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UKRAINIANS MUST UNDERSTAND 
WHY WE NEED REFORMS
This country doesn't know what it is alter and what it needs money for," began parliamentarian Yurii Yekhanurov in a speech to the students o f EERC's Master's 
Program in economics on May 19, 1999. Yekhanurov believes that true economists -  as he called the students o f the Program -  ought to be aware o f and under­
stand the current state o f Ukraine in order to make a diagnosis and determine effective methods o f treatment.

T he structural policy of any 
country is a system of govern­
ment actions to redistribute 
a country's resource poten­
tial in order to create condi­
tions for a qualitative rene­

wal of the base of economic develop­
ment. Yurii Yekhanurov believes that 
countries all over the world undergo 
structural reconstruction. Each country 
has its own priorities in the structural 
reform process. Japan, for example, 
pays special attention to the develop­
ment o f industries directly related to 
the technological revolution. The U.S. 
focuses on strengthening its internatio­
nal position in the world economy. The

is decisively moving forward towards 
the path of economic growth.

In his speech, Yekhanurov concen­
trated on the structural reconstruction 
problems that need to be solved urgent­
ly in Ukraine. There are certain Ukrainian 
enterprises which occupy amazingly 
large territories (how many enterprises 
could be located there instead?) and 
have enormous labor resources whose 
effectiveness is practically zero. (As an 
example, in the early 1980s, a typical 
construction organization in Ukraine 
employed 450 people, in Germany - 
nine employees, and in the USA - seven.) 
The country's weak banking and mon­
etary systems - which are the smallest

European Union takes a five-level appro- in the world relative to GDP - as well
ach to structural policy that includes eco­
nomic, industrial, technological, interre­
gional, and international issues of de­
velopment of EU member countries.
As for Ukraine, Yekhanurov pointed 
out that the state takes all industries 
as foreground and because of that the 
lack of extreme reforms is so manifest. 
This is why Ukraine is enduring the
deepest and longest economic decline passed into private possession," said
of any post-socia lis t country, aside 
from Bulgaria. However, after ineffec­
tual communist experiments Ukraine

Yekhanurov. "We did this in order to*
create new private owners who would 
prevent the Communist regime from

Yurii Yekhanurov

EDITOR'S NOTE

as the budget deficit, shadow econo­
my, and poor state of the agricultural 
sector urge the country to launch effec­
tive structural reforms.

As the form er head of the State 
Property Fund, Yekhanurov also spoke 
on issues related to the state assets in 
Ukraine. "During my tenure at the Fund 
about 50 % of industrial enterprises
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returning." Yekhanurov noted that as 
of April 1 of this year, 64,451 Ukrainian 
enterprises were privatized (about 80% 
of which are small-scale property enter­
prises). Although Ukraine gained some 
credit in the field of privatization, Yekha­
nurov thinks that legal defense of pro­
prietor's rights remains a pressing issue.

Regarding structural reform of Uk­
rainian industries, Yekhanurov said 
that the state must realize which indus­
tries are fading away. Instead of subsi­
dizing these industries and forgiving 
their debts, the state must implement 
effective policies to reconstruct them. 
Clearly a structural reconstruction like 
this will be accompanied by a reducti­
on in jobs and this in turn will lead to 
psychological and economic hardship 
for large groups of the population. But 
the most important issue, according to 
Yekhanurov, is that Ukrainians must 
understand that structural reforms, in 
spite of their painfulness, are indispen­
sable for further development of the 
country. An effective system of social 
protection (which should be directed at 
the economic growth of Ukraine), pen­
sion reform, and favorable conditions 
for starting and developing new busine­
sses are necessary to remedy Ukraine's 
troubles. The government of Ukraine 
has to offer such a way out to its people.

CHECK OUT THESE EERC 
WEB SITES

EERC Master’s Program 
Home Page:
http://www.eerc.kiev.ua

Gateway to Ukraine, the Eco­
nomics of Transition , and the 
World of Economics: 
http://intranz.eerc.kiev.ua

U.S. AMBASSADOR:
"UKRAINE IS THE MOST DIFFICULT PLACE FOR 
DOING BUSINESS"

Stiven Pifer

EDITOR'S NOTE

The Ambassador's Fellowship Pro­

gram was created in June 1997. With 

a grant from the United States Infor­

mation Service (USIS), the program 

allows EERC students to work as 

researchers and advisors in govern­

mental institutions such as the Min­

istry of Economy, National Bank of 

Ukraine, State Property Fund, Anti- 

monopoly Committee, State Statistics 

Committee, State Licensing Chamber, 

and State Committee for Entrepre­

neurship Development

W here do Ukrainian-Ameri- 
can relations stand at this 
mom ent? W hat are the 
issues of the strategic part­
nership between our two 
countries? On June 2, 

1999 U.S. Ambassador to Ukraine Mr. 
Steven Pifer talked with EERC students 
about these issues.

Ambassador Pifer has stated that 
from 1992-93 there was a major evolu­
tion in U.S.-Ukrainian relations and sig­
nificant progress in the strategic part­

nership between our two countries. In 
1992-93 there were only a few issues 
on the agenda fo r th is partnership. 
The main issue was, of course, nuclear 
w eapons a fte r the S ovie t Union's 
collapse. Now the agenda is constant­
ly growing and includes political, econo­
mic, cultural, and security issues.

