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consequences of the conflict with Russia.

• The new Ukrainian authorities have made pro-reform declarations, but these do not
seem to be supported sufficiently by concrete policy measures, especially in the cri-
tical areas of fiscal, balance-of-payment and structural adjustment. Also, the interna-
tional financial aid package granted to Ukraine has not been accompanied by
sufficiently strong policy conditionality.

• Ukraine urgently needs a complex programme of far-reaching economic and institu-
tional reform, which will include both short-term fiscal and macroeconomic adjust-
ment measures and medium- to long-term structural and institutional changes.

• Energy subsidies and the low retirement age are the two critical policy areas that
require adjustment to avoid sovereign default and a balance-of-payments crisis.
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SINCE THE END OF 2013 Ukraine has faced a
series of dramatic geopolitical, domestic political
and economic challenges. First, there was mass
protest in Kyiv’s central square against former
president Viktor Yanukovych after he declined to
sign an association agreement with the European
Union. After collapse of Yanukovych’s regime, the
internal Ukrainian conflict became internation-
alised with the illegal annexation of Crimea by
Russia, and Russia’s active role in a ‘proxy’ war in
the Donetsk and Lukhansk regions. 

For this reason, international attention is concen-
trated on geopolitical threats and the violation of
Ukraine’s territorial integrity. The geopolitical and
security challenges are also at the top of the
agenda for the new president and government of
Ukraine. As result, the economic situation and eco-
nomic reform are less prioritised, domestically
and internationally. However, pressing economic
questions must also be addressed. The unsatis-
factory results of previous reform rounds were
very much responsible for the recent political
crisis and the fragility of the Ukrainian state. Most
importantly, successful economic and institu-
tional reforms are critical for attempts to consoli-
date both state and society and to prevent any
new authoritarian drift. 

The new Ukrainian authorities have made general
pro-reform declarations, but these do not seem to
be supported sufficiently by concrete policy
measures, especially in the critical areas of fiscal,
balance-of-payment and structural adjustment.
The same must be said about the international
financial aid package granted to Ukraine in April
and May 2014, which has not been accompanied
by sufficiently strong policy conditionality.

HISTORY OF HALF-HEARTED REFORM

The recent developments in Ukraine are not the
first time since independence in 1991 that the
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country has found itself at a critical juncture. In
1991-92, under Leonid Kravchuk’s presidency
and on a wave of independence enthusiasm,
Ukraine had the chance to build new democratic
and market institutions as was done, for example,
by the Baltic countries. Unfortunately, all the polit-
ical energy went to giving old Soviet institutions
‘new’ Ukrainian names. The macroeconomic and
social populism of that period led to hyperinflation
at the end of 1993. 

After Leonid Kuchma’s victory in the 1994 presi-
dential election, some market reforms were finally
enacted: most prices were liberalised, the
exchange rate system was unified, subsidies and
the fiscal deficit were reduced (but not elimi-
nated), the issuing of money was brought under
control and, finally, a new currency, the hryvna
(UAH), was introduced in September 1996. This
half-hearted reform process was stalled by a coali-
tion of emerging oligarchs – the early winners
from partial liberalisation and the macroeconomic
disequilibria of early the 1990s, and the benefici-
aries of various rents created by them – and old-
style ‘red’ directors in industry and agriculture.

The next reform push came after the financial
crisis of 1998-99 and Kuchma’s re-election in
1999 alongside prime minister Viktor Yushchenko,
the former governor of the National Bank of
Ukraine. There was some fiscal adjustment, reform
of the management of public finance and attempts
were made to restructure the loss-making and
heavily corrupted energy sector. However, the
political life of Yushchenko’s government was
short (17 months) and it was soon replaced by a
government that was again dominated by ‘red’
industrialists and oligarchs.

