o f  assessing the riskness o f  current commercial bank strategies in 
Ukraine. Long-term loans in a country l ike Ukraine are considerably more r isky than 
short-term loans. For this reason, long-term lending usually remains modest for 
commercial banks operating at their own  risk in transition or developing countries with 
high macroeconomic uncertainty, l o w  financial transparency in business, and weak 
institutions for upholding creditor rights. A large share o f  new commercial loans in 
Ukraine, and o f  long-term loans in particular, i s  denominated in foreign currency (see 
below). This implies an additional high exchange rate risk, as many f i r m s  would not be 
able to pay back such loans after the devaluation. 

2.27 O n  this point, i t  is  instructive to compare Ukraine with the Russian Federation. 
The Russian Federation also experienced a banking crisis in 1998, and has subsequently 
witnessed an expansion o f  commercial credit along with economic growth that parallels 
that in Ukraine. While bank credit in Ukraine expanded from 9 to 25.7 percent o f  GDP 
between 1999 and 2003, commercial credit in Russia also increased significantly f rom 12 
to 22 percent during the same period. In addition to the difference in the overall pace o f  
growth, Figures 2.9 and 2.10 reveal important qualitative differences between the nature 
of credit expansion in Russian and that in Ukraine. In Russia, this expansion has been 
primarily short-term credit denominated in rubles for the financing o f  working capital, 
whi le the Ukrainian expansion since 2000 has been concentrated in long-term loans, a 
full half o f  which are denominated in foreign currency. This growth in Ukraine became 
particularly rapid in 2002-03. 
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Figure 2.9: Ukraine: Short- and Long-Term (over 1 
year) Commercial Credit 

(as a share of  GDP) 
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Source: NBU, Derzhkomstat, World Bank calculations. 

Figure 2.10: Russia: Short- and Long-Term (over 1 
year) Commercial Credit 

(as a share o f  GDP) 
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Source: Central Bank of Russia, Goskomstat Russia, World Bank calculations. 

2.28 Thus, evidence suggests that many Ukrainian commercial banks are adopting very 
r isky investment strategies. This not only creates significant contingent risks in the event 
of an external price shock, exchange rate shock, or slowdown o f  the domestic economy. 
Even i f  the overall positive macroeconomic trends in the economy continue, the 
sustainability o f  the current credit expansion, particularly for long-term loans, appears 
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improbable, and the likelihood that a number o f  banks wil l experience financial distress i s  
high, This situation creates strong challenges for the National Bank in banking 
regulation; although the presence o f  the positive factors listed above imply that the 
situation should nevertheless be manageable for the NBU. In any case, the current rapid 
growth in commercial investment credit in Ukraine appears unlikely to be sustained. 

E. PROBLEMS IN THE CLIMATE FOR BUSINESS AND INVESTMENT 

2.29 The discussion in this chapter so far suggests that some o f  the current sources o f  
economic growth in Ukraine wil l likely not be sustained. This includes the expansion o f  
traditional energy-intensive export sectors, the rapid increase o f  domestic demand under 
conditions o f  excess capacity, and the very rapid expansion o f  commercial credit. In this 
context, future economic growth in Ukraine wil l depend increasingly o n  investment, 
restructuring, emerging or expanding new private firms, and a corresponding re- 
allocation o f  labor, capital, and resources to more efficient and higher value-added 
activities. The economic system must also develop the flexibility to adapt quickly to 
rapidly changing market conditions. In Ukraine, progress in these areas wil l  depend, f i rs t  
and foremost, on improving the overall climate in the country for business, investment, 
and fair competition. A number o f  recent surveys indicate that, despite the recent 
positive trends, the business environment in Ukraine remains quite problematic. 
Although some recent progress has been made in reducing the administrative costs o f  
doing business, the larger problems o f  unfair competition and regulatory capture may 
have become even more serious. The same is true in general for problems in the business 
environment due to activities o f  regional and local government administrations. 

Regulatory Instability, Unfair Competition, and Capture 

2.30 The previous chapter presented evidence o f  at least some progress in the 
alleviation o f  so-called administrative barriers to business related to costs in time and 
resources for registration, licensing, permits, certification, customs, and state inspections. 
These costs appear to have declined to levels comparable to most other transition 
countries in the region, as i s  supported by the 2002 cross country World Bank Business 
Environment and Enterprise Performance Survey (BEEPS). Further efforts in 
“deregulation” wil l hopefully sustain the momentum that Ukraine has established in this 
area. 

2.31 Nevertheless, there are other categories o f  problems with the business 
environment for which the situation remains particularly dif f icult  in Ukraine. Along with 
the expansion o f  the activities o f  large financial industrial groups, some o f  these problems 
may be becoming even more serious with time. Whi le Ukraine may have progressed in 
the battle with petty corruption, the larger and more complicated issues o f  regulatory 
capture, collusion between business and government, and unfair competition remain large 
thorns in the side o f  the business climate. The continued perception o f  a very high degree 
of instability in laws and regulations remains another serious problem. A few recent 
surveys attempt to measure perceptions o f  these larger problems, as well as place Ukraine 
in comparative perspective with other transition countries o f  the region. 
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2.32 In addition to conducting the larger survey discussed in Chapter 1, the World 
Bank CODB study (Palianystia (2003)) called together in 2002 a focus group o f  17 
representative small and medium-sized businesses in areas such as food, construction, 
manufacturing, and trade, with the goal o f  identifying the most important current 
problems in Ukraine’s business environment. Although this sample i s  very small, the 
results o f  this discussion are nevertheless quite enlightening for interpreting the larger 
surveys that are examined below. As a first exercise, members o f  the focus group were 
asked to rank various regulatory problems in terms o f  detrimental effects on their 
business activities. As illustrated in Figure 2.1 1, the focus group ranked larger issues o f  
selective (politically motivated) law enforcement, the use o f  state power in unfair 
competition, a weak court system, and the instability o f  regulations as being more severe 
problems than the standard cost o f  doing business issues o f  the time tax and informal 
payments. Complicated or contradictory rules and regulations were also considered to be 
a relatively minor problem. 

Figure 2.1 1: Regulatory Problems for Business 
(on a 1-10 scale with l=non-problematic and lO=severe problem) 

Use of state power in unfair competiti 

Selective law enforcement w th  political motiv 
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Necessity of making informal payme 

Too much time spent on public offici 

Rules too complicat 
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Source: 2002 World Bank Cost o f  Doing Business Focus Group o f  17 representative companies and 
managers. 

2.33 The opinions o f  this focus group o n  changes in the severity o f  these problems 
over time are also informative (Figure 2.12). Consistent with the positive results on 
deregulation reported in Chapter 2, the focus group perceived an improvement in the 
situation with regard to time wasted on interactions with state officials and petty 
corruption. Problems with the court system and the instability o f  regulations are 
perceived to be largely the same as in the past. Yet, the focus group actually perceived a 
deterioration with regard to the larger issues o f  grand corruption such as the use o f  state 
power in unfair competition and the selective enforcement o f  laws and regulations. 
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Figure 2.12: Regulatory Problem for Business: Has the Problem Been Getting Better or 
vane in Recent Yean? 

(-5=much worse and I=much better) 

Source: 2002 World Bank Cost of Doing Business Focus Group of 17 representative companies and managen. 

2.34 The IFC survey of over 2000 Ukrainian f i rms (IFC (2003)) asked a series o f  
questions related to the problems emphasized by the focus group. In both 2001 and 2002, 
managers were asked to identify regulatory problems that present a significant obstacle to 
their business. As shown in Figure 2.13, the largest number o f  responses in both years 
(70 percent) complains o f  taxation. W h i l e  Ukraine does suffer from a number o f  
problems in taxation, this result might be given a positive interpretation. Firms in almost 
any country would l i s t  taxation as a primary obstacle. Yet taxation i s  followed closely by 
problems in the instability o f  legislation and unfair competition. The categories o f  
corruption, political instability, and the regulatory environment also receive a number o f  
citations. 

Figure 2.13: Baniem to Business 
(“/a offirms that cited factor as a Significant obstacle) 
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Source: 2003 IFC Survey o f  over 2,014 f i rms  in 23 oblast centers (60 small firms). 

54 



2.35 Consistent with the perceptions of the focus group, a larger share o f  IFC survey 
respondents cited these larger problems as significant obstacles in 2002 than in 2001, 
particularly anticompetitive practices, corruption, and the interference o f  regional or 
central authorities. Conceming this latter problem, a recent survey conducted by the 
Institute for Economic Research and Policy Consulting (IER) o f  300 manufacturing f i r m s  
(Akimova and Kuziakiv (2003)) confirmed perceptions o f  the continued importance o f  
good informal relations with state officials for successful business in many areas (Figure 
2.14). The responses also indicate that the perceived degree o f  importance o f  these 
relationships did not decline from 1999-2002. Sti l l  another question in this IER survey 
asked f i r m s  about the degree to which changes in government officials have had an 
impact o n  the operation o f  the firm. 45 percent answered affirmatively in 2002, as 
opposed to 40 percent in 1999. 

Figure 2.14: Importance of Informal Relations with State 
Authorities for Success in Busibness 

(YO of f i r m s  who cite such relations as important) 
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Source: Ak imova and Kuziak iv  (2003). 

2.36 The BEEPs Survey places a particularly strong emphasis on the question o f  so- 
called “state capture,” which measures the ability o f  various conglomerates, 
organizations, or interest groups in the country to use informal power to influence the 
drafting, adoption, and enforcement o f  various laws or regulations that affect the business 
climate. The first BEEPs survey o f  1999 compiled a “capture index” for transition 
countries in Eastem Europe and the CIS based on the degree to which Ukrainian firms 
complained o f  obstacles to business owing to various informal payments or favors that 
affect the pol icy and regulatory process in this manner. Among al l  o f  these countries, 
only Azerbaijan and Moldova had a higher capture index than Ukraine.38 The BEEPs 
survey o f  2002 asked a similar, though not identical, question o n  the influence informal 
payments are thought to  have on the pol icy and regulatory process. According to this 
index, Ukraine scored close to the average among other transition countries. 

38 

subject o f  state capture. 
Hellman, Jones, Kaufmann, and Shankerman, M. (2000) present the BEEPS results for 1999 o n  the 
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2.37 Yet informal payments are only the tip o f  the iceberg o f  regulatory capture and 
relations between business and government in Ukraine. First, influence flows both ways 
between government and business, and the capture o f  business by government may be as 
common as the other direction o f  causality. Second, the process o f  regulatory capture in 
Ukraine often takes a much more subtle form than outright payments or favors for 
regulatory decisions. For example, Ukrainian FIGS have direct or indirect representation 
in key government and regulatory bodies. Long-term mutually-beneficial relationships o f  
various sorts can also be as important as explicit payments in regulatory capture. 
Another question in the 2002 BEEPs Survey asks more generally about problems due to 
the influence o f  large conglomerates over pol icy and regulation. Figure 2.15 verifies that, 
by this measure, Ukraine remains an outlier among other transition countries. 

Figure 2.15: Influence o f  Large Conglomerates on on recently enacted laws and 
regulations that have a substantial impact on your business. 

(shares o f  firms indicating a "major" or "decisive" impact) 
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Source: W o r l d  Bank Business Environment and Enterprise Performance Survey (BEEPs) (2002). 

2.38 I t  is notable that a number o f  more advanced transition countries score poorly 
with respect to the measure in Figure 2.15. This most l ikely reflects the fact that some 
less developed transition countries do not yet have business groups that are powerful 
enough to capture the State. While Poland and the Slovak Republic score almost as high 
as Ukraine with respect to the perceived influence o f  large conglomerates, they st i l l  score 
lower with respect to more comprehensive measures o f  corruption. In the most recent 
comprehensive corruption index o f  Transparency International, Ukraine s t i l l  received a 
relatively l o w  rating (Figure 2.16). 
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Figure 2.16: Tranparency International 2003 Corruption Ratings 
(out o f  10 possible with 0 the most corrupt) 

Source: Transparency International. 

Subnational Government Administrations and the Business Climate 

2.39 The survey results examined above reveal growing complaints o n  interference by 
local government officials, and o f  a remaining widespread perceived need for good 
informal relations with regional or local administrations for successful business. 
Although regional and local government administrations have limited formal authority or 
budgetary autonomy in Ukraine, they continue to possess substantial informal authority 
on their territories. The sources o f  leverage over economic organizations are numerous, 
and include control over communal services and utilities, the selective enforcement o f  
laws and regulations, including payment discipline, influence over the courts, and 
discretion over tax conditions, including tax deferrals. The 2002 Wor ld  Bank Business 
Environment and Enterprise Performance Survey (BEEPS) confirm this strong informal 
authority o f  regional and local administrations in Ukraine. Despite the fact that Ukraine 
i s  a unitary state, Ukrainian businesses perceive the de facto influence o f  local 
administrations on how various central laws and regulations are drafted, interpreted and 
enforced on their territories to be quite strong relative to most other transition countries in 
the region (Figure 2.17). 

