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Preface

Preface

This report, entitled Potential and Performance of
Ukraine, was prepared under the auspices of the “So-
cio-Economic Performance and Potential Analysis Ca-
pacity" (SEPPAC) project currently being undertaken
in Ukraine. The purpose of the project is to increase
the capacity of the Ukrainian government and non-
government sectors to analyze and develop effective
state policy through an assessment of Ukraine's so-
cio-economic performance and economic potential.
This report was prepared by a group of economists
at the International Center of Policy Studies (ICPS),
including Maxim Boroda, [ldar Gazizulin, Oleksandr
Zholud and Dr. Olga Romanyuk, under the general
direction of a team of senior advisors from The Con-
ference Board of Canada (CBoC) consisting of Pedro
Antunes, Paul Darby, Brenda Lafleur, Dan Lemaire,
Sheila Rao and Matthew Stewart. This report presents
the research findings from the first two years of the
project.

The authors would like to express their sincere
gratitude to the representatives of the Ministry of Fi-
nance, the Ministry of Economy, the National Bank of
Ukraine and the State Statistics Committee of Ukraine
for their assistance in obtaining the necessary data
and for the invaluable help that they provided during
the course of the research.

The SEPPAC project is funded by the Canadian
International Development Agency (CIDA). CIDA
is a federal agency of the Canadian government re-
sponsible for planning and implementing the major-
ity of Canadian programs aimed at cooperation, al-
leviating poverty and contributing to a more secure,
equitable, and prosperous world. The overall goal
of CIDA in Ukraine is to build civil society and local
government.

The authors had three major goals in writing this re-
port:

1. To evaluate the quality of life of Ukraine compared
with other countries using benchmarking tools.

Benchmarking is an important instrument for identi-
fying a country's strengths and weaknesses by com-
paring its performance on a number of key socio-
economic indicators with that of other countries and
thus helping to establish priorities for effective policy
action. The practice of benchmarking is very popular
with business. Recently, it has also gained popularity

in the public sector and among international organi-
zations, such as the United Nations and the World
Economic Forum.

Ukraine needs a system for developing and evaluat-
ing state policy that is based on an analysis of factual
data. Benchmarking is an important tool that will help
the Ukrainian government identify well-reasoned
policy priorities and solutions to key problems using
best practices from other countries.

ICPS has established a system of socio-economic in-
dicators that covers a broad range of policy issues.
Ukraine was compared with a group of countries that
include those with a similar economic structure, com-
petitor countries, and countries that are top perform-
ers in key areas. The benchmarking results provide
an objective basis for identifying government policy
priorities that can be easily understood by all partici-
pants in the policy-making process. The results of this
research have revealed not only the socio-economic
domains that need improvement but also the distance
that Ukraine must cover to achieve its desired devel-
opment goals.

2. To identify the current and future potential output
of Ukraine.

Estimating the country's level of potential output is
a very important indicator both for the short-term
policies of government institutions, especially the
central bank, and for long-term forecasts of growth
factors and obstacles to future economic growth.
The gap between potential and actual output is one
of the main factors that influences monetary policy
in developed economies. In addition, a long-term
forecast of potential output also makes it possible to
reveal problem areas in a country's long-term devel-
opment and to help design policies to prevent their
emergence.

In order to forecast potential economic growth, the
factors that lead to changes in fixed capital (incen-
tives to invest, foreign capital flows and tax policy), in
labour supply (especially demographic factors) and in
total factor productivity (education, healthcare, R&D,
tax policy, and so on) have been analysed. In short,
through the analysis of Ukraine's future potential out-
put the research has also developed a clear-cut foun-
dation for analyzing the factors that are important for
Ukraine's further development.
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3. To identify the most burning issues for Ukraine
and the resultant policy priorities.

After identifying the relevant set of socio-economic
development indicators for Ukraine, the research de-
termined the areas where Ukraine is performing rela-
tively well and those areas that need improvement. In
turn, recognizing the areas most in need of improve-
ment offered an objective basis for identifying the
burning issues for Ukraine that create the priorities
for public policy. This report focuses on the follow-
ing three important policy challenges that emerged
from the research: Ukraine's demographic prospects,
energy efficiency and the efficiency of social protec-
tion funding in Ukraine.

Benchmarking Ukraine’s Quality
of Life

State policy priorities must be set out clearly if re-
forms are to be implemented effectively. Evidence-
based analysis, such as benchmarking, helps define
these priorities in a transparent manner. Benchmark-
ing Ukraine's performance in each of the quality of
life domains makes it possible to pinpoint those socio-
economic factors in need of immediate attention and
gauge how far Ukraine has to go to reach its desired
goals.

The results of the benchmarking research undertak-
en at ICPS indicate that Ukraine's overall quality of
life ranking is 3.24 out of a possible 5 points. Of the
63 countries included in our benchmarking analysis,
Ukraine shares the 57th spot with Moldova, putting it
ahead of only India, Kazakhstan, Macedonia, South
Africa, and Paraguay.

Ukraine's worst results are in the HealthCare domain,
whereitranks62nd out of 63 countries. Ukraine's score
in the Welfare domain puts it in 52nd place. Ukraine
is in the 44th spot in the Society domain, tying with
Estonia, Macedonia, Pakistan, and Uruguay. In the
Environment domain, Ukraine shares 49th place with
Azerbaijan, Belarus, Czech Republic, Greece, Hunga-
ry, Iceland, Russia, and the United States. The highest
rating is achieved in the Education domain—UKraine
takes 34th place, tying with Chile, Lithuania, and Rus-
sia. Ukraine's rankings in all domains are quite low,
which worsens its overall position relative to other
countries, many of which compensate for their failure
in one domain by successes in others

Ukraine suffers from a problem typical of most transi-
tion economies. It does not yet have the advantages of
developed countries, such as permanent welfare pro-
grams, effective educational and health-care systems
and well-developed infrastructure. At the same time,

it has lost some of the advantages of developing coun-
tries, such as favorable demographics and social capi-
tal. Ukraine's abundant supply of natural resources
(arable land and valuable minerals) and Ukraine's
favorable geographic position along international
transport corridors are relatively permanent and will
provide Ukraine with advantages with respect to fu-
ture development. However, Ukraine's challenging
demographic situation is only going to get worse and
the physical capital and infrastructure inherited from
the Soviet Union are old and desperately need to be
upgraded.

In our opinion, promoting economic and social effi-
ciency is a key policy imperative for the government
that can be used to unite its efforts regarding economic
and social reform. The efficient use of natural and hu-
man resources will enhance the welfare of the Ukrai-
nian people and raise their quality of life. The devel-
opment of the appropriate social institutions, such as
those that provide health insurance, is also critical.

Improving Energy Efficiency

Ukraine is one of the world's biggest consumers of en-
ergy per unit of Gross Domestic Product (GDP). Based
on this indicator Ukraine received the second worst
score in the benchmarking results — 62nd place and
only ahead of Kyrgyzstan. Ukraine consumes almost
twice as much energy for the production of one dollar
of GDP compared with the Central European countries
of Poland and the Czech Republic, and almost three
times more than the developed countries such as Italy.

In Ukraine it is possible to apply both price and non-
price incentives to increase energy efficiency. Elimi-
nating price signal distortions by decreasing state
interference in energy markets would be the most ef-
fective way to increase Ukrainian energy efficiency.
Moreover, other non-price methods of stimulating
energy efficiency will work better if energy prices
reflect market realities. At the same time, the intro-
duction of appropriate energy efficiency standards is
necessary for those sectors where rising energy prices
do not provide sufficient incentives for energy saving.
Housing and the communal and public sectors do
have the knowledge about energy saving activities or
the incentives to adopt such measures, either because
these sectors are not for profit or because energy is
not an important component of their expenses.

Estimating Potential GDP

Estimating and forecasting potential output achieves
three main goals: it allows for the development of a
long-term forecast for economic activity; it helps to
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pinpoint those specific resources Ukraine is actu-
ally lacking to raise the level of long-term economic
growth; and to evaluate the gap between potential
and actual output which indicates the magnitude and
the direction of inflationary pressure.

The growth of potential (and actual) output depends
mainly on total factor productivity (TFP), rather than
on the ‘classical’ factors of production — labor and
capital. TFP has accounted for one-third to one-half
of GDP growth in a significant number of developed
economies over the past 40 years. Furthermore, it rep-
resents the main quantitative descriptor of the signifi-
cant economic gap between rich and poor countries.

The main source of TFP growth in Ukraine is improved
efficiency in the use of the factors of production. TFP
growth is assumed to remain robust over the long-
term, under the condition that economic and social
reform continues. However, even with the strong TFP
performance embodied in the forecast of potential
output, output of goods and services per employee in
Ukraine in 2050 will be more than 50 per cent lower
than its current level in the United States. A decline in
the labor force will cause Ukraine to lose 0.8 percent-
age points of GDP growth every year compared to the
case where labor would remain unchanged. Over the
latter period of the forecast (2031 —2050), capital will
account for practically 50 per cent of GDP growth as
the growth in TFP begins to converge to that in more
developed economies. However, even at the very end
of this period, total factor productivity will continue
to be the main factor driving Ukrainian economic per-
formance.

Demography

Since 1993, Ukraine's population fell by over 10 per
cent, while the elderly share of the population has been
steadily growing. One of the most important factors
behind this falling population is the fact that Ukraine
has one of the lowest fertility rates in the world. The
fertility rate would need to almost double to hold the
future level of the population constant.

In addition, mortality rates are very high in Ukraine.
Average life expectancy at birth is 66 years in Ukraine;
thisis 11 years less than the average in Western Euro-
pean countries. Ukraine's infant mortality rate stands
at twice the European average. Forty-seven per cent of
men and 36 per cent of women in Ukraine die before
they reach retirement age. For example, four times
as many men as women die at the age of 30. Further-
more, the mortality rate among men aged 30 to 40 is
still increasing. Prospects for an improvement in mor-
tality rates are bleak, as Ukraine is currently suffering
from epidemics of tuberculosis and HIV/AIDS. Every

day, 35 people are infected with HIV in Ukraine. In
addition, in Ukraine, the annual level of alcohol con-
sumption is 12 liters per capita. Based on data from
the WHO, alcohol consumption of more than 8 liters
per capita per year is likely to cause a gradual degra-
dation in a society's socio-economic performance.

By 2050, even with a small improvement in fertil-
ity rates, falling death rates and a neutral net immi-
gration position, Ukraine's population is forecast to
decline by over one-third, going from 46 million to
29 million. In the year 2025, around a quarter of the
Ukrainian population will be over 60, whereas in 2050
nearly one-third of all Ukrainians will be aged 60 or
older. This bleak demographic outlook undermines
the future growth in potential output and puts steady
long-term pressure on public funding of health care
and pensions.

Efficiency of Social Protection
Funding

A calculation of social protection and social procure-
ment expenditures based on OECD methodology
demonstrates that in 2006 the total amount of such
expenditures from state and local budgets and state
targeted non-budget funds in Ukraine constituted
151 billion UAH, or 28 per cent of GDP. This is almost
four times the 41 billion UAH indicated in the con-
solidated budget of Ukraine under the budget func-
tion heading: «social protection and social procure-
ment». Based upon the indicator of social protection
expenditures as a share of GDP, Ukraine's level of so-
cial protection is equal to that of the most developed
countries, such as Switzerland or France; however,
the efficiency of the use of these funds is much lower.

The majority of Ukraine's transfers to the popula-
tion take the form of cash transfers, which make up
the largest and most rapidly growing portion of over-
all transfers. The growing portion of social transfers
provided in cash is a sign of a developed European
country. With respect to non-cash transfers, the larg-
est share are social benefits, which are not well tar-
geted to the poorest layers of the population. Most
of the social benefits in Ukraine are simply “declared
benefits", which are either not funded or are under-
funded.

Problems with the efficiency and effectiveness of the
funding of the system of social protection and social
procurement in Ukraine arise from the fiscal depen-
dency oflocal governments upon the state government.
The Ukrainian system of intergovernmental transfers
envisions that most social services are provided at the
local level based upon delegated expenditures from
the state budget. These expenditures to support social
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services are funded by local revenues and equalization
grants, as well as a set of social subsidies, which leads
to the fiscal dependency of local governments upon
the central state authority. According to the intergov-
ernmental fiscal transfers' formula the delegated ex-
penditures on social services are calculated based on
the set of norms and standards established by the state
government and on the number of recipients.

This dependency creates an incentive structure that
undermines the efficiency of the provision of social
services. The analysis shows that spending on resi-
dential institution services dominates expenditures on
social services in comparison with community-based
services. At the same time, the funding of communi-
ty-based services, such as services provided in social
service centres for youth and families, early rehabilita-
tion centres for disabled children, territorial centres of
domiciliary assistance, as well as the services provided

by NGOs and individuals, are both more effective and
more efficient than those provided in the residential in-
stitutions, such as children's homes and homes for the
disabled. However, based on the current legislation,
the local authorities have no incentive to transfer bud-
get funds from residential institutions to community-
based agencies. This is because residential institutions
are more expensive to operate than community-based
institutions, and thus by emphasizing residential insti-
tutions the local authorities can get a larger portion of
the equalization grants from the state budget.

In order to improve the system of social procurement
and social protection in Ukraine and to increase the
efficiency of social expenditures it is necessary to en-
courage the funding of community-based services and
services provided by NGQO's, which in turn should be
accompanied by the reform of intergovernmental bud-
get relations.



Benchmarking Ukraine’s quality of life

Chapter 1

Maxim Boroda, lldar Gazizullin

Benchmarking Ukraine’s Quality of Life

What does quality of life mean
and why should it be measured?

The ultimate goal of any modern democratic state
should be to ensure a high quality of life for its citi-
zens. The electoral support for politicians depends
on their capacity to provide an overall vision for the
country and to putin place policies and programs that
help to achieve this vision. Ukraine's citizens want a
high quality of life—and they want their government
to adopt policies and programs that ensure that this is
accomplished.

"Quality of life" is a con-
cept that encompasses
economic wealth, high-
grade public services,
and a safe and comfort-
able environment. It re-
flects the fact that the
average person is interested in down-to-earth and per-
ceptible things—an adequate income, the opportuni-
ty to find a job or open a business, a chance to live in
a community that is clean and safe, access to relevant
education programs and lifelong learning opportuni-
ties, and high-quality and affordable health care.

