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Here is the plan for reforming the country. It…is the Association Agreement between
Ukraine and the European Union.
—Prime Minister Arseniy Yatsenyuk (2014a)
Hardly any country has succeeded in carrying out a fortuitous change of political, legal, economic, and social systems without international support.
Countries embarking on reform usually look to one or more countries as their
political, legal, and economic role models. This search is rarely random. Nations that desire modernization and development tend to turn to countries
that function well, usually close to their own culture. Thus, Northern and Eastern Europe traditionally adopted German models of law, state, and education.
To avoid contradictions a comprehensive model is preferable. Furthermore,
foreign governments often provide assistance to a nation that adopts its model.
Role models usually tend to be wealthy countries, which have all adopted
a reasonably free market economy, as embodied in the Washington Consensus,
formulated by John Williamson (1990) and propagated by the international
financial institutions and the European Union.
Among the postcommunist countries, Estonia most deliberately sought
the ideal model. Estonian prime minister Mart Laar (2002) tried to adopt the
German model as much as possible, because it was the modern version of the
old Estonian model. Still, he did not do so blindly. He also selected certain elements from other countries, which he perceived as superior.

Europe as an Anchor for Modernization
The European Union played a dominant role as a reform model and supporter
of the postcommunist transition of the 11 Central and East European (CEE)
countries that have become EU members. Old EU members and the European
Union have functioned as peer countries, helping applicant countries realize
their dream of “returning to Europe.” The European Union offered considerable market access early on and helped them undertake their market reforms
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and return to economic growth. It transferred its market economic model by
setting legal and administrative standards and provided substantial technical
assistance. It offers substantial financial support to its new members, which
receive up to 3 percent of GDP in net EU grants. The European Union also has
great education exchanges and a free market for education for citizens of its
member states.
The European Union can and should be Ukraine’s international anchor,
providing all the different kinds of support to Ukraine that it has offered to
the enlargement countries. Thanks to Ukraine’s Association Agreement with
the European Union, a legal basis for such mutual engagement now exists.
Legal codes are borrowed from one of four modern legal systems: the Anglo-American common law, the French or Latin civil law, the German civil law,
and the Scandinavian civil law (La Porta et al. 1998). Two thousand years ago,
Roman law spread around the Mediterranean. Two hundred years ago, Napoleon Bonaparte promoted his Napoleonic code in competition with British
common law. Today, we live in the era of the acquis communautaire, the common
EU body of law currently of some 250,000 pages.
All EU candidate members had to adopt the acquis. It consists not only of
EU statutory documents, legal acts, and international conventions but also
precedents from the European Court of Justice and is expanding all the time
(Sushko et al. 2012, 11). With the acquis, the EU accession countries adopted
most institutions characteristic of EU countries, which resolved many problems of their postcommunist transition. The European Union demanded democracy and assisted in its construction. It also insisted on the building of an
ordinary market economy. All 28 EU members have succeeded in these endeavors; they would not have been admitted as members otherwise.

European Assistance since Independence
After Ukraine’s independence, the European Union offered two kinds of assistance, agricultural credits and technical assistance. The agricultural credits
were never justified given that Ukraine had been and will remain the breadbasket of Europe, and the conditions of these credits were not particularly beneficial. From 1999 to 2006, the European Union offered some €2.5 billion in
grants through Technical Assistance for the CIS (TACIS) (Sushko et al. 2012,
41). However, this aid was encumbered with so many internal political EU conditions that most of this funding went to consultants of EU countries, making
the aid quite inefficient.
With the introduction of the European Neighborhood Policy (ENP), the
European Union ended TACIS and launched the European Neighborhood and
Partnership Instrument (ENPI) in 2007, which was more focused on the needs
of the recipient country and on the need to improve governance. EU support to
Ukraine rose as the total ENPI assistance for Ukraine amounted to €3.2 billion
in 2007–13 (Sushko et al. 2012, 42). The budget support can be either general or
sectoral, and it is given on conditions akin to those of International Monetary
Fund (IMF) or World Bank funding, though the amounts are much smaller.
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The ENPI technical assistance aims at supporting institutional, legal, and
administrative reforms as well as promoting economic and private sector development. A novelty of the ENPI technical assistance is “twinning.” State agencies
in various EU countries have committed themselves to reforming their Ukrainian counterparts. Civil servants from a state agency in one EU country are commissioned to their counterpart in Ukraine for a long-term project to reform it.
These civil servants assist in carrying out a comprehensive reform of the Ukrainian agency, drafting new legislation, suggesting reorganization, providing new
work routines, and training the staff. This method of reform has proven highly
effective in the new member states in CEE and is a reason why their governance
has greatly improved. By April 2014, Ukraine and the European Union had already undertaken or initiated 60 twinning projects (Center for the Adaptation
of the Civil Service to the Standards of the European Union 2014).
For the EU seven-year budget period of 2014–20, the European Commission has committed loans and grants of €11 billion. This package consists
of four major components. However, the money coming from the European
Commission is actually less than in the previous seven-year period. EU assistance grants amount to €1.4 billion and EU macrofinancial assistance loans
to €1.6 billion, adding up to €3.0 billion. In addition, the European Commission foresees up to €3 billion in financing from the European Investment Bank
for long-term investment for 2014–16 and €5 billion in loans and investments
from the European Bank for Reconstruction and Development (European
Commission 2014a). Clearly, the amount from the European Commission will
have to be raised.
The European Union is also assisting through education. More than
32,000 Ukrainians are currently studying in European universities, and their
number might be substantially larger as many young Ukrainians obtain a residence permit in an EU country and study there because most EU countries
have minimal tuition fees. The favorite destination of Ukrainian students is
Poland, which happily accepts thousands of Ukrainian students. With the new
Erasmus+ student exchange program, the European Union will offer more opportunities for Ukrainian students at EU universities. The European Commission has estimated that more than 4,000 young Ukrainians will benefit from
these university exchanges. For schools, the European Union has organized
eTwinning, in which 101 Ukrainian schools have engaged (European Commission 2014a).

