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Whi le Ukraine’s recent trade performance has been successful, the current trade 
patterns are unsustainable in the longer term because they depend heavily on 
temporary factors. 
Significant export diversification i s  critical for export to become a reliable source 
o f  future economic growth. This would require additional domestic reforms to 
facilitate new entry and integration in global value chains. 
The main obstacles to furthering Ukraine’s trade integration are domestic and 
relate to serious deficiencies in the business environment. Problems in customs 
administration, standardization, and administrative barriers for new entry require 
immediate attention. 
Ukraine i s  wel l  positioned to substantially expand exports to Europe, but to utilize 
i t s  potential, i t  needs to drastically increase inward FDI because, in the modern 
economy, trade and FDI complement each other. 
The pol icy o f  global trade integration, based upon WTO principles, should be 
given priori ty over regional integration processes. 
Completing WTO accession i s  an over-riding pol icy priori ty for Ukraine that has 
to take precedence over specific sectoral and business interests. 
A simultaneous push toward free trade arrangements in both directions (EU and 
CIS) fits well with Ukraine’s longer-term interests. Efforts to advance free trade 
should be de-linked from other pol icy objectives (such as EU membership and 

~ 

CIS Customs Union). 

1. Ukraine i s  a relatively open economy with foreign trade turnover exceeding GDP. 
Since the mid-90sY broad trends in the country’s foreign trade have been quite closely 
correlated with major macroeconomic developments. I t  i s  not surprising then that trade 
pol icy issues have taken center-stage in the government’s economic strategy. 

2. Recently, the trade pol icy has received even more prominence as a critical 
element o f  Ukraine’s political and economic agenda. The Government’s new economic 
strategy i s  founded o n  the principle o f  “European Choice,” and attaches a particular 
priority to rapid integration with the EU. Completion o f  the WTO accession process has 
also been among the top government pol icy priorities recently. The 2004 EU enlargement 
wi l l  have a pronounced impact on Ukraine’s economic relations with its Eastern 
European neighbors. Ukraine has also been active in its efforts to streamline and upgrade 
i t s  trade and economic relationship with the CIS. At this juncture, there i s  an essential 
need for Ukraine to develop a consistent and well-prioritized medium-term strategy for 
i t s  trade integration, which would take into account the country’s various regional as wel l  
as global interests. 

3. The importance o f  this review o f  the trade regime in Ukraine derives from the fact 
that there are divergent views at the moment on the core bottlenecks for further export 
expansion and growth. Some argue that antidumping and other external trade barriers 
imposed on Ukraine by its partners have become a major developmental constraint. 



Others suggest that Ukrainian trade patterns have been primarily distorted by domestic 
policies through a complicated array o f  explicit and implicit state subsidies and 
interventions. 

4. The main objectives o f  this study, therefore, are the following: 

0 foster a better understanding o f  key drivers o f  recent trade performance; 
0 assess current trade policies and provide additional recommendations to 

strengthen the Government’s trade integration strategy; 
0 identify core bottlenecks in the ongoing integration processes, especially with 

respect to WTO accession; and 
0 develop recommendations for Ukraine’s international partners with respect to 

providing, (a) Ukraine with a level playing field in terms o f  its access to 
international trade, and (b) the government with additional technical assistance 
that would help Ukraine upgrade i t s  trade policies and institutions. 

Trade performance 

5. Ukraine’s strong trade performance has made a major contribution to recent 
economic recovery and growth acceleration in the country. About 40 percent o f  total 
GDP growth in 1999-2002 could be attributed to the increase in net exports. In 1999- 
2003, total merchandise exports increased (in current U S  dollars) by about 100 percent 
(Figure 1). In addition, as a transit country, Ukraine has been increasingly benefiting 
fi-om trade in services: export o f  services exceeds 10 percent o f  GDP, two thirds o f  which 
comes from transportation (primarily transit o f  Russia’s o i l  and gas to Europe). 

Figure 1. Main trends in merchandise trade, US$ billion 
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Source: SSC. 

6. Starting fi-om 1999, Ukraine has been running trade and current account balance 
surpluses, while in 1997 its current account deficit exceeded three percent o f  GDP. 
Improvement in trade balance was init ial ly driven by import contraction in 1999. A faster 
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growth in exports thereafter had an additional positive impact. In addition, the real 
exchange rate depreciated by 40 percent since 1999 and helped sustain growth by 
advancing import substitution. The impact o f  real depreciation on exports has been 
weaker so far, but it i s  expected, based on international experience, that eventually i t will 
help exports as well. 

7. Furthermore, improvements in trade performance had a beneficial impact on 
overall economic growth in Ukraine through a number o f  the following indirect channels: 

0 Trade and current account surpluses advanced Ukraine’s macroeconomic 
stability, boosted private sector confidence and investments, and stimulated an 
increase in money demand. 

0 Increased export revenues fueled growth in domestic consumption and 
investments. 

0 Spillover effects from exporters were essential through both an increase in 
demand for domestic inputs and services, and transfer o f  new knowledge and 
technologies. 

8. While Ukraine’s trade performance has been strong relative to other CIS 
countries, i t s  merchandise exports are st i l l  l ow  when compared to Poland and other new 
EU members (Table 1). 

