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ESPITE MANY PRONOUNCEMENTS OF RADICAL

economic and instinutiomal reforms since 1991,

Ukraine has remained an Eastern European laggend
in the achua] implemenmtion of such reforms. The resule
has been a continuing decline of cconomic activity, come
bined with a growing proportion of cconomic activicy un-
dettaken in the “black™ or “shadow™ economy.

Ukraine's laggard stamus in the implementation of re-
form has recently been underscored by various chservens.
The World Bank's 1996 World Development Report on the
mansition economics placed Ukraine in the catcgony of slow-
est reforms. The 1996 Transition Report of the Buropean Bank
for Reconstroction and Developmenr proposed a ser of re-
form indicacars which put Ukraine around 20th out of the
25 countyies analyzed. The 1997 Global Competitiveness Re-

pori of the Wordd Bconomic Forum ranked Ukraing ar
52nd out of 53 countries in terma of overall competicive-
neas, where the competitiveness moking is designed o
meanne the capacity of the national economy for long-
term growth,

No doubt, much has been sccomplished in Ukraine's
reforms. Afer all, the country has survived the transi-
tlon to i adopted a democratic conatiution,
succesdully managed free and fair elections, introduced
2 new and rclatively stable curcency, and adopted the -
diments of 2 market economy. Theough the lens of his
wary, these will be judged ro be profimmd achievemenm.
They are not, however, afficient to put Ulmaine on a
path of economic recovery. Bconomic performance has
been, and continues to be, painfully deficient, far below
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what che country’s human telents, geography, and physical
resnurces might have produced by this point.

When Ukrnine gained independenee in August 1991,
same Western observers and many Ukminian nadonal bead-
ers predicted that the country would have a better chance
than any other former Sovict republic to complete the wan-
sition to 3 market ecomomy, become compettive in inger-
nationel markers, and begin a process of markct-based eco-
romic growth. Unforoumarely, this optimistic prognosts did
not account for the profound inherited difficultics of the
new state, nos could it enticipate the fallures of the new
countey to itplemenr vitally needed reforms, For the firse
two jears of independence, Ukraine found itself in a sltua-
tion approaching utter economic collapse and plummeting
living standards.

In major part, the ini-
dal economic decline re-
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rary-industrial complex. Thus, what was often assumed before
1991 w be one of Ukraine'y grear strengths—its vast “arsenal”
of heavy industry—posed ooe of iss grear difficulties in the man-
sition to the market economy.

A number of serious policy mistakes by the government of
Ukraine during the first years of independence also contribured
to the rapid pace of economic decline. In a sinuation where the
government was rehuctant to liberalize prices, cor subsidies, o
implement vital market reforms, the budget deficir soared o an
estimated 35 porcent of the gross domestic product (GDP) in
1993, much of which was heavily "monetized” by the Nationol
Bank ot financed through arreans in promised budgerary our-
baye. (Be aware that oll budgetary data and GDP estimates con-
tain a very large measure of error ond uncertainty.)

The government proposed m hale the sharp decline in in-
dustrial production through extensive mbsidizadon of induos
trial production, but this strategy merely stoked inflation wirh-
out solving the deeper
problems of lost Soviet
markets, enerpy-intensive

salted from extremely poor
{but often poorly diag-
nosed) initial conditions: a
legacy of industrial policy
inherited from the former
Sovier Union, which was
srongly biased towards the
production of military
equipment and basic indus-
wial goods. By the mid-
19708, Ukraine produced
more steel than France and
Britain combined. With

Ukraine continues to have one
of the most over-regulated of the
transition economies. The com-
bination of high marginal tax
rates, over-regulation, and cor-
ruption has pushed an extraordi-
nary proportion of the economy
into the black market.

producrion, and poor in-
dustrial soructure, Official
sratisrical dara indicate
thar induserial production
ar the end of 1996 barely
reachod 42 percent of the
1990 level. Faced with
growing productdon costs
{occasionad, for example,
by rising enewgy prices),
hardening budger con-
straings, and weak domes-
tic and forelgn demand, an

only 20 percent of the
USSR population, Ukraine
produced much of its iron
ore and more than 40 percent of its pig iron and seeel. Ar
the same tme, its production of consumer goods, texdles,
and services remained seriously underdeveloped. Morcover,
the entire cconomy—iom the urban central heating sys
tems to the enotmous heavy indusoy—was, and sull re-
mains, highly energy intensive.