2.40 The IFC survey asked some specific questions about the activities o f  local 
(regional and municipal) officials. The results presented in Figure 2.18 for the years 
2000 and 2002 give l i t t le cause for optimism. Overall perceptions o f  local government 
by firms in the I F C  survey remain quite negative, and have actually deteriorated over 
time. Less than 20 percent o f  respondents in both years agreed with the statement that 
local government creates equal opportunities for firms on their territories, while the age 
of f irms that agree with a precise and accurate implementation o f  state laws and 
regulations by local governments fe l l  from 40 percent in 2000 to 27 percent in 2002. 

57 



Figure 2.17: Influence of Regional or Local Adminstrations on recently enactedlaw and 
regulations that have a substantial impact on your business. (shares of firms indicating a 

"major" or "decisive" impact) 
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Source: World Bank Business Environment and Enterprise Performance Survey (BEEPS) (2002). 

Figure 2.18: Perceptions of Local Government 
(YO o f  firms that agree with given statement) 
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2.41 What are the causes o f  the particular problems for the business environment 
created by regional and local government administrations? Chapter 1 summarized the 
sources o f  adverse incentives for local officials in Ukraine prior to the major reform o f  
2000-02.39 The two primary sets o f  problems were: (a) exceedingly l ow  explicit 
budgetary autonomy that essentially absolved local officials f rom genuine budgetary 

39 For a detailed analysis o f  some o f  these problems in Ukraine, see O'Connell and Wetzel(2003). 
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responsibility and encouraged them to realize their own de facto fiscal policies through 
various off-budgetary means; and (b) an expectation o f  soft adjustments in transfers and 
bailouts o f  social arrears that seriously weakened the perceived benefits from improving 
budgetary Performance at the local level, and further re-enforced incentives to keep de 
facto fiscal policies underground. Together with low official civil servant salaries, the 
consequential informal nature o f  local finance encouraged corruption and rent seeking 
relative to the promotion o f  a healthy overall climate for business and fair competition. I t  
also provided the motivation for collusive relationships between local administrations and 
large enterprises in their territories with the capacity for the direct provision o f  public 
goods. 

2.42 Chapter 1 also highlighted the recent reform in interbudgetary relations which is 
an important step forward toward solving problem (b) through a formula-based transfer 
system and the elimination o f  soft interbudgetary loans. I t  should be noted, however, that 
the existing transfer formula st i l l  places local administrations who improve their 
budgetary performance at a disadvantage in future transfer allocations. The formula also 
currently covers only regions (oblasts), districts (raions), and larger cities. In addition, 
the expectations and orientations o f  local government administrations might respond to 
this reform only with a delay, as trust in the stability o f  regulatory conditions i s  s t i l l  quite 
dif f icult  to establish in Ukraine today. 

2.43 If at least some recent progress has been made toward solving problem (b), 
problem (a) remains a major outstanding issue. As indicated in Figure 2.19, explicit 
budgetary autonomy on the revenue side o f  local budgets remains exceedingly low, and 
the interbudgetary reform has done l i t t le  to change this situation. 

2.44 In consolidated regional budgets, the share o f  revenues from local (own) taxes has 
actually declined from an already small 3 percent in 1999 to under 2 percent in 2002. For 
large and small cities, these declines were from 5 to 3 percent and 12 to 8 percent, 
respectively. The fal l  in the share o f  revenues from own taxes may have been partly 
offset by increases in non-tax receipts, which stood at over 7 percent o f  consolidated 
local revenues in 2002. In that year, 94 percent o f  these non-tax revenues consisted o f  
various administrative fees, charges, and fines. M u c h  o f  the growth in these non-tax 
receipts, however, reflects the fact that many o f  them have only recently been 
incorporated into the explicit budget. I t  i s  quite notable that these administrative non-tax 
receipts now comprise a more significant share o f  revenue at a l l  levels o f  local 
government than revenues from own explicit taxes. Transfers in 2002 also comprised a 
significantly larger share o f  local revenues than in 2001, although this i s  due in part to the 
introduction of the new subvention fund for financing a share o f  centrally-mandated 
expenditures in the regions. 

2.45 Thus, the central problem o f  exceedingly little budgetary autonomy at lower 
levels o f  government has not yet been addressed in the interbudgetary reform agenda. A 
lack o f  formal means to manage the revenue side o f  the budget, particularly at the 
municipal level, bears a direct relationship to continued distortions in incentives and the 
existence o f  “shadow budgets” at local levels o f  government. In a survey conducted for 
this C E M  through the Institute for Economic Research and Policy Consulting (IEA), over 
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30 percent o f  Ukrainian enterprises indicated their regular participation in off-budgetary 
programs associated with direct (non-tax) contributions or the direct provision o f  public 
goods and services to the region. Furthermore, these surveys indicate no perceived 
change in the frequency and burden of this participation between 2000 and 2003. These 
activities are in addition to a typical high remaining burden o f  social assets on the 
balances o f  enterprises inherited from the Soviet period. 

Figure 2.19: The Composition o f  Local Revenues: 1999 and 2002 
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Source: Based on MoF data and World Bank calculations (2004). 

The “Insider Economy” and Economic Growth 

2.46 A continued strong positive dynamic in the Ukrainian economy depends on the 
creation o f  a business climate that is favorable enough to ensure sustained 
competitiveness on world markets, and i s  transparent enough to support integration with 
world markets and greater market access. As emphasized in the previous chapters, while 
the business environment has improved in some areas, a large share of these 
improvements have been concentrated in larger business groups that can circumvent 
weaknesses in formal institutions through ownership ties, relations with government, and 
direct influence over the courts and other law enforcement/regulatory organizations. In 
this manner, these business groups have developed informal institutions to function in the 
very difficult business climate highlighted by the survey evidence above. FIGS have 
made a number of positive contributions to the Ukrainian economy, and have played a 
leading role in the development of institutions o f  corporate governance and financial 
intermediation. Nevertheless, this closed “insider” model o f  economic development now 
threatens to become one of the greatest obstacles to continued sustainable growth and the 
successful integration of Ukraine with the EU and world economy. While other 
transition countries in the region also suffer f rom symptoms o f  an “insider economy” 
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which functions on the basis o f  informal relations, special privileges, and a handful of  
dominant politicized business groups, Ukraine appears to be a particularly extreme 
example. By its very nature, the insider economy model: 

> Hinders fair competition. Fair competition, including the relatively easy entry o f  
new firms into markets, represents a primary component o f  an efficient and 
internationally competitive economy. As indicated above, unfair competition i s  
currently a primary obstacle to business in Ukraine. Furthermore, this problem may 
have even become more serious in recent years. 

P Encourages low transparency and corruption. Under the insider economy 
model, a large number o f  economic agreements o f  various shades o f  legality occur 
“under the table.” Many businesses that might prefer to work honestly according to 
the law and establish favorable intemational reputations can be discouraged from 
doing so due to pressures from competitors that gain advantages through special 
collusive relationships. As long as these under-the-table arrangements remain 
important, large Ukrainian businesses wil l be understandably reluctant to open their 
books. This helps explain why Ukrainian FIGS remain quite closed by international 
standards, and often appear reluctant to seek the investment or participation o f  
foreigners. In addition, collusive relationships between state officials and business, 
especially given the low explicit salaries for c iv i l  servants, naturally create a strong 
temptation for corruption and rent seeking. 

> Discourages foreign investment. The insider economy inherently puts 
“outsiders” at a strong disadvantage. These disadvantages find direct reflection in 
comparatively l ow  levels o f  foreign direct investment in Ukraine. Strong FDI inf lows 
could potentially become a major source o f  growth, welfare improvements for the 
country, and integration with the world economy. 

> Restricts the realization of true comparative advantage and the adaptability of 
the economy to changing market conditions. While collusive relations between 
various segments o f  the business community and government may generate high 
profits in “good times,” market conditions are subject to rapid change. Special 
support and preferential treatment for certain businesses and industries can perpetuate 
their dominance even when considerations o f  efficiency and comparative advantage 
would necessitate a reallocation o f  resources to other areas o f  the economy. 
Similarly, an anti-competitive environment in a profitable industry i s  often 
detrimental to i t s  expansion through higher production and the entry o f  new firms. 
Vested interests in certain sectors continue to create related obstacles in the Ukrainian 
economy beyond the unavoidable social costs o f  adjustment. For example, there are 
serious structural questions for Ukraine’s future economic viability associated with 
parts o f  the metallurgy-coal complex that need to be depoliticized to the greatest 
degree possible. 

, 

> Slows processes associated with integration with the world economy and access 
to foreign markets. As long as the conditions under which Ukrainian enterprises 
operate lack transparency, foreign businesses and governments wil l always find 
justifications for administrative decisions that protect their interests and markets f rom 
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Ukrainian competition. This includes tari f f  and non-tariff barriers to foreign trade, 
anti-dumping acts, and complications in the realization o f  Ukraine’s aspirations for 
WTO entry, free trade agreements, and eventual accession to the EU. 

2.47 To what degree would spontaneous (market) forces already at work in Ukraine be 
sufficient to realize the fundamental transformation from insider economy to competitive 
market economy based on transparency, rule o f  law, and fair competition? After all, the 
recent evolution of the Ukrainian economy has been consistent with the strengthening o f  
competition, efforts by business groups to work more within the law and, in some cases, 
attempts at increasing openness and transparency in the corporate sphere On the other 
hand, the perceived deterioration o f  the business environment with respect to measures o f  
capture, unfair competition, and the activities o f  state officials summarized in Chapter 3 
suggest that other compensating negative processes might be at work. Historical 
evidence suggests that aspects o f  the insider economy may be self-perpetuating in the 
absence o f  a vision at the top level o f  government, and a supporting alliance within the 
business community and c iv i l  society. Hellmann and Kaufmann (2002) highlight the 
point that the “crony economy” can become a vicious circle, whereby organizations that 
have the most influence over government and the courts accumulate more wealth and 
power, and thereby become increasingly capable o f  blocking investment in the 
development o f  formal institutions that would limit their power. Glaeser, Scheinkman, 
and Shleifer (2002) give a similar argument with historical perspective o n  how market 
institutions can be subverted by the wealthy and powerful in a developing country with a 
polarized income distribution and weak middle class. The growing relative wealth and 
power o f  Ukrainian FIGS may be a concern in this respect. 

2.48 Thus, there is no guarantee that the current conditions in Ukraine would be 
consistent with a natural spontaneous evolution to an economic system based on rule o f  
law and fair competition. Ukraine currently stands at a major crossroads in its 
institutional development. On the one hand, greater competition between various 
Ukrainian business interests and the many advantages that go with favorable international 
reputations are pushing toward more openness, transparency, and legality. On the other 
hand, the relative wealth and power o f  a handful o f  Ukrainian FIGS has increased during 
the recent economic upturn, and that wealth and power might be used to secure even 
greater insider advantages over potential competitors, as wel l  as to slow the development 
o f  institutions that could threaten to limit this power. In this context, the orientation and 
initiatives o f  the top level o f  government can be critical at this point in time, not only in 
influencing the path o f  institutional development itself, but also the speed at which this 
vital transformation in Ukraine can occur. 

2.49 In conclusion to this chapter, some o f  the factors supporting rapid growth in 
Ukraine s t i l l  appear to be o f  a temporary or unpredictable nature. Important sources o f  
vulnerability include a concentration o f  exports in metals, where price sensitivity i s  high 
and longer-term competitiveness is unclear, high r isks in the banking sector, substantial 
needs in fixed capital investment, restricted access to foreign markets, and remaining 
problems in the business climate owing primari ly to unfair competition, regulatory 
capture, and regulatory instability. To sustain the current strong momentum in economic 
growth and welfare improvements, Ukraine will need to improve the business and 
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investment climate, enhancing the ru le  o f  law relative to the “insider economy,” and 
forwarding the agenda o f  integration with world markets. The following chapter 
addresses these issues. 
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CHAPTER 3. BUILDING STRATEGIC VISION IN 
ECONOMIC POLICY AND REFORM 

A. INTRODUCTORY COMMENTS 

3.1 The preceding two chapters conclude that the recent performance o f  the Ukrainian 
economy has been quite impressive and encouraging, but that the future challenges 
remain formidable. In the absence o f  vision and determination at the top level o f  
government, the current strong positive trends should weaken progressively along with 
some o f  the exceptional factors that have contributed to economic growth in recent years. 
On the other hand, the unprecedented degree o f  economic stability in Ukraine today 
offers a major window o f  opportunity for the pursuit o f  policies and reforms that can 
ensure the sustainability o f  growth and future prosperity o f  the country. 

3.2 The adopted economic strategy of European Choice addresses many o f  the 
outstanding problems emphasized in the previous chapter. This includes strengthening 
legal and regulatory institutions, improving standards o f  corporate governance, reducing 
subsidies, continuing reform in agriculture, negotiating free trade agreements, and 
bringing numerous standards into harmony with WTO and EU requirements. European 
Choice makes the adoption and convergence to EU standards a primary anchor for 
economic reform. Thousands o f  individual laws, regulations, and standards have been 
changed, or are scheduled to be changed, in accordance with WTO accession and EU 
requirements. Ukraine has also established a set o f  Mil lennium Development Goals for 
elevating key social indicators in the direction o f  EU levels. This includes ambitious 
goals for poverty reduction, expanding access to quality health and education, reducing 
infant mortality, preventing the spread o f  HIV/AIDS , achieving environmental 
sustainability, and addressing gender inequality in the labor market. The next task will be 
a more precise formulation o f  pol icy and reform directions that are consistent with these 
underlying goals, including the prioritizing and sequencing o f  specific measures to make 
most effective use o f  the Ukrainian political process. Major elections make 2004 a 
particularly advantageous year for the articulation and realization o f  a more precise vision 
for the medium and longer-term development o f  the country. 