Russia Is Not the Model for Ukraine
The question is often raised whether Russia is the best model for Ukraine. After all, its GDP per capita at current exchange rates is three times as high as
Ukraine’s (Poland’s is higher). But Russia needs to solve its own problems first.
It is no democracy and suffers from endemic corruption in the absence of real
rule of law. Its trade policy is increasingly protectionist, and its market is often
closed to Ukraine. In the social and health spheres, it suffers from the same
problems as Ukraine with even lower life expectancy.
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In no regard is Russia a useful model for Ukraine. Nor has it provided
any resources for Ukraine’s development. Able young Ukrainians have visited
many Western countries but not Russia because it does not offer scholarships
to Ukrainians. By contrast, Russia’s shady gas trade has aggravated corruption
in Ukraine, as elaborated in chapter 10. John Kornblum (2014) has summed
up the state of affairs: “Ukrainians are fed up with Russian sponsored corruption and seek a better future in the West.” Nor is Russia’s penchant for armed
aggression against neighbors helpful. Russia needs to cure itself before it can
help any other nation.
President Vladimir Putin has promoted the Eurasian Economic Union as
an alternative to the European Union, but it is a small organization of three
countries, Russia, Belarus, and Kazakhstan, completely dominated by Russia.
These countries are authoritarian, corrupt, and alien to the rule of law. The
treaty of the Eurasian Economic Union of some 700 pages is a rudimentary
trade agreement and poses no competition to the acquis communautaire. Contrary to its self-professed aim, this grouping is highly protectionist both toward the outside world and each another.

The Dream of Europe
After the collapse of communism, the European Union offered “a return to
Europe”—that is, membership in the European Union—to Central Europe, the
Baltics, and Southeastern Europe because they were widely perceived as constituent parts of “Europe.” Ukrainians have been divided in their attitudes toward Europe. Predominantly Ukrainian-speaking western and central Ukraine
has looked to Europe, while Russian-speaking eastern and southern Ukraine
has felt greater affinity for Russia and its regional organizations.
In the early 1990s, Ukraine was left behind without much foreign policy
when the CEE countries sought as close cooperation with the European Union
as possible. In 1992–93, the European Union concluded so-called Europe
Agreements with the Central and Southeast European countries and free trade
agreements (FTAs) with the Baltic states in 1994 and Europe Agreements in
1995. The Europe Agreements were association agreements aimed at broadly
integrating these countries into the European Union, by not only lowering barriers to trade but also establishing a framework for political dialogue and harmonizing legislation, although they did not promise EU membership. They
provided free trade in industrial goods within ten years, but the EU agricultural market remained closed.
All the CEE countries applied for membership in the European Union as
early as they were allowed. In July 1997, the pioneers—Poland, the Czech Republic, Hungary, and Estonia—were invited to negotiate terms of membership.
In 1999, Latvia, Lithuania, Slovakia, Romania, and Bulgaria received such invitations. Their future EU membership dominated their outlook. The European
Union was by far the most important international community. Radical trade
liberalization helped the CEE countries to reorient their trade at extraordinary
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speed toward the European Union, which soon accounted for two-thirds of
their trade (Baldwin 1994, Messerlin 2001).
The European Union had nothing to offer on national security, however.
So the CEE countries also applied for membership in the North Atlantic Treaty
Organization (NATO). In 1999, the first batch consisting of Poland, the Czech
Republic, and Hungary became full members of NATO. In 2004, a second wave
of Bulgaria, Estonia, Latvia, Lithuania, Romania, Slovakia, and Slovenia joined
NATO. NATO accession was conditioned not only on military matters but
also on the establishment of democracy and a market economy, reinforcing
EU demands. NATO membership preceded EU membership slightly for most
countries. Foreign direct investment (FDI) started flowing in large volumes
into Bulgaria and Romania after they joined NATO, three years before their
EU entry. Evidently, NATO membership made Western investors feel safe.
Most postcommunist countries liberalized their foreign trade considerably, but from the outset EU policy caused a rift between the EU accession
countries, including the Baltic states, and the countries in the Commonwealth
of Independent States (CIS). The European Union became the savior of CEE,
opening its vast market to the accession countries early on, but it did not offer
anything to countries farther to the east, such as Ukraine (Åslund and Warner
2004).
After Leonid Kuchma was elected president in July 1994, Ukraine started
developing a foreign policy. Kuchma’s idea was a “multivector” policy, developing closer and friendlier relations with both Russia and the European Union
(Wolczuk 2002). In 1995, in a speech at the Council of Europe in Strasbourg
he asked for the first time for Ukrainian membership in the European Union.
He based his request on Article 49 of the Treaty of the European Union, which
states that any European country may apply for membership. Kuchma’s request was met with a deafening silence, although he repeated it numerous
times.
At its council meeting in Copenhagen in 1993, the European Union had
formulated its criteria for accession of postcommunist countries:
n

n

n

Political criteria: stability of institutions guaranteeing democracy, the rule
of law, human rights, and respect for and protection of minorities.
Economic criteria: a functioning market economy and the capacity to cope
with competition and market forces.
Administrative and institutional criteria: capacity to effectively implement the
acquis and ability to take on the obligations of membership.

