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One year ago, on 1 December 1991, the citizens of Ukraine turned out in massive numbers to ratify overwhelmingly-with 91 percent in favor-a proclamation of independence that had been proposed by the Ukrainian government following the August coup. They thereby created a new country and presented to the world the potential for another economic success story. At the time, those closely following the USSR's break-up were optimistic, ranking the prospects for a successful economic transformation in Ukraine above that of any other former Soviet republic, including Russia.1
The numbers by now are familiar. Ukraine, with a population of 52 million people, is some 10 percent larger in area than France (covering a land mass of 603,700 square kilometers). It has abundant natural resources, fertile agricultural land, and is a major center of heavy industry and chemical production. In the Soviet era, Ukraine produced a disproportionately large share of the USSR's economic output. For example, while accounting for 20 percent of the population of the former Soviet Union, Ukraine in the late 1980s accounted for 33 percent of the vegetables, 40 percent of the grain, 25 percent of the meat, 50 percent of the sunflower seeds, and 60 percent of the sugar beets in total Soviet production. On the industrial side/ it accounted for 50 percent of the iron ore, 25 percent of the coal, 45 percent of the cast iron, and 37 percent of the steel produced in the former Soviet Union.

In short, Ukraine began life as an independent country with what was considered to be a fairly well-diversified economy. Thus, just one year ago analysts were referring to Ukraine as a potential agricultural and industrial "powerhouse"-not to mention that it had become the third largest nuclear power overnight.

Today, one year after independence, there is a mood of definite gloom, as the national economy lies in considerable disarray. Hyperinflation runs rampant at an annual rate of 2,200 percent, national output has fallen by almost 20 percent, and following years of balanced budgets, Ukraine's deficit at present is equivalent to 44 percent of GDP-some ten times the level of financial and technical assistance guidelines issued by the International Monetary Fund (IMF). Furthermore, Ukraine has left the ruble zone and has introduced a temporary coupon currency which is being devalued daily against the dollar and the ruble.

Somehow, one of the potentially wealthiest countries of the world has found itself in the midst of an acute economic crisis that appears to be more severe than that of other former Soviet republics. A single ray of hope lies in the possibility that a new government/ appointed in October 1992 under the stewardship of Prime Minister Leonid Kuchma, and given six-month emergency economic powers by Parliament, can bring about change.

This paper examines the circumstances that have led to the rapid deterioration of the Ukrainian economy, and evaluates the prospects for economic improvement. It begins with a macroeconomic overview, emphasizing the actions (or lack thereof) of key economic players: the Ukrainian government, economists, and the international community. Then, a brief sectoral analysis of the Ukrainian economy is presented, delineating those sectors that offer the greatest chance for immediate economic improvement.

I. Ukraine's Economy in Macroeconomic Perspective

The road to hyperinflation began in January 1992, when the Ukrainian government, in response to the liberalization of prices in Russia, was forced to follow suit so as to keep goods from flowing out of the country. Many at the time argued that this freeing of prices had come too early, and that a more prudent policy would have postponed price liberalization until more explicit policies had been formulated for the supply side of the economy. Since the price increases were a reactive measure, it was possible for a while to blame Russia for Ukraine's economic woes.

As the year went on, however, it became clear that the higher inflation in Ukraine (2,200 percent compared to 1,400 percent in Russia) was the result of a distinct domestic policy-the tendency to too easily extend credits to state enterprises. As the authority of the Soviet Gosbank disappeared in 1991, the government of Ukrainian Prime Minister Vitold Fokin had consciously encouraged the issuance of unbacked and undocumented ruble credits. As a result, the monetary system accommodated the substantial increase in prices and encouraged hyperinflation.2 This was also reflected in the value of the ruble vis-a-vis the newly introduced temporary currency-the coupon-which was trading at 3 to 5 rubles to the coupon in February 1992, and within months had plummeted to .6 rubles to the coupon.

A second major complaint was that no one appeared to be in charge of economic policy. Ad hoc monetary and macroeconomic policies were regularly issued by the Cabinet of Ministers, the Ukrainian parliament, and the Central Bank, often contradicting one another. Privatization laws were slow to come out of the country's legislature, and no explicit, coordinated economic reform package appeared.