In the Ambassador Piter's opinion, 
the U.S. is looking to expand relations 
with Ukraine. But an improvement of 
the relations between the two countries 
directly depends on economic stability 
in Ukraine. Transformation of Ukraine 
into a European dem ocratic country 
with a stable market economy is incre­
dibly important both for Ukraine’s deve­
lopment and for the continued presen­
ce of American institutions (including 
the U.S. Embassy) on Ukrainian terri­
tory. Ukraine's course of development 
influences American investors, who re­
present an important constituency for 
Ukraine. As the largest foreign investor 
in Ukraine, the U.S.'s cumulative total 
of investment now comes to about 450 
million dollars; total foreign direct invest­
ment in Ukraine is around 2.4 billion 
dollars. But in the Ambassador's opinion 
that is a paltry sum fo r a country of 
Ukraine's size and potential. Ukraine 
needs investment, which means new 
capital, new jobs, new technology, mo­
dern management practices, and new 
tax revenues. Unfortunately, the Amba­
ssador believes that Ukraine's current 
tax system, regulatory environment, 
and high level of corruption make Uk­
raine the most difficult place in the world 
for doing business, which naturally dis­
courages commercial partnerships 
between the two countries.

http://www.eerc.kiev.ua
http://intranz.eerc.kiev.ua
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EDITOR'S NOTE

economic and social development is 
complicated in comparison to other 
NIS countries. Linn paid special atten­
tion to issues the World Bank consid­
ers to be similar for Russia and 
Ukraine and crucial for both countries' 
development. Among these are:
- macroeconomic instability;
- major difficulties in structural reforms 
(especially in agriculture);
- problems in financial and enterprise 
sector;
- insufficient regulatory framework;
- social sector issues (lack of pension 
and educational reforms); and
- weak public administration on the 
national and oblast levels.

Despite these negative points, Linn 
personally feels that Russia and Ukra­
ine have significant economic potential. 
In his opinion the main question is de­
term ining the political framework in 
which economic reforms can take place 
in these countries. The future of these 
reforms, Linn believes, basically depends 
on the political will and desire to imple­
ment these reforms.

The World Bank representative Mr. Gregory 
Jedrzejczak participates in the EERC 

Speaker's Series

TRANSITION PROCESS: WHERE IS UKRAINE?
tried to summarize the transition pro­
cess in the countries of the former So­
viet Union, especially during the 1997- 
98 financial crisis. In his opinion the 
lesson learned over the last few years 
is that those countries that have strong 
fundamentals, especially fiscal balance, 
good banking supervision, strong mar­
ket reforms, and a cohesive government 
with reasonable political support can 
withstand the financial turmoil. The coun­
tries of Central Europe and the Baltic 
region are a good example. During the 
last three years all of these countries 
have enjoyed macroeconomic stability, 
as shown by the fact that they were 
not significantly affected by the financi­
al crisis in East Asia and Russia in 
1997-98. GDP growth in these countri­
es averaged 5.3 percent from 1995 to 
1997 and inflation is down from 150 
percent in 1992 to about 10 percent in 
1998. There is major progress in struc­
tural reforms and a significant level of 
foreign direct investment. As a result, 
all these countries are ready for integra­
tion into the European Union. In Linn's 
opinion, the transition process there is 
almost complete.

Countries with difficulties in econo­
mic and social develop­
ment, poor economic 
management, and unat­
tractive conditions for 
private investors, on the 
other hand, were affect­
ed by the financial crisis 
substantially. Unfortu­
nately, Linn places Rus­
sia and Ukraine in this 
"unhappy" group with 
limited prospects, where

Johannes Linn
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T
he World Bank's Vice-President 
for Europe and Central Asia, 
Johannes F. Linn, spoke to 
EERC master's students on 
June 7,1999. The topic was 

"The World Bank and Transition Eco­
nomies of the Former Soviet Union 
Countries." As a specialist to Europe 
and the Central Asia region, Mr.Linn
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SHOULD THE UKRAINIAN STOCK MARKET EXIST?

T he be lie f that the Ukrainian 
stock market should exist only 
because there are stock mar­
kets in developed countries, in 
the opinion of Tymofiy Mylova- 

nov, is wrong. There should be an 
incentive for a market to emerge. The 
main reason for stock market existence 
is reallocation of resources and chan­
neling funds from savers to businesses 
that have profitable opportunities for 
investment. Because the causality is 
that the primary market where securi­
ties are issued and investments are 
made creates a secondary market where 
liabilities are traded, the necessary 
condition for market development is the 
presence of profitable investment oppor­
tunities (taking into account risk premi­
um) and savers who would like to invest 
in securities. A sufficient condition, how­
ever, is developed market institutions.

