
1 
 

Ukraine: Labor Market and Policy Response 

Jan Svejnar 

May 4, 2010 

 

The Setting 

The overall labor market situation is one of low productivity and low wages. The low 

productivity-wage nexus is in turn the outcome of several factors. 

Ukrainian industry is to a significant extent characterized by large industrial conglomerates, 

many of which compete on the world market but suffer from obsolescence (e.g., steel). Trade 

unions are strong in some respects (e.g., in creating labor legislation) but weak in others (e.g., 

gaining information about company performance). The relatively low technological efficiency is 

thus partially offset by low wages that producers induce through monopsonistic labor markets 

in company towns. Monopsony power also tends to generate lower industrial employment 

than would be observed in competitive labor markets, but there are signs that in some 

instances the unions and politicians have over time prevailed in keeping employment high 

(excess labor).   

Given the limited demand for labor in industry, labor is relatively abundant in public 

administration, agriculture and services. In public administration, employment has actually 

increased during the current recession. In agriculture, subsistence plots have become more 

numerous in part because of the restrictive conditions for receiving unemployment benefits 

that the government imposed at the start of the recession on individuals owning land. The 

service sector has a large (20%?) informal component, sometimes referred to as the “bazaar” 

sector, where labor’s marginal revenue product tends to be exceedingly low during the 

recession period. Finally, emigration to Russia (from East Ukraine) and to Central and South-

western Europe (from West Ukraine) provides a valve for excess labor and in boom years 

generates remittances for household members that remain in Ukraine. The remittances have 

decreased during the recession as in most European countries foreign workers are the first ones 

to be laid off. 

Wages in both the public and private sector are governed by a wage grid that is tied to the 

minimum wage for unskilled workers. Wages of more skilled workers are linked to the base 

wage through a system of coefficients. These coefficients are to be set by a tripartite 

commission which, however, has not met during the last seven years and the wage setting 

process has been a political process. Many firms complain that it is difficult to attract skilled 
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workers, which raises the issue of whether the wage grid is too rigid in terms of the differentials 

that are permitted for the more skilled employees. There is also an issue of “envelope wages” 

as numerous employers operating in the formal sector try to limit their exposure to payroll 

taxes and social security contribution. 

 

Existing Policy Response 

The negative effect of the world recession on Ukraine has been substantial and the government 

has responded by increasing employment in public administration and limiting the negative 

impact on employment in industry by allowing firms to introduce part-time work, shorter hours 

and lower wages (internal adjustment), and permitting them to accumulate wage arrears. It 

also provided firms with subsidies to enable them to keep skilled workers, but recently the 

promise has apparently resulted in only a limited transfer of government funds to firms. In fact, 

employer representatives complain that firms have been penalized by having to pay value 

added and profit taxes in advance.  

This approach has meant that the government has effectively allocated only limited resources 

to the displaced workers, be it in the form of unemployment benefits, public works, 

entrepreneurial subsidies, or training.  Within the limited allocation of funds for labor market 

policies, government resources shifted from active to passive labor market policies – a standard 

response to the increased need for a basic safety net when funds are not sequestered for active 

labor market policies prior to a recession.  

At the macro level, the government has pursued relatively loose fiscal and monetary policies, 

resulting in inflation at around 15 percent.  At a significant cost, the government has also 

recapitalized banks that accumulated significant non-performing dollar and euro loans as a 

result of the devaluation of Hrivna and various loans that became non-performing as a result of 

financial difficulties that households and firms encountered during the recession. 

 

Policy Choices Going Forward 

The resumption of the IMF program means that the government will be operating within a 

relatively tight fiscal environment and will not be able easily to afford to pay unemployment 

benefits or offer retraining to a large number of workers.  At the same time, unless the 

recession ends soon and prices of Ukraine’s key export products rise, the firms will be under 

pressure to lay off more workers and continue the policies of internal adjustment of labor. 

Moreover, in order to maintain their competitiveness on the world markets, many firms will 
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need to modernize and in the process introduce labor-saving technologies. The trade unions, 

arguing that wages are very low, are in turn determined to push for higher wages and country-

wide extension of collective bargaining agreements. The situation will be difficult and the 

government needs to think of innovative policy solutions. 

Based on our analysis of the Ukrainian situation and experience of other countries, we present 

a potential multi-prong approach to tackling the main problems.  

Payroll Taxes. One element of the approach is to shift (a significant part of) the taxes and social 

security contributions that are currently levied on wages to other areas. These payroll taxes and 

social contributions currently constitute about 50 percent of the wage (tax wedge being almost 

40 percent) and thus greatly increase the cost of labor to firms. At the firm level, the 

corresponding substitution and scale effects result in lower employment and wages than would 

otherwise be the case. The dis-employment effect is particularly strong for the many unskilled 

workers who in the absence of these taxes and contributions would earn the minimum wage. 

Wages of these workers, reported to be about 60 percent of the labor force, cannot fall below 

the minimum wage when the payroll taxes and contributions are imposed, and the entire 

distortion takes the form of a fall in employment. This negative employment effect is likely to 

be quite sizable, indicating that the positive employment effect of removing these payroll taxes 

and contributions would be sizable as well. An effective, and politically acceptable, solution 

might be to reduce or eliminate the payroll tax and contribution for the unskilled workers 

earning the minimum wage. This would reduce the strong negative employment effect that the 

payroll tax has on these workers. The measure could be complemented by introducing into the 

wage grid system employer-initiated upward flexibility for the wages of skilled workers that 

employers perceive to be in short supply. The wage grid would hence remain intact, but fo the 

skilled workers it would represent a minimum that individual employers could exceed when 

they face shortage of workers in certain categories. 