For most of 1992, Prime Minister Fokin and his government were responsible for economic decision making, with the more popular President Kravchuk focusing on the political issues of building a state rather than building an economy. Despite many heated battles among government officials and mass public outcries, it was not until October 1992 that the Ukrainian parliament was able to force the resignation of Fokin and to accept Kravchuk's new nominee, Leonid Kuchma, an industrialist and former director of one of the world's largest missile plants.

In his first speech to parliament, Prime Minister Kuchma took the approach that it is better to hear the bitter truth than a sweet lie. "Things are even worse than I could have imagined!" he announced to the legislators.3Point by point, he presented a seemingly endless list of unpleasant realities and explicit examples of corruption, mismanagement and ineptness. Kuchma has thus far undertaken a very forceful approach with an explicit four-pronged plan that appears to be favorably received by domestic and international authorities for the time being.

The first step of the Kuchma plan is to bring the government budget under control by putting a stop to the issuance of soft credits and by reducing the deficit to 5 or 6 percent of GDP.

The second step is to administer the decontrol of wages and prices, as well as to regulate foreign trade.

The third step is to reform Ukraine's income tax system-reducing onerous rates of some 75 percent-to spur investment through tax incentives, to encourage currency circulation, and to decentralize local and regional government budgets.

The fourth step is to implement forced privatization measures, encourage market reforms in agriculture, provide incentives for foreign investment, and demonopolize the banking industry.

In addition, Kuchma has publicly acknowledged the pervasive corruption problem, and appears ready to tackle this issue as well. This point is especially crucial given the extent of the black market mafia's operations in the economy.

Amidst the worsening economic situation, the increasing discontent of the populace cannot be ignored. In visiting the country, one is struck by how frequently the following comment is uttered: "Things were not that bad in pre-reform days. At least goods were available." A government must retain a modicum of popularity in order to employ austerity measures, and Kuchma's appointment appears to have renewed Ukrainians' hopes that something would be done. Yet, there remains in Ukraine a real danger, given the recent electoral experiences of Poland and Lithuania, that their patience will soon wear thin, and that the old guard may be reinstated.

Unfortunately, economists and economic theorists can formulate only reform guidelines that offer no quick or painless solutions. Within the profession there is endless debate over the pros and cons of "Big Bang" shock therapy prescriptions versus a more gradualist approach to economic reform. Thus, it is no surprise that in both Russia and Ukraine, alternative theoretical models are being considered, including the increasingly popular "Chinese model": quasi-liberal economic reform with strong centralized political authority.4
International lending authorities such as the World Bank and the International Monetary Fund appear to be increasingly sensitive to the political consequences of market reforms, sending forth the message that the world should start looking at each of the East European and ex-Soviet republics differently, allowing each in turn to find its own approach to transforming its economy.5 Thus, in making comparisons to other East European countries, the Kuchma emergency package should be referred to as the "Ukrainian model," since it accepts the fiscal and monetary discipline espoused by Western free market reformers, but with a greater readiness to enforce strict state controls on wages, tariffs and foreign currency. Only time and actual experience will reveal the effectiveness of such an approach.

In the meantime, there is a crucial need for international aid in the form of technical assistance and immediate funding for the creation of a currency stabilization fund, which would allow for the smooth introduction of Ukraine's new permanent currency, the hryvnia. In addition, the dictum "trade not just aid" should not be forgotten. While statistics are scarce and not fully reliable, merchandise trade in Ukraine, including both interrepublican and foreign trade, has been in deficit and deteriorating since 1988. Total external trade in Ukraine has typically amounted to 30 percent of GNP and Ukraine's interrepublican trade has accounted for almost 85 percent of both total exports and imports. Notwithstanding the fact that the bulk of trade is conducted on a barter basis, external trade has dropped significantly, further adding to the deterioration in economic activity. For example, since independence, Ukraine's trade with Russia alone has plummeted to approximately 15 percent of the previous levels.6 Efforts should be made to reinstate interrepublican trade in the short term, and to explore opportunities for new markets over the longer term. Ukraine's recent attempts to expand its list of trade agreements-with China, Turkey, and India, for example-are consistent with the latter strategy.