When faced with sharply higher prices for Russian ol
and gas after the breakwp of the Sovier Union, Ukraine’s
ooy oSty o

fuan proportions. | he i IS terms
E:i:mnmﬂmmmt:fﬁtgmﬂmﬂwnlpw&-
uce, Many energy-inpensive industries immediazely found
themscives to be uncomperitive on global markers, More-
aver, the previous “markec” for Ukmaine's goods in Soviet
Union disappeared with the collapse of the Sovier mili-

overwhelming number of
state-owned cntcrprises
(SOEs) significantly cut
back on production. With economic liberalization and
privatization moving st @ glacial pace, these SOBs lacked in-
ventives ro undertake restracnuring, and also lacked the ahilicy
toatt=cT new private invesement partners. Even today, the gov-
erament continues to provide 4 complex (and unintelligible)
mix of direct and inditect subsidies aimed at boosting industrial
producdon. But, in fact, these only serve o undermine the in-
centives for restructuring at the enterprise lovel and to widen
the fiscal deficit, without halting the pervasive industrial de-
cline,

The pace of economic and institutional reforms acocler-
ated somewhat afrer the 1994 presidentizl elecrions. Shoudy af-
ter the elections, the administration of Leonid Kuchma an-
pounced an ambitious program of ecanomic iberalization, mac-
roeconomic stabilization, and private secror development. Bela-
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tive financial stability was reached a fow months later
through very tough monetary discipline, but only after mil-
lions of Ukrainians had scen thelt mobetaty savings wiped
out by hyperinflation. Cash tansactions in the cconomy
were heavily "dollarized” during the hyperinflation, and
vemvained dollarized thereafrer, limiting the retum of mon-
etary saving o the banking systcm and sharply restricdng
the field of acdon of the monetary authorities. As of June
1997, the tight monetary policy of the Narional Bank of
Ukraine had succeeded in bringing down the yearover-
year rate of inflation to a postindependence low of 18

.

Following 1995, the govemment undertook vatious
measures to reverse (or at least moderare) 2 highly protec-
tionist policy of export licensing and import restrictions
inherired from the Sovier Union and maintained in the
firse yearsof independence. The liberalization of made has
led to a significant boost of officially registered wade (part
of which isa shifi from hlack-market to legal transactions).
Significantly, the share of Wester industrial nations in
Ukraine’s export trade slso increased substantially. In 1995,
the Europesn Union ranked as Ukraine'’s second largest
wrading parner. after Russia. The change in composition
of Ukraine's exports, on the other hand, has been much
Tess impressive. Asbefore 1995, Ularaine's exports sre domi-
nated by primary commadicies and basic indusaial goods
such as steel, chemicals, and sugar, without much evidence
yerof stroctural change to new industrics of improved tech-
nologics.

For example, a draft law providing ez and othet i
centives for a joinr vennure of Ukraine's AvioZAZ and
South Xorea's Daewoo was recently submitted o the par-
liarnent. Unfortunately, it appears thar the govemment
has notundertaken careful anatyses of such incentive pack-
mﬁumﬂfmhﬁdirmmmimbemmﬁ
in absolute verms and in comparison with other ransition
economies in the region. A number of leading companies,
such a5 ABB, Coca Cola, Pepsico, Kraft Jacobs Suchard,
and other, have established production activities, but of-
ten with very low owtlays of capital invesrment. Cumula-
tive flows of foreign investment since 1991 are gencrally
ecrimared at under $2 billion, or less than $40 dollars per

e reform of the fscal scctor and public sdministra-
rion has proven to be very sow. Public expenditures still
constitute an high share of Ulraine's na-
tional income (44 percent of GDP according to the 1997
budget), This propordon is probably unsusesinable in two
scupes; Ukmaine has been unable o generate commensur
rote budget revenues under market conditions, and the
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is ateccmpting to impose raves of taxadon thar
are likely to stifle economic growth and legal economic ac-
tlvity. As 2 result, the heavy fiscal burden contributes to a
policy regime of extremely high tax rates, heavy goven-
ment borrowing, and the accumulation of massive budget-
ary arrears (a5 the povernment falls shott of noeded rev-
enues), As just one example of the current fiscal morass,
payroll mxation constitutes around 50 percent of the total
wage bill, one of the highest proportions in the word.

Ukraine continues to have onc of the most over-repu-
lated of the transition economies. While an estimated B7
kinds of economic activity still require special licenses, com-
bersome business registration procedures encourage cotp-
tion by bribe-secking government officials. The combina-
don of high marginal tax rates, over-regulaton, and cor-
ruption has pushed an excmordinary proportion of the
econotny o the black marker.