Table 1 : Ukraine’s Trade Performance: Comparative Perspective 

All data for 2002 in U S $  mil l ion if not 
otherwise stated Ukraine Russia Ukraine and Russia) Poland Germany 
Export o f  goods per capita 368.0 746.9 329.7 1210.1 7481.6 
Export o f  goods, ratio to GDP, percent 43.2 31.1 58.3 24.7 31.1 
Import o f  goods per capita 348.5 423.2 311.9 1397.8 5928.2 
Import o f  goods, ratio to GDP, percent 40.9 17.6 55.2 28.6 24.7 
Trade balance, ratio to GDP, percent 4.3 10.4 -3.1 -3.7 6.5 
Openness, percent 103.6 59.6 139.8 59.5 55.8 
Export o f  goods growth, percent, 
average for 1996 - 2002 3.7 3.1 5.8 9.2 2.8 
Import o f  goods growth, percent, 
average for 1996 - 2002 -0.6 -1.8 2.1 7.6 1.3 
Share o f  manufacturing (groups 5-8 
excluding 68, using the SITC revision 2) 
exports in export o f  goods, percent 67.3 21.6 27.1 82.1 85.9 
Share o f  CIS in export o f  goods, 
percent 24.4 8.7 18.1 6.3 2.5 
N e t  FDI per capita, cumulative for 1996 
- 2002 90.4 39.0 217.8 1088.7 -407.3 
Net FDI, ratio to GDP, percent, average 
for 1996 - 2002 1.6 0.3 5.2 3.6 -0.1 
Source: DOTS, IFS, WDI, SSC, NBU. 

CIS-10 (excl. 
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9. 
concern. The primary drivers o f  the recent export growth relate to such factors as: 

Moreover, in the medium term sustainability o f  current export trends remains o f  

0 major growth in export unit value (especially for metals and o i l  products) that was 
responsible for about ha l f  o f  the total export growth in 1999-2003; 
one-time effect o f  recovery in traditional manufacturing (metallurgy, o i l  
processing, and chemicals), which was largely driven by privatization, 
management change, and drastically improved capacity utilization. 

10. Ukraine should not consider these factors to be permanent engines o f  export 
expansion. In particular, for the period to 2010, the ferrous metal sector i s  expected to 
maintain the current volume o f  steel exports because o f  both the growing domestic 
demand and increasingly binding capacity constraints (which in turn relates to the l ow  
investment levels in the sector). W h i l e  a gradual increase in unit value o f  exported steel i s  
likely, the sector’s share in total exports i s  expected to decline. 

11. Moreover, the analysis shows that Ukraine’s export elasticity on foreign incomes 
has been low, implying that the existing export structure, if not improved, wi l l  limit 
opportunities for further growth expansion. International experience o f  the past 40 years 
clearly identifies export growth as the common denominator in al l  successful growth 
stories. But Ukraine’s recent export trends have been constrained by structural problems. 
So far the role o f  efficiency factors, which could become longer-term export drivers, has 
been limited, while the contribution to export growth from both new export products and 
new exporters has been low. A major shift toward better incentives for a more diversified 
export structure would be needed in order for Ukraine to maintain high rates o f  export 
expansion, as wel l  as to strengthen linkages between trade and growth performance. 

12. At the moment, Ukrainian exports remain highly concentrated. The combined 
share o f  metals, chemicals, and mineral products amounted to 60 percent o f  2003 total 
exports. Over 1999-2003, two sectors - i ron and steel and mineral products - contributed 
45 percent to total export growth. Overall, the Ukrainian export structure i s  heavily 
biased toward so-called “sensitive commodities”, such as metals and chemicals, that are 
particularly exposed to protectionism in global markets and are also highly sensitive to 
changes in market conditions. Thus, since 1995, the market position o f  leading Ukrainian 
exporters has been vulnerable due to a large number o f  antidumping investigations. The 
share o f  Ukraine in the global number o f  anti-dumping investigation is about 10 times 
higher than its share in global trade. Export diversification i s  the only way to make export 
less sensitive to both global market price changes and potential protectionism pressures. 

13. W h i l e  export growth since 2001 has become somewhat more inclusive than i t  
used to be in the late 9Os, recent changes in diversification indicators have been too slow. 
In 2002, the number o f  commodity positions for which annual exports exceed US$10 
mi l l ion was s t i l l  lower than in 1996. Ukraine’s comparative advantage in global trade i s  
revealed in quite a l imited number o f  commodity positions (14 product groups out o f  94). 
This number did not change since 1996. And Ukraine’s export specialization differs 
significantly for i t s  two largest export destinations - the CIS and the EU. So far, 
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Ukraine has revealed more comparative advantages in trade with the CIS than with the 
EU or the wor ld as a whole. 

Poland 

14. Ukraine lags behind i t s  Eastern European neighbors, who recently became new 
EU members, on a number o f  indicators o f  trade restructuring (Table 2). Poland has much 
more diversified exports, a substantially higher complementarity o f  i t s  exports with non- 
CIS markets, and a higher degree o f  intra-industry trade. Moreover, the Ukraine-Poland 
gap in indicators o f  trade diversification did not narrow much since the mid-90s. These 
findings suggest that Ukraine underutilizes i t s  advantages related to i t s  proximity to 
major markets. This is reflected in the relatively l o w  FDI flows to Ukraine. During 1996- 
2002, Ukraine managed to attract FDI flows equivalent to only 1.6 percent o f  GDP per 
annum on average compared with over 3.6 percent o f  GDP for Poland. 

Ukraine 

54.8 Grubel-Lloyd Index o f  intra-trade 
intensity, 2002 22.5 

- Change, 1996-2002 
Trade Complementarity Index, 2002 

Export Diversification Index, 2002 (*) 
- Change, 1996-2002 

- Change, 1996-2002 

15. Since independence, Ukraine demonstrated considerable reorientation o f  i t s  
merchandise trade away from the CIS which took place in two major waves: immediately 
after the breakdown o f  the USSR in 1991 -93 and in 1996-99. Overall, during 1996-2003, 
the CIS share in Ukraine’s exports almost halved to 26 percent. However, the CIS share 
in Ukraine’s imports i s  s t i l l  about 50 percent, which reflects i t s  high dependence o n  
import o f  CIS energy products. 