Ukraine did not meet any of these conditions. In addition, the Union reserved the right to judge its capacity to absorb new members and to decide
when a candidate country had met these criteria.1
1. European Commission, “Enlargement: Accession criteria,” September 7, 2012, http://ec.europa.
eu/enlargement/policy/glossary/terms/accession-criteria_en.htm#.
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European Neighborhood Policy and Eastern Partnership
For many years, the European Union hardly paid any attention to Ukraine. In
1994, it concluded a bilateral Partnership and Cooperation Agreement with
Ukraine as it did with all other CIS countries (apart from Tajikistan), but these
agreements contained little substance.
In 2003, the European Union was about to complete its great eastern enlargement. It had freed up policymaking capacity and started showing new
interest in Ukraine and other neighboring countries. In March 2003, the European Union launched its European Neighborhood Policy, which was designed
for neighbors in both Western CIS and North Africa. It attempted to standardize the EU approach to friendly neighbors, offering them more market access
and interaction. Ukraine seized this opportunity.
The Orange Revolution was accompanied by new Ukrainian enthusiasm
for Europe, and it brought democracy to the country, which the European
Union demanded for closer cooperation and the ENP was a convenient instrument. In February 2005, Ukraine concluded a substantial initial action plan
with the European Union, committing itself to carry out many reforms, with
plenty of EU assistance.
In 2008, the European Union took a step further when it presented its
Eastern Partnership. It singled out six European CIS countries—Ukraine, Belarus, Moldova, Georgia, Azerbaijan, and Armenia—for such cooperation. They
were no longer connected with non-European countries in North Africa or the
Middle East. The European Union offered far deeper integration through Association Agreements. The first candidate was Ukraine (Sushko et al. 2012).
In May 2009, the European Union launched its Eastern Partnership with
the six ENP countries, declaring: “The main goal of the Eastern Partnership
is to create the necessary conditions to accelerate political association and
further economic integration between the European Union and interested
partner countries” (Council of the European Union 2009). In addition to deep
and comprehensive free trade agreements (DCFTAs), the European Union offered broader Association Agreements, involving political and legal aspects.2
Ukraine was given the most attention, followed by Moldova and Georgia.
These DCFTAs would offer much more than greater market access, including
the harmonization of rules and institutions, bringing about a potentially farreaching integration of these six countries with the European Union.
To Ukrainians, the most immediate and most important issue is visa-free
travel to the European Union. Moldova achieved this important goal starting
May 1, 2014. Ukraine and the European Union have agreed on an action plan
on visa liberalization. Two key EU demands are secure identification documents—that is, biometric passports—and control of illegal migration. The
2. Since the DCFTA forms the bulk of the Association Agreement, these terms are often used as
synonyms, which is not quite correct. These two parts have been negotiated separately, and in
media reports it is often unclear whether a decision concerns the political part of the Association
Agreement, the DCFTA, or the whole agreement.
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Ukrainian government hopes to get the right to visa-free travel in 2015, but
Ukraine can hardly control illegal migration,3 since it does not control large
parts of its border with Russia in Donbas. Thus, Russia can effectively block
Ukraine from getting visa-free status.

European Association Agreement
Ukraine’s Association Agreement with the European Union evolved slowly, reflecting its size and importance. It is both the most extensive international
agreement that Ukraine has concluded and the most extensive agreement that
the European Union has completed with a third country.
The Orange government saw EU accession as its main international ambition, launching negotiations with the European Union about an Association
Agreement in March 2007. The European Union required that a counterpart
be a member of the World Trade Organization (WTO) to conclude a free trade
agreement. The Orange government accelerated Ukraine’s accession to the
WTO, which it joined on May 16, 2008. Initially, the negotiations on the Association Agreement were tardy because it was a pioneering agreement for both
parties. The European Union used its Association Agreement with Ukraine as a
template for its later negotiations with Moldova and Georgia, which therefore
went much faster.
However, the election of Viktor Yanukovych as president in February 2010
posed considerable political problems for the European Union. In February
2010, Yanukovych won with a slight margin over Prime Minister Yulia Tymoshenko in a reasonably free and fair presidential election. While he had opposed
the membership action plan for NATO, Yanukovych favored the Association
Agreement with the European Union and even made his first trip abroad as
new president to Brussels. He continued the negotiations on an Association
Agreement.
At the end of 2010, Ukrainians and others in Europe increasingly perceived
Yanukovych’s regime as corrupt and authoritarian. The European Union insisted that he comply with human rights and the rule of law in Ukraine, which
slowed the negotiations. Yanukovych promised to fulfill all the EU conditions,
but his credibility was limited as his actions went in the opposite direction. The
European Union postponed the conclusion of the Association Agreement and
introduced extra steps to delay the process. At a Ukraine-EU summit in Kyiv
on December 19, 2011, the two parties announced that they had completed
the negotiations. On March 30, 2012, the heads of the negotiating delegations
initialed the text of the agreement in English (Sushko et al. 2012, 9). On July
19, 2012, Yanukovych and EU presidents initialed the Association Agreement,
but they did not sign it.
3. “ES o vizakh: u Ukrainy uverenny progress, no otmeny viz poka ne budet” [“The EU about Visas:
Ukraine Has Made Certain Progress, But No Abolition of Visas Will Take Place As Yet”], Ukrainskaya pravda, November 12, 2014.
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In the summer of 2013, Moldova, Armenia, and Georgia caught up with
Ukraine, also concluding DCFTAs with the European Union. Ukraine was the
big headache for EU officials, being both important and complicated. Without
Ukraine, the Eastern Partnership was no big deal, but EU officials balked at the
Yanukovych government’s flagrant violations of human rights and the rule of
law. They continued to hope that Ukraine would make amends so that Yanukovych could sign the Association Agreement at the European Union’s Eastern
Partnership summit in Lithuania’s capital, Vilnius, on November 28–29, 2013,
but in the end he did not. After Yanukovych’s ouster and the presidential election in May 2014, Petro Poroshenko signed the Association Agreement on June
27, 2014.
The Association Agreement is large and substantial (EEAS 2013). It is
comprehensive, covering all areas of interest. It offers enhanced cooperation
in 28 key policy areas, including political cooperation, foreign and security
policy, justice, and freedom. It aims to accelerate the deepening of political
and economic relations between Ukraine and the European Union and gradually integrate Ukraine into the EU internal market. The Association Agreement
thus provides for significant legal, regulatory and political convergence with
the European Union, for which the European Union offers considerable assistance. Yet it stops short of granting EU membership.
The Association Agreement consists of seven parts or “titles.” They comprise 486 articles filling 477 pages of text and large annexes. The seven parts
are:
1.
2.
3.
4.
5.
6.
7.

general principles (two articles),
political dialogue and reform, political association, cooperation and
convergence in the field of foreign and security policy (10 articles),
justice, freedom, and security (11 articles),
trade and trade-related matters (312 articles),
economic and sector cooperation (116 articles), and
financial cooperation with antifraud provisions (7 articles), and
institutional, general, and final provisions (27 articles) (EEAS 2013).