After the Orange Revolution at the end of 2004 and
Yushchenko’s election as the third president of
Ukraine, there was a political window of opportu-
nity to start serious political, institutional and eco-
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Ukraine was particularly heavily hit, recording in
2009 a decline in GDP of 14.8 percent (Table 1),
one of the steepest falls of all emerging-market
economies. Despite a low public-debt-to-GDP level
(12.3 percent of GDP in 2007), Ukraine was cut off
from international markets because of a current
account deficit (-7.1 percent of GDP in 2008),
external debt exceeding 50 percent of gross
national income, external debt service costs equal
to 20 percent of export proceeds, and expecta-
tions of devaluation. Between September 2008
and January 2009, the UAH depreciated by almost
60 percent, from 4.85 to 7.70 UAH to the dollar,
and then further down to 8 UAH to the dollar in
2009 (see Figure 1). Ukrainian authorities had to
ask for the International Monetary Fund Stand-by
Arrangement (SBA) in the second half of 2008.

nomic reform. Unfortunately, this was prevented
by a political split inside the ‘Orange’ camp, in par-
ticular, the permanent political infighting between
Yushchenko and twice prime minister Yulia
Tymoshenko (2005 and 2007-10). The only suc-
cess of the period were entering the World Trade
Organisation (WTO) in 2008 and starting negotia-
tions with the EU on the association agreement. 

The economic boom of 2000-07 did not create
pressure for serious reform either. The macroeco-
nomic situation improved: after 10 years (1990-
99) of steep output decline and thanks to reforms
that were partially completed at the beginning of
the new millennium (especially privatisation of
the larger part of the manufacturing industry), a
rapid recovery started. This was also fuelled by the
2003-07 global boom (high prices of metals and
agriculture commodities, Ukraine’s main exports)
and an oil boom in Russia. The UAH exchange rate
stabilised against the dollar, inflation diminished
for a while, and the fiscal deficit and public debt to
GDP ratio declined as result of rapid GDP growth.
On the institutional front, the economic system
could be considered largely a market system, but
heavily distorted by pervasive corruption and
nepotism, poor governance (which made imple-
mentation of market-related legislation and defi-
nition of the rules of the game a permanent
problem) and state capture by oligarchic groups,
similar to most other post-Soviet countries.

The era of relative prosperity came to the abrupt
end with the global financial crisis in 2008.

Table 1: Ukraine, basic macroeconomic indicators, 2006-13



1. According to IMF Country
Report No. 14/106 (Table 1,

p. 35), average nominal
monthly wages in the econ-
omy increased by 17.5 per-

cent in 2011, 14.9 percent
in 2012 and 8.0 percent in

2013 and real wages by 8.8
percent, 14.2 percent and

8.3 percent, respectively. In
2013 the average nominal
wages in the public sector

increased by 7.1 percent
(IMF Country Report No.

14/145, p.84)

2. Since obtaining inde-
pendence, Ukraine had nine

IMF programmes (1994,
1995, 1996, 1997, 1998,

2004, 2008, 2010 and
2014), six of which went

off-track prematurely.

3. See
http://eeas.europa.eu/enp/pdf/
pdf/action_plans/2010_eu_ukra
ine_association_agenda_en.pdf. 

4. See
http://eeas.europa.eu/ukrai
ne/docs/eu_ukr_ass_agenda_

24jun2013.pdf.

generous wage1 and pension increases, led to
deteriorating fiscal and current account balances,
a typical manifestation of the twin deficits. These
policies also effectively derailed the two
subsequent IMF SBAs (of 2008 and 2010), both
backed by the EU’s Macro-Financial Assistance
(MFA)2. As result, from summer 2013, Ukraine
started to face the growing danger of the
subsequent balance-of-payments crisis (the two
previous balance-of-payments crises happened
in 1998-99 and 2008-09).

RELATIONS WITH THE EU

In 1990s and early 2000s, the EU’s relationships
with countries of the former Soviet Union other
than the Baltic states were based on the bilateral
Partnership and Cooperation Agreements (PCA)
which included, in the economic sphere, the Most-
Favoured Nation clause, and technical, legal and
institutional cooperation in such sectors as trans-
portation, energy, competition policy, and some
legal approximation in the areas such as customs
law, corporate law, banking law, intellectual prop-
erty rights, technical standards and certification.
Ukraine signed the PCA in June 1994 and the
agreement entered into force on 1 March 1998.

The next steps, after the start of the European
Neighbourhood Policy in May 2004 and the
Orange Revolution in Ukraine at the end of 2004,
were the signing the of the EU-Ukraine Action Plan
and the granting of market economy status to
Ukraine (both in 2005). The action plan was
updated and upgraded into the EU-Ukraine
Association Agenda3 in 2009 and then, once
again, updated in June 2013 with the focus on
implementation of the forthcoming association
agreement4.