3.3 European Choice offers a potentially powerful framework for placing Ukraine o n  
a course toward sustained rapid growth, competitiveness on world markets, and the 
convergence to EU standards in output, welfare and regulation. The realization o f  this 
agenda wil l require a consistent application o f  a broad vision for the transformation o f  the 
country. Sustaining inclusive economic growth and achieving deeper integration with the 
EU necessitate, first and foremost, a clear and stable legal and regulatory framework that 
i s  consistent with fair competition, a favorable investment climate, and more equal 
opportunities for Ukrainian citizens. In light o f  the conclusions o f  the previous chapter: 
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The realization of European Choice requires transforming Ukraine from a 
predominantly “insider economy ” based on in formal relations, special privileges, and a 
handful of dominant ‘>politicized” business groups to an economy based on rule of law, 
transparency, and commitment to a level playing field for fair competition. 

3.4 The realization of this transformation wil l require combining determination at the 
top level o f  government with support o f  a strong progressive coalition in the business 
community and c iv i l  society. Such a coalition would have been exceedingly difficult to 
form in the past, as both government officials and powerful businesses typically had little 
interest in giving up their exceptional discretionary power and special advantages in the 
economic sphere. But the Ukrainian political and economic landscape has now matured 
to the point where such a coalition can be nurtured. An increasing number o f  business 
groups and firms in Ukraine would prefer a situation in which neither they nor their rivals 
need to waste resources on lobbying for special extra-legal relations or influence, under 
which neither they nor their rivals are able to operate under special exemptions or 
privileges, under which both they and their rivals are protected from unfair business 
practices, under which foreign trading partners and investors do not always suspect 
hidden subsidies and insider agendas. 

3.5 As described in the previous chapter, growing competition and other favorable 
changes in the Ukrainian business environment have already supported efforts by many 
financial industrial groups to work more within the law and, in a number o f  cases, 
improve their standards o f  openness and transparency. Many FIGS and other 
organizations indicate increasing ambitions to boost their international reputations with 
the goal o f  tapping international capital markets and securing better market access. 
Under these conditions, a strong strategic vision on the part o f  the Ukrainian government 
to facilitate this process would be welcomed by a significant portion o f  the Ukrainian 
business community. On the other hand, a handful o f  financial industrial groups have 
been accumulating wealth and power that could potentially be used to subvert market 
institutions even more effectively. In this regard, the worsening perceptions in the 
business community concerning unfair competition, regulatory capture, and corruption 
are a cause for concern. Resistance to reform should be expected in particular f rom some 
government officials who receive personal benefits f rom their discretion over the 
regulatory environment, and from certain business interests that may currently lack the 
foundation or determination to compete successfully on a level playing f ield or in world 
markets. 

3.6 Ukraine currently stands at an important crossroads. Vis ion and determination at 
the top level of government can be critical at this time for influencing the path o f  the 
country’s future development, including the pace o f  growth, improvements in social 
welfare, and integration with the world economy. As stated in the President’ address on 
European Choice, “the next decade wil l become critical in the settlement o f  these matters; 
otherwise Ukraine may be held at the sideline o f  global processes.” Ukrainian f i r m s  and 
other organizations wil l be choosing their future strategies based o n  expectations o f  the 
direction and pace with which the country is moving. Clear prospects for integration 
with world markets and expectations o f  fewer opportunities for rent seeking wil l naturally 
support heightened concern over international reputations and competitiveness, leading to 
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greater openness and the development o f  corporate culture consistent with the realization 
o f  European Choice. Expectations that Ukraine wil l remain largely an insider economy 
based o n  under-the-table relationships wil l perpetuate the reluctance o f  Ukrainian FIGS 
and firms to open their books or adopt high standards o f  corporate behavior. In this light, 
i t will be essential to build a consensus o f  positive expectations among a critical mass o f  
Ukrainian stakeholders. As long as businesses groups suspect that their competitors are 
obtaining special advantages from state officials, the courts, or regulatory agencies, then 
they wil l be inclined to protect their interests through the same means. 

3.7 In this context, the most effective strategy for the government will be to signal i t s  
resolve to realize the desired transformation on several different fronts simultaneously, 
thereby maximizing the probability o f  reaching this necessary consensus among a critical 
mass o f  stakeholders. At the same time, the government needs to adopt measures to 
reform itself and increase the interest o f  state officials at a l l  levels o f  government in 
promoting a favorable investment climate and alleviating poverty. The insider economy 
is a two-way street o f  business-government relations. K e y  general directions for 
economic pol icy are: 

9 Meeting future challenges in stabilization and bank regulation. Maintaining 
macroeconomic stability is  critical for sustaining growth. 

9 Upholding commitments to fair and stable rules and regulations. The 
govemment needs to develop a reputation for upholding medium and longer-term 
commitments to stable regulations and programs that send clear signals to the 
business community and the population. 

k Promoting fair competition and private sector development. Measures are 
needed to combat continuing high uncertainty, the absence o f  a level playing 
field, l ow  transparency, and selectivity in the enforcement o f  regulations. 

9 Creating a public sector that supports growth and poverty reduction. 
Completing reforms in interbudgetary relations and public administration, along 
with an active battle with corruption, can improve the behavior and efficiency o f  
state officials and administrations. Reforms in public expenditures can boost the 
effectiveness o f  social programs targeted at the poor. 

9 The determined pursuit of rapid integration with the EU and world economy. 
The government should leave as little doubt as possible about its determination to 
realize European Choice. 

3.8 
correspond to each o f  these themes. 

The remainder o f  this chapter will focus o n  key pol icy and reform goals that 
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B. MEETING FUTURE CHALLENGES IN STABILIZATION AND BANK REGULATION 

3.9 Macroeconomic stabilization i s  one o f  the most important factors behind the 
recent positive trends in the Ukrainian economy. While the government and the National 
Bank have demonstrated considerable skill in stabilizing the economy since 1999, 
Ukraine wil l continue to face challenges in this area. These challenges can be met 
effectively by building on areas o f  progress in recent years, developing more 
sophisticated tools o f  monetary pol icy and bank regulation, and managing possible 
individual commercial bank failures in a quick and effective manner. 

Fiscal Sustainability 

3.10 Progress in the budgetary sphere should be continued. From the point o f  view o f  
macroeconomic stability, the government wil l need to ensure that the tax base expands 
sufficiently with economic growth. Recent years show positive trends in the collection o f  
direct taxes o n  income and profits, but indirect taxation (VAT and excises) remains a 
primary area of weakness. The burden of direct (labor) taxation in Ukraine is already 
quite high relative to most other countries in the region, and the growing imbalance 
between direct and indirect taxation should be addressed through broadening the tax 
base and improving tax administration. For the VAT, broadening the tax base wil l 
require the reduction o f  s t i l l  substantial exemptions and measures to deal with the chronic 
problems o f  tax and refund arrears. Maintaining the momentum in reducing quasi-fiscal 
deficits wil l also be important, most notably the enforcement o f  payment discipline, 
rational energy and utilities pricing, and shifting the administration o f  remaining 
subsidies to the state budget. 

3.11 Given the aging o f  the population in Ukraine and the unsustainability o f  the 
current pay-as-you-go pension system, pension reform represents a key issue for the 
longer term. Fortunately, the Ukrainian government has made good recent progress in 
this area, and the approval o f  a comprehensive pension reform plan in 2003 represents a 
key accomplishment in economic reform. This pension reform introduces a multi-pillar 
system and a role for private pension funds. I t  potentially restores sustainability to the 
pension system, and enhances incentives for contributions by linking pension levels with 
lifetime income. The report prepared for this C E M  by Anusic and Petrina (2004) gives a 
positive overall evaluation o f  this reform, although it notes that some important 
outstanding issues will require attention. Simulations indicate that the sustainability and 
rationality of the pension system can be better ensured through an increase in the 
retirement age, particularly for women, reconsidering existing privileged pension 
benefits, scaling down plans for the initial pension adjustment, and committing to a more 
spec+ indexation scheme (See Anusic and Petrina (2004) for details). Pension 
contribution rates are already quite high in Ukraine. The appropriate prudential 
regulation o f  the new public and private pension funds raises another set o f  complicated 
issues. Given the existence o f  explicit or implici t  social insurance and st i l l  developing 
regulatory capacity, pension funds should most likely be restricted to very safe 
investments such as government bonds and foreign assets, particularly at the initial 
stages of their operation. 
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Monetary Policy 

3.12 Future effective monetary pol icy will depend on maintaining the independence o f  
the National Bank from the government, and on the continued exclusive focus o f  the 
NBU o n  stabilization and effective bank regulation. In 2003, the new leadership o f  the 
NBU signaled a change in strategy toward using the refinance facility for supporting 
particular priori ty sectors or investment projects in the economy. A special targeted long- 
term refinance facility was set up for this purpose, and loans from this facility totaled 600 
mi l l ion UAH as o f  September 2003. Fortunately, the National Bank has vowed to close 
this special long-term facility in 2004. 

3.13 Sstabilization policy in 2000-03 has profited from a virtual balance between 
purchases by authorities o f  foreign reserves from balance o f  payment inflows and growth 
in intemal money demand. The exceptional growth in money demand represents the 
restoration o f  confidence following the crisis o f  1998 and previous demonetization. This 
has allowed for a non-inflationary monetary expansion that wel l  exceeds growth in GDP. 
However, as money velocity stabilizes, the maintenance o f  such a balance in the future i s  
highly uncertain, and balance o f  payment inf lows should lead to increasing inflationary 
pressures at the stable exchange rate. Such pressures for the real appreciation o f  the 
hryvnia are natural under the circumstances, and the effects on welfare, consumption, and 
investment from a stronger hryvnia may actually be positive. At present, the balance o f  
payments surplus indicates that Ukraine i s  producing more than i t  is  consuming or 
investing, and effectively saving the difference through the accumulation o f  foreign 
assets. 

3.14 Thought should be given to the appropriate future exchange rate pol icy under 
these circumstances. The implici t  fixed exchange rate has been effective in stabilizing 
expectations in the aftermath o f  the instability o f  1998-99. Given the fact that 
expectations could st i l l  be destabilized relatively quickly, the National Bank has been 
hesitant to move away f i om a stable nominal exchange rate. Yet there are important 
reasons why the National Bank may want to consider introducing more flexibility into 
exchange rate policy. In the event that a strong balance o f  payments surplus i s  
maintained, a managed gradual nominal appreciation could help contain inflationary 
pressures. Second, Ukrainian authorities may want to avoid generating widespread 
expectations that they are committed to maintaining a fixed rate indefinitely. Fol lowing a 
possible balance o f  payments shock, such a commitment could lose credibility quickly. 
The recent experience with currency crises in many countries suggests the sensibility o f  
introducing some flexibility in exchange rate pol icy during “good times,” as opposed to 
waiting for “bad times” under which such a move could be perceived as a sign o f  
weakness and only further destabilize expectations. As trade with Europe expands and 
the EURO becomes increasingly important to Ukraine, policies aimed at stabilizing the 
exchange rate should also give more explicit attention to the EURO relative to the U S  
dollar. 

3.15 The overall potency o f  monetary pol icy could be enhanced through developing 
more effective instruments for the regulation of liquidity, especially considering the high 
uncertainty about future money demand. In particular, the restoration o f  an active market 
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in treasury bills would be very beneficial for this purpose, as long as this market 
remained modest and was used responsibly. In addition to the benefits f rom diversifying 
i ts  debt position, this i s  one reason why the Ministry of Finance might consider 
expanding domestic relative to foreign borrowing. A larger supply o f  T-bills would also 
give commercial banks a relatively l ow  risk interest-bearing asset for balancing the 
considerable risks in their current investment portfolios. 

The Regulation of  Commercial Banks 

3.16 The regulation of commercial banks poses considerable future challenges. The 
National Bank i s  currently taking measures to improve bank monitoring, and i s  also 
tightening minimum capital and other prudential requirements. The Wor ld  Bank and 
IMF prepared a Financial Sector Assessment in 2002 that offers detailed 
recommendations for improving commercial bank supervision and upgrading basic 
prudential regulations in line with Basel Core Principles. In 2003-04, the NBU worked 
in particular toward encouraging and enabling banks to boost their capital, while also 
putting into place a system o f  early warning indicators for identifying problems in 
commercial banks. W h i l e  the efforts o f  the NBU in this area should pay good dividends 
for the development o f  effective bank regulation, many prudential norms wil l 
nevertheless remain inherently difficult to measure and enforce in the current Ukrainian 
context. This particularly concerns banks whose finances are linked in complicated ways 
with larger financial-industrial groups. Nevertheless, Chapter 1 noted a number o f  
fortunate circumstances surrounding the recent expansion o f  the banking sector, namely 
highly restrictive refinance policies, very l imited deposit insurance, the small size o f  the 
inter-bank loan market, and the current apparent solvency o f  the vast majority o f  
operating banks. The combination o f  these factors implies that the National Bank should 
have the means to prevent systemic risk or prohibitively high fiscal costs from possible 
individual bank failures. 