Quality of life means
economic wealth,
high-grade public services,
and a safe and
comfortable environment.

This chapter assesses Ukraine's record on achieving
this goal by benchmarking its performance against
other countries on a range of quality of life indicators.
By doing so, we can see what we are doing well, what
we are doing poorly, and what we can learn from other
countries. It allows us to assess where public policy is
achieving its objectives and where new strategies are
needed.

Evaluating the components
of quality of life

We single out five domains that reflect the state's
success in ensuring a high quality of life for its citi-
zens: Wealth, Society, Health Care, Education, and
Environment.

Each domain comprises six to nine indicators that
reflect a significant aspect of that domain (see
Appendix). The Wealth indicators examine economic
well-being, efficiency, and innovativeness. The

Society indicators
Quality of life domains: measure equality,
e Wealth crime, and corruption.
e Society Indicators in the Health
e Healthcare Care and Education
e Education domains assess the

health and education
status of citizens and the
public health and education services available to
them. The Environment indicators reflect pressures
on the environment and policy responses to those
pressures.

e Environment

Why Isn't GDP Enough?

For many years, gross domestic product (GDP) was the
primary measure used by economists to evaluate a country’s
performance. Even though GDP is an important factor in
our quality of life, it is not the only one. We include it as one
of the indicators because we recognize that a country that
is not generating enough income is hampered in what it
can do on the social and environmental front. But we also
recognize that high income per capita is no guarantee of a
high quality of life.

Selecting countries for comparison
with Ukraine

‘While Ukraine's performance is most often compared
to that of Poland or Russia, in some respects it has
more in common with quite unexpected countries
than with its closest neighbors. For example, Ukraine
must contend with a neighboring superpower
(Russia) just as Canada and Mexico must manage
their relationships with the United States. Ukraine's
industrial structure is closer to that of the Philippines
or Colombia while challenges that relate to the key
role of Ukraine's commodity sectors resemble those
of Nigeria and Ecuador.

CIS and Central European countries are natural
benchmarks for Ukraine as they also faced the
problem of transitioning to market economies and
democratic governments. Ukraine can learn from
both their successful and their unsuccessful reforms.
Comparison with other developing countries—
particularly emerging markets—is also worthwhile
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Benchmarking Ukraine’s quality of life

Benchmarking Methodology

By drawing our data from freely available international
databases, we attempt to avoid the comparability
problems that arise from methodological differences
among the statistical agencies of individual countries. We
choose indicators that are universally recognized and easy
to interpret.

The year 2005 is the base year chosen for our comparative
analysis, since these data are available for most indicators
and countries.

Data on all the indicators have been converted into school-
style grades. For each indicator, a country’s performance
is ranked as “excellent,” “very good,” “satisfactory,” or “poor”

based on the following method:

e We calculate the difference between the top and
bottom performer and divide this figure by 4.

e A country receives a rating of “excellent” on a given
indicator if its score is in the top quartile; a “very good”
if its score is in the second quartile; a “satisfactory” if its
score is in the third quartile; and a “poor”if its score is in
the bottom quartile.

The overall domain ranking for each country is calculated
by applying a point system to each indicator performance.
Five points are given to an “excellent” ranking, four points
to a “very good” ranking, three points to a “satisfactory”
ranking, and two points to a “poor” performance. The
indicator points are then added up for each domain and
the average (mean) score is calculated.

The overall quality of life ranking for each country is
calculated as the mean (average) of the domain scores.
It reflects a country’s relative success in ensuring a high
quality of life for its citizens.

since Ukraine competes with them for investment
and new product markets. An in-depth study of
their experiences can provide concrete examples of
innovative policy approaches.

Benchmarking against industrialized developed
nations is essential since they offer Ukraine an
opportunity to analyze and assess the best practices
in each domain. The "golden billion"” countries vary
in their geographical, cultural, and political features.
All of them—with the exception of the United Arab
Emirates and Israel—belong to the Organisation for
Economic Co-operation and Development (OECD)
and/or the European Union.

Benchmarking against only the top-performing
countries (asis often done, for example, in Canada and
Australia) is not helpful analytically given the large
performance gap between Ukraine and the developed
countries. However, Ukraine is not so far down the
development ladder that a comparison with the least

developed nations would be useful.! Our perception
of a high quality of life is closer to that found in EU
countries than in those African or Asian countries
facing shortages of basic food, clean drinking water
and medical supplies. Ukraine's goal is to reach the
level of developed states; however, it must also study
the experience of developing countries in order to
learn from their achievements and mistakes.

We used multiple criteria in order to be as open as
possible when choosing countries and to avoid bias
when drawing conclusions about identifying Ukraine
as belonging to a definitive group of countries. We
also believe that limiting the number of countries
inevitably leads to the loss of some knowledge of
international experience and successful development
models that we want to use as the basis for policy
recommendations. A core set of countries emerges
from using such criteria as: Ukraine's the key
trading partners and competitors, similar economies
in terms of human development, and membership
in international groups and organizations. These
countries—Kazakhstan, Germany, Poland, Russia
and Turkey—are included in our benchmarking.

Some countries were
dropped from our study
because of a lack of
reliable and accessible
data. In the end, 63 countries were chosen (see
Appendix: Table 2). Our data requirements were
kept flexible enough so as not to exclude important
countries such as India and China.

Sixty-three comparator
countries were chosen.

Benchmarking results

Ukraine's quality of life
ranking is 3.24 out of
possible 5points. Of the 63
countries included in our
benchmarking analysis,
Ukraine shares the 57th spot with Moldova, putting
it ahead of India, Kazakhstan, Macedonia, South
Africa, and Paraguay. Ukraine's results in all domains
are quite poor and, unlike many of the comparator
countries, Ukraine's failures in certain domains are not
compensated for by

Ukraine is ranked 57t
out of 63 countries
in quality of life.

Quality of life 3.24 successes in others.
Welfare 3.14
Societ 343 Ukraine's worst results
oclety ’ are in the Health Care
Health Care 2.78  domain, where it ranks
Education 367 02nd out of the 63 co-
. untries. Ukraine's sco-
Environment 3.17

re in the Welfare

! Designated by the United Nations Development Agency as "low human development" countries.
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domain puts it in 52" place. Ukraine is in the 44® spot
in the Society domain, tying with Estonia, Macedonia,
Pakistan, and Uruguay. In the Environment domain,
Ukraine shares 49" place with Azerbaijan, Belarus,
Czech Republic, Greece, Hungary, Iceland, Russia,
and the United States. The highest rating is achieved
in the Education domain—Ukraine takes 34" place,
tying with Chile, Lithuania, and Russia.

Quality of Life Worldwide

Our benchmarking rankings contain no surprises. Countries
ranked in the top tier are the same developed and successful
countries ranked high in other ranking systems, such as the UN
Human Development Index. As in those other ranking systems,
socially oriented and environmentally responsible countries
such as Canada and Sweden rank higher than countries such
as the UKand the U.S. whose success is weighted more in the
economic domain.

The second tier is the most diverse one. It includes such
dissimilar pairs as Italy and Belarus, Uruguay and Tunisia. While
these countries lag the top tier countries, some offer successful
models of advancement.

While the bottom third of countries have the lowest quality of
life rankings, Ukraine can still learn from theirexperiences. Some
of them have achieved rapid rates of economic development,
others can be proud of their educated workforce or protected
environment. Yet, none of them was capable of parlaying
these achievements into an overall high quality of life. This tier
of countries comprises most of the developing countries and
transition economies, including Ukraine.

Ukraine's quality of
life performance ranks
among the lowest of the
European and Former
Soviet Union (FSU)
countries included in
our benchmarking. This outcome is in line with the
results of similar surveys carried out by various
international organizations: Ukraine ranks 78" out
of 177 countries on the UN Human Development
Index, 98" out of 111 in The Economist's Quality of
Life Index, and 174" out of 178 on the New Economic
Foundation's Happiness Index.

Quality of life in Ukraine
is one of the lowest
among European
countries.

To understand the reasons for such a poor ranking, it
is necessary to analyze the individual indicators that
make up each domain.

Wealth

We benchmark the wealth of economies using econo-
mic, innovation and efficiency indicators. One of
Ukraine's main weaknesses in this domain is low
energy efficiency. While we score relatively well on
some macroeconomic and innovation indicators, we
are not living up to our potential and lag behind less

economically  develo-

Wealth Domain ped countries in the ove-
Score 3.14  1all domain rankings.
Income per capita 3

Ukraine has one of low-
Unemployment 4 .

est rankings on energy
Business climate efficiency. Energy effi-
(time required ciency is captured by an
to start a business) 3 indicator that measures
Energy efficiency 2 the COHS‘;JH;ETOHH of

e energy per million

ICT diffusion 2 GDPgy at purchasing
R&D expenditures 4 power parity. The more
Number efficient an economy is,
of researchers 4 the less energy it needs

to produce a given set
of goods and services.
Ukraine's low ranking can be partially attributed to
the economic structure, where energy-consuming
metallurgical and chemical industries prevail. However,
housing and communal services also consume coal, gas,
and electricity inefficiently. The economic structure
remains dependent on energy because there is little
incentive to be efficient: energy prices in Ukraine are
lower than the world price. This, in turn, leaves Ukraine
vulnerable to external price shocks.

Ukraine is also not living up to its immense innovation
potential. Ukraine has a large number of researchers
and scientists and ranks well on business funding of
R&D, but has not yet been able to distinguish itself
in technology- and science-intensive sectors of the
economy by becoming an exporter of high-value-
added goods.

Ukraine, thus far, has not made a mark on a global
scale when it comes to innovation. Only a small
number of Ukrainian scientists have published in
foreign scientific periodicals and very few patents
are registered by Ukraine in world-recognized patent
organizations. One factor hindering the country's
ability to apply its innovative potential is insufficient
protection of intellectual property rights.

Ukraine performs relatively well on macroeconomic
indicators. We have high GDP growth rates and
low unemployment rates. However, at the micro-
level, measures must be taken to improve Ukraine's
business climate in order to promote further economic
development and growth. For example, the time
required to start abusinessisrelatively high, illustrating
the challenges facing Ukrainian entrepreneurs.

Society

The Society domain is benchmarked using indicators
that measure corruption, crime, income security, and
income inequality. Corruption is the most critical
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Chart 1. Energy Efficiency of the Economy
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problem in Ukraine. Not only does it threaten social
stability but it also affects Ukraine's performance
in other domains by contributing to a poor business
climate and lowering the overall quality of education.
Corruptionalsoresultsinahighlevel of distrustin major
government institutions, including law-enforcement
agencies and the judicial system.

Ukraine scores relatively poorly on crime indicators.
However, it is important to keep in mind that some

of the data regarding the number of crimes recorded
are questionable due to the fact that countries have
different definitions of crime and varying degrees of
stringency when it comes to law enforcement.

Another concern is the number of unemployed
young people (youth who neither work nor attend
school). These unemployed youth are at risk of
lower income, higher poverty, and social exclusion
throughout their lives. Moreover, the disengagement
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of young people from

Society Domain mainstream  society
Score 3.43 lowers the country's
Income inequality 4 competitiveness, un-

. dermines its economic
Gender income gap 4 .

o potential,anddecreases
Homicides 3 social cohesion.
Robberies 3
Dependency ratio 5 Fro'mthepmvntofVlevtfof

social equality, Ukraine
Youth fares surprisingly
unemploymentrate | 3 well. However, such
Corruption a situation is typical

for the majority of
former Soviet Union
countries. Ukraine did not, however, perform well
on gender equality. Aside from the large income gap
between men and women (Ukrainian women earned
just 53 per cent of what Ukrainian men earned),
there are numerous incidences of gender violence
and unbalanced representation in legislative and
executive bodies. Ukraine does much more than other
CIS countries in terms of legally ensuring equal rights
and opportunities for men and women: the framework
law was adopted and a specialized authority, Ministry
for Family, Youth and Sport, established. However,
the mechanisms to ensure gender parity in Ukrainian
society do not appear to be performing well.

The demographic structure of Ukrainian society is
favorable today (at least in comparison with most
of our benchmarking countries). The relatively low
dependency ratio contributes to fiscal stability and
eases the implementation of social reforms (including

pension reform). However, this situation will not last
for long—Ukraine's population is not only aging, but
also declining. If nothing is done to take advantage
of the current window of opportunity, the task of
reforming the social security system will get much
more complicated.

Health care

Health care is the do-

Health care Domain main in which Ukrai-
Score 2.78 ne records its worst
Life expectancy 3 performance. In look-
ing at this domain,

Gender gap 2 we focus on the fol-
Infant mortality 3 lowing components
HIV 2 of healthcare: health
Tuberculosis 5 status, health resources,
and lifestyle. Of great

Health expenditures | 3 concern in Ukraine
Physicians 5 is the high incidence
of two of the world's

Alcohol |
. most dangerous di-
consumption 2 seases: HIV/AIDS and
Smoking 3 tuberculosis. While
HIV/AIDSisachallenge

worldwide, tuberculosis, acompletely curable disease, is
an epidemic only in Ukraine, and is not a threat in other
European countries. Ukrainians' lifestyle behaviors—
high tobacco and very high alcohol consumption—add
to the dismal outlook in this domain.

The poor lifestyle behaviors and high morbidity rates
have had a negative impact upon Ukraine's overall

.
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health status. Its life expectancy is low and its infant
mortality rates are high. The gap in male and female
life expectancy is another source of concern, with
male life expectancy being significantly lower than
female life expectancy. The difference in male and
female life expectancy in Ukraine is 11 years—one of
the largest gaps worldwide.

Ukraine's health-care system is in poor shape. Even
under conditions of insufficient funding, the system
should operate much more effectively than it does.
Ukraine does score high on the indicator measuring
the number of physicians per capita. International
experience suggests that more attention should be
given to disease prevention rather than to outpatient
treatment (which is where most health-care resources
in Ukraine are presently concentrated).

Education

We analyze the education domain in terms of
both quality and resources and find that Ukraine
performs relatively well overall. The main problem
is corruption in the education system. It is no secret
that money can buy admission to, and degrees from,
practically any university in Ukraine. Consequently,
a nominal increase in the number of graduates does
not necessarily mean an increase in the quality and
capabilities of the workforce.