The DCFTA is part four of the Association Agreement and includes two
large annexes, which fill about 2,000 pages. The fifth part is also economic,
containing regulations of energy, statistics, taxation, communications, transportation, and many other matters involving Ukraine adopting EU standards.
Thus, the trade and economic parts dominate the agreement.
The second article of the Association Agreement contains the objectives
of this treaty in four dimensions: values, political and security, economic and
trade, and legal. In practice, the European Union does not have much to do
with security, but the other three components are of substance. As Poroshenko
(2014) stated in his presidential inauguration speech: “For me European democracy is the best form of government invented by mankind.”
44

Ukraine: what went wrong and how to fix it
© Peterson Institute for International Economics | www.piie.com

Most of the Association Agreement is a long list of hundreds of legal measures that Ukraine commits to undertaking in order to adopt the legal and
technical standards of the acquis communautaire. If it is successful in this endeavor, it will reform its Soviet-like state apparatus and install a modern, wellfunctioning European state administration as the CEE countries have done.
The DCFTA is a substantial FTA. Its declared aim is: “The Parties shall
progressively establish a free trade area over a transitional period of a maximum of 10 years starting from the entry into force of this Agreement” (EEAS
2013, 32). It decreases or eliminates existing trade barriers between Ukraine
and the European Union, leading to increased mutual trade. It abolishes mutual customs tariffs, although the current average EU tariff on manufactures
is only 1.19 percent and 2.45 percent in Ukraine, so the impact will be limited.
The effect will be more significant for agricultural goods, the average EU tariff on which is 7.42 percent versus 6.41 percent in Ukraine, and agricultural
goods are set to account for about one-third of Ukraine’s exports in 2014.
The transition period is asymmetric, meaning that Ukraine obtains immediate access to the EU market, while Ukrainian producers may shield themselves
behind some tariffs for up to ten years. The DCFTA also covers regulatory convergence in competition policy, state aid, property rights, and energy policy
(Giucci 2013).
The main advantages for Ukraine will be better access to the vast EU market; increased inflow of foreign direct investment, which will modernize the
Ukrainian economy, restructure enterprises, and create jobs; and harmonization of regulatory and institutional standards, which will improve the business environment and rule of law in Ukraine (Dabrowski and Taran 2012b,
23–24). Implementation of the Association Agreement will not only eliminate
nontariff barriers but also contribute to the convergence of Ukraine’s regulatory framework with the European Union, integrating Ukraine into the EU
economic and legal space, in particular into the single European market.
On September 16, 2014, both the Ukrainian Parliament and the European
Parliament ratified the Association Agreement with Ukraine. The Ukrainian
Parliament adopted it overwhelmingly with 355 votes out of 381, with the remaining 26 not participating in the vote.4 In the European Parliament, 535
voted in favor, 127 against, and 35 abstained,5 with the pro-Russian extreme
right and left voting against the Association Agreement.6 On September 25
President Poroshenko declared that Ukraine intends to apply for membership

4. Verkhovnaya Rada Ukrainy, “Rezultaty poimennogo golosovaniya” [“Results of the Vote”], September 16, 2014, http://w1.c1.rada.gov.ua.
5. European Union at the United Nations, “European Parliament Ratifies EU-Ukraine Association
Agreement,” September 16, 2014, http://eu-un.europa.eu.
6. Vote Watch Europe, September 16, 2014, www.votewatch.eu//en/term8-eu-ukraine-associationagreement-with-the-exception-of-the-treatment-of-third-country-nationals-lega.html (accessed on
September 16, 2014).
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in the European Union in 2020.7 The Ukrainian Parliament also adopted a
declaration on “Ukraine’s European Choice” with 289 votes, which declares
Ukraine’s desire to become a member of the European Union.8