In March 2007, the EU and Ukraine started nego-
tiations on a new enhanced agreement to replace
the PCA. At the Paris EU-Ukraine Summit in Sep-
tember 2008, the negotiated agreement was
upgraded to the association agreement and
included the DCFTA as an integral part. The negoti-
ation was concluded in December 2011, and the
text of the association agreement was initialled on
30 March 2012 and signed on 27 June 2014 after
a series of dramatic political events in 2013 and
first half of 2014. These included the failure of
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LEGACY OF THE YANUKOVYCH ERA

After the victory of Viktor Yanukovych (who had
been prime minister in 2002-04 and 2006-07) in
the February 2010 presidential election, and the
formation of the government of Mykola Azarov, a
new reform effort was declared. Legislation was
adopted related, among other issues, to social
policy (a gradual increase in the retirement age of
women from 55 to 60, lengthening the service
period needed to obtain a minimum pension and,
for various privileged groups, limiting the maxi-
mum pension to 10 times the subsistence mini-
mum), Ukraine’s WTO membership commitments,
and preparing the legal ground for the forthcom-
ing EU-Ukraine association agreement (including
the Deep and Comprehensive Free Trade Agree-
ment, DCFTA). However, corruption and predatory
pressure from the narrow oligarchic elite around
the president and his family led to a deterioration
in the already poor business climate and further
declining confidence in state institutions. The con-
tinuously deteriorating total investment rate, and
the declining gross national savings rate (see
Table 1) illustrate well the macroeconomic conse-
quences of dysfunctional governance.

Governance failings and authoritarian drift created
fertile social ground for the wave of civil unrest
that erupted as the Euro-Maidan protest move-
ment in November 2013, after it became clear that
the government would not sign the association
agreement with the EU (see the next section).

Another source of social disappointment was the
deteriorating economic situation. After the 2008-
09 crisis, Ukraine failed to return to its pre-crisis
GDP level (Table 1). In 2010 and 2011, GDP grew
by 4.1 and 5.2 percent, respectively (not enough
to compensate for the 2009 output decline), fol-
lowed by stagnation in 2012-13. Stagnation was
a result of weak external demand (a consequence
of the European debt and financial crisis), increas-
ing domestic imbalances, a deteriorating business
and investment climate and increasing Russian
import restrictions – Russia wanted to discourage
the government of Ukraine from signing the asso-
ciation agreement with the EU.

The Azarov government’s populist policies, such
as keeping domestic energy prices low and
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5. See
http://www.consilium.europ
a.eu/uedocs/cms_Data/docs
/pressdata/EN/foraff/13413

6.pdf.

Decline in GDP and political turmoil, including war
in the east, have undermined seriously the rev-
enue flow to Ukraine’s budget and have created
additional expenditure needs, especially in the
area of national defence and security, humanitar-
ian assistance and infrastructure repair. The same
IMF estimates of April 2014 predicted an increase
in the general government deficit to 5.2 percent of
GDP in 2014 from 4.8 percent in 2013, despite the
recommended fiscal adjustment. If the quasi-
fiscal deficit of Naftogaz (the state-owned monop-
oly in charge of natural gas imports and
distribution) is added, the combined deficit will
increase from 6.7 percent of GDP in 2013 to 8.5
percent of GDP in 2014. Generally, the IMF projec-
tions are based on optimistic assumptions. They
might underestimate the downside risks in the
national security sphere, potential further disrup-
tion to trade relations with Russia and bank recap-
italisation needs.

In the first half of 2014, the hryvna depreciated
from 8 UAH to more than 11.5 UAH to the dollar, ie
more than 45 percent. In the face of a looming bal-
ance-of-payments crisis, such an adjustment was
both unavoidable and necessary to improve trade
and current account balances. However, it has also
put an additional burden on the balance sheets of
unhedged banks, companies (including Naftogaz)
and households. The ratio of non-performing loans
(NPL) to total loans in the banking sector
amounted to 23.5 percent at the end of 2013, ie
before the UAH depreciation. 

Overcoming these negative tendencies requires
not only political stabilisation but also far-reach-
ing fiscal adjustment and structural and institu-
tional reforms to help eliminate macroeconomic
disequilibria and unlock Ukraine’s long-term
growth potential, as we detail in the next section.