12.9 3.9 
61.2 33.0 
11.3 7.8 
,186 .257 
-.011 +.009 

16. Despite significant reorientation o f  i t s  exports toward the EU during the 9Os, the 
extent o f  trade with Europe i s  s t i l l  lagging behind new EU members. The share o f  
Ukraine’s exports to the EU-15 (20 percent in 2003) is three times lower than that o f  
Poland. W h i l e  Ukraine has less preferential access to the EU market than many 
developing countries, as wel l  as countries in the Balkans, this should not be considered as 
a critical factor that hampers i t s  export expansion. The evidence from the early 90s 
suggests that many central European countries managed to considerably expand their 
export to the EU-15 under conditions which have not been fundamentally more 
concessional than those faced by Ukraine. 

17. The intensity o f  intra-industry trade with the CIS has been on average 1.5 times 
higher than that in trade with the rest o f  the wor ld  (ROW). This indicates the continuing 
importance o f  the traditional USSR l i n k s  between CIS economies. The degree o f  
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Ukraine’s intra-industry trade with the CIS i s  quite high on. cross-country comparisons 
and it i s  very close to the level o f  OECD countries. 

18. The analysis suggests that the primary constraints to export expansion and 
diversification in Ukraine are intemal, and relate to conventional domestic factors such as 
a weak private sector and deficiencies o f  the business environment that hamper new 
private entry, for both domestic and foreign f i rms.  As the survey o f  Ukrainian exporters 
suggest (Figure 2), the greatest intemal barriers for international trade in the country, as 
perceived by trade operators, are the following: 

0 general complexity o f  regulations and their unfair enforcement, including 
multitude o f  pre-customs permits, registrations, licenses, technical regulations, 
and related to this corruption, delays, and high compliance costs; 
slow and costly process o f  VAT reimbursements to exporters, which continues to 
receive most negative grades in business surveys; and 
unpredictability and corruption in customs. 

0 

0 

Figure 2: Import Procedures Perceived as Problematic, World Bank Study (2003) 

(range: from 0 - less problematic to 5 - most problematic) 

Unpredictability 

Custom clearance problems 

Corruption 

Problems with permits 

Problems with certification 

Prohibition of import of some goods 
0 0.5 1 1.5 2 2.5 3 3.5 4 

Source: World Bank. 

19. The results o f  the exporters’ survey also suggests that Ukrainian exporters face by 
far more problems at home than abroad. The only serious concern that exporters have 
about the external trade regime relates to difficulties in protecting their rights in foreign 
courts. While in the last few years the Government made some progress in improving 
Ukraine’s business environment by, for instance, streamlining regulations related to 
company registration and licensing, these positive changes have not yet reached the area 
o f  trade facilitation. Because these types o f  obstacles to trade are domestic, they are 
entirely under government control. Their removal does not require complicated 
international negotiations and addressing them should be the top government priority. 
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20. Ukrainian trade statistics are quite distorted, which reflect considerable 
weaknesses in the enforcement o f  the trade regime that allows for a high incidence o f  
smuggling and mis-reporting by trade operators. These weaknesses have serious fiscal 
implications: the conservative estimate for foregone fiscal revenues associated with 
under-reported imports amounts to US$150 mi l l ion a year. A greater level o f  cooperation 
between Ukraine’s Statistical Committee and statistical agencies o f  Ukraine’s partners, 
particularly with Eurostat, might improve the accuracy o f  trade data, support government 
policies to improve enforcement o f  the trade regime, and eventually contribute to a better 
fiscal position for Ukraine. 

21. Analysis o f  the trade mirror statistics also suggests that since 2001 foreign trade 
has facilitated an unregistered net capital inflow. In 2002, such a transfer could amount to 
US$3 bi l l ion or 7 percent o f  GDP. It  helps to explain recent high rates o f  domestic 
investments growth in Ukraine. 

Trade regime 

22. Overall, Ukraine’s statutory trade regime at the moment i s  quite liberal compared 
with both the EU and transition economies in CEE (before they joined the EU), but i t  i s  
not the most liberal. Starting from 1999, the Ukrainian Government (GOU) has 
intensified i t s  efforts to liberalize foreign trade and expand opportunities for integration 
with world markets. However, the trade regime’s real picture i s  much less favorable. The 
real barriers for trade remain considerable and they relate to the behind the border 
administrative regulations and enforcement mechanisms, which are not reflected in the 
standard measures o f  protection such as import tariffs. 

23. There has been a steady trend toward trade liberalization in terms o f  reduction o f  
average tari f f  and non-tariff barriers (NTB) since the peak o f  protection attained around 
1999. Ukraine’s import tari f f  levels are mild on average, and they appear to be in l ine 
with comparator countries, albeit with a few tariff peaks. The import-weighted average 
tari f f  amounted to about 5 percent in 2002 (Table 3). This includes predominantly tariff- 
free imports from the CIS that account for about a ha l f  o f  the total merchandise imports. 
At the same time, about 5.6 percent o f  positions in the tar i f f  schedule have tariffs above 
25 percent. Collections o f  import tar i f fs make only three percent o f  the total government 
tax revenues. 