Ukraine scores well when it comes to education
resources. It gets "good" grades on the primary
school student—teacher ratio and on the education
expenditures indicator. Unfortunately, this is not

being fully reflected in

Education Ukraine's  education
Domain Score 3.67 outcomes. The number
Foreign students 4 of years spent in school
. (primary to tertiary

School life expectancy | 3 education) is less than
Corruption 2 the average for the
Education countriesbenchmarked.
expenditures 4 Lower school life ex-
Student-teacher f}f ctancy dep_rec1ates
R e value of diplomas
ratio in primary school | 4 obtained in Ukraine to
Labor force with some extent and also
tertiary education 5 calls into question the

high score we attain on
the indicator measuring the share of the labor force
with tertiary education.

An indicator that measures the strength and
competitiveness of a country's education systemis the
number of foreign students in the country. Ukraine
scores a grade of “good" on this indicator. The high
number of foreign students, however, is largely due
to long existing connections established during
the Soviet era and not to specific policies aimed at
attracting foreign students. In reality, the global
integration of the Ukrainian educational system is
insufficient: teaching in English is not widespread
among Ukrainian colleges, and Ukrainian diplomas
in some specialties are not recognized internationally.
Consequently, Ukraine not only loses out on
opportunities to export its educational services, but
its educational system is also incapable of ensuring
the global competitiveness of the workforce.

Chart 4.
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Chart 5. Participation in International Environmental Agreements
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Environment

The Environment do-

What do these results indicate?

Overall, Ukraine ranks
low in quality of life
performance but has the
appearance of a more

Ukraine has neither
the advantages
of developed countries

nor those of developing
states.

prosperous country. This
discrepancy could, to
some extent, be explained

Environment o
Domain Score 3.17 e 18 made up of
indicators that mea-
CO, per capita 3 sure  pressures  on
CO, per GDP 2 the environment and
0 5 policy responses to
NO, those pressures. The
502 3 environmental situation
Protected land 3 has traditionally been
Participation weak in Ukraine with the
in international intense burden on the
environmental environment not being
mitigated by effective
agreements 3

protective policy.

The Ukrainian government adopted the concept of
sustainable development, yet it still does not adhere
to it. Policy measures directed toward improving
the environmental situation, such as the ratification
of international agreements and broadening of
protected land areas, are not sufficient. Also, as a
result of the absence of a national system to account
for greenhouse gas emissions, Ukraine is unable to
participate in the global market for trade in quotas,
which costs it considerable revenues.

Ukraine performs poorly in both the environment and
health care domains. Although the impact of poor
environmental conditions on the population's health
and life expectancy has not been fully studied, one
can argue that there is a link between poor air quality
and the health of the population.

by the fact that while it is similar to Western European
countries in terms of lifestyle and consumption
preferences, Ukraine remains far behind developed
economies when it comes to the quality of public
services and policy effectiveness.

Ukraine suffers from a problem typical of most
transition economies. It does not yet have the
advantagesof developed countries (such as permanent
welfare programs and effective educational and
health-care systems). At the same time, it has lost
some of the advantages of developing countries
(such as favorable demographics and social capital).
We have a low GDP per capita, low life expectancy,
our population is declining, and our environmental
conditions are poor.

Our abundant supply of natural resources (land
and minerals) and Ukraine's favorable geographic
position along international transport corridors are
relatively permanent. However, Ukraine's intellectual
resources and demographic situation are only
going to get worse. In addition, physical capital and
infrastructure inherited from the Soviet Union are old
and desperately need to be upgraded.
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The country is developing, but not quickly enough.
The rest of the world will not wait until we catch
up—other developing countries are doing so at much
faster rates.

Ukraine should look to examples of countries that
trailed behind for a long time but eventually made
great strides—such as Japan, South Korea, and
growth powerhouse China. The development process
takes decades, but the very first steps are the most
important and have the most impact.

In our opinion, efficiency will be key to the success of
the government's economic and social reform efforts.
Efficient use of natural and human resources can

enhance Ukrainians' welfare and raise their quality
of life. The development of institutions, such as those
that provide health insurance, is critical.

State policy priorities
must be set out clearly
if reforms are to be
implemented effectively.
Evidence-based analysis,
such as benchmarking, helps define these priorities
in a transparent manner. Benchmarking Ukraine's
performance in each of the quality of life domains
makes it possible to pinpoint those socio-economic
areas in need of immediate attention, and gauge how
far Ukraine has to go to reach its desired goals.

Benchmarking helps
define state policy
priorities.
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Chapter 2

Maxim Boroda, Oleksandr Zholud

Ukraine’s Demographic Prospects

Since the first half of the 1990s, the demographic
situation in Ukraine has worsened dramatically.
Despite certain positive changes in recent years,
Ukraine is facing a severe demographic crisis over
the coming decades. Even if effective policy mea-
sures to improve the underlying characteristics of
the Ukrainian demographic outlook were taken im-
mediately, it would still not be possible for Ukraine to
avoid serious economic and social problems caused
by a shrinking and aging population. However, post-
ponement of such policy actions would make the fu-
ture demographic situation even worse.

The Current Demographic Situation

Population

Since 1993, Ukraine's pop-
ulation has been falling
rapidly. Natural depopu-
lation of 0.6 —0.8 per cent
per annum and significant emigration in the second
half of 1990s' led to a decline in the population, from
52.2 million on January 1, 1993, to 46.6 million as of Jan-
uary 1, 2007 — a drop of over 10 per cent (see Chart 1).

Ukraine’s population
is decreasing rapidly.

The birth rate has grown slightly in recent years to
reach 9.5births per 1,000 people in 2006, compared with
7.7 births per 1,000 in 2001. (Nevertheless, the birth
rate is still lower than in the early 1990s when it stood
at 12 births per 1,000.) Furthermore, net immigration
recently turned positive, which has helped to stabilize
the impact of migration upon population projections.?

However, an already-high and still-increasing mortal-
ity rate, which now stands at over 16 deaths per 1,000
people, neutralizes these slight positive shifts of re-
cent years and contributes to a continued steep de-
cline in the Ukrainian population.

Ukrainian demographic trends exhibit considerable
regional differences. Natural depopulation is low-
est in Kyiv, the Western oblasts and the Crimea. The

Chart 1.
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only Ukrainian region with a positive natural popula-
tion growth rate as of 2006 is Zakarpattia. The natural
population declines in the Donbas region and in the
Central and Northern oblasts are much worse than
the Ukrainian average (see Chart 2).

Chart 2.
Natural Population Growth as of 2006

by Oblast
births per 1,000 minus deaths per 1,000
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Source: Derzhkomstat.

! Emigration of Ukrainian citizens in 1994 —2001 totaled nearly 150,000 annually.
2 The net inflow of people into Ukraine due to international migration was 14,200 in 2006, whereas there was a net outflow

of 152,200 people in 2001.
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Age and sex structure

From 1990 through 2006,
The elderly sha.lre the population share
of the population grows of children 15 vyears

and younger fell from
21.5 per cent to less than 14.5 per cent. Over the
same period, the share of the elderly (those aged over
65 years) increased from 12 per cent to 16 per cent.
(see Chart 3.) Until recently, the increase in the share
of the elderly in Ukraine's population was accompa-
nied by decreasing life expectancy.

Chart 3.
Age Structure of the Population

as per cent of total population
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The Ukrainian population is appropriately gender-bal-
anced. The slight numerical predominance of women?
can be attributed to their higher life expectancy. How-
ever, it is important to note that the life expectancy
gender gap in Ukraine, which stands at 11 years in fa-
vour of women, is one the highest in the world.

Migration flows

In recent years, net inter-
national migration has
become neutral in terms
of its impact upon the
size of Ukraine's popula-
tion. Immigrants are now mostly from Transcaucasia
and Central Asia. The share of immigrants from these
countries as measured against the total number of im-
migrants is continually growing. Ukraine's interest in
attracting migrants is currently low, since there is as
yet no labor force deficit. However, policies to pro-
mote immigration will become increasingly important
as Ukraine's population both ages and shrinks.

Integration
of immigrantsis a
challenge for Ukraine.

A common Soviet heritage, the lack of a language
barrier, and a relatively high level of educational at-

3

tainment make it relatively easier for newcomers
from Transcaucasia and Central Asia to integrate into
Ukrainian society. However, their Muslim religion
and the poverty of most migrants from these regions
create the risk of social tension in places where the
settlement density of these immigrants is high. This
problem is particularly acute when it comes to the re-
turn of displaced populations to their original home-
lands— for example, the return of Crimean Tatars to
the Crimea.

Regional migration inside Ukraine is dominated by
a significant inflow of people to Kyiv (see Chart 4).
The capital attracts over 80 per cent of all domestic
Ukrainian migrants. Based upon data on officially
registered newcomers from other regions, the number
of Kyiv residents grows by 1 per cent annually. How-
ever, under-reporting of changes to official residency
means that the true growth rate of Kyiv is much high-
er. A slight net inflow of people has been reported in
the Crimea and some big Ukrainian cities, such as
Kharkiv and Dnipropetrovsk.

Chart4.
Population Growth Due to In-migration
as of 2006 by Oblast
people per 1,000
10
8
6
4
2
0
-2
-4
76 X X
>0 2P 2T Y TS B2 E2 T 2UET 2S5 OX=5E>CD
CEESE 53885 RS 8STEgEsEEQE
22 cc E:;B>Og 5018519¥>\C£E9m®o
2E¥Y 28 T8 f2a5 g25E382 w58
@ 0o TEg9vY sog” N s
< g3 2 N2
o ©
[a) =

Source: Derzhkomstat.

Causes of the unfavorable
demographic outlook

Low life expectancy

Average life expectancy at birth is 66 years in Ukraine.
Thisis 11 years less than the average in Western Euro-
pean countries and 15 years less than in Japan. Forty-
seven per cent of men and 36 per cent of women in
Ukraine die before they reach retirement age. More-
over, average life expectancy stopped decreasing
only very recently.

As of 2007, women constituted 53.9 per cent of total population.
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There are several reasons
for the difference in mor-
tality rates between men
and women. The female
mortality rate depends
largely on health factors (cardiovascular diseases, can-
cers) whereas men of working age are much more ex-
posed to factors not related to health issues (accidents,
murders, suicides). For example, four times as many men
as women die at the age of 30.* Furthermore, the mortal-
ity rate among men aged 30 to 40 is still increasing.

Four times as many
men as women die
at the age of 30.

The unsatisfactory state of the Ukrainian environ-
ment also has a negative impact upon life expectancy
in Ukraine, as it raises the incidence of disease.

In the early 1990s, in-
fant mortality rose due
to the deterioration of
the health-care system.
Access to medical treat-
ment was complicated by low financial support for
state medical institutions, a lack of medical supplies
and low incomes. As a result of renewed economic
growth post-2000, the situation has improved, al-
though Ukraine's infant mortality rate still remains
twice the European average.

The infant mortality rate
in Ukraine is twice
the European average.

Low fertility rate

Ukraine has one of the
lowest fertility rates in
the world. The low fertil-
ity is mainly the result of
the economic crisis of the
1990s that generated a sharp decline in living stan-
dards and created a sense of insecurity regarding
future living conditions. In addition, disintegration
of the preschool education system, and the unsatis-
factory state of reproductive health (especially for
women) also had a strong negative impact upon the
birth rate. Finally, the increasing use of abortion as a
method of birth control has resulted in a rising rate of
female sterility.

Ukraine has one of the
lowest fertility rates
in the world.

In recent years, the birth rate has begun to slowly re-
cover, especially in the cities. As a result, the fertil-
ity rate has increased from 1.1 in 1999 to 1.2 in 2005.
However, given Ukraine's rate of infant and child
mortality, a fertility rate of 2.3 is needed to hold the
population constant over the long-term. Moreover,
the number of infants with birth defects is constantly
increasing.

Epidemics of tuberculosis and HIV

An epidemic of tuberculosis was officially announced
in Ukraine in 1995. In 2005, the tuberculosis morbid-
ity rate constituted 84 persons per 100,000 while the
death rate for tuberculosis was 25 per 100,000. In 2006,
700,000 people with tuberculosis infections were reg-
istered in tuberculosis dispensaries; 120,000 of them
had an active, contagious form of the disease.

Despite a slight improvement in TB morbidity and
death rates in 2006, among European countries
Ukraine remains second after Russia in terms of the
number of TB cases. Ukraine's epidemic indicators
for tuberculosis are 10 — 12 times higher than those in
the developed countries.

Around two-thirds of Ukraine's TB cases are able-
bodied people of reproductive age; however, the tu-
berculosis morbidity rate is also high among children.
The number of TB patients resistant to antibiotics is
rapidly increasing. Even though the threat of tubercu-
losis is very serious in Ukraine, only 30 —40 per cent
of the estimated funding required to effectively fight
the epidemic is currently provided by the state.

At the same time, there is a real threat of an HIV/
AIDS epidemic in Ukraine. Ukraine is second in Eu-
rope in terms of the growth in HIV/AIDS morbidity.
Over the most recent five-year period, the incidence
of HIV infection in Ukraine rose 20-fold. Today, there
are approximately 400,000 HIV-infected people in
the country.

Most of the people infect-

Every day, 35 people ed with HIV are able-bod-
are infected by HIV ied people—adults aged
in Ukraine. 20—40. Based on data

up to 2006, 2—3 persons
die from AIDS in Ukraine each day on average, and
35 people get infected. Almost one-half of HIV infec-
tions in Ukraine come from drug injection; one-third
are the result of sexual contact; and 15 per cent of new
infections come from mother-to-child transmission.

Lack of a healthy lifestyle culture

The health level of a pop-
ulation is roughly 10 per
cent the result of medical
assistance, 20 per cent the
result of environmental
conditions, and another

Lifestyle accounts

for 50 per cent of factors
affecting population
health.

*  The mortality rate for men exceeds that of women in all age groups, but the difference is especially acute for men and women

of working age.
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20 per cent is related to genetic factors. However, life-
style accounts for about one-half of the factors affect-
ing population health.