3.17 The National Bank will nevertheless need to be consistent and firm in this area. 
Evidence suggests that a combination o f  l o w  capitalization and increasing competition 
are inducing many Ukrainian banks to adopt excessively r isky business strategies. In this 
context, i t i s  critical that banks are led to understand that they themselves must shoulder 
the r isks o f  their operations, and that future insolvency wil l result in bankruptcy and 
liquidation as opposed to a bailout. An expectation o f  accommodation o f  the National 
Bank wil l distort incentives in the direction o f  encouraging even more risky behavior, and 
increase the probability of systemic risk. From this point o f  view, i t  would be a mistake 
for the government to expand deposit insurance at this point in time. Access to NBU 
refinancing should also remain highly restricted. Growth in deposits has been quite rapid 
and adequate in the absence of such expanded insurance. In fact, as some struggling 
banks may begin to raise interest rates o n  household deposits in a desperate attempt to 
boost liquidity, the government might do well to signal to the population that depositors 
should not be entirely complacent about the choice o f  bank for holding accounts. 
Depositor confidence is not a positive phenomenon in the event that it i s  false confidence. 
In addition, the National Bank should consider restricting state deposit insurance or even 
the right to work with household deposits to commercial banks that meet particularly 
strong prudential requirements with respect to minimum capital, capital adequacy, and 
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other measures. As long as banks are operating with their own funds at their own risk, 
weak capitalization or violations o f  prudential requirements present much less social r isk 
or costs. Thus, the key to success in the regulation of commercial banks in the short and 
medium term will depend on forcing banks to intemalize their own risks to the greatest 
degree possible, and managing individual bank failures in a clear and quick manner that 
avoids systemic risk and the destabilization o f  the population’s expectations. This will be 
a difficult, yet feasible task for the Ukrainian government and the National Bank. 

3.18 The healthy development o f  the banking sector and financial intermediation will 
also depend o n  measures to boost the rights o f  creditors in the event o f  default on 
commercial loans. A particularly important goal is  the creation of conditions under 
which banks can seize collateral quickly in the event of default on secured loans. This i s  
s t i l l  often far f rom the case in Ukraine, and this fact hinders the development o f  financial 
markets and increases the r isks of commercial lending. Bo th  lenders and borrowers stand 
to prof i t  f rom measures in this area. Problems in creditor rights, including the case o f  
secured loans, received detailed attention in the recent IMF and Wor ld  Bank Financial 
Sector Assessment. Hopefully, the recent adoption o f  a new law o n  the Security o f  
Creditors’ Claims wil l have a positive impact on alleviating these problems. 

c. UPHOLDING COMMITMENTS TO FAIR AND STABLE RULES AND REGULATIONS 

Tax and Other Basic Regulations 

3.19 Given the high level o f  political and economic instability in the 1 9 9 0 ~ ~  economic 
pol icy in Ukraine focused understandably on short-term problems and issues. 
Government administrations continually adjusted laws, regulations, and other conditions 
on a discretionary basis in the context o f  crisis management. Despite enhanced 
macroeconomic stability and other positive trends o f  recent years, an excessively myopic 
pol icy orientation has largely survived through inertia. The relatively favorable 
conditions o f  recent years offer a vital opportunity for improving economic policy and 
combating the insider economy by shifting focus toward the implementation o f  
commitments to longer-term objectives consistent with the realization o f  European 
Choice. 

3.20 The costs to the Ukrainian economy from excessive myopia and discretion in 
economic pol icy and regulation are high. The current large number o f  important 
regulatory decisions at the day-to-day discretion o f  state officials i s  itself a key 
component o f  the insider economy, and re-enforces continued perceptions in the business 
community o f  necessary bilateral relationships with government and regulatory bodies. 
A dominant focus o n  helping various sectors, regions, and organizations with day-to-day 
needs encourages the wasting o f  resources on continual lobbying activities and the 
shifting o f  economic responsibility for private losses to the govemment. A sound 
business and regulatory environment requires stability. Recent survey evidence confirms 
that instability in rules and regulations remain a central problem for Ukrainian businesses 
and investors. Finally, weak confidence in the durability o f  basic laws and regulations 
feeds into political uncertainty o n  the future overall direction o f  change in the country. 
Here, the government must seize the initiative to signal its determination to establish a 
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regulatory environment in Ukraine that is highly conducive to investment, growth, and 
convergence to EU standards. 

3.21 Ukraine would profit greatly f rom a particular effort to avoid sudden policy 
reversals or administrative interventions into markets. The business environment in the 
country continues to suffer from adverse expectations that the regulatory environment 
can change suddenly in an adverse manner at the discretion o f  govemment officials. 
2003 witnessed two major negative examples in this regard. The recent decision to 
change customs procedures for o i l  exporters as an explicit method for forcing foreign 
investors to sell o i l  to the domestic market at lower prices sent very adverse signals to the 
business community. Similarly, the sudden introduction o f  administrative restrictions in 
agriculture in 2003 also cast a cloud over the investment climate in that sector. Foreign 
investment in o i l  refinement, which included considerable overhead costs for 
modernizing facilities, represents a major success story in FDI, and a significant factor 
behind the recent growth in Ukrainian exports. The enormous costs o f  such actions o n  
the expectations o f  potential future investors are even more serious than the direct costs 
of temporary market distortions. In particular, the Ukrainian government must fight 
expectations o f  future “hold ups,” whereby regulations or tax rules are changed to siphon 
off additional profits from investors after capital has already been sunk (initial costs 
already incurred). This goal cannot be accomplished in a pol icy environment that only 
takes a myopic perspective. The government should take a longer-term view and earn a 
reputation for upholding basic regulatory stability. 

3.22 Ukrainian firms continue to perceive rapidly changing tax rules to be a particular 
source o f  regulatory instability. This remains a serious obstacle to a favorable investment 
climate, the deshadowization o f  the economy, and the improvement o f  tax collection. 
While the development o f  an effective tax system in Ukraine wil l  certainly require further 
adjustments, most particularly measures to broaden the tax base, reduce the relative 
burden o f  direct taxation, and equalize tax conditions throughout the economy, the 
government should be aware that excessive sharp adjustments in tax rates and rules have 
serious costs to both business and state revenues. In the aftermath o f  the major tax 
reform o f  2004, the central government wil l have an opportunity to concentrate o n  
maintaining a greater degree of stability in major tax rules. Greater perceived stability 
in tax conditions alone can have a major positive impact o n  the business and investment 
climate in the country. 

3.23 This problem o f  instability in tax rules i s  a particular concem for small businesses 
and entrepreneurs. The current threshold o f  the simplified tax regime i s  somewhat 
problematic in that i t creates incentives for businesses and local govemments to keep 
f i r m s  small. Inflation has progressively made the current (nominal) threshold even more 
significant in real terms. Nevertheless, to the degree that narrowing this threshold 
requires increasing the tax burden on small businesses, this gap might be bridged only 
gradually with a goal o f  preserving a maximum degree o f  stability, perhaps even with a 
pre-announced schedule over time. Recent proposals and debates within the government 
concerning a possible sharp increase in the simplified tax had a negative impact o n  
expectations, and recent progress in the “deshadowization” o f  the small business sector 
could potentially be reversed. 
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3.24 Stability and transparency are also important conditions for other regulations 
affecting business. As i s  the case with taxation, a favorable business and investment 
climate in Ukraine requires the codijkation and stability of regulations concerning 
licenses, inspections, customs regulations, permits, price caps (in case of regulated 
monopoly), and other areas. In many cases, commitment to fair and stable regulatory 
rules may require the creation o f  regulatory bodies with a substantial degree o f  
independence from day-to-day government decisions. The particularly important case o f  
regulation in the energy sector i s  highlighted below. 

Budgetary Management 

3.25 Budgetary management in Ukraine i s  a prime example o f  an excessively myopic 
pol icy focus rooted in inertia from past years. The budgetary process currently gives 
exceedingly l i t t le  attention to issues beyond the scope o f  a single budgetary year. In 
addition, many, categories o f  the annual budget itself derive f rom inertia o f  previous 
years, essentially replicating past allocations without a comprehensive assessment o f  
existing programs from the point o f  view o f  rationality, efficiency, and the achievement 
o f  specific goals. 

3.26 The continued proliferation o f  various targeted government programs in Ukraine 
i s  a clear indication o f  this latter problem. At the end o f  2003, more than 150 targeted 
state programs were effective in Ukraine, most o f  which were outdated in design and 
completely de-linked from the budgetary process itself. Programs are typically 
developed in a declarative format; program sponsors insist  o n  incorporating into 
documents very broad principles pertaining to government support, but fa l l  short o f  
committing specific volumes o f  public financing. Such programs usually have l imited 
implications for actual decisions on the allocation o f  public funds. Moreover, most 
existing targeted programs suffer f rom unclear overall objectives, a lack o f  efficient 
monitoring mechanisms, and inadequate consultations with potential beneficiaries. 

3.27 Fiscal policy can be strengthened considerably though the adoption of a set of 
explicit and realistic medium-term priorities and targets. Such priorities should be 
identified through open public debates and an in-depth analysis o f  current trends, and 
subsequently finalized by a political decision at a high level o f  government. These 
medium-term priorities and guidelines should then comprise an obligatory framework for 
the preparation o f  annual budgets. Once established, they should be reviewed and 
updated annually as part o f  the regular budget process. Current areas in Ukraine that 
would prof i t  from a clearer articulation and adoption o f  specific strategic priorities and 
targets are: 

> medium-term parameters for the resource envelop: desirable level of tax burden, 
debt sustainability path, expenditure breakdown by level of government, etc.; 

> a restructuring of expenditures in the social sectors to increase their efficiency 
and make them more equalizing; 

> a planned transition from non-cash social benefits to targeted social assistance; 
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9 strict timetables for phasing out various budgetary subsidies and other forms of 
government support; 

9 an explicit link between the ongoing public administration reform, interbudgetary 
reform, and changes in the structure of expenditures; 

9 the concentration of existing fiscal resources in core areas, including public 
investments; and 

9 Ensuring that the annual budgetary process upholds needed medium-term 
regulatory stability. 

3.28 The Ukrainian Budget Code introduced a requirement (Article 38) for the 
preparation o f  three-year macroeconomic and fiscal projections. These projections have 
been developed every year since 2000, and are attached by the government to the annual 
draft Budget L a w  that i s  submitted to Parliament. This practice represents an important 
pre-requisite for improving fiscal management and shifting to a longer-term pol icy 
orientation. However, at present, the three-year projections have significant limitations in 
their format, status, and timing within the budget calendar. They are only descriptive by 
nature, and are intended to inform policymakers engaged in policy corrections and re- 
allocations. Best practice in fiscal management would accompany these projections by a 
normative medium-term fiscal plan that explicitly embodies government decisions and 
priorities, The projections also fai l  to provide sector ministries with a normative basis for 
their annual budgetary preparation. In particular, they do not specify ministerial 
expenditure ceilings and, therefore, do not communicate annual limits for budgetary 
requests. The projections are also not comprehensive, as they do not cover the whole set 
of public expenditures, for example the Pension Fund. 

3.29 A recent World Bank report on the budgetary process in Ukraine (World Bank 
(2002~)) provides detailed recommendations for strengthening the strategic focus in the 
budgetary process. These recommendations retain their validity. Specifically, this World 
Bank report  propose^:^' 

9 expanding the role of the Ministry of Finance in fiscal forecasting, budget 
formulation and coordination; 

9 developing a formal three-year rolling expenditure framework (MTEF) as part of 
the annual budget cycle, and linking the annual Budget Resolution with MTEF 
objectives and targets; 

9 introducing a system of budget ceilings for sectoral ministries (i.e., sectoral 
resource envelops) for a three-year period, which would improve predictability at 
the sectoral level; 

9 expanding the authority of sectoral ministries in the preparation of sectoral 
budgets (within established ceilings) and making ministries more accountable for 
the results of thesepolicies; and 

40 See also World Bank (1997), Public Expenditure Management Handbook, Washington. DC. 
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P preparing three-year sectoral expenditure programs that contain agreed 
underlying objectives, monitoring indicators, and a set of costed-out sectoral 
programs. 

3.30 In late 2000, with the support o f  international technical advisers, the Ministry o f  
Finance already made an attempt to incorporate several o f  the above recommendations in 
a draft government resolution on the reform o f  the budgetary process. However, the draft 
was never finalized. A section on the MTEF might also be added to the Budget Code. 
This section would clarify the objectives, timing, roles, and responsibilities for the 
preparation, approval and implementation o f  the MTEF. Second, the budget calendar 
should be revised to include the stages related to the annual MTEF update, and to give 
sectoral ministries more time to prepare their submissions under the sectoral ceilings for 
negotiations with the Ministry o f  Finance. 