One unhappy legacy of artificial Soviet prices and the resulting misallocation of resources is that finding the comparative advantage of Ukraine in the international economy is neither an easy nor obvious proposition. A coordinated effort to channel resources into the most competitive sectors is essential if Ukraine expects to realize gains from trade in world markets.

The areas of greatest interest to potential Western investors-exporters and importers alike-lie in the "change and growth" developments within the separate sectors of the Ukrainian economy. To be sure, macroeconomic policy, as mandated by parliament and implemented by Kuchma's new cabinet, will have a substantial impact on how and when international business will be conducted within each sector. However, an additional and particular focus on the past/ current and future life of the sectors is crucial to any future involvement by Western firms.

II. A Sectoral Overview

Basic infrastructural sectors are now in the forefront of Western attention and will most likely be the centers of initial, heavy foreign investment. The key sectors in this regard are telecommunications, energy, transportation, and finance. All four of these major sectors must be operating relatively smoothly, not only for the Ukrainian economy to function/ but also for creating a foundation for any significant infusion of foreign capital and expertise to occur.

In telecommunications, a notable start was made with the formation of UTEL, a joint venture between the Ukrainian Ministry of Telecommunications and a group of Western companies led by AT&T. This project has already facilitated an extensive direct dialing capability to Ukraine, and is well on its way towards developing the international communications gateway crucial to further foreign business development. The introduction of direct dialing from Kiev in November 1992 is a further improvement/ but much more needs to be done to put an end to one of the most commonly heard comments among foreign investors over the last several years: "I've tried for four days, but I can't get my fax through to either Kharkiv or Mykolayiv."

Ukraine's energy picture is currently dominated by two critical issues: concerns over the safety of nuclear power plants, and the astronomical price (in hard currency) of imported Russian oil. Once a significant net exporter of electric power in the recent past, Ukraine will be hard-pressed to recapture this position if it is forced to rely on nuclear power plants for a greater share of its domestic energy production while, at the same time, keeping a cautious eye on the maintenance and safety levels of the country's Soviet-type reactors; the lessons of Chernobyl will continue to weigh heavily in the minds of Ukraine's energy officials. Fuel shortages, caused mostly by conditions of lower output and world market pricing of Russian oil, will cause even further pressures on the already deteriorating industrial, agricultural, and transportation sectors of the Ukrainian economy. The country's present and future energy needs present unlimited opportunities for developing alternate energy sources, creating greater efficiencies in the generation and distribution of electrical power, upgrading petroleum refining capabilities, and applying energy conservation technologies to the manufacturing processes in most industrial sectors. In short, the days of cheap power are over, and production and transportation enterprises, whether government-owned or slated for privatization will be scrambling for applied technology, equipment, and technical expertise in making the energy sector more efficient.

There is great demand for improvements in all areas of the country's transportation system-air, water, and surface. Simply from the perspective of making Ukraine more accessible to the rest of the world, the development of the country's international airline. Air Ukraine International/ is imperative. Having started from a small fleet of older-model Aeroflot aircraft, the airline is now in the process of concluding leasing arrangements for American-made aircraft in an effort to expand direct service from Kiev to key cities of Western Europe and North America. Airport expansion and modernization, from ground-based avionics systems to baggage handling to overnight facilities, will soon be in demand in at least a half-dozen cities in Ukraine to accommodate the rapidly growing number of both business travelers and tourists from abroad. Ground transportation systems, both rail and road vehicle, as well as river and Black Sea water transportation systems, will be taxed heavily as soon as the country's distribution system (particularly of agricultural commodities and processed foods) is privatized, and international trade increases substantially. Yet, at this point, neither condition is likely to occur overnight.

Obviously, none of the sectoral improvements outlined above can occur without a functioning financial system in Ukraine. This will largely depend on: how quickly financial legislation is passed and, more importantly, how quickly it is implemented; how adroitly the country's new currency is introduced into the national economy; crash training programs-for both institutions and consumers-on the basics of privatized money and banking activities; a clear definition of the relationship of Ukraine's central bank to the legislative and executive branches of the Ukrainian government, and of its role in the country's internal and external commercial banking system of the country; and the pace of implementing an orderly privatization plan. To be sure, many commercial banks have been formed already, as have birzhi (securities brokerage houses); insurance companies are soon to follow. For these financial institutions to operate effectively, the above points must be resolved in short order.