24. However, the Ukrainian tariff schedule has three important drawbacks: 

0 Agriculture seems to be excessively protected. Average tar i f f  equivalents for 
agricultural goods were much higher than non-agricultural tariffs - 3 1.4 versus 2.7 
percent in 2002. Sugar and sugar confectionary i s  the most protected commodity, 
for which the ad valorem tar i f f  equivalent rate reached 146 percent in 2002. 
Tariff escalation, which increases protection o f  domestic producers o f  finished 
products over statutory import tariffs, i s  significant. Within the same 
manufacturing sector tar i f f  differences between industrial inputs and finished 
goods amount to 3-8 times. This does a disservice to the economy by overly 

0 
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shielding domestic producers from international competition, and dampening their 
incentives for improvement in efficiency and export diversification. 
The tari f f  schedule i s  overly complex, which encourages both commodity 
misclassification and corruption. The number o f  different tari f f  rates went up from 
seven in 1993 to 50 in 2003. Modest yields from customs duty collection do not 
just i fy such complexity and risks making policy implementation susceptible to 
lobbying by special interests. This provides a strong argument for moving toward 
a uniform tar i f f  Ukraine wil l be better-off with a simpler and flatter tariff 
schedule. 

0 

25. The implici t  average tari f f  rate has been low. I t  varied between 1.7 and 2.5 
percent in the period from 1998 to 2003. The implici t  rate stood at less than a hal f  o f  the 
average import-weighted applied rate for the respective years. Such a large discrepancy 
can be explained primarily by a proliferation o f  import duty exemptions and weak 
enforcement. This may indicate fiscal losses as large as US$400-500 mi l l ion a year. 

Table 3: Import-Weighted Average Tariff Rates in Ukraine, in percent 

1996 1997 1998 1999 2000 2001 2002 2003 

- Al l  imports 3.1 4.6 5.0 4.9 4.4 4.7 5.0 n.a. 
- MFN imports 6.0 9.3 9.7 10.2 8.9 9.1 9.7 n.a. 

- Al l  imports 2.1 2.6 3.0 3.0 2.8 2.7 2.7 2.7 

All goods 

Non-amicultural goods 

- MFN imports 4.4 5.5 6.5 6.7 6.0 5.8 5.9 5.9 
Agricultural goods 

- Al l  imports 14.9 28.1 27.9 26.7 22.9 27.6 31.4 n.a. 
- MFN imports 17.6 37.0 33.4 35.5 30.2 33.3 37.6 n.a. 

Imd ic i t  tar i f f  rates 
- Al l  imports n.a. n.a. 2.5 1.7 1.8 2.1 2.4 2.2 
- MFN imports n.a. n.a. 5.6 4.2 4.5 4.9 5.2 4.6 

Source: IER and World Bank estimates. 

26. The number o f  non-tariff measures faced by imports into Ukraine has 
significantly increased since the mid-90s. Nevertheless, compared to OECD countries, 
Ukraine seems to be quite liberal in terms o f  l o w  index for official non-tariff core 
protection. However, the level o f  the informal NTBs i s  not taken into account in the 
above index. Available business surveys point to serious implementation problems o f  
NTBs (e.g., in the area o f  certification) that raise effective trade barriers and sours the 
business climate. 

27. Ukraine maintains export taxes o n  a l imited variety o f  products (selected 
agricultural products and metal scrap) which create a stumbling block in both i t s  WTO 
accession negotiations and trade relations with the EU. At the moment, economic benefits 
from these taxes to the Ukrainian private sector appear to be questionable at best. 
Moreover, these taxes carry considerable costs to  Ukraine’s commercial diplomacy. In 
times when the country needs additional good will o f  i t s  partners to accelerate WTO 
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accession and regional integration processes, the Government may have strong incentives 
either for repealing or  phasing out these export taxes. 

28. Ukrainian exporters in the steel sector and other manufacturing have been 
recipients o f  a considerable amount o f  government support. This support was provided 
primarily in the form o f  indirect subsidies, such as tax exemptions, l o w  energy tariffs, 
and - in the case o f  the steel sector - restrictions on exports o f  scrap metals. During the 
economic experiment o f  1999-2001, the steel sector received about U S $ l  bi l l ion in 
implici t  budgetary support. Whi le the amounts o f  such subsidies declined noticeably 
since 1999, their levels remain far from trivial. At the same time, the analysis o f  the 
situation in the steel sector suggests that the leading steel exporters have sufficient cost 
advantages and would remain competitive without these subsidies, even if they face some 
softening o f  wor ld market demand. 

29. The current GOU policy o f  supporting individual industries and enterprises 
should be replaced by a new industrial pol icy that would focus on creating incentives for 
private investments in an environment o f  equal conditions for al l  market participants, as 
wel l  as on setting up mechanisms o f  real sector support that would meet WTO 
requirements. 

30. Ukraine tends to frequently apply trade contingency measures (safeguards and 
anti-dumping). The CIS (especially, Russia) and the EU appear to be the main targets o f  
Ukrainian contingency protection. Ukraine would be best served if it restrains i t s  use o f  
such measures and considers them as extraordinary pol icy tools. Their use should be 
preceded by bilateral negotiations and pros and cons carefully weighted. Application o f  
antidumping duties could be justified only if the GOU has evidence that such an 
application i s  in the broad national economic interest, taking into account the interests o f  
domestic consumers (and not just producers). In any case, even before i ts accession to the 
WTO, Ukraine should adhere to WTO rules governing the application o f  such measures. 