A healthy lifestyle is not promoted in Ukraine. This
failure to promote healthy living has resulted in rising
rates of alcoholism and smoking. According to official
statistics, the number of people suffering from chron-
ic alcoholism is currently about 900,000. Every year,
some 50,000 to 55,000 Ukrainians become alcohol-de-
pendent. In Ukraine, the annual level of alcohol con-
sumption is 12 liters per capita. Based on data from
the World Health Organization, alcohol consumption
of more than 8 liters per capita per year is likely to
cause a gradual degradation in a society's socio-eco-
nomic performance.

The number of drug addicts is also increasing. Nearly
100,000 addicts were registered for the non-medical

use of drugs as of 2001. By 2006, this figure had grown
to 160,000.

The Demographic Outlook

Depopulation

Some positive develop-
ments in the demograph-
ic situation have occurred
recently. The birth rate
has increased and the
balance of external migration has turned positive.
We expect these demographic factors to continue to
gradually improve over the forecast period to 2050.
However, any reasonable assumptions about these
demographic determinants over the forecast hori-
zon clearly show that it is not possible to reverse the
downward trend in the overall size of Ukraine's popu-
lation. Continued rapid depopulation in Ukraine thus
appears to be inevitable.

Depopulation cannot be
slowed without much
stronger immigration.
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By 2050 Ukraine's population is forecast to decline
by over one-third, going from 46 million to 29 million
(see Chart 5). In order for Ukraine to eventually halt
this decline through a natural increase in the popula-
tion, it would be necessary to almost double the fertil-
ity rate. The experience of many other countries with
a similar depopulation problem indicates that policy
measures, including material incentives, have a very
limited and short-term impact on fertility rates. Over
the past two decades, countries have only managed
to solve the problem of a shrinking population by in-
creasing net immigration.

Aging of population

The low fertility rate, prevalent since 1990, not only
reduces future population growth, but over time it will
also increase the elderly's share of the total population.

Charté6.
Over-60 Age Group as a Share

of Ukraine’s Population
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This aging problem usu-
ally arises when the
population starts to de-
cline, and it is typical for
the majority of developed countries. In the case of
Ukraine, the population will continue to age through-
out the forecast period. Thus, in the year 2025, around
a quarter of the Ukrainian population will be over 60,
whereas in 2050 nearly one-third of all Ukrainians will
be aged 60 or older (see Chart 6).

Aging of the population
will increase over time.

Urbanization

Ukraine is not an exception to the worldwide trend
toward urbanization. The share of city residents in
the total population is forecast to continually increase
over the entire forecast period (see Chart 7).

A positive aspect of urbanization is the higher quality
of life that can be attained through increased access
to “the benefits of civilization"—primarily, better ac-
cess to medical services and to the education and cul-
tural institutions that are usually concentrated in cit-
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Chart7.

City Residents as Share of Population
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ies. In addition, urbanization can be associated with
enhanced economic growth as the workforce shifts
from less productive agricultural activities to more ef-
ficient employment in manufacturing and services.

However, one of the po-
tential consequences of
urbanization in Ukraine
is downward pressure on
the overall fertility rate,
since rural residents have considerably higher birth
rates than city dwellers. In addition, over time the
“traditional values" typical of the Ukrainian village
may change as more village residents become famil-
iar with lifestyles more typical of an urban culture.
Thus, alongside growing incomes and educational at-
tainment among the rural population is the possible
development of the lower fertility rates typical of city
residents.

Urbanization
is increasing wealth
and lowering fertility.

Positive balance of external migration

In recent years, Ukraine
No significant shifts has registered a slightly
in the volume of net positive balance in terms
migration are forecast. of international migra-
tion. Therefore, net emi-
gration is no longer causing population decline.
However, thus far there are no grounds for predicting
a considerable increase in immigration in the future
(see Chart 8). It is further increases in immigration
that are saving the United States, Canada, and most
EU states from demographic crises. Therefore, in the
future, Ukraine may well be forced to attract many
more external migrants than it does now.

The impact of net international migration on the size
of the population is assumed to be very slightly posi-
tive over the forecast period. However, the character-
istics of these international migration flows will most

likely have consequences that are not beneficial for
Ukraine. Women of childbearing age are the most
likely to emigrate, which will worsen the situation re-
garding the fertility rate. In addition, the "brain drain"
will remain a pressing problem, becoming even more
acute as the visa regime between Ukraine and Euro-
pean Union is liberalized.

Chart 8.
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Growing share of women

We do not expect much change in Ukraine's trend to-
ward women making up a higher share of the overall
population. By 2050, this share is forecast to grow by
almost 2 percentage points (see Chart 9).

Charto.

Share of Women in Ukraine’s Population
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The increase is the result of the significant difference
in life expectancy between men and women which is
assumed to continue throughout the forecast period.

Consequences of the demographic
crisis

Loss of economic competitiveness

A shortage of labor limits the ability of business to in-
crease output. Although to some extent this limitation

can be overcome through replacing labor with fixed
capital, labor shortages will continue to represent a
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bottleneck as Ukraine strives to increase overall out-
put. In addition, understaffing at factories designed
for a certain number of workers will result in an un-
derutilization of existing equipment and prevent
achievement of economies of scale.’

Labor shortages will also lead to an increase in the
cost of labor, reflected in rising real wages. In the
short run, this may have a positive effect on people's
incomes, although in the medium term this will only
lead to higher inflation unless the higher wages are
offset by increased productivity. A more expensive
workforce could result not only in a drop in business
profitability, but also in the loss of an important inter-
national competitiveness advantage.

Ability of Ukrainian econ-
omy to attract investment
is based on the high rates
of profit. Wage growth
and the limits to produc-
tion capacity caused by
labor shortages will lower the ability of Ukraine to
continue to attract investment.

A labor shortage
will lower Ukraine’s
ability to attract
investment.

Stagnation of the domestic market

Growth of the domestic market, and especially growth
in consumer spending, has in recent years been the
main source of overall economic growth. Retail and
wholesale trade and construction were the two fastest
growing components of overall economic activity in
late 2006 and early 2007. Rapid growth in the domestic
market has generated considerable investment in the
retail segment of the banking industry. This strength
in the domestic market is happening in spite of de-
population, so the demographic problem may seem to
be relatively unimportant.

However, the almost 40 per cent decrease in the num-
ber of children 14 years or younger is thus far the most
prominent feature of the ongoing depopulation of
Ukraine. Since this cohort does not work and spend
income directly, the fall in the Ukrainian population
has yet to undermine the domestic market. The popu-
lation of working-age population has only declined
roughly 5 per cent since 1990 (see Chart 10).

However, over time the
drop in the birth rate in
the 1990s will create a
situation in which the
population of working
age begins to decline

Change of population
age structure may
lead to stagnation

of consumption.

5

® 16— 54 years for women and 16 — 59 years for men.

and the current workforce will increasingly age into
retirement. Such trends will hurt income growth and
lead to the stagnation of consumption and overall do-
mestic market. These trends will cause a slowdown in
investment in the retail-oriented sectors, which are
presently the main drivers of economic growth.

Chart 10.
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Only those domestic mar-
kets that satisfy the needs
of pensioners—such as
pharmaceuticals and
medical services—will
show strong growth.

A rapid decline

in Ukraine’s working-age
population will begin

in three years.

Overloading of the state pension system

According to the ICPS demographic forecast,
Ukraine's working-age population® will start de-
clining rapidly in 2010. This will be a result of the
large drop in birth rates in the early 1990s. Over the
2010—25 period, the number of people of working
age will fall by 5 million. Over the same period, the
number of pensioners will decrease at a much slower
pace (see Chart 11).

As Chart 11 indicates, the ratio of pensioners to the
working-age population will soon increase. This ratio
will grow most strongly over the 2014 — 19 period as
the substantial numbers of Ukrainians born in the sec-
ond half of the 1950s, analogous to the North Ameri-
can baby boom, retire (see Chart 12).

The increase in the population share of the elderly
will add to the burden on the funding component of
the Ukrainian pension system. The Ukrainian pension

Economies of scale refer to a fall in costs per unit of output as the size of production increases.
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Chart 11.
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fund will lose revenues as a result of the increasing
ratio of pensioners to workers as well as the diversion
of part of the pension contributions to the new accu-
mulative fund starting in 2009.%

Mass disbursements from the accumulative fund will
not begin until 2024 for women and 2029 for men.’
Until then, it will be “draining"” money from the exist-
ing pension fund. Based on our calculations, by 2009,

Chart 12.
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5.8 per cent of the existing pension fund revenues ob-
tained from salaries!® will be directed to the new accu-
mulative fund. By 2014, this share will reach 20.2 per
cent as a result of the higher accrual rates required
to meet the needs of the large and growing number
of future retirees, putting enormous fiscal pressure on
the existing pension system.

Counteracting the impact
of the poor demographic outlook

Economic growth and restructuring

Stable economic growth, which raises citizens' wel-
fare, is the main factor now increasing Ukrainian life
expectancy and fertility. In addition, a more stable
economic and political situation has led to a drop in
emigration, especially for those of working age.

The labor-intensive struc-
ture of the Ukrainian
economy, if maintained
into the future, will be-
come a serious barrier to
further economic growth.
The current system of state aid is aimed at preserving
the current economic structure, as opposed to stimu-
lating the development of new industries in response
to emerging market forces. Moreover, the highest
priority sectors for state aid are labor-intensive indus-
tries such as resource extraction and agriculture. The
nature of this support does not stimulate the manag-
ers and owners of enterprises in labor-intensive sec-
tors to invest in capital in order to reduce the labor
intensity of their production.

The labor-intensive
structure of the economy
will hinder future
economic growth.

It is crucial to understand that Ukraine will be un-
able to maintain economic growth by means of tradi-
tional, labor-intensive industries. However, because
of Ukraine's large scientific and educational shortfall
in comparison with developed countries, Ukraine will
not be able to quickly develop new technologies and
products which would be competitive on the world
market and lead to the immediate restructuring of
the economy. Therefore, Ukraine should exploit its
existing comparative advantages. These advantages
include the country's transit location along the Eu-
rope — Asia international transportation corridor, the

7 Pensioners in Ukraine are defined as women aged 55 and older and men aged 60 and older. In fact, the number of pensioners
exceeds the number of people who have reached their retirement age because of earlier (preferential) retirement of some
categories of employees. As of the beginning of 2006, the number of preferential pensioners totalled 2.5 million, whereas the

total number of pensioners was 13.4 million.

8 According to the draft law # 2854 of December 29, 2006, which was adopted after first reading on April 24, 2007, the accumulative
system is to be launched in 2009. The accumulative fund will be financed through deductions from the labor compensation fund.
The deduction rate will increase by 1 percentage point per year—from 2 per cent in 2009 to 7 per cent in 2014.

9 Small-scale payouts from this fund may begin earlier, depending upon how actively those aged over 40 will deposit in the

accumulation system on a voluntary basis.

10 Payroll deductions constitute 96 — 97 per cent of the existing pension fund's revenues.
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availability of an educated workforce, Ukraine's close
proximity to the European Union, and a considerable
agricultural potential.

Health care reform

The present health-care system in Ukraine is a strange
mixture of a Soviet system, which ensures govern-
ment-paid medical aid, and a set of private medical
clinics that provide a wide range of medical services
for a fee. In addition, patients must pay for some ser-
vices provided in state-owned clinics. Medical insur-
ance is not sufficiently available.

The major disadvantages of the existing state medical
system are inconvenience, low quality, and corrup-
tion. However, the services provided by paid clinics
are affordable only for the wealthy, and are still not
always of high quality. In addition, paid clinics often
prescribe unnecessary treatment in order to increase
revenues.

Reform of medical care
should take into consid-
eration Ukraine's demo-
graphic characteristics.
The creation of a system
of early disease diagnostics, similar to the Soviet sys-
tem of preventive medical examination of the popu-
lation, is thus a priority. However, a significant im-
provement in Ukraine's mortality rates is not possible
without the introduction of a healthier lifestyle among
the general population.

Building up a system
of early disease
diagnostics is a priority.

Pension reform

The retirement age is
low in Ukraine compared
with other countries. On
average, a man's life ex-
pectancy after he reaches
the retirement age of 60 is
14 years. A woman, after reaching the retirement age
of 55, lives, on average, a further 22.5 years. More-
over, future increases in life expectancy will further
increase the number of years for which pensioners are
paid money from the state budget.

Retirement age is low

in Ukraine in comparison
with international
standards.

A gradual increase in the retirement age would raise
the share of the working-age population and thus de-
crease the pressure on the state-financed pension fund.
This will be difficult politically, as Ukrainians are ac-
customed to retiring at a relatively young age. Never-
theless, raising the age of retirement is the best way to
increase the proportion of taxpayers to pensioners.

Introduction of the new accumulative retirement ac-
counts will stimulate the large-scale reporting of

salaries which currently are outside the formal econ-
omy, since only reported incomes will allow for the
accumulation of state pension savings. The offering
of legal employment will thus become a competitive
advantage for employers seeking to hire from an in-
creasingly scarce labor pool. The faster the process of
the “de-shadowing” of incomes, the quicker will be
the broadening of the tax base—which, in turn, will
reduce the deficit pressure on the pension fund. How-
ever, it would be unrealistic to expect a complete re-
porting of incomes in the first few years after the new
accumulative pension system is introduced.

Migration policy

Enhancing immigration

In 2006, immigration quotas were introduced for
highly experienced workers in high demand. Nev-
ertheless, these quotas were not implemented. Only
after an in-depth study of market needs will it be pos-
sible to make immigration quotas an effective tool for
improving workforce supply. It will also be important
to introduce immigrant integration programs, espe-
cially language training, and make it easier to issue
work permits for foreigners.

Promotion of legal emigration

There is concern in Ukraine that the possible elimina-
tion of the visa requirement for Ukrainians by the EU
or the liberalization of the EU labor market for Ukrai-
nian citizens will provoke a sizable outflow of Ukrai-
nian workers. Indeed, the size of emigration may rise;
however, its characteristics will also change. The
experience of neighbouring Poland is relevant here.
After some EU countries' labor markets became fully
open for Polish nationals in 2004, the number of Pol-
ish emigrants to these states increased greatly. Nev-
ertheless, the emigration turned out to be temporary.
Furthermore, the main incentive for this emigration is
not the openness of the market but the strong demand
for workers.