The Regulation of  the Energy Sector 

3.31 The regulation o f  the energy sector and natural monopolies also stands to prof i t  
from a longer-term approach that commits to stable, rational, and transparent rules. 
Within such a framework, i t  will be possible to increase economic efficiency, improve 
incentives in energy firms, ensure the future viability o f  the energy sector as a whole, and 
make energy more attractive to domestic and foreign investors. This includes programs 
and measures to: 

> keep regulation transparent, fair, and virtually independent of day-to-day 
government decision-making; 

> make regulation consistent with incentives for cost reduction in energy firms; 
> increase average energy and utilities tariffs to rational (cost recovey) levels, 

while simultaneously reducing cross subsidies and providing direct (budgetary) 
compensation to poorer households; and 

> enforce more rational pricing in the coal sector, and reduce budgeta y subsidies 
to this sector over time according to a strict pre-agreed schedule. 

3.32 The first two sets o f  measures require credible commitment to an effective, fair, 
and stable regulatory framework, which can build o n  important strides that Ukraine has 
already made. This should involve explicit and clear methodologies for linking utility 
prices to cost information in a manner that leaves little room for discretionary 
interference by the government. Either price cap or rate-of-retum regulations should 
remain stable over a medium-term horizon, optimally including an explicit commitment 
to a sharing rule for additional profits from cost reduction between producers and 
consumers. Different countries employ different approaches to supporting credible 
commitment in dynamic regulation. Obligatory legal procedures can be designed that 
would make changing regulations within a given (stable) review period difficult or costly. 
The hands o f  regulators and the government can be bound though explicit laws (the 
Chilean experience) or protection clauses in licenses (the UK experience). Spiller (1994) 
argues that the Chilean-type approach can be more effective in a country l ike Ukraine 
with a relatively weak court system. 
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3.33 Increasing utilities tariffs to cost-recovery levels, including the recovery o f  long- 
run (investment) costs, wil l be vital for ensuring the viability o f  the energy sector, 
encouraging the rational and efficient use o f  energy resources, and attracting needed 
private investment. As discussed in the previous chapter, the existence o f  high excess 
capacity in much o f  the energy sector has allowed for an extended period o f  low 
investment. Consequently, little attention has been given to this component o f  costs in 
price regulations. But this strategy i s  not sustainable over time, and infrastructure in the 
gas sector is already becoming strained. As the Russian Federation considers long-term 
strategies for European pipelines, i t  i s  also to Ukraine’s advantage to make a convincing 
case for its longer-term viability as an efficient transporter o f  Russian gas. Even 
disregarding most investment costs, over sixty percent o f  al l  enterprises in water, gas, and 
electricity distribution in Ukraine currently operate at a loss. The burden o f  higher 
average energy tariffs for producers can be alleviated through a reduction o f  (currently 
high) cross subsidies from producers to consumers. A simultaneous medium-term 
program should also be in place to target potentially vulnerable households with direct 
compensation for higher energy prices. Thus, the realization o f  these goals clearly 
requires longer-term vision and coordination. These measures might also be coordinated 
with benchmarks to improve the governance and operation o f  the gas monopoly, 
Naftegaz, and other energy f irms, as outlined below. 

3.34 Economic losses and state subsidies in the coal sector continue to represent one o f  
the most politically and socially complicated questions in Ukraine. High economic losses 
in coal mines are rooted in a combination o f  economic, regulatory, and political economy 
issues. Unfortunately, some mines are clearly not economically viable, and wil l need to 
be shut down through comprehensive plans that address temporary social distress and 
environmental concerns in their respective regions. A number o f  other loss-making 
mines would most l ikely be viable under more rational economic conditions, Given the 
availability o f  budgetary subsidies, business groups around the coal and metallurgy 
complex currently operate under an incentive to concentrate losses in the mining sector 
through transfer pricing or other means. This is one reason why coal prices are currently 
depressed below rational levels.41 A primary task o f  the government wil l be to put an end 
to this political economy game. Minimum prices should be regulated at levels that would 
ensure the profitability of viable mines, although not exceed the opportunity cost of 
imported coal. The design of subsidy policies toward the coal industry should focus on 
breaking the dependency between support levels and current or recent economic losses. 
A strong political effort wil l be needed to uphold a longer-tenn commitment to a 
declining schedule for coal subsidies over time. This will end incentives in f i r m s  to 
concentrate losses in coal and reveal the genuine state o f  affairs in the industry. Ukraine 
can profit wel l  from studying the very successful Russian experience, where a tough 
pol icy stance by the government to decrease coal subsidies supported incentives for 
substantial restructuring and a strong economic revival o f  the sector.42 

3.35 This approach for reducing and rationalizing coal subsidies reflects a more 
general strategic issue for subsidy reduction and the hardening o f  budget constraints in a 

41 This  i s  analyzed in detail in “Ukraine: the Major Problems.. .(2003).” 
42 See Artemiev and Haney (2002). 
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manner that i s  politically palatable and minimizes temporary social hardship. While 
many approaches are possible, one basic point deserves emphasis: the presence o f  
subsidies does not negate hard budget constraints and their associated advantageous 
incentives. Hard budget constraints can be established by breaking the dependence of 
subsidies on recent or current economic losses. Although the presence o f  uncertainty 
necessitates at least some flexibility in this regard, incentives in Ukraine can be improved 
through an effort to weaken this dependency. In some cases, as in the example o f  coal 
discussed above, i t  may be beneficial to eliminate the dependency altogether through a 
medium or long-term commitment to a rigid declining scale for the determination o f  
subsidy levels over time. Such an approach can also help the political palatability o f  
subsidy reduction policies and the minimization o f  adverse social consequences. A pre- 
announced agreement for gradual subsidy reduction signals clearly the intentions o f  the 
government, thereby giving organizations a clear planning horizon for adjusting to new 
conditions. This approach also minimizes political fallout that could surround sudden 
shifts in policy, takes the politically difficult task o f  determining subsidy levels out o f  the 
day-to-day discretion o f  government officials, and allows for effective coordination with 
additional medium and long-term budgetary assistance for alleviating temporary social 
hardship. 

D. PROMOTING FAIR COMPETITION AND PRIVATE SECTOR DEVELOPMENT 

3.36 A growing private sector and greater competition have been central to the recent 
positive developments in Ukraine. Nevertheless, the survey evidence presented in the 
previous chapter confirms that the business environment st i l l  suffers from high 
uncertainty, unequal economic conditions and selectivity in the application o f  laws and 
regulations. In a murky and weak regulatory climate, firms and business groups are 
reluctant to open their books, disclose their various activities, adopt higher standards o f  
corporate governance, or actively attract foreign investment. The allocation o f  resources 
becomes distorted away from that consistent with genuine competitiveness and higher 
value added. Such an environment also naturally fosters corruption. A transition from an 
economy based on special privileges to one o f  rule o f  law i s  central to the realization o f  
European Choice and the achievement o f  sustainable inclusive economic growth. 

3.37 The lack o f  a level playing field for business in Ukraine is a mirror reflection o f  
the insider economy itself, and its eradication will require the type o f  comprehensive 
approach outlined in this chapter. An important part o f  this strategy should be aimed 
specifically at promoting fair competition, including measures to make regulations more 
uniform throughout the economy, improve the effectiveness o f  competition policy, 
reform the judiciary, enforce minimal standards o f  corporate governance, and re- 
invigorate the privatization process under enhanced transparency and fairness. In many 
of these areas, the government can build o n  substantial progress that it has already made 
in recent years. Among other benefits, these measures can help unleash the true potential 
of the small business sector for creating employment opportunities, facilitating the 
transfer o f  resources from loss-making to high value added activities, and adjusting to 
rapidly-changing market conditions. The importance o f  de novo private f i r m s  and 
entrepreneurs for success in economic transition has been confirmed in a number o f  
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empirical studies.43 The completion o f  agricultural reform, together with the creation o f  
efficient land markets, wi l l  also represent a major stride forward for Ukraine in realizing 
its economic potential. 

Creating M o r e  Uniform Regulatory Conditions 

3.38 Chapter 2 indicates that Ukraine has made some good recent progress in reducing 
the number and size o f  tax exemptions and privileges. Yet the continual aggressive 
phasing out of tax exemptions and privileges should remain a central goal. This includes 
special tax and customs treatment in so-called special economic zones and “territories o f  
priority development,” which cover roughly 10 percent o f  the territory o f  Ukraine. A 
recent government study concludes that these zones have been largely ineffective in their 
objective o f  attracting foreign and other investment, and that the exploitation o f  the 
benefits f rom these zones has been concentrated in relatively more developed areas, 
particularly in the Donetsk region.44 Ironically, special economic zones can have just the 
opposite o f  their intended effect by re-enforcing expectations among investors that the 
regulatory climate in Ukraine i s  complicated, unequal, and subject to change at any given 
moment. Transfer pricing and other schemes can also exploit special economic zones for 
arbitrage. The consistent pursuit o f  more equal tax conditions is consistent with the 
creation of a single “special economic zone” in the entire country that i s  highly conducive 
to business and investment. The recent moratorium imposed by the government on 
creating new special economic zones or granting new benefits to enterprises operating in 
existing zones i s  a step in a positive direction. 

3.39 The chronic problem o f  VAT refund arrears, which places an unnecessary burden 
on exporters and continues to compromise the credibility o f  government finance, should 
be solved as soon as possible. This has been a common problem in other transition 
economies as well. While distinguishing between legitimate and fraudulent VAT claims 
may present serious difficulties in the current Ukrainian context, the government could 
boost its credibility by opening its books in this area and inviting international experts to 
participate directly in the creation of an effective mechanism to address this problem. 

3.40 Selectivity in the application and enforcement o f  laws and regulations i s  quite a 
complicated, although no less serious problem in the perception o f  Ukrainian businesses. 
Several areas o f  economic pol icy and reform concern this area. One vital direction o f  
reform i s  the continued strengthening of thejudiciary as a trusted institution for enforcing 
the law, This goal can be achieved only wi th  time, along with the improved training, pay, 
and monitoring o f  judges. Other important questions in selectivity relate to the sphere o f  
competition policy and local government discussed below. As emphasized below, laws 
and regulations should also be enforced for state-owned enterprises in the same manner 
as for their private counterparts. 

43 See, for example, Jackson, Klich, and Poznanska, K. (1998), Blanchard (1997), and World Bank (2002). 
44 “ O c o 6 n ~ ~ o c ~ i  IIpaBOBOI‘O peXHM Y...” (2003) and “Pe3YnbTaTbI @yHKUHOHHpOBaHHX.. .” (2003). 
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Expanding the Scope and Leverage of Competition Authorities 

3.4 1 The activities o f  competition authorities, the Anti-Monopoly Committee, (AMC) 
are central to defending equal economic conditions and battling problems o f  unfair 
competition and collusion. Ukraine adopted basic competition legislation in 2002 that i s  
widely viewed as satisfying intemational best practice. The key task i s  to make this 
legislation more effective in the Ukrainian context. The A M C  has been gradually 
expanding i t s  activities in monitoring firms with dominant shares o f  markets and ensuring 
the consistency o f  government legislation at the subnational level with fair competition. 
Nevertheless, as discussed in more detail in the contribution to this C E M  o f  Ki l i ievich 
(2004), a number o f  factors currently restrict the effectiveness o f  the activities o f  the 
Antimonopoly Committee. 

3.42 Considering its task to monitor the legislation and activities o f  government bodies 
for possible violations o f  fair competition, the A M C  currently operates with too little 
independence from the central government and Parliament. A more independent AMC 
should be responsible for also monitoring possible violations at the level of the central 
government, and for bringing such potential violations to the attention of government, the 
public, Parliament, and the judiciary. 

3.43 The A M C  has inadequate authority to induce local state administrations to 
comply with its decisions regarding the repealing or cessation o f  anti-competitive acts. 
Currently, the enforcement of such A M C  decisions must comply with a lengthy and 
costly court process. Furthermore, regardless o f  the court decision, local administrations 
are not subject to fines or other punishments for the time during which they refused to 
comply. Thus, local administrations have little incentive to comply, and even decisions 
that are upheld by the courts can be counteracted by the subsequent adoption o f  a 
sequence o f  new acts that can be contested in the same way. Thus, the AMC should be 
empowered with the ability to levy immediate signijicant fines or other punishments on 
government administrations and organizations that do not comply with its decisions 
excepting cases when the courts do not uphold these decisions. 

3.44 The nature of the insider economy limits the ability o f  the A M C  to monitor and 
evaluate potential predatory, anti-competitive, or collusive behavior. The AMC, like 
other govemment bodies, would prof i t  from a better understanding and consideration o f  
the relationships between different f i r m s  and organizations within the same financial- 
industrial group. In addition, given the current widespread conduct o f  de facto fiscal 
policies at the local level o f  government through underground “shadow budgets,’’ the 
legal foundation for monitoring and controlling these activities by competition authorities 
is quite weak. The effectiveness o f  competition pol icy in Ukraine thus depends on the 
overall transformation from an insider economy to ru le  o f  law. 
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Reinvigorating the Privatization Process 

3.45 Fol lowing the transfer of the majority of state assets to private hands, the 
privatization process has become understandably slower and more complicated in recent 
years. Nevertheless, a few areas st i l l  require attention. Numerous controversies continue 
to surround the residual state shares in many privatized enterprises. Verkhovodina, et al. 
(2004) and Leonov (2004) summarize a number o f  related scandals that typically involve 
“spontaneous privatization.” Through various schemes, business groups succeed either in 
diluting the State’s shareholding, or in decapitalizing privately managed but partially 
state-owned firms through transfer pricing, asset sales, or deliberate debt accumulation. 
Paskhaver (2003) l i n k s  the recent wave o f  spontaneous privatization to a slower period o f  
explicit privatization since 2001. In addition to this problem, the State typically does not 
have the capacity to provide an effective and independent representation on boards o f  
directors as a minority shareholder o f  these firms.45 Therefore, as has been recommended 
by numerous specialists and organizations, the Ukrainian government would be wise to 
sell the remaining packets of state minority shares as soon as possible, preferably 
through auctions with minimal restrictions. Second, the government should continue i ts  
efforts to adopt an explicit strategy for the privatization of remaining state assets for 
which there is no compelling reason to retain state ownership. This would not only 
provide a strong impetus to the privatization process itself, but would serve as an 
additional signal to the business community o f  the government’s general commitment to 
private sector development. 