1 Xeraine's banking scerer conrinics in 3 naseont seate.
Most savings of the population appear to remain in doflans,
of in other foreign or domestic assets outside of the formal
hanking sysrem. Tomal accumularcd savings in the bunking
sector are estimated to be around 10 peecent of GDF. In
August 1995, a law went into effect that prohibited retail
operations in hard currency and that made Ukraintan cor
rency the only legal tender. Nonetheless, despite the legis-
lation and the relative stobiliey of the hrywa-dollar ex-
change rate, the economy remains highly dollarized. Some
recent estimates sugpest that dollars and Deutschemarks con-
srirute aroand one-third of all currency in circulation. Tt is
an uphill stuggle, given the meager rescnrces available for
banking supetvision, lack of experience in market-based su-
pervision, and the inherent uncermintics of the coonomy.
Uleraing will be fornmare o avoid the kind of banking cri-
gis that has plagued many other mansiton econorales in
tecent years, such 85 Bulgaria, the Czech Republic, and
Lithuandia.

Ukmine’ prvatizadon experience to dare has been
stmilarly diseppointing. Originally conceived as a rapid pro-
cess thar would lead to deep economic restrucruring.
Ukraine's privatization bras been shallow, slow, and largely
incflective in establishing real privarcly based corporate
govermance, Enterprise management and workers protected
by legislation on collective lease agreements have colluded
to creste a joint force to delay and water down the tems of
privarization. Asa resultof these delays in privatization and
in the intoduction of true cotporate governance, the SOEs
have been adrift without fnfustons of new privace capital.
Bankruptcy procedures are not used o resolve massive in-
ter-enterprise debts, The administrative payments system
of the former Saviet Union iz still used by banks to manage
the sccounts of enterpriscs In arrcars. The comblnation of
massive budgerary amears and massive inter-enterprise ar-
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Tears deeply undermines markey ransactions and the capac-
ity for market-based restructuring.

The eoclal problems faced by Ukmaine are immense.
While yunemployment iy artificially masked by unpaid leave
and other mechanizros of SOEs, many observers estimate
the rate of hidden unemployment at 20 percent o more of
the labor force. A significant proportion of govemment ex-
penditure is spent for social programs and for desling with
the health consequences of the Chernobyl disaster. Unfor-
tunately, many of the social programs are very poorly tar-
geted. The pension system in particular requires a3 funda-
mental overhaul. Under the current pay-as-you-go system
of pension benefits, the combination of an saging popula-
tion, massive evasion of payroll mxation, and an extensive
yet haphazard spseem of early redrement has resulted in an
astounding sutaton where every conriburor 1o the pen-
sion systern must support around (.7 pensionens (that is, a
cqnmiburor m reciplent ratlo of approximately 1 tw 1.4).
Ukraine has ended up with the worst of two workds: astound-
ingly high payroll wxation combined with extremely low
real pension benefits. Many recent s call for a tran-
sition 10 a fully funded, individualized pension saviog sy
m, combined with tightened rules for corrent workers to
qualify for persion henefite. Nor surprisingly, there isa strong
political lobby against such changes.

In the fall of 1996, the peesidential rearn ond the gov-
ertiaent of Ukraine drafred a package of legislation and
budgetary measures aimed ac making a breakthrough to
deeper economic reforms. The economic philosophy was
hased on three major pillars: (1) rapid and comprehensive
deregulation and liberalization; (2} comprehensive tax re-
foem, involving 2 cur in rax rates together with 2 broaden-
ing of the tax base; and (3) a decp overhaul of the
povernment’s budgetary system, including reform of the pen-
sion system and ocher social policies. Unfortunately, the
package was stalled in parliament during the fivst half of
1997, and the window of opportnity for strong legislative
actions has probably paseed, in view of the puliamentary
elections expected in the spring of 1998,

One muse be careful not to be overdy pessimistic about
Ukraine's prospects. The wrade liberalization and monctary
stahilization alrcady achieved will surcly create conditions
for growth in some new sectors of the economy. The new
Ukrainian Constitution has contributed o political con-
solidation, and the performance of economic insdnadons is
likely to continue to improve in the future. Ukraines
political independence, too, appears more and more
secure. Against this backdrop, there is a good chance that
Kyiv will find i way to more consequential economic
reforms. However, the path may continue to be slow and
orosous, at significant and unnecessary costs to the people
of Ukraine. b