The opportunity to legally emigrate and then return
home again induces Poles to undertake stays abroad
of short duration in order to earn money and gain
experience. This then allows these workers to return
home to Poland afterward and invest their earnings in
education, business ventures, or housing.

Because much of it is il-
legal, current Ukrainian
emigration has a different
character. For Ukrainians
who have immigrated to
EU countries illegally, it is much more complicated
to return home since they are likely to face difficul-

For illegal emigrants,
it is much more difficult
to come back.
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ties if they later want to return to jobs in the country
where they were illegally employed. Thus, contacts
with the homeland are lost. Moreover, knowing that
it will be difficult to return home, Ukrainians tend to
take their children with them to the countries where
they work—again reducing the probability that they
will return to Ukraine at some future date.

Promotion of legal emigration also enables the state
to take care of its citizens' rights abroad. (Ukrainian
consulates can offer no support to illegal migrants.)

The following are some recommendations that would
make the process of Ukrainian emigration less harm-
ful for the country's labor market:

Press for greater liberalization of workers' move-
ments, including the introduction of visa-free
travel throughout the EU.

Ensure the availability of information on legal
emigration and return.

Develop re-integration programs for Ukrainian
labor migrants eager to return home, including
information about the domestic labor market
and credit opportunities for housing and business
development.

Promote cooperation between Ukrainian con-
sulates and non-government organizations in
Ukraine and abroad that take care of illegal
migrants.
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Chapter 3
Potential Output

In this section, we present a long-term forecast of the
potential output that can be achieved in Ukraine, de-
scribe its main determining factors, and provide rec-
ommendations for strengthening the future econom-
ic potential of the country. The framework presented
here for developing and forecasting potential output
will become the basis for other long-term predictions
and will also make it possible to evaluate various de-
velopment strategies. The forecast of potential out-
put builds upon the results of the demographic fore-
cast presented in Chapter 2.

What is potential output?

According to the most widely used definition, poten-
tial output is the level of production that results from
the full utilization of resources (capital and labor).
Note, however, that the full utilization of resources
does not mean 100 per cent usage, as even at "full em-
ployment" some labor will be unemployed as it moves
between jobs and some capital will be undergoing
routine maintenance.

In the short term, it is pos-
sible for actual output, as
measured by real gross
domestic product (GDP),
to be above the level of potential output. Under such
circumstances, excessive use of resources (most fre-
quently, labor) results in growing costs for these re-
sources. It is impossible for output to remain above
the level of potential output on an ongoing basis.

Short-term growth
can be above potential.

In our approach to deter-
mining potential output,
we assume that there
are two resources that
generate goods and ser-
vices: labor and capital. The manner in which they
are combined to produce output is described by a
production function. Capital (machinery, equip-
ment, buildings) is assumed to be always used to the
best advantage with the available quantity of labor.
Labor is a much more variable factor of production
and thus is frequently employed above or below its
optimum level.

Our model uses two
resources: labor and
capital.

Oleksandr Zholud

Why is it important to determine
potential output?

The determination of potential output allows for the
achievement of three main goals

First, it helps to develop
A long run forecast of a long-term economic
potential output enables forecast better than oth-
policy-makers to... er forecasting methods.
This allows policy-mak-
ers to see the future challenges that their country will
face and gives them time to prepare an adequate re-
sponse. In addition, the ability to change the assump-
tions concerning the determinants of potential output
makes it possible to develop alternative scenarios for
the country's future development and to evaluate
their costs and benefits.

Second, a comparison of
the quantity and quality
of the inputs into the pro-
duction process in Ukraine to similar inputs in other
countries can give an idea of what specific resources
Ukraine is lacking as Ukraine strives to raise its eco-
nomic performance.

...find bottlenecks...

Third, estimating poten-
tial output allows for the
determination of the gap
between potential and ac-
tual output, which will in
turn indicate the direction of price pressures and guide
the implementation of monetary and fiscal policy.

...and estimate the gap
between potential and
actual output.

What factors determine potential
output?

According to our ap-

Output is determined proach, the level of out-

by three factors: put—both potential and
e labor actual—is influenced by
e capital three main factors: labor,

capital, and total factor
productivity.

e total factor productivity
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In the short run, the labor input (measured as the av-
erage annual number of employees or the number of
hours worked during the year) depends on the de-
mand for the goods and services that are produced
by the economy. In the long run, the supply of labor
depends on the demographic forecast for the size of
the population that is old enough to be legally em-
ployed (the source population), the expected levels
of involvement of members of the source population
in the labor market (the labor force participation rate)
and the various institutional factors that govern em-
ployment, such as the number of hours in a working
week, and the duration of vacations.

The size of the capital input depends on the initial
level of the stock of capital, its depreciation and dis-
card rates, and the level of new investment. Over the
long-term, institutional and economic factors that af-
fect the willingness of entrepreneurs to invest are the
most important determinants of the capital stock.

Total factor productivity (TFP) represents how ef-
ficiently labor and capital are combined to generate
output. It is measured in history as the gap between
actual output and that part of actual output that can
be explained simply by the level of capital and labour.
To a large extent, TFP reflects the level of a country's
overall economic development. The level of TFP thus
explains a significant part of the difference in per cap-
ita income between rich and poor countries.

What are the methods for
calculating potential output?

It is possible to identify two main methods for calcu-
lating potential output:

1. “Pure" statistical approach. This approach is
based on separating the underlying long-term
trends in real GDP or its components from “white
noise" and from the purely cyclical movements in
real GDP. The underlying trend level in real GDP
can then be used to calculate potential output.
The identification of trend GDP can be achieved
through such pure statistical techniques as a
simple linear regression of real GDP versus time
or the use of various statistic filters that can sepa-
rate trends from cyclical variations and noise. The
advantage of using purely statistical methods to
calculate potential output is their lack of depen-
dence on assumptions concerning the underlying
production function. However, purely statistical
methods can only be used to generate short-term
forecasts of potential output.

2. Structural approach. This approach is based on
building a model of the manner in which the vari-
ous inputs into the production process are com-
bined to generate output, in other words, speci-
fying an aggregate production function. Like all
modelling endeavors, this approach suffers from
dependence on a variety of assumptions. How-
ever, if the quality of the assumptions is good, the
structural approach allows for preparation of me-
dium and long-term forecasts of potential output.

Why have we selected the structural
approach to determining potential
output?

The requirements of this project involve:

a) providing a medium- and long-term forecast of po-
tential output growth;

b) identifying the factors that are crucial to determin-
ing this forecast of potential output growth; and

c) developing public policy recommendations that
will help lift growth in potential output over the
medium- and long-term forecast horizons.

Pure statistical methods
provide good informa-
tion on the current state
of the economy and the
gap between actual and
potential output. They
cannot directly serve to
generate a medium- or
long-term forecast of potential GDP, nor can they
identify the main structural factors that will influence
future growth. Only the structural model approach
meets all the requirements outlined above and thus is
the approach selected to evaluate the future of poten-
tial output in Ukraine.

Only the structural
model approach meets
all the requirements

for evaluating long-term
potential output.

The Cobb —Douglas production function was chosen
to represent the manner in which labour, capital and
TFP are combined in Ukraine to produce output.! It
has the following general form:

Y=L°K(-9TFP,

where real GDP (Y) depends on labor (L), capital (K),
and total factor productivity (TFP). The coefficient a
establishes labor's contribution to output growth, and
in the case of the above production function this can
be calculated as the average share of wages, salaries,
and other payments to labor in total national income.

! Cobb C W and Douglas P H (1928) "A Theory of Production", American Economic Review, 18 (Supplement), 139 —165.
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The value of a (or the output elasticity of labor) used
in the production function for Ukraine is 0.66, which
is in line with the contribution of labor to GDP in
most countries.? The contribution of capital to output
growth can then be calculated as simply 1 minus la-
bor's share in national income—or 0.34. TFP has the
most direct and powerful influence on output—a one
per cent increase in the growth of TFP leads to a one
per cent increase in the growth in output.

Other possible specifications of the production func-
tion either do not reflect the current situation in
Ukraine or are too complex and data intensive to be
used to generate forecasts of potential output. Not
surprisingly, the Cobb-Douglas production function
is the one most commonly used in empirical work.

Potential GDP is calculated using the above produc-
tion function by setting the values of capital and labor
at their maximum sustainable or “potential” values
given existing technology. Sustainable, in this con-
text, refers to the values of these inputs that would
generate no upward or downward pressure on infla-
tion. Potential output cannot be directly observed. In-
stead, it must be calculated on the basis of the above
equation, where the potential values of capital and
labor and trend TFP are used instead of their actual
values. Note that potential output is not some far-
off theoretical limit to output—in any one year the
economy should be able to obtain the level of poten-
tial output, and it is possible for output to exceed its
potential (thus putting upward pressure on inflation),
if only for a brief period of time.

Statistics on capital: 1990-2005

There are no reliable statistics in Ukraine to reflect the
true amount of capital stock available in the country.
Estimates of the capital stock® are calculated based
on companies' balance sheet data. In other words, the
value of a machine or building is usually calculated as
its initial price minus wear and tear from the time of
purchase. This approach often does not take into ac-
count equipment obsolescence. Thus, a computer that
was first purchased in 1989 as new equipment, can to-
day appear on the balance sheet to be more expensive
than the most modern computer given declines in the
cost of computing equipment. Moreover, no modern
software will function on this old computer. Thus from
a quality perspective, the value of the capital stock can
be overstated, especially in times of rapid improve-

ments in technology. It is also very difficult to calculate
the appropriate deflators for Ukrainian capital assets
because of the hyperinflation of the early 1990s.

Due to the lack of appropriate data on capital in con-
stant prices for the 1990 —99 period it was decided
to generate estimates of the capital stock in constant
prices by working backward from the year 2000 using
the annual investment data and holding depreciation
rates constant at 2005 levels. The deflator for the capi-
tal stock was assumed to be equal to the GDP deflator
over the 1990 — 1999 period.

What has been other countries’
experience regarding potential
output growth?

Classical economic theory introduced the idea that the
level of output over the long-term is constrained by the
amount of available resources: capital, land and labor.
Although the impact of technological progress was rec-
ognized, it was not considered to be the decisive factor.

Economists began to
pay more attention to
technological progress
(TFP) only in the second
half of the 20th century.
This was related to the development of the Solow
model of economic growth.* In this model, TFP was
singled out as one of the important components of the
production function.

TFP is the crucial
determinant of overall
output.

Econometric specifica-
tions of the production
function show that TFP
has accounted for one-
third to one-half of real
GDP growth in a signifi-
cant number of devel-
oped economies over
the past 30 years. That
is, TFP has had more in-
fluence on output growth than the “classical” factors:
labor and capital. Furthermore, TFP is the main quan-
titative representation of the reasons that explain the
significant gap between rich and poor nations.

If Canada’s capital per
employee level was

at the Ukrainian level,
Canada would still have
a GDP per employee level
twice as high as Ukraine’s
because of higher TFP.

In 2005, GDP per employee in Ukraine and Canada
constituted UAH 21,347 and UAH 368,099 (accord-

2 Inthe case of Ukraine, the data is not sufficiently disaggregated to calculate labor's share in national income, so "d" was

estimated using the OECD average.

3 The term "fixed-capital assets" (capital stock) means material assets retained by an economy in order to further utilize them
in the process of production, goods and services delivery, or to perform administrative and social and cultural functions. Their
expected term of exploitation or operational cycle is more than a year.

4 Solow, R., (1957) "Technical Change and the Aggregate Production Function." Review of Economics and Statistics, 39:312 — 320.
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ing to the official exchange rate). That is, Canadian
GDP per employee was 17 times higher than Ukrai-
nian GDP per employee. However, if we compare the
data on capital per employee, this indicator was UAH
61,700 in Ukraine and UAH 520,000 in Canada—that
is, the Canadian capital per employee was only eight
times higher. Assuming that TFP does not depend on
capital, this suggests that roughly half the difference
between Canadian and Ukrainian GDP per employee
is the result of higher Canadian TFP.

Special features of Ukraine’s
potential GDP: 1990-2006

Real GDP in Ukraine in
2006 was still lower than
its 1990 level.” The levels
of capital and labor did
not change significantly
over the entire 1990-06 period; however, real GDP
shrank by more than 50 per cent from 1990 to 1999.
After 1999, there was a strong revival in real GDP
growth. Because of the lack of significant fluctuations
in the levels of the factors of production (capital and
labour), almost all of the historical fluctuations in out-
put can be explained by fluctuations in TFP.

Real GDP in Ukraine
in 2006 was still below
its 1990 level.

Because of the lack of
quality statistics and
given the significant
structural changes that
took place in the 1990s, it was decided to use es-
timates of TFP starting from 1998 in our forecast of
potential output. TFP registered its lowest historical
level in that year. Over the 1999 to 2006 period, TFP
grew on average by 7.4 per cent per year. However,
over the 1999 to 2004 period, TFP grew at an average
annual rate of 8.4 per cent. In the opinion of Interna-
tional Centre for Policy Studies (ICPS) economists,
the significant slowdown in TFP growth in 2005° testi-
fies to the end of the period of recovery from the loss
in output associated with the economic restructuring
of the early 1990s.

Only post-1997 estimates
of TFP are used.

Because of atypically high volatility in TFP from 1998
to 2000, trend values for TFP were calculated for use
in the determination of potential output. Data for 2005
and 2006 were ignored when calculating trend TFP,
as real GDP over these years significantly deviated
from its long-term trend because of external shocks
(fluctuations of global prices for ferrous metals and

rising prices for gas) and internal shocks (a significant
increase in private consumption because of easier ac-
cess to personal loans).

According to ICPS estimates, potential GDP was
UAH 571.5 billion in 2006, or 6.3 per cent above the
actual value of real GDP. The gap between the actual
and potential output was primarily the result of the
sluggish growth registered in 2005.

Forecast of the Capital Stock

We believe that the capital stock will grow rapidly
throughout the entire forecast period. In creating the
forecast of the capital stock, depreciation rates were
held constant at 2005 levels and investment was as-
sumed to remain at 21 per cent of GDP. Although this
assumed investment rate is slightly lower than its actual
value over the last three years,” it is much higher than
the investment rates in most developed countries.