The removal (reduction) of payroll taxes and contributions would also improve the competitive 

position of the formal sector vis a vis the informal sector, increase the competition among the 

firms in the two sectors and provide an incentive for informal sector firms to become formal and 

benefit from the formal sector amenities (bank credit, technical assistance, other government 

services, etc.). 

Finally, it should be noted that increasing the share of take-home pay in gross wages would 

increase the incentive to work. In that sense, reducing the take-home pay of higher paid 

employees through a payroll tax and contribution has a distortionary effect that a reduction of 

some other types of compensation, e.g., pensions, does not.  
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The question that naturally arises is where the revenue currently generated by payroll taxes 

and contributions could be levied if these taxes and contributions were to be reduced or 

eliminated. The natural candidates are the value added tax, consumption tax and real estate 

tax, although other taxes could be considered as well. We remain agnostic on this issue and 

note that our proposal for a real estate tax, which follows, is motivated by the need to improve 

the functioning of Ukraine-wide labor market. 

Real Estate Tax. The real estate tax is worth considering because in addition to being a source 

of revenue, it has the beneficial effect of increasing the supply of housing.  This is especially the 

case in urban centers, where job opportunities exist, yet housing is historically treated as a 

relatively inexpensive consumption commodity by many insiders (e.g., middle class and poor 

elderly citizens). The imposition of a real estate tax would change the perception of housing 

from a consumption good to a capital good and expand the rental market for rooms, 

apartments and houses. This could be particularly beneficial as a source of housing for potential 

rural migrants. 

We note but do not pursue here the fact that the introduction of a real estate tax would also be 

beneficial for decentralization of public finances – a policy goal that is being pursued by the 

government with the donor community. 

Labor Mobility. Many workers in company towns and rural areas have low productivity because 

of the excess labor situation (shortage of cooperating inputs) and designing other policy 

measures to encourage labor mobility is hence desirable. In addition to the aforementioned 

stimulus for housing in the higher-demand areas, improving transportation, reducing 

commuting costs and providing (Russian style) relocation grants are immediate measures that 

could be complemented with a medium term emphasis on education stressing universally 

applicable (portable) skills -- including languages, problem solving and technical subjects. 

Other General (across-the-board) Measures. These can be divided into policies directed at 

companies and those aimed directly at workers.  

With respect to companies, government should consider providing stimuli for labor adjustment 

in hours rather than jobs, profit-sharing or revenue-sharing schemes, and additional credit.  

(a) Adjustment in hours rather than workers reduces the extent of worker separation.  Layoffs 

and quits occurring during a strong exogenous shock are undesirable because they destroy the 

benefits of worker-firm matching and firm-specific human capital. They also impose significant 

social costs relative to using short hours because the effect of shorter work hours, unlike the 

effect of layoffs, is felt where the marginal value of leisure is high.  
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(b) Profit-sharing and/or revenue-sharing schemes introduced at the firm level have an 

advantage over the existing system of adjustment in that they make labor cost flexible and 

reduce the incentive of firms to reduce their labor input (workers or hours) during a downturn. 

They are also beneficial at the macro level because they have an anti-cyclical employment 

effect. In addition, introducing this system in Ukraine would be beneficial as it would soften the 

industry/country-wide system of bargaining and allow firms that are temporarily in a weak 

financial situation to survive. The system ought to have a political appeal for the unions and 

workers because it provides an automatic rise in earnings during an upturn. 

(c) Providing (partial) government guarantees for additional credit for viable firms via (healthy) 

banks is desirable because banks reduce lending as risk rises during a recession and projects 

that would otherwise be viewed as viable do not receive financing. Yet, the banks possess 

information on the ranking and absolute assessment of the quality of project proposals and 

they would finance the “next best” set of projects if government guarantees were extended.  

(d) Reducing restrictive business regulations that do not have a strong social justification brings 

about obvious economic benefits. 

With respect to workers, the desirable general (across-the-board) measures include the 

aforementioned measures aimed at reducing the cost of commuting, migration and housing. In 

addition, the government ought to consider a shift from passive to active labor market policies, 

public works and provision or guarantees of credit for new entrepreneurs. 

With care and caution, the government ought to consider measures that are specific to 

particular firms or (groups of) workers. These measures include targeted subsidies or other 

interventions that allow viable firms to survive a strong temporary shock, while forcing these 

firms to restructure and emerge from the crises stronger (though perhaps smaller). The 

examples of GM and Chrysler in the United States are cases in point. With respect to workers, 

one may consider temporary subsidies to limit layoffs, although the distortions introduced by 

this measure need to be weighed against the potential benefits. From the social standpoint, the 

principle involved here is that in the presence of unemployment compensation it may be 

socially preferable to keep workers employed if their marginal product is positive (though lower 

than their wage) than having them inactive with zero marginal product and drawing 

unemployment benefits. Lowering the minimum wage would be a more systemic approach to 

this issue, but it may not be politically feasible. Still, reducing the minimum wage for certain 

target groups, such as teenage workers or first entrants into the labor force, may be politically 

acceptable or even welcome. 

Overall, a set of innovative measures may improve the difficult situation currently faced by 

Ukrainian workers, firms and government. 