Continuing Agricultural Reform and the Development of Land Markets 

3.46 The genuine decollectivization o f  agriculture was one o f  the most important 
reforms o f  recent years. Given the magnitude o f  the reform, the current period i s  
characterized by a rather high degree o f  disorganization in many regions. The 
govemment can help overcome this difficult transitional phase in agriculture by signaling 
in unambiguous terms i t s  intentions to complete the process o f  creating and defending 
rural property rights and the development of private agricultural markets. The 
development of agricultural land markets will give a major boost to the organization and 
efficiency o f  the rural economy. The ability to use land as collateral would support a 
healthy expansion o f  commercial credit to agriculture, including to smaller farmers. 
Agricultural reform also raises some key social issues, in particular the need to develop 
effective social policies to address problems due to shrinking agricultural employment 
and (often) insufficient local government resources to compensate for declines in social 
support that formerly came from large (collective) farms. 

Improving the Management and Operation of  State-Owned Enterprises 

3.47 The government’s role in enterprises that remain in state hands has often been too 
passive and tolerant o f  abuses by management. One example is the large o i l  and gas 
conglomerate, Naftegaz. The government would be wise to use its ownership of 
Naftegaz to require enhanced oversight, more open and detailed financial audits, 

45 See Leonov and Zhuk (2002) for an analysis o f  this and related questions. 
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comprehensive (unbundled) accounting o f  gas production, transmission, storage, and 
distribution, and the divestiture o f  un-related assets. Until such time as detailed and 
audited unbundled accounting reveals the complete picture in the gas sector, the effective 
regulation o f  Naftegaz will be extremely difficult. In addition, a number o f  state-owned 
enterprises continue to operate under weaker financial discipline and softer budget 
constraints than their private counterparts. Ironically, this can actually place these f i r m s  
at a disadvantage, as fears o f  non-payment compromise their credibility in market 
transactions. Al lowing state-owned f i r m s  with soft budget constraints to interact in 
markets also invites the theft o f  state resources through various schemes. In the interest 
o f  fair competition and the protection o f  state assets, efforts should be made to place most 
state-owned enterprises under the same market and payment discipline as their private 
counterparts. This includes an active role for the state as a dominant shareholder in 
monitoring managers and replacing ineffective management. 

Enforcing Basic Standards of Corporate Governance and Disclosures 

3.48 Developing standards o f  corporate governance in Ukraine consistent with 
convergence to EU standards wil l be an important challenge in the battle with the insider 
economy and realization o f  European Choice. Even to the degree that the government 
succeeds in passing progressive legislation in this area, business groups will manage to 
exploit loopholes in these regulations unless they are themselves interested in projecting a 
favorable image in markets. As emphasized above, the willingness o f  Ukrainian business 
groups to develop higher standards o f  corporate governance and disclosures will depend 
o n  their overall expectations o f  the direction in which the country i s  moving, and thus the 
entire policy and reform agenda o f  the government. This reform agenda should 
nevertheless give high priori ty to the adoption o f  requisite laws and regulations in 
Ukraine pertaining to corporate governance, as wel l  as to encouraging f i r m s  to meet even 
higher voluntary standards that exceed legal requirements as a means o f  gaining 
advantages in interactions on world markets. The adoption by the State Securities 
Commission in 2003 o f  a set o f  national principles o f  corporate governance represents a 
positive step in this direction. 

3.49 A recent World Bank analysis (World Bank (2003~)  makes a number o f  
recommendations on basic legislation for jo int  stock companies and securities markets, 
including corporate structure (open versus closed companies), ownership verification, 
disclosures o f  shareholders, financial reporting, legal documents, voting rights, and 
licensing o f  security market transactions. An important step toward the fulfil lment o f  
these goals will be a progressive Law on Joint Stock Companies. The government has 
worked on drafting such a law in 2002-03, but no new law has yet been passed through 
Parliament. Leonov (2004) also emphasizes problems owing to the strong influence o f  
large financial-industrial groups over regulatory bodies such as the Securities 
Commission and State Property Fund. For this reason, to increase the costs o f  collusion 
and capture, activities related to corporate governance and securities should probably be 
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monitored closely by at least one other authoritative state body such as the Antimonopoly 
~ o m m i t t e e . ~ ~  

3.50 Attention should be given to voluntary as well as obligatory standards o f  
corporate governance and behavior. As Ukrainian businesses and FIGs become more 
interested in adopting voluntary guidelines that go beyond existing legal requirements, 
they might be encouraged if such standards were made a prerequisite for access to some 
privatization auctions, listings on the stock market, participation in other state programs, 
or (for commercial banks) NEW refinance. The successful sale by the government o f  the 
large Dzherzhinskii steelworks in Dnepopetrovsk in late 2003 under the requirement o f  
“clean money” may be a positive f i rst  example in this regard. 

3.5 1 The better explicit identijkation of connections between various firms and 
financial organizations through cross-ownership and other ties is  a difficult, yet 
important task for the effective regulation o f  corporate governance, competition policy, 
and the monitoring of commercial banks. The informal nature o f  most Ukrainian FIGS, 
together with a common lack o f  disclosure o f  information o n  their structures, complicates 
their effective regulation. The Ukrainian government should consider options for 
revising the L a w  o n  Financial Industrial Groups in such a manner as to induce existing 
Ukrainian FIGs to disclose their various ties and networks. Leonov (2004) contains 
some proposals along these lines. 

Strengthening Institutions of  Insolvency and Bankruptcy 

3.52 The further hardening o f  budget constraints, together with the development o f  
strong financial markets and corporate govemance, depend o n  effective institutions in the 
area o f  insolvency and bankruptcy. For a country l ike Ukraine, there exist )difficult 
tradeoffs in conditions surrounding bankruptcy. On the one hand, a quick and easy 
bankruptcy trigger is useful for enforcing payment discipline and preventing the 
decapitalization o f  insolvent firms before an effective regime o f  external control i s  
established, or  bankruptcy declared. O n  the other hand, an excessively quick and easy 
trigger can lead to abuses o f  the bankruptcy law for corrupt takeovers o f  valuable firms at 
the expense o f  some groups o f  shareholders and creditors. Evidence suggests that this 
has indeed been a problem in Ukraine, and recent adjustments to the bankruptcy law 
attempt to address this problem, partly by increasing the threshold (trigger) level o f  
claims necessary to f i l e  bankruptcy. 

3.53 The recent Financial Sector Assessment o f  the Wor ld  Bank and IMF confirmed 
that the new Bankruptcy Law has strengthened creditor rights, especially with regard to 
the active participation o f  creditors in the liquidation and reorganization processes. This 
can be associated with a higher share o f  bankruptcy cases initiated by commercial 
creditors as opposed to State tax a ~ t h o r i t i e s . ~ ~  But a number o f  important problems 
remain. A World Bank Legal Diagnostic o f  2003 emphasizes that procedures associated 

46 Laffont (1999) presents a case on how multiple supervision can reduce the likelihood o f  collusion and 
capture in many circumstances. 
47 Before 1999, virtually 90 percent o f  a l l  cases were f i led by the State Tax Authority. 
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with f i l ing bankruptcies and completing liquidations remain excessively costly and time 
consuming. (World Bank (2003~)). The same is often true for the ability o f  creditors to 
seize collateral in the event o f  secured loans, as already stressed above. The insolvency 
of f i r m s  remaining in state ownership i s  another issue that has yet to be solved. 

E. CREATING A PUBLIC SECTOR THAT SUPPORTS GROWTH AND POVERTY 
REDUCTION 

3.54 Realizing the European Choice Agenda and overcoming the insider economy wil l 
require the government to reform i t se l f  into an efficient administration under which state 
officials have a strong interest in promoting a favorable climate for investment and fair 
competition. Recent survey evidence confirms the continued presence o f  serious 
problems and distortions in the incentives and activities o f  state officials and 
administrations, particularly at subnational levels o f  government. As long as these 
distortions remain, they will create obstacles to the transformation o f  Ukraine into an 
economy based o n  rule o f  law and fair competition. Consequently, the reform o f  
government i tself  should represent a critical pillar o f  Ukraine’s European Choice 
strategy. 

3.55 Despite the recent positive trends, a substantial burden o f  economic transition 
continues to be shouldered by poorer segments o f  the population, particularly in rural 
areas. In particular, basic services in health and education appear to have deteriorated for 
that segment o f  the population that cannot afford growing formal or informal payments 
for quality services. The Ukrainian government has correctly prioritized the creation o f  a 
more effective social safety net, together with a restructuring o f  expenditures and 
programs in health and education. The government will need to work on providing the 
financial means and efficient organization for addressing problems o f  social distress and 
the delivery o f  basic public services 

Completing the Reform of  Interbudgetary Relations and Local Government 
Finance 

3.56 Interbudgetary relations remain a key  concern for the future development o f  
Ukraine. M u c h  recent theoretical and applied literature emphasizes the important role o f  
proper incentives at the subnational level o f  government for economic growth and 
d e ~ e l o p m e n t . ~ ~  The survey evidence examined in the previous chapter confirms that 
incentives at local levels o f  government in Ukraine remain weak. Businesses perceive 
the activities o f  local administrations to be largely detrimental to the business climate and 
typically in violation o f  fair competition. Furthermore, despite recent reforms, this 
problem may actually be worsening over time. Business surveys also confirm that the de 
facto power o f  local administrations is s t i l l  substantial, and that good informal relations 
with local authorities are often perceived as necessary for successful business. 

48 

Sutherland (200 1). 
See, for example, Weingast (1995), Monitola, Qian, and Weingast (1995), Lavrov, Litwack, and 
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3.57 The previous chapters discussed the sources o f  incentive problems at lower levels 
o f  government, and concluded that the reforms o f  2000-02 represented an important step 
in the right direction. In particular, the new formula-based transfer system and the 
abolishment of (soft) interbudgetary lending decreased the scope for discretionary 
bailouts o f  subnational administrations and promoted greater financial responsibility and 
planning. Yet this reform remains incomplete and leaves the essential incentive problems 
at local levels of government unsolved. Important underlying goals o f  reform are: 

P The continued clarijkation of a rational division of autonomy, competency, and 
responsibility between different levels of government; 

P The creation of conditions under which local governments wi l l  have strong 
incentives to promote an environment conducive to business, investment, and fair 
competition in their territories; and 

P The maintenance of macroeconomic financial control at the top level of 
government. 

3.58 The Budget Code of 2001 did much to clarify a division o f  autonomy, 
competency, and responsibility between different levels o f  government. Nevertheless, 
some complicated issues remain to be resolved. The paper prepared for this CEM on 
interbudgetary relations ((“Improving Inter-Governmental.. .” (2004)) identifies a number 
o f  these issues. One important proposal in this paper calls for a clearer functional 
division of responsibility between different levels of government. This would end the 
current practice o f  dividing responsibility for each functional budgetary category between 
different levels o f  government, and shift to the assignment o f  entire functional categories 
to a single budgetary level. For example, there currently exist hospitals o f  municipal, 
district (raion), and oblast subordination. In addition to complicating the co-ordination o f  
a single comprehensive and rational health care program for the region, this creates 
incentives for local governments to “free ride” o n  other administrations by under- 
financing their share o f  the medical care infrastructure. (“Improving Inter- 
Governmental ...” (2004)) proposes to solve this problem by shifting a l l  responsibility for 
medical care to the oblast level. 

3.59 In addition to a clear division o f  responsibility and competencies between 
different levels of government, a system o f  interbudgetary relations that supports 
favorable incentives at lower levels o f  government should be consistent with a number o f  
principles. Perhaps most important are: 

(9 The delegation of at least some budgetary autonomy along with financial 
responsibility. Local governments should be able to adjust their own taxes and 
expenditures on the margin and compete with each other for the attraction of 
business and investment. 

(ii) A strong dependence of local budgetary revenues at the margin on local (tax) 
revenues and growth of the local economy. 
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(iii) An interbudgetary transfer system that operates by formula, as opposed to the 
discretion of policymakers, and does not accommodate recent changes in local 
revenue or expenditures with compensating adjustments in transfers. 

(iv) An explicit commitment by the central government not to insure or bail out 
subnational administrations that default on their obligations. 

(v) The enforcement of free movement of goods and factors between regions, i,e., the 
prevention of regional barriers to trade and investment. 