Growth through Integration into the European Supply Chain
Ukraine’s economy is ready to transform from old Soviet industry to a more
modern economic structure. In trade, the European Union has opened its
market to Ukrainian goods, while Russia imposed severe trade sanctions on
Ukraine.
In the early 1990s, forecasts of East European trade were made using the
gravity model, which predicts the volume of trade a country will have with
other countries on the basis of GDP and proximity. The forecasts predicted a
drastic reorientation of the postcommunist countries’ trade toward the West,
primarily to the European Union (Collins and Rodrik 1991, Hamilton and
Winters 1992). Oleh Havrylyshyn and Hassan Al-Atrash (1998) found that
CEE undertook such a reorientation of its commerce as early as 1992, but the
CIS countries continued to trade too much with one another.
Poor trade relations with the European Union contributed to the strange
evolution of CIS trade. For too long, Ukraine had little trade with the European Union because two-thirds of its exports consisted of so-called sensitive
products, metals, agricultural produce, chemicals, and textiles, which were
subject to severe protectionism by the European Union (Messerlin 2001, Åslund and Warner 2004). In the 2000s, this EU protectionism eased.
In 2013, Russia and the European Union each received about one-quarter
of Ukraine’s exports (table 3.1). Both have had a persistent large trade surplus
with Ukraine, reflecting that they have been more protectionist than Ukraine
in their bilateral trade. With the DCFTA, Ukraine should get far more market access in the European Union, while Russia’s trade sanctions will reduce
its market access there. On May 1, 2014, Ukraine achieved free market access
to the European market. Ukraine’s trade started developing pretty much as
expected. Its exports to the European Union are set to increase in 2014 (Yatsenyuk 2014b), while its exports to Russia fell by 50 percent toward the end of
the year because of Russia’s trade sanctions. Ukraine’s exports of agricultural
goods skyrocketed.
Many institutions—mainly Polish and Ukrainian institutes and the World
Bank9—have made quantitative assessments of the effects on the Ukrainian
7. “Poroshenko: Ukraina namerena podat’ zayavlenie o chlenstve v ES v 2020” [“Poroshenko:
Ukraine Is Intent on Applying for EU Membership in 2020”], Ukrainskaya pravda, September 25,
2014.
8. “Rada prinyala zayavlenie o budushchem chlenstve v ES” [“The Parliament Adopted a Declaration on Future EU Membership”], Ukrainskaya pravda, September 16, 2014.
9. Recent relevant studies are Dabrowski and Taran (2012a, 2012b), Giucci (2013), Maliszewska,
Orlova, and Taran (2009), Movchan (2011), Movchan and Giucci (2011), Movchan, Giucci, and
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Table 3.1

Ukraine’s exports and imports, 2000 and 2013
Exports
2000

Trading
partner

2013

Billions of
US dollars

Percent of
total exports

Billions of
US dollars

Percent of
total exports

Total

14.6

100

63.3

100

EU-27

4.8

33

16.7

26

Russia

3.5

24

15.1

24

Other CIS

0.9

6

7.0

11

Asia

1.5

10

7.5

12

Other

3.8

27

17.0

27

Imports
2000
Trading
partner

2013

Billions of
US dollars

Percent of
total imports

Billions of
US dollars

Percent of
total imports

Total

13.9

100

77.0

100

EU-27

4.2

30

27.0

35

Russia

5.8

42

23.2

30

Other CIS

2.2

16

4.7

6

Asia

0.5

4

12.1

16

Other

1.2

8

10.0

13

CIS = Commonwealth of Independent States
Source: UN Comtrade database (accessed on September 8, 2014).

economy of Ukraine’s accession to the Eurasian Customs Union (comprising
Belarus, Kazakhstan, and Russia) versus implementation of the DCFTA. Using
standard gravity and computable general equilibrium models, all have obtained
similar results. Veronica Movchan and Ricardo Giucci (2011, 11) provide the
most complete recent mainstream study of the effects on Ukraine of both the
DCFTA and the Customs Union. They concluded that in the long term, the
DCFTA would add 11.8 percent to Ukraine’s GDP, while the Customs Union
would reduce it by 3.7 percent. The DCFTA would substantially increase trade
(both exports and imports), whereas the Customs Union would reduce trade.
Other studies offer similar numbers. The biggest impact comes from exports.
Oleksandr Shepotylo (2013, 21) estimated that the “expected long run gains
in Ukrainian exports to all countries under the CU scenario are equal to 17.9
percent,… and under the EU scenario 46.1 percent.” Surprisingly, the highest
unrealized potential is in exports to CIS countries, notably to Russia.

Kutsenko (2010), Movchan and Shportyuk (2012), Shepotylo (2010, 2013), Tarr (2012), and von
Cramon-Taubadel, Hess, and Bruemmer (2010).
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A counterstudy by economists affiliated with the Eurasian Economic
Union presented analysis that was not based on calculations but on scenarios
and peculiar assumptions. They claimed that Ukraine’s DCFTA with the European Union would result in “Ukraine [losing] up to 1.5% of its baseline GDP”
(Ivanter et al. 2012, 40). Apparently, the authors include the effect of Customs
Union trade sanctions against Ukraine. However, if Ukraine joined the Customs Union, then “Over the period of 2011-2030, the total cumulative effect of
the creation of the SES [Single Economic Space] and Ukraine joining it on the
four countries can reach $1.1 trillion in 2010 prices....” (Ivanter et al. 2012, 41).
This “study” seems more like propaganda rather than research as it appears to
be neither substantiated nor plausible (cf. Eurasian Development Bank 2012).
Many countries have experienced the combination of Russian trade sanctions and EU trade liberalization. The typical pattern has been that first Russia has cut off most trade in both directions. The victims have redirected their
trade to the European Union. After a few years, new trade evolves, often with
new companies and products, but Russia’s share of the trade stays much smaller than before the trade war (Åslund and Warner 2004). In the early 1990s,
all the CEE countries, especially the Baltic countries, successfully turned their
trade flows away from Russia to the European Union. In 2006, Moldova and
Georgia were hit by more severe Russian trade sanctions than those against
Ukraine. Moldova’s share of exports to Russia plummeted from 40 percent
in 2005 to 16 percent in 2007, but even so its total exports actually increased
primarily due to rapid expansion of its exports to Europe. Georgia was not as
dependent on Russia, but the share of its exports to Russia fell from 18 percent
in 2005 to 4 percent in 2007, while its total exports actually surged by 42 percent (table 3.2). The disruption of trade with Russia greatly helped the Mikheil
Saakashvili government to combat corruption in Georgia.
Ukraine is slightly more dependent on Russia than Georgia was but much
less so than Moldova, and it has a much more diversified economy. Moreover,
Ukraine has free trade with Europe. Thus, the Ukrainian government should
not be too concerned about Russian trade sanctions, although individual businessmen will be hard hit (cf. Giucci and Kirchner 2013).
A switch of markets will change the goods composition of Ukraine’s exports,
exactly as it did in CEE. Ukraine’s exports to Russia and to the European Union
differ substantially. In 2013, one-third of Ukraine’s exports to Russia consisted
of machinery compared with only 11.5 percent to the European Union. Steel
accounted for 37 percent of Ukraine’s exports to the European Union and 20
percent to Russia. The third big export industry is agriculture, accounting for
24 percent of Ukraine’s exports to Europe and 9.5 percent to Russia. Ukraine’s
fourth traditional export commodity is chemicals, which accounted for 9 percent of its exports to Russia but hardly anything to Europe (table 3.3).
Russia has often imposed trade sanctions on Ukraine, as it has on so many
other post-Soviet countries. In late 2014, Russian exports had fallen by about
half from the peak in 2012. The current intensification of sanctions started
in July 2013. Overall, they are hitting four industries: gas, steel, food, and ar48
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Table 3.2