3 1. Free economic zones in their current format are poorly set up and managed, and 
are not compatible with WTO rules. Rather than fostering strong export performance, 
they create incentives and opportunities for tax dodging and rent-seeking, and breed 
corruption. Despite prior obligations taken by the Government, these regulations need to 
be completely revamped, albeit with special attention to minimizing the moral hazard o f  
regulatory changes. Overall, in a country l i ke  Ukraine, with its manageable size but with 
weak administrative capacity, a better strategy for export development would be an 
emphasis on across-the-board improvements in the domestic business environment rather 
then the current focus on creation o f  tiny enclaves with better business conditions than in 
the rest o f  the economy. 

32. In a transit country, such as Ukraine, another important aspect o f  the trade regime 
relates to rationality and predictability o f  tar i f f  pol icy in the transportation sector, 
especially in railways and pipelines. The Government should avoid using transportation 
tariffs either as a tool o f  market protection or implici t  subsidization o f  exporters. 
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Trade strategy for moving forward 

33. At the moment there remain inconsistencies in Ukraine i s  trade strategy. A 
leading example i s  adoption o f  strongly worded declarations that support both “European 
Choice” for Ukraine and participation in the “Single Economic Space”. These 
inconsistencies are confusing for Ukrainian business people and trade partners, and they 
complicate the process o f  the attainment o f  Ukraine’s strategic goals. Some other 
examples o f  such inconsistencies are as follows: 

0 Signing specific declarations within the framework o f  the Single Economic Space 
(SES) could be interpreted as an intention to establish a customs union with i t s  
CIS partners. Harmonization o f  external tariffs with other members o f  such a 
customs union before completing the W T O  accession process poses the risk o f  re- 
negotiating the conditions o f  accession. 
Government’s W T O  aspirations contradict to i t s  non-market and often WTO- 
inconsistent approaches to a resolution o f  specific sectoral problems in the real 
sector. Just too often the G O U  has introduced administrative restrictions on 
market mechanisms, provided implicit subsidies to local producers, and was 
insufficiently tough in confronting the influence o f  sectoral interests o n  
government policies. 
Declarations on strengthening economic integration with both the EU and Russia 
are accompanied by a considerable number o f  ongoing trade disputes. In several 
cases, in particular with respect to Ukraine-Russia trade, economic gains from the 
contingency measures introduced are quite insignificant and are not worth the 
damage o f  souring trade relations. Such micro trade wars bring about considerable 
political damage and inflate the ambitions o f  sectoral lobbyists. 

0 

0 

34. The fundamental conclusion o f  this study i s  that the global trade integration 
agenda should become an anchor for Ukraine’s medium trade strategy. That is, over the 
short to medium-term, global trade integration efforts should be given priori ty over any 
regional integration strategies, either with the EU or within the CIS. Indeed, attaining 
global integration would help Ukraine accelerate its regional integration efforts, and help 
Ukraine avoid potential contradictions among its various regional integration agendas. 

35. Therefore, completing WTO accession should be considered as an overriding 
policy priority for Ukraine, which has to dominate over specific interests o f  particular 
sectoral and business groups. WTO accession must be viewed not just as an instrument o f  
global integration, but also as a tool for advancing domestic economic reforms. Further 
delays with WTO accession may mean that Ukraine would miss the existing chance o f  
accelerating i t s  economic integration with the EU. 

36. The longer-term trade strategy for Ukraine could be based o n  i t s  strategic 
advantage - location between two much larger economic entities, the EU and Russia. 
Moreover, i t  is  l ikely that for the foreseeable future, Ukraine would have lower labor 
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costs than i t s  neighbors. Ukraine’s pol icy priori ty should be an efficient utilization o f  this 
advantage by positioning i tself  as a potential: 

0 

0 

0 

l ow  cost platform to produce goods and services for both CIS and CEE markets; 
natural bridge between EU and RussidCentral Asia, Le., performing as a reliable 
transit country; and 
location with l o w  regulatory costs, good proximity to major markets, and 
preferential market access to i t s  larger neighbors. 

37. 
number o f  directions: 

Economic policies to support this longer-term strategy would require changes in a 

0 

0 

0 

0 

0 

38. 

a stronger stability/predictability o f  government pol icy that would make 
Ukraine’s partners comfortable about their longer-term choices related to  
Ukraine; 
making a major push for free trade arrangements in both directions (EU and CIS); 
improving the domestic business environment and expanding an inf low o f  FDI; 
upgrading domestic institutions for export and investment promotion, including 
the launch o f  a broad communication campaign to improve Ukraine’s investment 
image as an attractive location for business and investment; 
strengthening the institutional framework for trade pol icy elaboration and 
implementation aimed at improvements in intra-Governmental coordination and 
more efficient control o f  sectoral and group interests. 

Ukraine needs to formulate a realistic trade pol icy strategy toward the EU, which 
anticipates a fairly protracted period o f  economic development outside o f  the EU. EU 
membership should be viewed as a long-term anchor for institutional and structural 
reforms in Ukraine, while the immediate and more practical agenda is WTO accession. 
This should not preclude Ukraine from pushing aggressively the agenda o f  economic 
integration with the EU, although at the moment the EU seems unwilling to discuss any 
potential timetable for Ukraine’s accession to the Union. Ukraine should fully utilize the 
potential benefits o f  the new EU neighborhood initiatives. In the short to medium term, 
Ukraine appears to have a unique opportunity to accelerate its economic integration with 
Europe by simultaneously: 

0 

0 

pushing the idea o f  a free trade agreement with the EU; 
removing the main stumbling block on the way to such negotiations by joining the 
WTO; and 
de-linking this agreement from the issue o f  EU membership. 