This is particularly true for Ukraine. 
The crisis of the Ukrainian stock mar­
ket in 1997 was not caused by the 
overall crisis of emerging markets or spe­
cific crises in Asia or Russia, but, in 
M ylovanov's op in ion, so le ly  by its 
internal inconsistency. In fact, it is not 
a market for stock, but rather a market 
for speculation in "privatized" pieces of 
paper ("liabilities" which are not enforced 
and which, except for a few cases, do 
not create cash dividend flows), where 
capital gains are the only source of profit.

In Ukraine, investment is risky and 
uncertain, enforcement is weak, and 
transaction costs are high, while the eco­
nomy is shrinking. But key differences 
between the Ukrainian and developed 
stock markets are that privatization does 
not provide profitable investment op­

portunities and speculators are poor 
substitutes for developed domestic in­
vestor base.

Thus, it is not surprising that in 1997 
the Ukrainian stock market grew about 
170% from January to August, was ap­
proximately stable until October and 
then plummeted. In January 1998 it was 
50% less than its value in August 1997. 
Since then the market has essentially

Tymofiy Mylovanov

EDITOR'S NOTE

Tymofiy Mylovanov, 1999 graduate of 
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been considered dead.
Tymofiy Mylovanov thinks that the main 

reasons for the Ukrainian stock market

crisis are the following:
•  The absence of profitable invest­
ment opportunities, the constantly wors­
ening economic situations in Ukraine, 
and high economic and political risks.
•  The failure of the Ukrainian stock 
market to perform the main economic 
functions of any financial market
- in fact, the stock market does not per­
form transfer of funds from savings to 
investment. There are no underwriting 
operations. The market does not enco­
urage corporate control, does not ensure 
liquidity of financial instruments and does 
not determine the value of investment 
projects;
- there is no long-term fundamental 
(savings) demand for securities.
•  The Ukrainian stock market is highly 
speculative
- most of the market participants were 

oriented on short-term or even instant 
profit;
- there have been strongly reinforced 

expectations about the price movements;
- return on securities consists only of 
capital gain or loss;
- dividends in most cases are not paid.
•  Market friction
- non-transparency. Absence of infor­
mation about trades, volumes, prices;
- high transaction costs;
- information asymmetry and its incredi­
bility;
- weak institutional infrastructure, in 
particular settlement procedures;
- weak enforcement. Inadequate bank­
ruptcy framework.

Hence, in Mylovanov's opinion, it is 
obvious that in order to develop the Uk­
rainian stock market government should 
concentrate on two main issues. First,



a domestic investor base should be 
created. This requires creation and pro­
motion of mutual funds, investment 
and insurance companies, and other 
institutional investors. Additionally, the 
incentive environment must be set so 
that individuals are motivated to invest 
in stock rather than keep money in cash 
or another currency or in a foreign finan­
cial system. However, it is necessary 
to remember that administrative methods 
will not work. Second, supply in the 
market needs to be enhanced. Busines­
ses should have incentives to obtain 
financing through financial markets - in 
particular, by issuance of new securi­
ties, rather than through lobbying and 
administrative instruments. Government 
must not intervene in the decision-making 
processes of financial market partici­
pants, because it creates distortions 
and crowds out market-based mecha­
nism of resource allocation. On the other 
hand, ail profitable enterprises should 
be privatized. It is a well-known and 
very relevant argument that government 
is less efficient than the market. This 
means that no "strategic status" of enter­
prise can justify its government owner­
ship. And finally, it is worth remember­
ing that excessive government borrowing 
through the bond market leads to 
crowding out of private investment. 
Hence, supply development of the mar­
ket should not be driven by issuance of 
government bonds.

The third point is that considerable 
attention must be paid to the institutio­
nal structure of the market. It is neces­
sary to ensure transparency and an 
acceptable level of liquidity. To alleviate
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impact of information asymmetry, dis­
closure procedures and distribution of 
information among market participants 
should be improved. The other goal is 
to decrease transaction costs. This can 
be done through development of the 
operational infrastructure of the market, 
promotion of competition and standar­
dization of investment instruments and 
procedures.

In summary, Mylovanov said that 
the Ukrainian stock market is undevel­
oped and therefore highly vulnerable to 
financial crises. Moreover, it does not 
perform its main economic function and, 
hence, has no significant positive impact 
on economic development. Hopefully, 
the situation might be changed if con­
siderable effort is devoted to the develop­
ment of demand and supply aspects of 
the market along with creation of adequate 
institutions.
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T he EERC in cooperation  with 

National Un iversity  " K iev-M ohy- 

la  A c a d e m y "  o ffer s  a  two-yea r
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