Exports of Moldova and Georgia, 2005–13
2005

2006

2007

2008

2010

2011

2012

2013

Total (millions of US dollars)

796

712

846

986

780

935

1,215

1,390

1,620

EU-27 (percent of total exports)

29.7

42.4

43.0

Russia (percent of total exports)

39.7

18.5

15.7

40.9

40.0

36.8

46.8

53.4

51.9

21.7

25.0

27.6

20.2

17.5

14.3

Total (millions of US dollars)

865

935

1,232

1,497

990

1,286

1,701

1,614

1,855

EU-27 (percent of total exports)

25.0

24.0

21.5

Russia (percent of total exports)

17.8

8.1

3.7

22.3

21.8

20.7

23.3

17.5

23.2

1.9

2.0

2.6

1.9

1.9

7.9

Destination

2009
Moldova

Georgia

Source: UN Comtrade database (accessed on September 9, 2014).

Table 3.3

Composition of Ukraine’s
exports to the European Union
and Russia, 2013
Exports to the European Union
Percent of total
exports to the
European Union

Product
Steel

36.6

Agriculture

23.8

Machinery

11.5

Mineral fuels, oils and their
products

6.3

Wood and articles of wood

3.7

Articles of apparel and clothing

2.3

Exports to Russia
Product

Percent of total
exports to Russia

Machinery

33.6

Steel

19.9

Agriculture

9.5

Chemicals

8.6

Paper and paperboard

5.1

Salt, sulphur, earth, and stones

3.1

Source: UN Comtrade database (accessed on September 8, 2014).

maments. Ukraine has cut its gas imports from Russia because the latter has
been demanding usury prices since April 2014. Russia has blocked imports of
steel pipes from Ukraine because of antidumping claims and also imports of
several food items, citing sanitary and phytosanitary problems. Ukraine has
4
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attempted to cut its supply of armaments to Russia, though some continues.
Ukraine can beneficially redirect its food and steel exports, in particular to
the now quite open EU market, even if many agricultural products are still
subject to quotas. Modernization of Ukraine’s machine-building industry is
long overdue.
Considering that Ukraine’s economic structure in 1989 was surprisingly
similar to Poland’s, one could guess that its structure will evolve as Poland’s
did if Ukraine’s reforms and integration with Europe are successful. Initially,
Poland exported more steel and chemicals, but soon these industries went into
decline. Ukraine’s chemical industry produces primarily fertilizers from previously cheap Russian gas and looks like a sunset industry. Ukrainian steel
exports are likely to decline in the short term, but Ukraine enjoys evident comparative advantages and can presumably remain a competitive steel producer
after substantial modernization. Agriculture and food processing are currently
the boom industries, as Ukraine is restoring its position as the breadbasket of
Europe.
Central Europe’s economic development has been so successful because
the countries are part of the European, primarily German, supply chain. If the
Ukrainian state reduces its interference in the business of enterprises and instead makes property rights more secure, Ukraine should be able to thrive as
the new link in the European supply chain. Foreign direct investment from
Europe and North America will spur this development, but as elsewhere the
country itself makes the most investment. Ukraine has a substantial machinebuilding industry, but most of its exports to Russia are parts for the Russian
military-industrial complex, which is not likely to continue for mutual political reasons. Skilled engineers are a great asset for economic development, and
they can presumably be mobilized for new production, as has happened in
CEE, which would require Schumpeterian creative destruction. New enterprises under new management could utilize this valuable human capital. Ukraine
also has a promising high-tech industry of software and information technology, which will greatly benefit from rule of law.
Curiously, Ukraine’s domestic economic structure has actually transformed more than its foreign trade. In spite of limited reforms, Ukraine has
adopted a market economy, which has altered the composition of its GDP.
Since 1989, the Ukrainian service sector has doubled from 29 percent of GDP
to 63 percent. The agricultural share of GDP has plummeted from 22.9 percent in 1989 to 10.4 percent in 2013, remaining larger than elsewhere because
of unique agricultural endowment and relatively low GDP. The share of manufacturing in GDP has fallen sharply from 39 percent of GDP in 1989 to 14
percent in 2013, which is a normal share for a developed economy. Characteristically, other industries, mainly steel and chemicals, nearly doubled their
share from 1989 to 2000 but fell to 13 percent of GDP in 2013 (table 3.4). The
service sector is likely to continue to grow, and agriculture’s share in GDP is
likely to stay higher than in other modern economies, while the role of steel
and chemicals is bound to decline.
50
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Table 3.4

Structural composition of Ukraine’s GDP,
1989, 2000, and 2013 (percent of GDP)

Sector

1989

2000

2013

Services

28.7

46.6

62.6

Agriculture

22.9

17.1

10.4

Manufacturing

39.3

19.2

13.7

9.1

17.1

13.2

Industry (except manufacturing)

Note: Industry comprises value added in mining, manufacturing (also reported as a
separate subgroup), construction, electricity, water, and gas.
Source: World Bank (2014a).