39. Ukraine should also request i t s  inclusion in the Pan European Area o f  Cumulation 
regarding exports to the EU. This would allow Ukraine to alleviate restrictions associated 
with the rules o f  origin and boost the competitiveness o f  its exporters by expanding their 
use o f  inputs from CEE, Turkey and several other countries. 
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40. A s  a member o f  the CIS, Ukraine benefits from the free trade area, the mutual 
recognition o f  standards, and generally non-restrictive rules o f  origin. However, the 
existing arrangements within the CIS trade bloc are far from being efficient, and they are 
affected by the following deficiencies: 

0 

0 

0 

Free trade agreements lack stability, while potential exemptions from the free 
trade regime create a degree o f  uncertainty with respect to future market access. 
A weak mechanism for dispute resolution has a stifling effect on trade. 
Free transit and efficient customs cooperation have not been achieved. 

41. The CIS clearly needs further reform to address the deficiencies in the bloc setup 
and operations. CIS countries should introduce WTO-style principles and disciplines in 
their intra-bloc affairs independently o f  their joining the WTO. The harmonization o f  the 
regulatory regimes in the CIS should be WTO and EU-compatible. 

42. The success o f  the new Single Economic Space (SES) initiative i s  so far 
impossible to assess. I t  may repeat the fate o f  the earlier multiple failed integration efforts 
within the CIS, but could also bring improvements in the operation o f  the CIS trading 
bloc, albeit for a small number o f  participants. At this point, i t  is  important for SES 
partners to accept the mutually agreed core integration measures and adequately sequence 
their efforts. 

43. W h i l e  it i s  in Ukraine’s interests to improve efficiency o f  the free trade zone in 
the CIS, entering into a new customs union may have a detrimental effect on i t s  long- 
term interests, including deeper integration with the EU. The primary reason for this is, as 
the recent experience o f  other CIS countries suggests, Russia i s  l ikely to ins is t  on i t s  own  
tariff structure as the common SES external tariff. This means that Ukraine would bear 
most trade diversion costs, since the tariff would be higher on goods Russia produces. In 
addition, the SES customs union would limit the ability o f  Ukraine to move to a l o w  and 
uniform tari f f  in the future, as i s  recommended in this study. Finally, i t  i s  just impossible 
to belong to two customs unions, the EU and SES. 

Completing the WTO accession process 

44. The review o f  Ukraine’s WTO accession process reveals that much has already 
been done in the name o f  WTO accession. The Government has passed hundreds o f  new 
laws and written thousands o f  pages in response to questions from WTO members about 
i t s  trade policies. Considerable progress was made with respect to concluding bilateral 
negotiations and finalizing the tariff offer. These do not yet add up to a protocol o f  
accession, but the end appears to be in sight. 

45. To bring negotiations to a successful conclusion, the Government will f i rst  need 
to concentrate on the domestic reform agenda. This includes negotiating the WTO agenda 
with domestic constituencies, such as Verhovna Rada and individual interest groups. All 
necessary legal analyses have been conducted. A roadmap for expected legal upgrades i s  
with the Ministry o f  Economy and Economic Integration (MEEI). However, as recent 
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experience suggests, passage of this legislation i s  not just a technical problem. There are 
important political economy considerations that have been blocking the passage o f  new 
laws in areas l ike intellectual property rights, agricultural support and the move to 
voluntary standards. Therefore, what i s  required i s  intervention at the top political level to 
support the MEEI negotiators to get the legislation passed. 

46. If Ukraine i s  serious about joining the WTO, the country’s top leadership 
advocating accession will need to devote more political capital to this task and 
communicate i t s  political importance to the Rada and general public more effectively. 
Moreover, this legal agenda should take precedence over bilateral market access 
negotiations - generous tariff concessions wil l not compensate for a weak legal 
environment. The trade agenda wil l also need a higher priori ty in the legislative program 
o f  the Rada. 

47. Priority measures to accelerate W T O  membership include the following: 

0 

0 

0 

0 

0 

0 

rewriting the Law on Foreign Economic Activity; 
eliminating al l  non-tariff interventions in the sugar market; 
reducing or eliminating export taxes, f i rst  o f  al l  on scrap metals and hides; 
addressing the issue o f  preferences to domestic producers in the automobile 
industry; 
shortening the l i s t  o f  imported goods requiring mandatory certification or 
inspection; 
passing amendments to the CD-ROM import licensing law. 

48. The existing instruments o f  protection o f  agricultural markets should be replaced 
with the instruments that are WTO consistent, transparent, and cause fewer distortions to 
domestic and international trade. These include replacing the existing policies with 
government support for regional development programs in respective regions, direct 
income support for farmers that i s  decoupled from current production levels or prices, 
and expenditures o n  environmental protection and agricultural research. 

49. The GOU has to improve i t s  intra-agency cooperation with respect to resolving 
the pending issues o f  the WTO agenda. The MEEI needs to get additional political 
support from top government officials for efficient mobilization o f  al l  government 
entities to work as a team. Stronger engagement o f  the private sector in both domestic 
pol icy dialogue and commercial diplomacy abroad i s  also desirable. There i s  a need to 
advance and expand public discussions on the role o f  agricultural issues in the WTO 
accession process. The GOU should accelerate the completion o f  a more comprehensive, 
model-based quantitative analysis o f  potential WTO impact on particular sectors and 
regions o f  Ukraine. This would allow for advancing a design o f  future mitigation 
policies. 