Many other sectors of the Ukrainian economy deserve a closer look and subsequent involvement by Western firms since some of these sectors will be nurtured as part of the Ukrainian government's nascent industrial policy, and others will show signs of business vibrancy from the outset. Among the former are the health care sector (pharmaceuticals, diagnostic equipment, hospital modernization, and basic medical supplies such as disposable syringes, etc.) and environmental reclamation and control systems (for cleaning up or preventing industrial effluent, nuclear and other hazardous wastes, etc.). The latter include the "food chain" industries (crop and meat production, as well as food and beverage processing/ distribution, refrigeration, retailing, etc.), "informatics" (computers, software, on-line services, etc.), and travel and tourism (international and domestic transport, accommodations, and package tours).

III. Conclusion

While most of Ukraine's first year of independence has revealed a disorganized and/ for the most part/ nonexistent economic reform package/ there is hope for a better future as the second year begins. Taking an optimistic view, one could argue that Ukraine has been given a chance to wipe the slate clean and start over, albeit from a more unfavorable position.

First, Ukrainians' optimism has been renewed with the appointment of a new government that/ so far/ appears to be headed by a take-charge prime minister and a reform-minded cabinet.7
Second, though Ukraine's most notable experiment with introducing a new currency (the coupon) failed miserably/ the experience has driven home an important lesson to the country's government officials: a currency must be backed by a real economy. Fortunately/ this lesson was taught with the temporary coupon and not the future permanent currency-the hryvnia-whose implementation has been postponed until such an economy is more firmly in place. One can only hope that Ukraine's economic officials remember that money supplies must be carefully controlled/ and that simply easing credit or printing more money does not improve real economic capacity.

Ukraine can still place itself firmly on the road to economic recovery-and prosperity-if it implements a diligent and coordinated economic reform package. Thus far, the first steps of the new Kuchma government appear to be headed in this direction.

NOTES 

1. See, for example. "The Soviet Union at the Crossroads-Facts and Figures on the Soviet Republics," Deutsche Bank, October 1990. p. 11. Some of the variables used for ranking in this study included degree of industrialization, agricultural production, hard-currency earning capacity, development of infrastructure, degree of economic self-sufficiency, level of education, and homogeneity of population. 

2. This policy has created an indebtedness of mutual settlements between state enterprises amounting to 471.9 billion rubles as of 1 October 1992. 

3. See the speech of Leonid Kuchma in HO/OS Ukrainy (Kiev) (official newspaper of the Ukrainian parliament), 18 November 1992. 

4. During the Soviet era, economic decision making was tightly centralized in Moscow. Thus, the technical infrastructure and administrative expertise to control from the top was never set in place in Kiev. It is for this reason, in the opinion of the authors, that a "Chinese model," while possibly succeeding in Russia, would not succeed in Ukraine. 

5. This is a clear message from the excellent new five-volume World Bank series. Studies of Economies In Transformation, (Washington. DC: World Bank, 1992). 

6. For further details of trade statistics, see Ukraine: Economic Review (Washington. DC: International Monetary Fund, April 1992); and Russian Economic Reform: Crossing the Threshold of Structural Change (Washington, DC: World Bank, September 1992). 

7. It should be noted that President Kravchuk's supposed 'fading star" In economic matters may not be fading as quickly as some analysts suggest. In the spring of 1992, President Kravchuk created the Duma, essentially an advisory council to the president and a type of shadow government. There followed a tug-of-war between the Duma and parliament as to the exact powers of the former. While, oh the face of It, it appears that President Kravchuk was forced to accept Fokin's resignation and did not see his preferred alternate appointee, 0. Symonenko, become the new prime minister. If one looks more closely one will note that three of the five vice-premiers in the new Cabinet are indeed former Duma members. In effect. Kravchuk's hand-picked members of the shadow government have become fully empowered government leaders, despite the appearance of a showdown between parliament and the president, where the president had "retreated." 
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