The current low size of the capital stock and the
strong investment forecast suggest strong growth in
the capital stock over the forecast period. When com-
bined with the decline in the labor force caused by
depopulation, the capital-labor ratio will grow even
faster than the growth in capital.

In 2005, capital per worker comprised UAH 56,000.
This ratio is forecast to double by 2019, which corre-
sponds to average annual growth in the capital-labour
ratio of 5 per cent. The capital-labour ratio is forecast
to double again by 2030 and reach UAH 699,000 by
2050, which represents a 10-fold increase from to-
day's value. Such an increase in the capital-labour ra-
tio is not unreasonable: in the United States, the real
capital-labour ratio grew 9.7-fold from 1913 to 1998,
whereas in Japan it grew 36-fold from 1950 to 1998.

Forecast for potential GDP growth

According to ICPS
economists, the recov-
ery process that largely
caused the rapid growth
in real GDP over the past
seven years has been mainly exhausted. This is why
we expect a slowdown in TFP growth to 7 per cent
over the 2007 — 09 period, with a subsequent gradual
decline in TFP growth to only 1.7 per cent by 2050.

Trend TFP is used
in the calculation
of potential output.

5 According to the official statistics. Due to the qualitative changes that occurred during the period, the actual differences are hard to

measure.

®  Real GDP grew a mere 2.7 per cent in 2005 as opposed to average growth of 9 per cent over the previous four years. This slowdown
was largely the result of deteriorating conditions for foreign trade and also statistical “artifacts,” primarily a decline in wholesale
trade because of the shrinking numbers of intermediaries involved in such trade.

7?2004 — 22.6 per cent GDP, 2005 — 22 per cent GDP, 2006 — 24 per cent GDP.
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This growth pattern assumes that as the Ukrainian
economy matures and develops, TFP growth will con-
verge to that exhibited by the developed economies
(approximately 1 per cent per annum).

In countries with developed economic and social in-
stitutions, TFP growth is limited mainly by the speed
of technological progress. However, in Ukraine the
main source of TFP growth over the coming 30 years
will be increased efficiency in utilizing capital and la-
bour. Thus the TFP forecast embedded in the forecast
of potential output depends critically on further eco-
nomic and social reform in Ukraine. Moreover, even
with TFP growing as fast as we have assumed, output
of goods and services per employee in Ukraine in
2050 will still be more than 50 per cent lower than the
current U.S. level.

Significant investment,
a stable labor force and
rapid growth in TFP
over 2007 — 09 will make
it possible for Ukraine to
post average annual real potential output growth of 9
per cent from 2007 to 2009. However, starting in 2010,
there will be a gradual slowdown in potential output
growth —to 7.6 per cent per year over 2010 — 15 and
to 6 per cent per year over 2016 — 20. Again, such po-
tential output growth will be possible only if there is
sufficient support for the institutional development
required to sustain rapid growth in TFP.

Over 2007-09 real GDP
growth could reach
9 per cent per year.

From 2021 to 2030, there

Shrinking labor supply will be an accelerating

and slowing TFP growth
will lead to deceleration

decline in the size of the
labor force. This will be

2031 to 2050 increases in the level of the capital stock
will account for almost 50 per cent of the growth in
potential GDP. However, even at the very end of the
forecast period in 2050, TFP will continue to be the
main factor driving potential output growth.

Chart 1.
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Potential GDP at 2005 prices in 2050 is forecast to be
6.4 times its level in 2007 (see Chart 1), while potential
GDP per employee in 2050 is predicted to be 10.6 times
its 2007 level. The labor input will shrink by 40 per cent
over the 2007-50 period, whereas capital per employee
is forecast to be 11 times higher in 2050 than in 2007.

The determinants of TFP

As differences in TFP

in potential output
growth.

the reason why Ukraine
will annually lose ap-
proximately 0.8 percent-
age points of potential GDP growth per year over the
2007 to 2050 time period compared with a scenario in
which the labor supply remains unchanged. Despite
a significant increase in the level of capital per em-
ployee (more than fourfold from 2007 to 2030), rapid
growth of TFP over this period will result in a reduc-
tion of the ratio between capital and potential GDP.
The ratio will fall to its lowest point in 2030 when the
level of capital will be only 1.9 times higher than po-
tential GDP.

After 2030, this capital
to potential output ratio
will grow as capital will
have a bigger and big-
ger weight in growth. In
contrast to the 2007-30
period when three-quarters of the growth in economic
potential was the result of growing productivity, from

Over 2031-50, capital
will become the main
source of economic
growth.

TFP is more important

explain the gap in the

for growth than labor
or capital.

level of output per capi-
ta between rich and poor
countries better than
the availability of labor and capital, economists have
proposed many theories and undertaken a substan-
tial amount of empirical research to try to understand
the determinants of TFP. The theoretical approaches
to better understand what determines TFP can be di-
vided into two main groups.

The first group of theories is based on the assumption
that either capital or labor are incorrectly measured,
or that there are additional factors that must be in-
cluded in the production function. For example, in
the majority of African and Latin American countries,
where a significant part of capital is evaluated using
the balance sheet method, firms very frequently have
alot of outdated equipment. Although the market val-
ue of this outdated equipment could easily be zero,
this capital is still counted on the books and thus is
included in the estimate of the capital stock. There is
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an ongoing debate in Ukraine concerning the amount
of outdated and useless capital still on the books of
Ukrainian companies which could be distorting the
measurement of the capital stock.

No less problematic is
the assumption that la-
bor is homogeneous. It is
clear that an individual
that has specific skills
relevant to his or her work will be more productive
than someone who lacks such knowledge. As it is im-
possible to take account of all the skills of each em-
ployee, analysts either divide the labor input into sev-
eral groups (for example, based on their education:
primary, secondary, or higher) or introduce the idea
of human capital. Human capital is defined as the ac-
quired knowledge and skills that are embodied in the
labor force. Given the difficulty in measuring human
capital, it is theorized that much of the differences in
TFP between countries in fact reflect differences in
human capital.

Differences in human
capital may explain
differences in TFP levels.

The second group of
theories regarding the
reasons for the signifi-
cant differences in TFP
performance between countries can be termed theo-
ries of the socio-economic and institutional envi-
ronment. Their main theme is that the quality of the
socio-economic and institutional environment is the
most important determinant of TFP. This environment
is characterized by such diverse indicators as the level
of corruption, the ease of starting a new business, the
prevalence of the rule of law, the robustness of the
democratic system, and the degree of political stabili-
ty. Such factors influence ability of economic actors to
behave efficiently and hence are important determi-
nants of TFP. To name just one example, where there
is little public protection for property rights, a signifi-
cant part of a firm's resources is spent on the private
protection of these rights (including everything from
armed guards to bribes to government officials that
oversee property rights). The costs of such activities
reduce the amount of funds that could be channeled
into more productive directions.

The socio-economic
environment matters.

In the opinion of ICPS economists, the weakness of
Ukrainian institutions is a very important cause of the
significant gap between living standards in Ukraine
and in developed economies. Here, the direction of
the cause-and-effect relationship is important: poor
quality institutions lead to low living standards, not

vice versa. A compari-
son of the Federal Re-
public of Germany to
the German Democratic
Republic between 1945
and 1989, or of South
and North Korea since
1950 proves that coun-
tries with very close starting positions in terms of the
level of capital, the quality of labor, and social and
cultural conditions can have radically different levels
of development depending upon the evolving quality
of their socio-economic institutions.

Weakness of Ukrainian
institutions results in

a gap between living
standards in Ukraine and
in developed economies.

Investment instead of institutional
development?

As  previously men-
tioned, Ukraine'slevel of
capital per employee is
several times lower than
found in the majority of developed economies. At the
same time, investment as a share of GDP in Ukraine
has been very high—above 20 per cent—over the past
four years.

The investment/GDP
ratio in Ukraine is high.

With the current rate of
depreciation and invest-
ment, and given the de-
cline in the labor force,
Ukraine can expect to
double its capital stock of equipment and buildings
per employee within just 13 years. Certainly, this will
result in an increase in productivity. However, this
productivity increase can hide a dangerous trap. In-
stead of continuing the development of institutions,
the government, satisfied with the rapid development
of the country thanks to strong investment growth,
may simply stimulate further new investment. Even-
tually this approach will fail, as an ever-increasing
share of investment will be required simply to main-
tain the existing capital.

Capital per worker
in Ukraine can be
doubled in just 13 years.

Thus, despite the signifi-
cant positive effect on
output and productivity
resulting from growth in
the capital stock, it alone will not be able to support
sustainable growth. Further institutional reforms will
also be required. Postponing such reforms will only
increase the gap between the standard of living in
Ukraine and in developed economies.®

Capital growth
is not enough.

8 Andrew Tiffin (2006) “Ukraine: The Cost of Weak Institutions," IMF Working Papers 06/167, International Monetary Fund.



32

Potential output

Is stronger extensive growth
possible?

As was previously mentioned, long-term output
growth depends upon the growth of capital, labor and
TFP. Thus far, we have emphasized the importance of
TFP growth. However, it may be possible for Ukraine
to generate higher economic growth not only from an
improvement in the quality or usage of existing re-
sources which results in high TFP growth (so-called
intensive growth), but from increased volumes of the
factor inputs (extensive growth).

Increasing the rate of long-term growth above the
baseline ICPS forecast through such extensive growth
is indeed possible. However, the scope for such an im-
provement in growth through a simple increase in in-
put volumes is very limited.

Our demographic fore-
cast (see Chapter 2)
points to depopulation
and a rise in the share
of the elderly in the total population. As a result, the
baseline forecast is for a declining labor force, espe-
cially after 2020. Immigration may help to solve this
problem to some extent, but no reasonable outlook
for future immigration to Ukraine can begin to reverse
the expected fall in the labor input. Thus far, Ukraine
has had difficulty competing with Russia and the EU
for immigrants since their higher income levels make
these countries more appealing for most migrants.

Extensive growth
is limited.

The labor force could also be increased by increas-
ing participation rates. In Western European coun-
tries between 1960 and 1990, the "reserve" of work-
ers largely consisted of housewives. In the USSR, the

Table 1. Investment/GDP, in OECD Countries and Ukraine, per cent

2000 2001 2002 2003 2004 2005
Australia 22,0 22.9 24.8 25.4 25.8 26.5
Austria 22.8 22.1 20.4 213 20.9 20.5
Belgium 20.8 20.4 19.2 18.8 18.8 19.9
Great Britain 23.2 228 228 243 244 234
Greece 20.2 19.8 19.6 19.5 19.8 20.7
Denmark 243 23.2 223 23.0 24.6 27.0
Ireland 225 213 17.7 19.8 233 284
Iceland 25.8 26.0 26.3 27.2 28.1 29.3
Spain 20.3 20.3 20.9 20.4 20.6 20.6
Italy 19.2 19.6 19.5 19.6 20.2 20.7
Canada 311 29.5 29.1 29.9 29.5 29.3
Korea 20.8 226 223 215 20.6 19.7
Luxemburg 214 20.0 19.3 18.9 19.6 19.3
Mexico 21.9 211 20.0 19.5 19.1 19.3
Netherlands 215 20.0 183 17.8 17.4 17.3
Germany 20.4 20.8 213 228 235 239
New Zealand 18.6 18.3 18.1 17.5 18.0 18.7
Norway 23.7 20.7 18.8 183 18.0 18.1
Poland 27.1 26.5 25.0 225 222 214
Portugal 16.9 18.9 17.9 184 18.3 18.2
Russia 25.7 28.5 273 25.0 24.1 26.8
Slovakia 16.9 16.6 16.5 16.1 16.5 16.8
USA 19.9 19.2 17.9 17.9 184 19.1
Turkey 224 18.2 16.6 155 17.8 19.6
Hungary 22.9 22.9 229 21.9 224 22.7
Ukraine 19.7 19.7 19.2 20.6 22.6 22.0
Finland 19.4 195 17.9 18.1 183 18.8
France 19.5 19.5 18.8 18.8 19.2 19.7
Czech Republic 28.0 28.0 275 26.7 26.2 24.9
Switzerland 22.8 222 216 20.7 21.0 214
Sweden 17.5 17.3 16.5 16.0 163 17.2

Sources: OECD Factbook 2007: Economic, Environmental and Social Statistics; Derzhkomstat.
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labor force grew considerably owing to the increased
participation rate of women. However, in Ukraine the
participation rates for women are already very high,
and it is unrealistic to assume that future labor force
growth could be triggered by increasing the involve-
ment of women in the workforce. A more productive
approach to increasing participation rates would be to
raise the retirement age, although this would be polit-
ically difficult. Thus, it is extremely hard to generate
greater output growth by increasing the supply of la-
bor. Instead, emphasis must be placed upon increas-
ing the quality of labor through advanced education
and skills training.

The other source of in-
creased extensive long-
term growth would
be stronger growth in
the capital stock. Capital stock growth is achieved
through investment. In this context, it is important to
note that investment as a share of GDP in Ukraine is
already very high compared with developed countries
(see Table 1).

It is extremely hard
to increase labor supply.

The fact that there are few countries worldwide, where
the investment to GDP ratio ever reaches 30 per cent
indicates that this is virtually a limit for any economy.
In Ukraine, this indicator averaged 22.9 per cent over
the 2004 to 2006 period. Since the baseline forecast
already assumes that the share of investment to real
GDP will remain at the very high level of 21 per cent
over the entire forecast period, it is difficult to imagine
how it would be possible to generate output growth
significantly higher than that in the baseline forecast
through stronger investment growth.

This discussion suggests
that it will be very dif-
ficult for Ukraine to in-
crease its expected long-
term growth by simply
increasing the volume of the inputs of capital and la-
bor above their growth rates in the baseline forecast.
Thus, attention should be focused on increasing TFP
and the quality of the labor and capital inputs into the
production function.

Ukraine can replace
existing capital
in 10 years.

Can Ukraine improve the quality
of its human capital?

As mentioned above, Ukraine cannot expect long-
term growth in the labor force. The inability to in-

crease the sheer numbers of workers raises the ques-
tion of the possibility of increasing its quality through
the development of human capital.