The Russian aggression is hurting the Ukrainian economy badly, hitting
the Donbas rustbelt the worst. Yet, this cloud may have some silver lining.
Ukraine’s foreign trade might finally be modernized as happened in the CEE
countries in the early 1990s, which in turn drove the modernization of their
domestic economies. The corruption in Ukraine’s trade with Russia may be
broken and the old Soviet industry compelled to restructure. In the long run,
the Ukrainian economy will benefit as did Saakashvili’s Georgia.

Will Ukraine’s European Integration Proceed?
Ukraine’s European integration should not be taken as a given. An Association
Agreement does not necessarily lead to EU membership. Turkey concluded its
Association Agreement with the European Union in 1963, but it is not even
close to becoming an EU member.
Over time, the European Union has increasingly focused on the qualitative aspects of its enlargement. EU Commissioner for Enlargement Štefan Füle
(2014) characterized the enlargement process as relying on three key pillars:
the rule of law, economic governance, and public administration reform with
the strengthening of democratic institutions.
On September 12, 2014, four days before the ratification of the Association Agreement in the Ukrainian and European Parliaments, the European
Commission, Russia, and Ukraine agreed to delay the implementation of the
DCFTA, the fourth part of the Association Agreement, by 16 months until
January 1, 2016 (European Commission 2014b). The other parts of the Association Agreement are still supposed to be implemented from 2014. They include political dialogue, support for political reform in Ukraine, cooperation
on foreign policy, justice and security, and sectoral cooperation in areas such
as transportation, health, education, research, and energy.
Everything was wrong with this decision (Speck 2014, Sadowski 2014).
For years, the European Union has maintained that its bilateral agreements
with third parties are not subject to the approval of another state. But now it
abandoned this principle because of Russia’s military aggression in Ukraine,
giving “Russia incentives to raise the pressure because it opens a large window
6
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of opportunity to prevent the DCFTA from entering into force. The pressure
could be military, economic, or diplomatic” (Speck 2014).
Most of the economic reforms the European Union requires from Ukraine
are incorporated in the DCFTA. Ideally these EU demands should have been
imposed just after the formation of a new government after the October
2014 parliamentary elections, but EU pressure is now absent. The delay of
the DCFTA may put a brake on reforms. Poroshenko responded that Ukraine
would proceed with legal, political, economic, and social reforms on a broad
front, which would make it possible for Ukraine to apply for EU membership
in 2020.10
Instead of showing commitment to Ukraine, the European Union undermined its credibility with the Ukrainian nation. It also damaged its legitimacy
by abandoning normal decision-making procedures. Germany and France appeared to put pressure on the European Commission and Ukraine in line with
Russia’s interests without consulting other EU members. Pro-Ukrainian EU
member states protested both against how this decision was made and its content.
The European Union appeared to maintain its position that as an FTA
the DCFTA cannot harm Russia’s interest, and Russia already has the CIS FTA
with Ukraine. Russia, however, strangely claims that EU goods will be remarked
as Ukrainian and be exported to Russia without customs tariffs. Therefore,
Russia threatened to revoke its FTA with Ukraine. In addition, it demanded
the renegotiation of the DCFTA between Ukraine and the European Union to
exclude 20 percent of Ukraine’s export goods (2,376 out of 11,600 tariff lines)
from the DCFTA.11 On September 19, Russia formalized this position in a government decree, although it had committed itself to maintaining free trade
with Ukraine one week earlier in the agreement with the European Union and
Ukraine. The president of the European Commission, José Manuel Barroso
(2014), responded in a letter to President Putin expressing “strong concerns
about the recent adoption of a decree by the Russian government proposing
new trade barriers between Russian and Ukraine.” The Kremlin did not appear
impressed.
Thus, the EU action unleashed exactly what it was supposed to avert, further Russian aggression in trade policy. Ukraine prepared countersanctions for
800 tariff lines, but smaller countries can rarely benefit from trade sanctions
against bigger ones. Since Russia mainly exports oil and gas to Ukraine, the
latter’s sanctions hardly make a dent. According to WTO rules, a country can
raise its tariffs to the average level, and Russian average tariffs are almost three
times higher than Ukraine’s (Panchenko 2014).
10. “Ukraine’s Leader Sees Country Applying for EU Membership ‘in Six Years’ Time’,” Reuters,
September 25, 2014.
11. “Rossiya vydvinula Ukraine i ES svoi spisok izmenenii v assotsiatsiyu” [“Russia Presented
Ukraine and the EU with Its List of Amendments to the Association”], Ukrainskaya pravda, September 10, 2014.
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Ukraine Needs a Marshall Plan
Ravaged by war and severe economic and financial crisis, Ukraine is in profound need of foreign aid, not only credits but also substantial grants. Its emergency calls for a Marshall Plan.12 Now as in 1947, US Secretary of State George
C. Marshall’s (1947) words ring true: “It is logical that the United States should
do whatever it is able to do to assist in the return of normal economic health
to the world, without which there can be no political stability and no assured
peace.” But today, the onus rests on the European Union because it has the
necessary means.
The need for a Marshall Plan was raised when the Soviet Union collapsed,
but then there was no war destruction, no military threat, and no particular
need for a new Western alliance. For too long, Europe ignored the wars in Yugoslavia in the 1990s, which is now seen as a big mistake. Since the ouster of
Yanukovych, several people have suggested that Ukraine needs and deserves a
Marshall Plan.13 In fact, a Marshall Plan is much more appropriate for Ukraine
today than it was for the postcommunist countries in the early 1990s.14
Ukraine is in the midst of a frightful financial crisis, primarily caused by
the war the Kremlin launched against Ukraine on February 27, 2014, when the
first Yatsenyuk government was appointed. Russia has blown up the power stations in Donbas, stopping pumps in the coal mines, which have been flooded.
On September 13, Prime Minister Arseniy Yatsenyuk assessed the war damages
to physical infrastructure at $9 billion, and that amount has since risen substantially. Donbas’s humanitarian crisis calls for Western humanitarian aid.
Like Europe after World War II, Ukraine needs to rebuild its state and
economy. After its democratic breakthrough in February 2014, election of
President Petro Poroshenko on May 25, and parliamentary elections on October 26, Ukraine appears to be ready for this Herculean task. If the European Union is serious about its recently ratified Association Agreement with
Ukraine, it needs to show so now.
If the needed capital is provided as credits, Ukraine will not be financially
sustainable. In April 2014, the IMF (2014a) concluded a two-year Stand-By Arrangement with a total international financial support of $33 billion for two
years, of which the IMF itself would contribute $17 billion. The rest of the
funding would come from the World Bank, the European Union, the European Investment Bank (EIB), the European Bank for Reconstruction and Development (EBRD), and various bilateral creditors. Almost all this “aid” consists
of credits, which Ukraine will have to pay back. If Ukraine continues drawing
on credits at the current speed, while output is collapsing, the country is likely