50. Even if the political will i s  mobilized and cooperation among stakeholders 
improves, i t  wi l l  l ikely take at least a year to work through the full agenda o f  legal 
reforms. In this case, i t would be practical for the GOU to admit that completion o f  the 
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WTO accession in 2004 i s  out o f  reach, and adjust the overall timetable for WTO 
accession, switching to a later completion date. 

51. Full legal compliance with W T O  rules wil l satisfy WTO members, but wil l not 
automatically yield benefits for the Ukrainian economy. To take advantage o f  WTO 
membership, e.g., from dispute settlement mechanisms available to WTO members, the 
MEEI wil l f i rs t  need to enhance i t s  capacity to conduct commercial diplomacy. More 
effective public engagement and better inter-agency coordination wil l help the MEEI 
address foreign countries’ unfair trade barriers. 

52. Furthermore, to benefit from WTO membership, the Government will need to 
undertake significant institutional reforms to implement WTO regulatory rules in ways 
that facilitate integration into the world economy. Customs modemization, standards 
reform, and exporthnvestment facilitation represent the areas that wil l l ikely yield the 
biggest payoffs. International experience suggests that institutional upgrades o f  this type 
could be costly. The G O U  has to budget for such future WTO-related expenses as a part 
o f  its medium-term expenditure strategy. 

53. WTO accession and addressing the post-WTO accession agenda are critically 
dependent upon the availability o f  relevant intemational expertise. At the moment, the 
GOU has access to a broad range o f  donor-funded sources o f  technical expertise, but it i s  
not always using this assistance efficiently. To complete WTO accession, the G O U  does 
not need much additional external help. However, more technical assistance may be 
needed over the next several years to address the post-accession agenda. The Government 
wil l have to upgrade i t s  capability to channel donors’ programs toward the critical 
components o f  its own  agenda and avoid delays in the implementation o f  assistance 
programs. 

Accelerating economic integration with the EU 

54. While EU protection, especially in agriculture, i s  an important constraint for 
certain products produced in Ukraine, EU trade policies alone cannot explain why the 
share o f  the EU in Ukraine’s exports has not reached the levels o f  comparator countries. 
This study did not find evidence to support the claim that “Ukraine i s  subject to extreme 
trade discrimination from the EU”. As mentioned above, the key issue for sustained 
export growth by Ukraine is the need to accelerate export diversification. There i s  no 
evidence that EU trade policies are constraining such a process. EU duties o n  industrial 
products are on average very l o w  and are further reduced under the GSP. The real driver 
for the early trade reorientation in the CEE was a broad commitment to reforms, which 
was manifested in rapid improvements in the regulatory and business environment, strong 
FDI inflows, and firm rates o f  enterprise restructuring. Compared to CEE countries, 
Ukraine seriously underutilizes advantages o f  i t s  geographic location as a basis for 
attracting FDI and restructuring i t s  trade pattems. 

55. Moreover, the recent enlargement o f  the EU would not lead to any additional 
problems for Ukrainian export to the EU, first o f  a l l  for i t s  manufacturing exports. 
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According to the results o f  the exporter surveys, even before the enlargement, Ukrainian 
exporters did not see much difference in market access between the EU-15 and the new 
EU members. At the same time, EU enlargement wil l bring considerable longer-term 
benefits to Ukraine related to: (i) expected expansion in import demand by new members 
(based on the experience from the earlier EU expansions, FDI inflows to the EU-10 could 
double in a few years after the accession); and (ii) considerable investments that would 
f low in upgrading transport and customs infrastructure in the new member countries. 

56. With some simplification, one may claim that there are two dimensions to 
Ukraine’s economic integration into the EU: (i) regulatory integration, which aims at 
accelerating changes in the legal and regulatory environments to make them consistent 
with those in the EU; and (ii) day-to-day business integration, which aims at making EU 
companies comfortable with doing business in Ukraine in terms o f  a level playing field, 
enforcement regime, quality o f  business services, etc. From this perspective, actual 
progress along these two dimensions over the last few years has been rather uneven: the 
Government paid more attention to regulatory upgrades, and was less concerned about 
the remaining weaknesses in the business environment. Such an imbalance has to be 
addressed now: drastic improvements in the business environment would make European 
businesses a major force for further integration with the EU. 

57. What are the implications o f  this analysis for Ukraine’s trade pol icy with respect 
to the EU? First, agreements with the EU in the form o f  the P C A  and the evolving “new 
neighbors” initiative should be utilized by Ukraine to address i t s  domestic behind-the- 
border constraints to investments and trade. Priority should be given to further steps to 
reform the domestic business environment and upgrade GOU’s investment promotion 
capabilities with the aim to improve the investment image o f  the country and move 
aggressively to increase an inf low o f  European FDI (Figure 3). This conclusion i s  f i l ly 
consistent with the lessons from earlier experiences o f  European integration, which 
suggest that major economic gains for EU partners are coming not f rom EU trade 
concessions, but from domestic reforms triggered by the integration process and from 
FDI inflow. Moreover, the recent expansion o f  the EU provides a major window 
opportunity for Ukraine to tap investments by f i r m s  that have been looking for low-cost 
locations outside o f  the EU. 