Human capital refers to the stock of productive skills
and technical knowledge embodied in labor. Human
capital actually increases as it is used, unlike physical
capital which is reduced through wear and tear as it is
employed. According to Gary Becker, one of the lead-
ing experts on human capital, human capital should
be additionally subdivided into “general” and "spe-
cific" human capital.® Specific human capital com-
prises the knowledge and skills that can be applied
only to specific tasks in a given enterprise or industry.
General human capital refers to skills such as literacy
and numeracy that are useful in all aspects of life.

Ukraine's official estimates suggest that the level of
human capital is quite satisfactory. The liberalization
of education over the past 16 years caused a rise in the
number of institutions of higher education (accredit-
ed to teach levels III and IV), namely institutes, uni-
versities and academies, from 149 to 350. This sharp
increase was mainly the result of technical schools
obtaining the status of a university: the number of
institutes accredited to teach at a lower attainment
level dropped from 742 to 570. The number of gradu-
ates from institutions accredited to teach grades I and
II fell by 38 per cent, whereas the number of graduates
from institutions accredited to teach levels III and
IV rose by more than two-and-a-half times.

However, an increase in
the number of graduates
is not necessarily ac-
companied by growth in
human capital, as much
depends upon the quality of the education received.
There is evidence that liberalization of the education-
al market resulted in greater corruption involving the
waiving of entrance requirements or the sale of diplo-
mas. The number of illiterates actually rose during the
1990s for the first time in the post-war period, a rise
which is directly connected with the increase in the
number of the homeless. Strong emigration of those
having secondary and higher education from Ukraine
also lowered the quality of the workforce. Thus, de-
spite the official statistics on graduations, we believe
that investment in human capital would be highly pro-
ductive in terms of lifting long-term potential output
growth. It will also be important to find an adequate
method for measuring human capital and including
human capital in the aggregate production function.

More graduates does
not necessarily mean
a better labor force.

9 Gary S. Becker (1964). Human Capital: A Theoretical and Empirical Analysis, with Special Reference to Education. Chicago,

University of Chicago Press.
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Could the available capital stock
be used in a more intensive
manner?

Surveys of firms indicate that capacity utilization (the
rate of employment of the existing capital stock) is
significantly less than 100 per cent. Is there not thus a
reserve which could be used to boost potential output
growth over the medium term?

The answer appears to
be no. In general, capital
is never used to its full
capacity. Even if the economy is overheated with ac-
tual output above potential, capacity utilization rates
never rise above 90 per cent.

Capital is never fully used.

The situation in Ukraine is complicated by the qual-
ity of the existing capital stock. Currently, Ukraine is
experiencing an excess of outdated capital, much of
which is still on the books. The result is a low reported
rate of capacity utilization. However, improvement in
the quality of the capital stock is rapidly occurring as
a result of the rapid pace of new investment. As this
takes place, reported capacity utilization rates will
rise as outdated capital is discarded; however, this
process does not boost potential GDP growth above
the pace consistent with the new investment. In gen-
eral, investment is essentially affected by the “rules of
the game" existing within Ukraine. The high invest-
ment rates that form part of the baseline forecast will
only be possible if Ukraine continues to reform the in-
stitutional and political environment in which invest-
ment decisions are made.
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Chapter 4

lldar Gazizullin

Energy Efficiency: A Prerequisite
for a Higher Quality of Life

High energy efficiency is an important prerequisite
for increasing the quality of life. Ukraine is one of
the most energy intensive economies in the world.
Neither businesses nor residential consumers use
energy efficiently. Hence, increasing energy effi-
ciency would result in a higher standard of living for
households and improved business competitiveness.
To solve the problem, the government must institute
policies that change energy use incentives for both
households and businesses

The high energy intensity
of Ukraine’s economy

Ukraine is one of the biggest consumers of energy
resources per unit of gross domestic product (GDP)
in the world. Ukraine ranked 62nd in our benchmark-
ing of GDP energy intensity,! measured as the total
consumption of primary energy (Btu) per unit of GDP.
This placed Ukraine just ahead of Kyrgyzstan, the
country that ranked last in the benchmarking of GDP
energy intensity. In Ukraine, almost twice as much
energy is used to produce a unit of GDP as in Central
European countries, such as Poland and the Czech
Republic, and three times as much as in developed
economies, such as Italy (see Chart 1).

In an environment with rising natural gas prices, high
energy intensity will be a barrier to Ukraine's eco-
nomic development.? Over the 2005— 07 period, the
price of imported gas, which is the most important pri-
mary energy resource used in the country, increased
by more than by 100 per cent to US$130 per 1,000 m?®.
If Russia keeps its current gas pricing policy for the
CIS countries unchanged, prices for Ukraine would
double, approaching a Central European level (aver-
age US$230 per 1,000 m®) by 2011.

The consequence of this anticipated rise in gas
prices would be a deterioration in the competitive-

Chart 1.
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Source: International Energy Agency.

ness of Ukrainian companies and a reduction in the
welfare of households.?*Inaddition, the energy supply
situation for Ukraine is risky given that the sources
of energy are not diversified and must pass through
one country—Russia. This implies that Ukraine
has a strong political and economic dependency on
Russia.

In order to reduce the impacts of the expected in-
creases in natural gas prices, Ukraine will have to
decrease its energy intensity more rapidly than in re-
cent years. During the five-year period from 1999 to
2004, GDP energy intensity decreased by 32 per cent.
According to the estimates contained in the Energy
Strategy of Ukraine, Ukraine could reduce its energy
intensity by an additional 23 per cent by 2010 and 42
per cent by 2030. However, given the prospects for
gas prices, this will not be enough to protect energy
consumers, such as businesses and households, from
a considerable price shock.

! The ranking was based on the energy intensity of GDP data (TJ/mn US$ by PPP) provided by the Environmental Sustainability

Index report (2005), Yale Institute.

2 See, for example, the estimates of the impact of higher gas prices on Ukraine in the IMF Country Report No. 07/47, February 2007.
3 Another consequence of increasing prices for gas, electricity, and residential services would be increased public spending on

providing a safety net for the poor.
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Energy efficiency and intensity

Ukraine's low rating in GDP energy intensity can be
traced to two sources. First, it is the result of Soviet
industrial planning, which located a large number of
low energy-efficient and high energy-intensive in-
dustries in the country.* Two of Ukraine's most impor-
tant sectors in terms of GDP and industrial output, the
steel and chemical industries, are also its most energy
intensive.

Second, Ukraine's high energy intensity is the result
of the availability of cheap energy resources over a
long period of its history. Throughout the world, low
energy prices have typically been linked to high GDP
energy intensity (see Chart 2). This is clearly the case
in Ukraine. The historically low price of energy re-
sources in Ukraine has minimized the incentive for
businesses to invest and modernize.

The consequence is that many Ukrainian companies
are now using outdated, energy-inefficient technolo-
gies. As a result, Ukrainian companies spend compar-
atively more energy resources to produce one unit of
output, for example a tonne of steel, than their com-
petitors in the rest of the world.

In addition to gas prices, the prices of other energy re-
sources, in particular coal and electricity, in Ukraine
are also below the European average. These low en-
ergy price levels are primarily explained by govern-
ment intervention in the form of:

e government subsidies to the coal sector;

e imposed restrictions on Ukrainian coal and gas
exports; and

e an environmental policy that is lenient on pol-
luters.®

The result of this intervention is that the government
not only slows down the introduction of energy-sav-
ing technologies, but also gives false price signals to
producers and consumers that distort the technology
and energy resource choices they make.

In addition to energy prices, two other important fac-
tors have affected Ukraine's energy intensity over the
1990 — 2004 period.®

First, the increase in energy intensity per unit of GDP
between 1990 and 1995 can partly be explained by a
fall in output and a corresponding decline in capacity

Chart 2.
Energy Prices and Energy Intensity
in Selected Countries
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utilization. In many industries, energy consumption
for a given factory is independent of that factory's lev-
el of production. As a result, output may fall during a
recession, but not nearly as much as energy consump-
tion. By the 2004 — 06 period, the effect of this factor
had practically disappeared as a result of restructur-
ing and an increase in capacity utilization rates to the
70 —90 per cent range.

Energy Efficiency vs. Energy
Intensity

Energy efficiency and energy intensity are different concepts.
Energy efficiency is using less energy to provide the same level
of output. For example, one air conditioner is said to be more
energy efficient than another if it uses less energy to achieve
the same cooling output. Energy efficiency can generally be
improved by using a more efficient technology or process.
Energy intensity is a measure of an economy’s average use of
energy to produce a unit of GDP. Energy intensity is affected
by many factors including climate, standards of living, and the
energy efficiency of consumer goods, buildings, and industrial
processes. A country can have high energy intensity but at the
same time be very energy efficient in the way it uses resources.
However, Ukraine is both an energy-intensive and an energy-
inefficient economy.

Second, the estimate of Ukraine's energy intensity
could be influenced by the size of its shadow econ-
omy. The government's estimate of shadow GDP,
which the State Statistics Committee (SSC) imputes

4 The development of the energy intensive sectors in Ukraine was also predetermined by the availability of ample deposits of natural

resources, in particular, coal, iron ore, and non-mineral ores.

> Alenient environmental policy means that the costs to society from environmental pollution generated by the production and
consumption of energy resources are not internalized in the prices for those resources. A stricter environmental policy would raise
the cost of production of energy resources and, consequently, raise the price of energy resources.

5 For a more complete discussion of these factors, see UCEPA (2006).
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when calculating GDP, is only about half that of inde-
pendent estimates. As a result, total GDP (from both
the official and shadow economies) is thought to be
underestimated and this implies that GDP energy in-
tensity might be overestimated. Nevertheless, micro
data at the individual company level suggests that low
energy efficiency remains a key factor in Ukraine's
poor ranking in GDP energy intensity.

Potential for decreasing Ukraine’s
GDP energy intensity

In the short term, the greatest progress toward re-
ducing Ukraine's energy intensity will come from
increasing energy efficiency. According to estimates
presented in the Energy Strategy of Ukraine, tech-
nological energy saving (that is, improvements in
energy efficiency) will account for approximately 90
per cent of the country's energy savings by 2010. The
other 10 per cent of the country's energy savings will
be achieved by a restructuring of the economy toward
the less energy-intensive service sector. Although the
share of the energy-intensive manufacturing sector
relative to total GDP is still higher in Ukraine than
in most OECD countries, this share has been rapidly
falling as the size of the much less energy-intensive
service sector has been rising.

Consumers with the greatest energy
saving potential

Table 1 shows the share of each sector's energy con-
sumption relative to economy-wide energy consump-
tion for Ukraine, the comparator countries of Poland
and Russia, and the comparator regions of Organisa-
tion for Economic Co-operation and Development
(OECD) countries and the world. The table reveals
that the share of industrial and residential energy
consumption is significantly higher in Ukraine than
in other countries, particularly the OECD countries.
According to estimates made in the Energy Strategy
of Ukraine, these two sectors have the greatest poten-
tial for energy saving. The table also reveals that the
share of transportation sector energy consumption is
only 15 per cent in Ukraine, substantially lower than
the average share for the world as a whole. As the in-
dustrial and residential sectors become more energy
efficient and Ukraine becomes wealthier, the trans-
portation share can be expected to increase.

Most of the energy intensive sectors in Ukraine—
steel, non-mineral production, chemicals, extraction,
and utilities—have an untapped potential to apply

energy-saving technologies. The low energy prices
that have prevailed until recently allowed industrial
sector companies to remain competitive despite using
outdated, energy inefficient technologies.

Table 1. Energy Balance in 2004
Each sector’s energy consumption relative
to economy-wide energy consumption
(]
s 5§83
S 2| & &8 2
Final energy
consumption. total 100.0 | 100.0| 100.0 | 100.0| 100.0
Industry 39.6| 273| 299| 230| 269
Transport 15.0| 19.3| 223| 336| 258
Others 359| 464| 415| 333| 384
Residential 28.7| 29.0| 31.7| 189| 264
Private and
public sectors 33| 10.0 48| 117 7.8
Agriculture 35 74 23 1.9 2.3
Other 0.4 0.0 2.7 0.8 1.8
Non-energy needs 9.4 7.0 63| 10.2 8.9

Source: International Energy Agency.

The energy efficiency of production facilities in the
sectors that are focused on the consumer market is
much higher. This has occurred for three reasons.
First, these sectors tend to replace their capital stock
much more frequently than other sectors, which
allows them to take greater advantage of advances
in technology’ (see Chart 3). Second, these sectors
generally have low energy intensity and, as a re-

Chart 3.
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*  The steel sector is the largest, in terms of total energy consumption, in Ukraine. In other countries, the bulk of final energy
consumption occurs in the non-ferrous metallurgy, steel, pulp and paper, chemical, and oil refining industries. See data on the final
energy consumption structure for Ukraine and other countries in IEA (2005) and IEA (2007).
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sult, their choices of technology were not distorted
by artificially low energy prices. Finally, strong com-
petition with imports and a greater openness to for-
eign direct investment have led industries focused
on the consumer market to use more efficient tech-
nologies.

Two other areas that have significant potential for
energy savings are local utilities (rendering district
heating and water supply services) and public sector
enterprises. For over a decade, prices for residential
services have not been sufficient to cover capital ex-
penditures. This has led to a deterioration of the hous-
ing stock and the infrastructure of the local utilities.
An example of the impact of this deterioration on en-
ergy savings has been losses, as large as 30 per cent,
of water and heat in the pipes that service residential
establishments.

A higher quality of life can lead
to higher energy intensity

Energy intensity is affected by many factors includ-
ing climate, standards of living, and the energy effi-
ciency of consumer goods, buildings, and industrial
processes. A higher quality of life (or standard of liv-
ing) can lead to higher energy intensity, especially in
per capita (rather than per GDP) terms. This is a result
of a wider use of white goods (electrical appliances),
residential services, and transportation by house-
holds. Currently, Ukrainian households have low lev-
els of energy consumption when compared to other
countries (see Chart 4). However, looking forward, as
consumers become richer and their demand for white
goods, residential services, and transportation rise,
energy consumption is expected to increase. This
will put upward pressure on GDP energy intensity in
Ukraine.

The ownership of electrical appliances is much low-
er in Ukraine than in more developed countries (see
Chart 5). Currently, about 50 per cent of the major ap-
pliances used in Ukraine were made in Ukraine, and
many of these appliances were most likely produced
when the country was part of the former Soviet Union.
First-time purchases and purchases made to replace
old appliances will likely lead both to an increase in
energy consumption and to a higher quality of life.
This is because new appliances usually consume more
energy than the old Soviet models but also provide a
higher level of service.