INTERNATIONAL AID PACKAGE

The international community supported the new
Ukrainian authorities with a generous financial aid
package. At the core of this package is the 24-

‘Ukraine needs not only political stabilisation but also far-reaching fiscal adjustment and

structural and institutional reforms to help eliminate macroeconomic disequilibria and unlock

its long-term growth potential.’



6. If implementation of the
SBA follows the original

assumptions and schedule,
the IMF’s total net loan

exposure to Ukraine will
exceed 10 percent of GDP in

2015 and 2016. 

7. Ukraine: Request for
Stand-by Arrangement –

 Staff Report; Supplement;
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together with the abandoning of existing restric-
tions on current account convertibility, should be
welcomed. However, moving to inflation targeting
in a one-year period does not look feasible, espe-
cially in a time of political and security turmoil and
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and distribution of, subsidised energy imports –
and they prevent the reorientation of the energy
sector towards a competitive market environment.
As long as Naftogaz is obliged to deliver gas at
price below the cost-recovery level, its reorgani-
sation, de-concentration and privatisation will not
be possible. 

Low energy prices are also counterproductive for
reducing Ukraine’s energy dependence on Russia.
In this context, the discussion on economic
sanctions against Russia has limited merit as long
as the international community is ready to
support financially Ukraine’s overconsumption of
Russian gas. 

Unfortunately, despite a correct diagnosis, the IMF
SBA sets only a very gradual price adjustment
schedule with the aim of eliminating Naftogaz’s
deficit only by 2018. The first round of tariff

increases, for gas by 56 percent (from May 2014)
and for district heating by 40 percent (from July
2014) looks drastic, but only if one disregards
their very low initial level. In fact, the 2014
increase only compensates for the effect of UAH
depreciation earlier this year. The next planned
rounds of tariffs increases (by 40 percent in 2015
and by 20 percent in 2016 and 2017) might bring
them closer to the cost-recovery level, but only if
the UAH exchange rate and other cost compo-
nents remain unchanged. And there is no certainty
that the tariffs will reach the cost-recovery level
even in 2017.

Oversized and inefficient welfare state

The general government total expenditure in
Ukraine is close to the level of 50 percent of GDP,
one of the highest in Europe and among emerging-
market economies. In 2014, it might even exceed
50 percent of GDP. The biggest expenditure item is
various social benefits (23.1 percent in 2013), of
which public pensions account for 17.2 percent of
GDP, again one of the highest shares in Europe and
the world. The limited pension reform of 2011 (dis-
cussed previously) has stopped the growth in
pension expenditure, but is unable to ensure
system sustainability over the long term in the
context of one of the least favourable demo-
graphic trends in Europe. 

The retirement age, both statutory and effective,
remains low by international standards and taking
into consideration the rapid ageing of Ukrainian
society. Numerous group privileges and special
pension schemes offer opportunities for earlier
retirement and generous benefits. As result, 13.6
million pensioners account for about one third of
the Ukrainian population. This implies depend-
ency ratio of 1 or higher.

Both the public pension system and other
components of social welfare provide most
benefits to better-off groups instead of lower-
income groups. According to the World Bank’s
Atlas of Social Protection, only 13.4 percent of total
social-protection and labour-programme benefits
went to the poorest 20 percent of the Ukrainian
population in 2006.

Table 2: GDP per unit of energy use, 2011 PPP USD
per kilogramme of oil equivalent

Country/ region 1990 2011
Albania 5.4 13.2
Armenia 1.7 7.4
Azerbaijan 2.7 11.5
Belarus 1.8 5.3
Bulgaria 3 5.9
Czech Republic 3.8 6.5
Georgia 3.1 8
Hungary 6.1 9
Kazakhstan 2.8 4.4
Kyrgyzstan 2 5.2
Latvia 4.6 9.4
Lithuania 3.6 9.3
Macedonia 8.2 7.9
Moldova 2.4 4.5
Poland 3.7 8.3
Romania 4.2 9.6
Russia 3.3 4.4
Serbia 5.4 5.3
Slovakia 3.8 7.8
Slovenia 6.4 8
Tajikistan 3.6 7.2
Turkey 11 11.7
Turkmenistan 1.7 2.3
Ukraine 2.2 3
Uzbekistan 1.3 2.7
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