3.60 These five principles are interrelated and, to a large degree, require simultaneous 
implementation. In fact, movement in only one direction can lead to adverse results. 
Many examples from recent history, particularly in Lat in America, highlight the dangers 
of delegating autonomy to lower levels o f  government in circumstances when 
interbudgetary transfers are “soft” and the central government cannot commit not to ba i l  
out regions in financial trouble.49 

3.61 The current system o f  interbudgetary relations in Ukraine satisfies condition (ii) 
to some degree by making local budgets dependent o n  income tax, land tax, and other 
local revenues. This is particularly the case for larger cities, where the average share o f  
tax and own revenues (as opposed to transfers) in local budgetary expenditures i s  close to 
80 percent. In fact, a greater interest o f  local administrations in local tax revenues may 
have contributed to recently improved rates o f  income tax collection. On the other hand, 
as discussed in Chapter 2 and the contribution to this C E M  o f  Leshchenko (2004), the 
average dependency o f  local budgets on transfers has actually increased in recent years. 

3.62 Whi le the introduction o f  a formula-based transfer system and the elimination o f  
soft interbudgetary loans represent major steps toward the establishment o f  condition 
(iii), both o f  these areas st i l l  require attention. The transfer formula still makes the size of 
current transfers strongly dependent on recent past budgetary performance, thereby 
weakening incentives for increasing official revenues or economizing on expenditures. 
The reintroduction of (medium-term) interbudgetary loans in the 2004 budget in violation 
of the Budget Code is also an issue of major concern that could potentially set the clock 
back for Ukraine in this area. 

3.63 The development o f  budgetary autonomy at lower levels o f  government 
(condition (i)) i s  a major outstanding issue. The expenditure side o f  the budget appears to 
be o f  relatively less concern. Local budgets, particularly those o f  large cities, have 
already received a significant degree o f  autonomy for the adjustment o f  allocations within 
broadly defined categories. The new subvention facility has also eased the burden on 
local administrations from centrally-mandated expenditures. On the other hand, there 
currently exists little incentive for local administrations to economize on expenditures 
financed through these subventions by checking the satisfaction o f  eligibility 

~~ 

49 On th is  topic, see Prud’homme, R. (1995) and Rodden, J., Eskeland, G.S., and Litvak, J.(2003). 
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requirements or other means, as this would only lead to a perceived decrease in future 
subventions. 

3.64 On the revenue side, as highlighted in Chapter 3, local administrations s t i l l  have 
exceedingly l i t t le means o f  affecting their own (official) budgets, as the vast majority of 
local receipts consist o f  shared revenues from central taxes, other tax rates set by the 
central government, and transfers. Until such time as local governments can control their 
own  explicit tax revenues and policies within reasonable bounds, it wil l be exceedingly 
dif f icult  to delegate genuine financial responsibility to the lower level, and local 
governments will continue to conduct their own implici t  fiscal policies through informal 
“shadow budgets” that typically foster corruption and adversely affect the business 
environment. Various options exist for the expansion o f  tax autonomy at lower levels o f  
government within well-defined bounds. There is much variety in the specific types of 
local budgetary autonomy that exist in different countries o f  the world, and optimal 
arrangements may very wel l  depend o n  country specific factors.50 World Bank (2003b) 
and (“Improving Inter-Governmental, ..” (2004)) propose the creation of a local property 
tax and local control over part of the income tax. These are issues that deserve the 
serious attention of the Ukrainian government. 

3.65 The development o f  budgetary autonomy at local levels o f  government within 
well-defined bounds can hopefully boost incentives for responsible budgetary 
management, support a strong link between budgetary revenues and the development o f  
the local economy, and increase the competition between regions for business and 
investment. This latter objective should be supported by a strong effort of the central 
government and Anti-Monopoly authorities to ensure the compliance of regional and 
local administrations with national legislation, including the prevention o f  possible 
regional protectionism in the form o f  barriers to the movement o f  factors and goods. 
Competitive tenders for state investment projects, if designed correctly, could also play a 
potential positive role in this area (see Leshchenko (2004)). The recent experience o f  the 
Russian Federation with a special transfer facility that rewards specific progress in key 
reforms at the regional level also deserves consideration for the case o f  Ukraine. 

3.66 (“Improving Inter-Governmental ...” (2004)) raises another fundamental question 
for the next stage o f  reform in interbudgetary relations. So far, the formula has only 
covered transfers from the central government to oblasts, raions, and larger 
municipalities. Smaller cities, towns, and rural settlements continue to receive transfers 
from the raion level as in the past. (“Improving Inter-Governmental ...” (2004)) notes 
potential gains from expanding the formula-based transfer approach to these additional 
local administrations, but correctly notes that these local units are currently too numerous 
and diverse a group for this purpose. Thus, the general expansion o f  a central formula- 
based transfer system to the lowest level o f  government would l ikely require mergers or 
reorganization o f  many existing municipalities. (“Improving Inter-Governmental...” 
(2004)) contains some interesting init ial  thoughts and recommendations on this dif f icult  
question, which deserves much more attention and investigation in the near future. 

50 Some o f  these issues are covered we l l  in Bird (1999). 
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The Reorganization and Restructuring of Social Expenditures, Assistance, and 
Services 

3.67 Currently, local budgets in rural and poorer areas often lack the capacity to 
provide acceptable levels o f  social assistance to the poorer segments o f  the population. 
In many cases, the recent decollectivization o f  agriculture has also decreased or 
eliminated social expenditures formerly taken within larger farms. For this reason, the 
Ukrainian government might consider the possibility o f  centralizing financial 
responsibility for a larger share of social assistance to either the oblast or central 
government level. This would facilitate addressing regional inequalities in poverty and 
basic service provision in a comprehensive and rational manner. The restructuring o f  
government expenditures in the social sphere as part o f  a medium-term budgetary 
framework discussed above could increase the share o f  resources received by genuinely 
needy families.. 

Reforming Public Administration 

3.68 The incentives and effectiveness o f  government officials can also be improved 
through changes in the public administration system. In particular, the base salaries of 
public officials making important budgetary and financial decisions should be increased, 
along with more effective monitoring and a crackdown on corruption. The current 
system of pay for higher level civil sewants lacks transparency and gives excessive 
weight to various pay increments and bonuses relative to base salaries. This presents an 
important barrier to the development o f  an impartial and ethical c iv i l  service. This i s  
different than in EU countries. Ukraine wil l also need to adjust a number o f  other 
practices in the c iv i l  service in the direction of EU standards, and has already launched an 
initiative in this area. 

Improving External and Internal Financial Audit and Control 

3.69 Ukraine has done much in the previous decade to create a functioning system o f  
both internal and extemal audit and control o f  government finance. The most important 
accomplishments include the development o f  a state treasury system and the powerful 
internal State Audit and Inspection Service. The realization o f  European Choice wil l 
nevertheless require additional efforts to implement EU standards in internal and extemal 
financial auditing and control. This direction o f  reform also promises good dividends for 
the overall effectiveness and transparency o f  government finance. Outstanding issues 
include better clarijkation and stability in the rules governing financial responsibilities 
of ministries and auditing bodies, expanding external audit to include budgeta ry revenues 
and the management of state property, and focusing more attention on the evaluation of 
the effectiveness of public expenditures. In this light, the government approved a 
Strategy in July 2003 for further development o f  the system o f  financial accountability 
and control. 

86 



F. THE DETERMINED PURSUIT OF RAPID INTEGRATION WITH THE EU AND WORLD 
ECONOMY 

3.70 The Ukrainian government was wise to make EU integration a central pillar o f  the 
reform agenda. In addition to the direct gains from trade and market access, the 
determined pursuit of this agenda can play a decisive role in the overall transformation of 
the Ukrainian economy, inducing FIGS and other organizations to  change their strategies 
toward boosting intemational reputations and achieving competitiveness o n  world 
markets. The value o f  this transformation serves to justify sometimes sizeable short-run 
costs of  adjusting standards and regulations in areas such as intellectual property rights 
and product quality. The strong orientation o f  the Ukrainian economy toward the 
politically sensitive areas of metals, food, and agriculture also underlines the importance 
for future economic growth o f  improving trade relations and achieving free trade 
agreements with the EU and neighboring countries. I t  is thus important that the 
government continues to give strong and unambiguous signals in this area. 

3.71 Joining the WTO will be the next step for achieving deeper integration with the 
EU and world economy. I t  wil l also help Ukraine receive fairer treatment in anti- 
dumping and other issues that potentially restrict access to foreign markets. The vital 
importance o f  WTO membership has been emphasized quite appropriately in a number o f  
studies.51 Ukraine has already made some strong efforts in this direction. By July 1, 
2004, the government had negotiated 24 bilateral protocols on market access needed for 
entry to the WTO. As of the beginning o f  2004, however, a number o f  issues s t i l l  
remained to be resolved in areas such as intellectual property rights, and pockets o f  
political resistance persist in Ukraine to the specific prerequisites for WTO accession. I t  
wil l be important for the government to continue to signal in a strong and unambiguous 
manner its determination to jo in  the WTO as quickly as possible. Along with WTO 
accession, Ukraine i s  also actively pursuing a free trade agreement with the EU under the 
umbrella o f  an Agreement on Partnership and Cooperation o f  1998 and the EU “Wider 
Europe-Neighborhood” initiative for the region. This would be highly advantageous for 
the future development o f  the country. Discussions with the EU have also focused on a 
broader agenda that could make Ukraine eligible over time for the EU’s “four freedoms” 
o f  capital, goods, services, and labor. 

3.72 European Choice and the overall goal o f  forging an independent path o f  rapid 
development elevate free trade and other agreements o n  economic integration with the 
EU to the status o f  f i rs t  priority. Yet trade with Russia and the CIS wil l continue to be o f  
primary importance to Ukraine as well, and the CEM particularly highlights the costs o f  
trade barriers with Russia. Therefore, i t i s  to  Ukraine’s advantage to work toward 
improving trade relations with Russia and the CIS, although in a manner that does not 
contradict the European Choice imperative. As stressed by the President in his European 
Choice address, freer trade with Russia and the CIS does not contradict the focus on 
greater integration with the EU. There are gains f rom trade that al l  countries can profi t  
from. On the other hand, the creation o f  a customs or currency union, as has been 
proposed by Russia, would pose obvious barriers to WTO accession and economic 

5 1  See, for example, AHT Consulting Group (2002) and Aslund (2003). 
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integration with the EU. A number o f  specific policy complications owing to 
simultaneous trade liberalization with non-CIS and CIS countries may also need to be 
addressed on an individual basis. But the overall active pursuit o f  free trade with both the 
non-CIS and CIS would seem to represent the most constructive approach for Ukraine at 
this point in time. 

3.73 The government can give another strong signal to the country on the direction o f  
change through an aggressive continuation of the process of bringing overall laws and 
standards in line with EU requirements. This wil l nevertheless be a long process, and 
strategic issues o f  sequencing are important. For example, it is not at a l l  clear that 
Ukraine would prof i t  at the present time from rushing into the adoption o f  EU standards 
for the labor market. In fact, EU enlargement should boost the competitiveness o f  
Ukraine by increasing relative labor costs in neighboring countries. 

G. CONCLUSION 

3.74 Ukraine currently stands at a crossroads where govemment initiative can be 
critical for determining the path o f  future development, the potential for the economy to 
continue to grow at a rapid pace into the medium and longer term, and the speed o f  
integration into the world economy. The overall skill and effectiveness that the 
government has demonstrated in economic pol icy since 1999 offers hope that i t  wil l cope 
we l l  with the new formidable challenge o f  coming years. The Ukrainian government 
should seize the opportunity presented by the favorable current trends to create a 
foundation for the future successful development o f  the country. 
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ANNEX: THE UKRAINIAN BALANCE OF PAYMENTS 
AND FOREIGN TRADE 

1. Foreign trade and the balance o f  payments play a central role in the Ukrainian 
economy. The contribution o f  Pindyuk and Piontkivsky (2004) to this C E M  examines 
the relationship between foreign trade and the recent growth in Ukraine in some detail. 
This Annex provides some supplemental information on general trends in the balance o f  
payments and Ukrainian foreign trade. 

2. A sharp contraction of imports in 1998-99 and a subsequent expansion o f  exports 
altered significantly the balance of payments picture in Ukraine (Table A.1). In 1997, a 
current account deficit o f  US$1.3 bi l l ion was offset by strong short-term portfolio capital 
inf lows (US$ 1.6 billion), primarily to the government bond market. The post-crisis 
balance o f  payments picture has been the reverse. A growing current account surplus has 
supported a weak capital account. Preliminary data from 2003 indicate the beginning o f  
a possible modest trend in the other direction. In 2003, the current account weakened 
somewhat due to very rapid import growth, while the capital account became a bit 
stronger. 

3. While the init ial  major current account adjustment came from the elimination o f  
the goods trade deficit, the strengthening o f  the current account since 2000 has been due 
primarily to other factors, most notably rapid growth in current transfer inflows. Most o f  
this increase appears to be coming from remittances by Ukrainians living abroad. Net 
inflows o f  transfers reached an estimated record US$2.2 bi l l ion in 2003. The service 
balance has also strengthened, partly o n  the basis o f  higher revenues from pipeline 
transportation (US$1.75-2 bi l l ion in annual foreign revenues in 2000-02). . 