58. At the more technical level, upgrading the system o f  standards and conformity 
assessment, where implementation o f  the provisions o f  the P C A  has been slow, should be 
considered a priority. Whilst the implementation o f  EU and international standards wil l 
be a key issue in improving access to the EU and other markets, i t will also play a key 
role in improving quality standards for Ukrainian consumers and in providing for a more 
efficient and effective conformity assessment system. Standard compliance is an 
important element o f  export diversification strategy. Standards serve as a catalyst for 
technical and administrative change, enabling industries to reach their comparative 
advantage in new markets. 
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Figure 3: The logic of the proposed trade integration strategy 

a WTO Accession Further Regional Integration 

Export Diversification and Growth 

Trade and Regulatory Reforms 

FDI a Competitiveness 

59. Second, as argued above, completion o f  the W T O  accession process (based 
primarily o n  commitments that are EU-consistent) at the moment is the best option 
available for Ukrainian pol icy to accelerate i t s  European integration. Establishing a trade- 
compatible business climate for foreign investors in Ukraine has more potential for 
improving access to European markets than opportunities associated with obtaining 
additional trade preferences from Europe. W T O  membership would also allow Ukraine to 
pursue more effectively the key sector specific trade barriers in the EU that constrain 
Ukraine’s exports. For instance, the quotas on steel products would have to be removed. 
Ukraine would be able to participate in negotiations on EU agricultural policies and 
would have access to the dispute settlement mechanism o f  the WTO. The latter could 
have a strong influence, for instance, with regard to antidumping measures in cases if, 
after W T O  accession, the volume o f  imports from Ukraine suppliers subject to such 
measures did not exceed the de minimis level o f  three percent. 

60. Third, despite the conflict over the taxing o f  scrap metal exports by Ukraine, there 
i s  an urgent need for the EU to review both i t s  pol icy regarding Ukraine’s market 
economy status and application o f  i t s  antidumping practices to Ukraine. 

61. Fourth, there is a case for continuation o f  EU technical assistance in the trade 
area, for which needs wil l remain considerable in both the public and the private sector o f  
Ukraine. Helping small- and medium-size exporters, e.g., in the textile and food sectors, 
to utilize more efficiently trade preferences available to them, as well as upgrading their 
marketing skills, could be one o f  the promising directions for such assistance. 

Sustainability of  steel exports 

62. Ukraine’s cast i ron and steel sector represents at the moment the core part o f  
Ukrainian manufacturing exports. At the same time, the sector represents a broader 
segment o f  traditional Ukrainian manufacturing exports that is largely based on outdated 
technologies and assets inherited from the Soviet era. Ukraine produces about 5 percent 
o f  the global steel output. I t s  2003 steel exports amounted to US$6.7 bi l l ion and it 
increased by 70 percent (in nominal US$) since 2000. 

63. The analysis suggests that the current implici t  strategy o f  the steel sector 
operators, which provides for l o w  investment levels and postpones fundamental sectoral 
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restructuring, i s  l ikely to retain in the medium term the advantages o f  Ukrainian 
steelmakers as lower-cost suppliers o f  low-end products and sustain current export 
volumes. This model will be efficient as long as the level o f  global steel prices i s  high. 
However, high material and energy intensity o f  metallurgical products and low  labor 
productivity may threaten the sector’s competitiveness in the future. 

64. Ukraine’s steel sector i s  highly export oriented and its development is strongly 
influenced by global market trends. Therefore, global integration processes, first o f  al l  
Ukraine’s entry in WTO, will provide the sector, along with other exporters, with 
significant potential benefits, such as: 

reduction o f  limitations on the access o f  Ukraine’s metallurgy products to 
principal foreign markets; 

0 better opportunities for protecting the interests o f  Ukrainian producers under 
WTO procedures; 

0 improved possibilities for attracting foreign investments; and 
0 improvements in the domestic business environment due to stabilization and 

better transparency o f  the legal and regulation framework. 

65. Trade liberalization wil l not threaten the position o f  Ukrainian steel producers on 
the national market as long as they preserve significant cost advantages. At the same 
time, Ukraine’s entry into the W T O  wil l require the limitation and further abolition o f  
specific existing arrangements that benefit domestic producers, as well as the leveling o f  
competition conditions for domestic and foreign firms. In particular, governmental 
policies in the sector should be reformed along the fol lowing lines: 

0 

0 

0 

8 

66. 

transparent and maximum competitive privatization, including in the coal 
industry; 
withdrawal from administrative intervention in market mechanisms 
(administrative limitation o f  exports, raw material pricing and transportation 

reforms in the energy tar i f f  pol icy and a gradual transition to tar i f fs  that are based 
upon estimates o f  long-term marginal costs; and 
concentration o f  budgetary support to the sector on programs that tackle 
elimination o f  outdated capacities, implementation o f  social and environmental 
measures in vulnerable regions, and financing o f  R&D and infrastructure projects. 

tariffs); 

However, if the existing patterns are unchanged, the sector may become unviable 
by the end o f  the decade. Ukraine will face the need to pick a new model for the 
development o f  i t s  steel sector. In that period the Government and the sector’s operators 
wil l face serious challenges regarding the need to attract large-scale investments to 
implement in-depth sector-wide restructuring and settle environmental and social 
liabilities in the metallurgical regions. 
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Conclusions 

67. Export development and diversification are crucial to Ukraine’s growth. Whi le 
recent trade performance has been successful, the current trade patterns have been driven 
by temporary market developments and are unlikely to be sustainable in the longer term. 
But for export diversification, significant additional domestic reforms are needed in order 
to facilitate new entry and integration in global value chains, and to attract higher levels 
o f  FDI. Indeed, the main obstacles to furthering Ukraine’s global trade integration are 
domestic and relate to improving the business environment. These include ensuring l ow  
and uniform tariffs, modernizing customs administration, improving standardization, and 
reducing administrative barriers for new entry. The potential for expanding trade is large. 
The best strategy for Ukraine for fostering i t s  global trade integration is through an 
accelerated completion o f  WTO accession. 
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