12. This section draws on Åslund (2014b).
13. Kyiv attorney Daniel Bilak (2014), philanthropist George Soros (2014), Deputy Prime Minister
Volodymyr Groisman (2014), and French philosopher Bernard-Henri Lévy (2014).
14. The prime sources for the Marshall Plan are Hogan (1987) and Milward (1984).
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to default on its international payments. In the course of 2014, Ukraine received a total of $8.2 billion of international financial support. The IMF itself
disbursed $4.6 billion, but Ukraine paid back $3.6 billion in debt service, leaving a net loan of only $1 billion.
At the end of 2014, Ukraine’s international reserves were as low as $7.5 billion. In December, the IMF saw a need for another $16 billion on top of its own
committed balance of $12.4 billion for the remaining 16 months of its program, implying a total financial need of $28 billion.15 In the whole of 2015–16,
however, Ukraine faces a public debt service in foreign currency of $33 billion.
On that basis, JPMorgan assessed Ukraine’s total public international financing need at $40 billion for 2015 and 2016, assuming Ukrainian international
reserves of merely $15 billion at the end of 2016,16 while anything less than $25
billion would appear imprudent, corresponding to three months of imports.
Then the financing need for anticipated debt service and buildup of reserves
would be $50 billion for 2015–16. On top of that would come war damages,
which Prime Minister Yatsenyuk assessed at $9 billion in September 2014.
This amounts to a total international financing need of almost $60 billion
for the two years 2015–16. But Ukraine can hardly assume so much new debt,
even if it attracted such financing. The IMF (2014d, 39) presumed that public
debt would surge from 41 percent of GDP at the end of 2013 to 68 percent at
the end of 2014, but it warned that it could get out of control and double to 134
percent of GDP in 2016 (IMF 2014d, 49). Ukraine needs a solution other than
taking on more debt. One option is a truly severe austerity policy. Another is a
different Western attitude to financing the country. Ukraine’s current situation
calls for not only credits but also grant financing. Its citizens will have to make
the greatest sacrifice, but former prime minister of Lithuania Andrius Kubilius
has proposed that the European Union should commit 3 percent of its €1.0 trillion budget for 2014–20, that is, €30 billion or $37 billion, in grants to Ukraine.
This amounts to a Marshall Plan for Ukraine. The countries that became EU
members in 2004 had their annual net EU grants capped at 3 percent of their
GDPs. The actual disbursements have varied but at times they have reached
6 to 7 percent of GDP in a single year. For Ukraine, grants of €30 billion over
seven years would correspond to about 3 percent a year of its 2013 GDP. The
Committees on European Affairs and Foreign Affairs of the Lithuanian Parliament approved such an initiative of a new Marshall Plan for Ukraine.17 In July
2014 the Ukrainian government formed a working group on a Marshall Plan
for Ukraine, chaired by Deputy Prime Minister Volodymyr Groisman.

15. Peter Spiegel, “IMF Warns Ukraine Bailout at Risk of Collapse,” Financial Times, December 9,
2014.
16. Nicolaie Alexandru-Chidesciuc, “Ukraine: Further Drop in FX Reserves; Large Financing
Needs over Next Two Years,” JPMorgan, December 9.
17. Lithuanian Parliament, “Seimas Committees Approved the Strategy on Lithuania’s Support
for Ukraine, Providing for a New Marshall Plan for Ukraine,” press release, November 14, 2014.
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At present, it might be difficult to imagine that the United States would
contribute substantial funds to Ukraine, but that should not be the case. John
Sopko, the special inspector general for Afghanistan reconstruction, has stated
that to date “the United States government has provided over $104 billion for
Afghanistan reconstruction… but in many ways it has gone unnoticed almost
hidden in plain sight.” Moreover, “it is widely believed the United States will
continue to fund reconstruction at another $5 billion to $8 billion annually
for years to come.”18 In Ukraine, US funding can offer real benefits and make
all the difference.
The ultimate motive of the Marshall Plan was to stand up against the Soviet threat. Once again, the West faces such a situation, even though Putin’s
Russia is much weaker than Joseph Stalin’s Soviet Union. If the West is not
prepared to support Ukraine militarily, it has all the more reason to provide
it with appropriate financial and political support. Europe has to counter this
threat.
Finally, the West itself needs a new form of alliance. NATO is not enough
and no other alliance involving both the European Union and the United
States exists. For years, Putin has repeatedly pursued aggression involving gas,
trade, internet, information, and military. Countries that bilaterally support
Ukraine, such as the European Union, the United States, Canada, Japan, and
other Western countries, should come together to stop Putin before he proceeds beyond Ukraine to Moldova, Georgia, and the Balkans.

18. John F. Sopko, speech at Georgetown University, Washington, September 12, 2014.
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