4. Figures from 2003 suggest that capital outflows from Ukraine may have finally 
started to decline, although the capital account remains weak in general. Current account 
inflows o f  US$8.7 bi l l ion over the period f rom January 2000 to December 2003 can be 
associated with a build-up o f  US$5.1 bi l l ion in gross foreign reserves, indicating that net 
capital outflows amounted to US$3.6 billion. Roughly US$1 b i l l ion o f  these net outflows 
represent repayments to the IMF. Remaining outflows enter the balance o f  payments as 
negative “errors and omissions,” as well as in negative portfolio and other investment. 
Through 2002, high and increasing net portfolio investment outflows were categorized 
primarily as net purchases o f  Ukrainian securities from foreign organizations. This has 
been a common device of Ukrainian firms for transferring funds and assets to affiliates 
registered abroad. N e w  regulations have l imited these opportunities in 2003, although 
deterioration in the “other investment” balance suggests that some o f  these outflows may 
have continued through other means. Nevertheless, a decline in indirect investment 
outflows, along with a doubling in net direct foreign investment, strengthened the capital 
account in 2003, and supported a rapid build-up in foreign reserves. Accounting for 
errors and omissions, net capital inflows remained negative, however. 
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Table A.1: The Balance of Payments of Ukraine 
USD million 

,alance of  payments items 1997 1998 1999 2000 2001 2002 2003 
'URRENT ACCOUNT ~ ~ 9 3 2 1 2 3 7 ~ 3 1 7 3  
;OODS AND SERVICES (balance) 

EXPORTS OF GOODS AND SER VICES 

IMPORTS OF GOODS AND SER VICES 
:OODS (balance) 

EXPORTS OF GOODS 
IMPORTS OF GOODS 

ERVICES (balance) 
EXPORTS OF SERVICES 

of which pipeline transportation 
IMPORTS OF SER VICES 

INCOME (balance) 

CURRENT TRANSFERS (balance) 

:APITAL AND FINANCIAL ACCOUNT 

:APITAL ACCOUNT 
'INANCIAL ACCOUNT 

DIRECT INVESTMENT 
PORTFOLIO INVESTMENT 
OTHER INVESTMENT 

IET ERRORS AND OMISSIONS 
IALANCE 
'INANCING 
LESERVE ASSETS 
Jse o f  IMF credits (net) 
drawings 

repayments 
'otal exceptional financing 

-1536 -1207 1095 
20355 17621 16332 

-21891 -18828 -15237 
-4205 -2584 -482 
15418 13699 12463 

-19623 -16283 -12945 
2669 1377 1577 
4937 3922 3869 

1893 1868 
-2268 -2545 -2292 

-644 -871 -869 

845 782 706 

1413 -993 -163 

0 -3 -10 
1413 -990 -153 

- - -  

581 747 489 
1603 -1031 -86 
-771 -706 -556 
- - -  -785 -810 -954 
-707 -3099 -185 
707 3099 185 
-383 1324 -283 - - -  
285 275 78 
285 381 635 

0 -106 -557 
805 1500 390 

1331 
I 92  78 

-I 794 7 
535 

15478 

-14943 
796 

3800 
I750 
-3004 

-942 

848 

- -516 

-8 
-508 
594 
-201 
-901 
- -150 
571 
-571 
-398 
-604 
245 
-849 
431 

613 
21 086 

-20473 
198 

17091 
-16893 

415 
3995 
I703 
-3580 

-667 

1456 

- -188 

3 
-191 
769 

-866 
-94 
-231 - 
983 
-983 
-1606 

-79 
3 75 
-454 
702 

1857 
23351 

-21494 
710 

18669 

-1 7959 
1147 
4682 
I934 
-3535 

-606 

1922 

-1050 
15 

-1065 
698 

-I 716 
-47 
-885 - 
1238 
-1238 
-1045 - 
-191 

0 

-191 
-2 

- 2891 
1288 

28953 

-2 7665 
-269 

23739 

-24008 
1557 
5214 

-3657 

-581 

2184 

247 

-17 
264 

1411 
-922 
-225 
-953 - 
2185 
-2185 
- -2045 
-215 

0 

-215 
75 

~ 

Jotes: 
, Excluding the value of the goods handed over to the Russian Federation for payment of debt obligations: 

in 1999, to the amount of USD 726 million according to the Black Sea Fleet Agreement; 
in 2000, to the amount of USD 274 million for payment of debts o f  the NJSC Naftogaz to the OJSC Gazprom, 

, In 2000, excluding mutual offset of payments with the Russian Federation in payment for the public external debt 
f Ukraine according to the agreement between the govemments of Ukraine and the Russian Federation as of 28 May 
997. 

r'ational Bank of Ukraine 

5. Table A.2 presents the structural breakdown o f  the dollar value o f  Ukrainian 
exports o f  goods to the CIS and non-CIS regions through 2002. By the end o f  2002, the 
value o f  Ukrainian goods exports was roughly 25 percent higher than i t s  pre-crisis value 
in 1996, and 50 percent higher than in 1999. Of the 25 percent growth in the value o f  
exports since 1996, the decomposition into prices and quantities reveals that roughly 60 
percent o f  this increase came from higher quantities and 40 percent from price increases. 
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Table A.2: The Structure of Ukrainian Goods Exports 

10309.7 124.7 

100 
11.8 78.4 

16.9 160.4 

8.4 83.4 

1.8 522.1 

3.2 171.0 

37.4 149.6 

12.9 119.9 

7.6 118.4 

otal, US$ million 

'otal 
Agricultural and food products 

to non-CIS 
to CIS 

to non-CIS 
to CIS 

Chemicals 
to non-CIS 
to CIS 

to non-CIS 
to CIS 

to non-CIS 
to CIS 

Metallurgy 
to non-CIS 
to CIS 

to non-CIS 
to CIS 

to non-CIS 

Mineral products 

Wood and Pulp&Paper 

Textile and Apparel 

Machinery and Equipment 

Other 

1996 
14400.8 

I00 
21.2 

8.6 

11.6 

0.4 

2.7 

33.1 

14.2 

8.3 

1997 
14231.9 

100 
12.7 

9.0 

10.6 

0.4 

3.2 

41.5 

13.4 

9.3 

1998 
12637.4 

I00 
10.9 

9.2 

10.1 

0.8 

4.0 

42.2 

13.6 

9.2 

1999 
10332.7 

100 
12.2 
5.8 
6.4 

10.1 
9.0 
1.1 
9.3 
5.4 
3.9 
1.3 
0.8 
0.5 
3.9 

42.2 
34.7 

7.5 
11.4 
4.8 
6.7 
9.5 

2000 
14572.6 

100 
9.5 
4.0 
5.5 
9.6 
8.7 
0.9 

10.6 
6.0 
4.6 
1.5 
0.9 
0.6 
3.7 

44.4 
34.3 
10.0 
12.3 
4.6 
7.7 
8.5 

Growth I 
2001 2002 2003' H I  200211996 index I 

16264.7 17957.1 

100 
11.2 
5.8 
5.4 

10.8 
9.6 
1.2 
9.1 
5.5 
3.6 
I .4 
0.7 
0.7 
3.8 

41.3 
32.7 
8.6 

13.9 
5.8 
8.1 
8.5 

I00 
13.3 
8.0 
5.3 

12.5 
11.3 
1.2 
7.8 
5.1 
2.7 
1.6 
0.9 
0.7 
3.6 

39.7 
33.9 

5.8 
13.6 
5.9 
7.8 
7.8 

6. Metals, particularly steel, continue to occupy a central place in Ukrainian trade, 
and currently account for close to 40 percent o f  the value o f  al l  exports. This share has 
been falling steadily in recent years, however. Table A.2 indicates that this declining 
trend owes much to a sharp decline in metals exports to the CIS region (Russia) since 
2001. The very rapid growth o f  mineral products represents the most notable new 
positive trend in Ukrainian exports. Mineral products reached 17 percent o f  the value o f  
goods exports in the first ha l f  o f  2003. This increase consists almost entirely o f  
processed oil, and followed the sale o f  most o f  this industry to Russian investors and 
considerable restructuring. Light industry and, particularly, wood and paper have also 
been increasing exports at a rapid pace, although they st i l l  account for  a small share o f  
the total. Exports o f  machinery and equipment have also begun to expand significantly in 
recent years. The traditional export sector o f  chemicals has been the most sluggish in 
exploiting the recent favorable trends. In 2002, the dollar value o f  exports in that 
industry was st i l l  17 percent below pre-crisis levels. Figure A. 1 illustrates the dynamics 
o f  Ukraine's main export commodity groups in quantity terms f rom 1996 to 2003 
(projections). 
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Figure A I  : Ukraine's Main Industrial Exports (quantity 
indecies: Q196=100) 

-Mineral products 
-Chemicals - Ferrousmetallurgy 

7. A s  shown in Figure A.1, while steel was a leader in growth among Ukraine's 
main export industries from 1996-2000, the subsequent periodhas been quite different. 
Additional growth in the value o f  metal exports has come almost entirely from higher 
prices, while quantities have been relatively flat. Mineral  products (refined oil) have led 
the quantity surge in exports in recent years. While the weakness o f  machinery and 
equipment in Figure A. 1 may appear a bit surprising, this is most likely due to limitations 
in the 4-digit Harmonized System quantity index derived from that particular industry.52 
Therefore, the quantity index for exports o f  machinery and equipment is likely to be a 
much poorer estimate o f  trends in that sector relative to the more homogeneous products 
in steel, refined oil, and chemicals. 

8. Ukrainian imports have recently recovered to pre-crisis (1996) levels, although 
their structure has changed significantly (Table A.3). Over 40 percent o f  imports 
continue to be dominated by energy coming from the CIS (Russia and Turkmenistan). 
But the composition o f  these imports is now quite different. Despite economic growth, 
the value o f  natural gas imports has fallen by over 40 percent since the pre-crisis years. 
On the other hand, o i l  has come to occupy a substantially larger share o f  imports in recent 
years (20 percent), which can be associated with the rise o f  the o i l  processing industry in 
Ukraine. Russian investors now import large amounts o f  crude o i l  into Ukraine for 
refinement and export to the non-CIS region. Nevertheless, on balance, mineral products 
as a whole now account for a smaller share o f  imports than before the crisis. 

~~ 

52 This index measures broad categories o f  machinery and equipment in tons, and a good part o f  the higher 
prices received for exported tons o f  machines i s  most likely due to quality improvements or fundamentally 
new products. 
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Table A.3: The Structure of Ukrainian Goods imports 

Growth index 
1996 1997 1998 1999 2000 2001 2002 2003’Hl 2002/1996 

otal, US$ million 17603.4 17128.0 14675.6 10385.4 13956.0 15775.1 16976.8 9865.1 96.4 

otal 
-ood and Agriculture 

from non-CIS 
from CIS 

Mineral products 
of which gas 
Oil and oil products 

from non-CIS 
from CIS 

Chemicals 
from non-CIS 
from CIS 

from non-CIS 
from CIS 

Textile and apparel 
from non-CIS 
from CIS 

from non-CIS 
from CIS 

from non-CIS 
from CIS 

Wood and pulp&paper 

Metals 

Machinery and Equipment 

100.0 100.0 100.0 
8.2 5.2 7.2 

49.9 47.6 43.1 
35.7 32.1 26.7 
9.8 12.1 14.0 

5.8 7.3 6.8 

2.9 2.9 3.2 

2.8 2.9 3.7 

4.5 3.9 4.3 

16.9 20.2 21.6 

100.0 
7.2 
6.1 
1 .I 

48.3 
29.6 
13.6 
3.5 

44.7 
6.6 
4.6 
2.0 
3.4 
2.1 
1.3 
3.9 

3.4 
1.7 
1.8 

17.1 
11.1 
6.0 

100.0 
6.5 
5.2 
1.3 

46.9 
26.1 
16.6 
3.6 

43.3 
6.4 
4.6 
1.8 
3.1 
2.0 
1.2 
4.0 

4.9 
2.4 
2.4 

17.5 
11.1 
6.4 

100.0 
7.1 
5.3 
1.8 

42.6 
21.8 
19.1 
2.6 

40.0 
7.1 
5.3 
1.9 
3.9 
2.4 
1.5 
4.1 

5.2 
2.4 
2.8 

19.8 
13.1 
6.7 

100.0 100.0 
6.6 7.3 
5.2 
1.4 

41.5 ’ 40.6 
21.4 17.4 
19.8 19.1 
2.6 

38.9 
8.1 7.9 
6.3 
1.8 
4.5 3.9 
3.2 
1.3 
4.0 3.8 

4.8 5.1 
2.1 
2.6 

20.8 22.0 
15.0 
5.8 

76.9 

80.3 
57.7 

194.8 

134.0 

149.8 

135.7 

102.4 

118.3 

Other 8.9 10.1 10.2 10.1 10.7 10.1 9.8 9.4 106.1 

9. Another encouraging trend in the structure o f  Ukrainian imports concerns the 
category o f  machinery and equipment. Imports o f  capital goods from the non-CIS region 
represent the fastest growing component o f  imports other than crude oil. Machinery and 
equipment imports from the non-CIS grew by 120 percent in the four-year period from 
1999-2002, and now account for over 20 percent o f  al l  Ukrainian goods imports. 
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