Chart 5.
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Despite substantial increases in car sales over the past
several years, the number of privately owned cars in
Ukraine remains quite low when compared to other
countries (see Chart 6). As car ownership continues
to expand, the increase in fuel consumption would

Chart 4.
Electricity Consumption by Residential
Consumers in 2004
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Charté.
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be almost proportional to the growth in Ukraine's car
fleet, which would put substantial upward pressure on
Ukraine's future demand for gasoline.

Although thelevel of accessibility of the majorresiden-
tial services (water and district heating) to the public
is quite high, the quality of these services is very low.
In many towns, hot water is delivered on a schedule,
rather than 24 hours a day, and the water temperature
does not meet prescribed standards. Despite the cur-
rent trend toward increasing energy efficiency in the
provision and consumption of residential services,
the consumption of energy in this sector could actu-
ally increase in the short term as consumers demand
higher water temperatures for home heating.®

How to stimulate energy saving

In Ukraine, both price and non-price incentive mea-
sures for increasing energy efficiency can be applied
effectively. Eliminating price signal distortions by re-
moving government intervention in the marketplace
and allowing energy prices to rise would be the most
effective measure. This would be particularly impor-
tant in the commercial sector.® In addition, non-price
incentive measures would be most effective in an en-
vironment with true market prices. For example, in the
past, efforts to stimulate energy efficiency in Ukraine
proved to be ineffective despite available institutional
infrastructure.!?

Although the development of incentive measures that
address the industrial use of energy is important, poli-
cy measures must also be developed to reduce energy
usage by those sectors for which an increase in en-
ergy prices is not a sufficient incentive to participate
in energy-saving activities. These sectors include the
household sector, the residential services sector and
the public sector. These entities do not have the in-
centives or the skills to participate in energy-saving
activities, either because they are not for-profit com-
panies or because energy is not an important share of
their expenditures. Government initiatives could be
designed to address the following barriers that such
consumers face on the path to increased energy ef-
ficiency:

e Lack of information and skills: Residential con-
sumers often do not have information on the costs
and benefits of various options for energy saving.

e Obsolete or absent reqgulations and norms: This
is especially important in the construction sector
and for real estate owners. Heating is the most en-
ergy-intensive and energy-inefficient residential
service. Building regulations and codes designed
to improve energy savings can potentially have
lasting consequences because energy efficiency
improvements in buildings have long payback pe-
riods, often more than 20 years.

e Limited access to capital: This is a relevant issue
for public sector enterprises, which often have a
very tight budget, and also for residential consum-

The response of OECD countries to the oil crisis in the 1970s pro-
vides some important lessons for Ukraine. Following the short-
age of oil supplies from the Middle East as a result of OPEC's em-
bargo, OECD countries developed the policy of the “Three -Es”:

1) Energy security;
2) Economic development;
3) Environmental protection.

These three goals would be met by: 1) increasing the reliabil-
ity of the existing energy infrastructure, 2) saving consumers
money through lower energy bills, and 3) reducing the impact
that production and consumption of energy has on the envi-
ronment. Energy efficiency was seen as the major instrument
that could be used to achieve these goals.

In the 30 years since the oil shock, the GDP energy intensity of
OECD countries has decreased threefold. Overall efficiency has

The 1970s Oil Crisis and the Policy of the “Three-Es”

improved and, at the same time, the structure of energy con-
sumption and industrial output has changed considerably. This
restructuring has taken two forms. First, energy consumption
has shifted from more expensive primary energy sources, such
as oil and coal, to electricity. Second, output has shifted from en-
ergy intensive sectors—such as steel, chemicals, and pulp and
paper—to sectors with a higher value added and lower energy
intensity.

In OECD countries, the household sector is now one of the larg-
est and most energy-inefficient sectors. As a result, one of the
key energy saving policy challenges facing these countries is
the development and introduction of incentives designed to
reduce household consumption of energy.

Source: Drawn from the ICPS paper “Future of the Ukrainian Eco-
nomy,” p. 48.

8 The modernization of the old infrastructure and assets of the centralized system of residential services will be a gradual process.
Meanwhile, households that become impatient will choose individual heating systems that will increase the consumption of

electricity.

9 According to data provided by the Ukrainian Steel Association, when the gas prices for industry increased in 2006, the association
members decreased their energy consumption by 15— 20 per cent.
10 See a description of the institutional framework and energy-saving policies used in Ukraine in UCEPA (2006).
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ers. The limited access to capital has often pre-
vented these sectors from fully implementing and
utilizing energy-efficient technologies.

Governments in many countries inform the general
public about the benefits of energy savings and make
it easy to finance such activities. These steps can even-
tually change the consumption patterns of households
and other energy consumers. For example, in the EU
there is a common practice for governments and pro-
ducers to reach agreements on producing goods with
specific qualities. These efforts have led to substantial
energy savings.!'! Perhaps one of the most famous ex-
amples of a (voluntary) energy efficiency program is
the Energy Star labeling program that was instituted
in the United States. This program was designed to
identify and promote energy-efficient products. A re-
cent EU initiative has been to ban ordinary light bulbs
and replace them with energy-saving bulbs. This mea-
sure could save about EUR10 billion per year.

The government should also ensure that energy ef-
ficiency is considered during the modernization, de-

sign, and maintenance of buildings and infrastruc-
ture. A good example of a holistic approach is that of
the EU. The EU Directive'?recommends that member
countries reconsider their construction and building
design norms and institute mandatory certification
of buildings and regular inspections. Building-en-
ergy audits would be a much-needed first step for
Ukraine to start improving energy efficiency.

Improving the general public's access to capital is
needed in Ukraine in order to promote the introduc-
tion of energy-saving technologies. Government
and businesses can also work together to create fi-
nancial incentives for energy saving. For example,
in the early 1990s, several Dutch utilities initiated
a program to encourage the replacement of old and
energy inefficient refrigerators. Consumers who
bought a new, efficient appliance received a pay-
ment for each year it remained in service beyond 10
years.'® Such investments are usually economically
viable and have very short payback periods.!*

"' From 1990 to 2006, the consumption of electricity by refrigerators in Germany fell by 58 per cent, from 1.05 kWh to 0.57 kWh per
100 liters per 24 hours. Similar results were achieved with regard to other appliances.

12 Directive 2002/91/EC of the European Parliament and of the Council of 16 December 2002 on the energy performance of buildings.

3 An average service life of refrigerators in households that participated in the program was about 22 years; therefore, an average
payment equaled to 15 per cent of the new appliance price. The example is taken from IEA materials.

4 Anumber of estimates show that in the developed economies, an energy savings of 1 kWh a year as a result of replacing equipment
and light bulbs can be achieved with an investment of as little as four cents U.S.
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Chapter 5

Olga Romanyuk

Social Protection Funding in Ukraine

One of the indicators that can be used to evaluate the
quality of life in any country is the access of its citizens
to social services and the quality of those services.
Although it is important for governments to provide
the necessary inputs into the social protection system
through spending on social programs, it is equally
important to ensure that the spending is done wisely
and efficiently so that government spending on social
protection can deliver the greatest possible benefits.

The right of the citizens of Ukraine to state-provided
social protection is defined in Ukraine's constitution.
However, the current state of development of so-
cial institutions and the budgetary realities faced by
Ukraine have not allowed Ukrainian citizens to enjoy
the full measure of social guarantees envisioned in the
constitution. Therefore, the main focus of this chapter
is on the efficiency of the funding of social protection
and social procurement in Ukraine.

"Social protection and social procurement” is the
largest line item in the budget, even larger than the
health, education, and expenditures on economic ac-
tivity line items. Between 2002 and 2006—the years
covered by this analysis—annual expenditures on so-
cial protection and social procurement accounted for,
on average, 22 per cent of the total expenditures in
Ukraine's consolidated budget.

At times, social protection and social procurement
has accounted for even larger shares of the budget.
In 2005, the social development of the country was
made a policy priority. As a result, the share of social
protection and social procurement rose to 28 per cent
of total budget expenditures (see Chart 1). This rep-
resented 9 per cent of gross domestic product (GDP).
In 2006, a new government policy on economic de-
velopment funnelled government spending into the
economic development sphere. As a result, the share
of social protection and social procurement expendi-
tures fell to 24 per cent of total budget expenditures,
or 8 per cent of GDP.

However, these figures understate the true size of
government spending on social protection and social

! Constitution of Ukraine, June 28, 1996 (para. 1).
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procurement. This is because, under the Ukrainian
budgetary accounting system, some key elements of
spending on social services are included in other bud-
get line items such as housing and communal sector,
education, spiritual and physical development, health
care, civil order, and security.

In order to accurately compare Ukraine's social ex-
penditures with those of other developed countries,
such as the Organisation for Economic Co-operation
and Development (OECD) countries, it is necessary to
calculate total spending on social protection and so-
cial procurement, including state and local budgets.
This calculation of total social protection spending
must include items in the social protection and social
procurementbudget function, otherbudget functions,
and state non-budget target funds. The expenditures
belonging to other budget functions include health
care expenditures and housing allowances provided
by the state and local governments. The expenditures
belonging to state non-budget target funds include
the social insurance fund for the temporary loss of
working capacity, the social insurance state compul-
sory unemployment fund, and the social insurance
fund for work-related accidents. The identification of
what spending can be classified as spending on social

2 The consolidated budget includes the budgets of state and local levels of government.
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Expenditures on social protection and social procurement can
be found in each of the budget functions. For example, “State
Budget Subvention to Local Budgets for the Equipment of the
Institutions That Render Social Services to Children and Youth”
is a social expenditure that is officially recorded in the “Nation-
wide”budget function.

Another example is “Compensation for the Pension Fund Losses
Caused by the Introduction of the Special Rate for Payers of Fixed
Agricultural Tax!" This logically belongs to social care spending
but is included in the “Economic Activity” budget function. As
another example, “Financial Support of Sanatorium and Recre-
ation Agencies’, which provides recreation programs for various
categories of public servants, belongs to the “Health” budget
function, yet many of the programs covered by this budgetary
item can more properly be thought of as social expenditures.

Actual Amount of Social Protection and Social Procurement
Expenditure in 2006 Consolidated Budget of Ukraine

Thus, the actual spending on social protection and social pro-
curement is much higher than reported in the “social protec-
tion and social procurement” budget function in the consoli-
dated budget of Ukraine. In order to see the full magnitude of
social spending, it is necessary to identify those expenditures
on social protection and social procurement that belong to
other budget functions.

In the 2006 consolidated budget, the actual spending on
social programs related to social protection and social pro-
curement in all budget functions amounts to UAH 57 billion,
and represents approximately 11.2 per cent of GDP. In com-
parison, spending on programs in the “social protection
and social procurement” budget function amounts to
UAH 41 billion, which represents approximately 8 per cent of
GDP.

protection can be done using the classification system
for the OECD's Social Expenditure Database.

Based upon this classification system, a full account-
ing of Ukraine's expenditures on social programs and
procurement reveals that in 2006 the approximate
total amount of actual state and local government
expenditures on social programs, as well as the state
non-budget target funds, was UAH 150 billion, repre-
senting 28 per cent of GDP (see Table 1). In compari-
son, expenditures specifically included in the "social
protection and social procurement” budget function
amounted to only UAH 41 billion, representing 8 per
cent of GDP.

Based upon these figures, Ukraine's total social expen-
diture level is high relative to that of other countries. In
terms of social expenditure as a share of GDP, Ukraine
is behind only Sweden and France (see Chart 2).

However, in spite of this high level of government
spending on social services the quality of these ser-
vices still remains quite low relative to that of other
developed countries. (See sections in the benchmark-
ing chapter on health care reform on page 13 and and
in the demographic prospects chapter on pension re-
form on page 22.)

The social assistance needs of the most vulnerable
segments of the population are not being met. The
high level of poverty in Ukraine, especially among
families with children and families with disabled or
unemployed persons of working age, testifies to the
lack of effectiveness of the existing state system in
supporting the vulnerable segments of the popula-
tion. The provision of social assistance is not well
targeted. This has created inefficiencies and inequi-
ties in the social protection system. Certain types of
social assistance have, up until now, been provided

e Old-age — pensions, early retirement pensions, home-
help and residential services for the elderly;

e Survivors — pensions and funeral payments;

e |ncapacity-related benefits — care services, disability ben-
efits, benefits accruing from occupational injury and ac-
cident legislation, employee sickness payments;

e Health — spending on in- and out-patient care, medical
goods, prevention;

e Family — child allowances and credits, childcare support,
income support during leave, sole parent payments;

Classification of Social Expenditure Based on OECD Methodology

The OECD Social Expenditure Database groups social benefits in nine policy areas:

e Active labour market policies — Employment services,
training youth measures subsidised employment, employ-
ment measures for the disabled;

e Unemployment — unemployment compensation, sever-
ance pay, early retirement for labour market reasons;

e Housing — housing allowances and rent subsidies; and,

e Other social policy areas — non-categorical cash benefits
to low-income households, other social services (i.e., sup-
port programmes, such as food subsidies, that are preva-
lent in some non-OECD countries).?

3 The Social Expenditure Database: An Interpretive Guide SOCX 1980—2003, OECD, 2007.
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Table 1. Total Amount of Public Social
Expenditure Spent in Ukraine in 2006,
Calculations Based on OECD Methodology

Public Social Expenditures 2006 2006
Amount % of GDP
(BIn. UAH)
Social protection and social
procurement 41 8
Pension fund 74 14

Social insurance fund on
temporary loss of working
capacity 6 1
Social insurance state
compulsory unemployment

fund 3 1

Social insurance fund on work

accidents 2 0
Health care 20 4
Housing allowance 4 1

Total 150 28

without an income test. As a result, many households
that do not necessarily need social assistance, receive
assistance. At the same time, the amount of social as-
sistance provided to households where it is needed is
insufficient to meet their actual needs.

Chart 2.
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Ukraine data calculated based on OECD methodology
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In addition, the efficiency of Ukraine's system of so-
cial protection has been hindered by a lack of two key
tools. First, it is difficult to identify effective social as-
sistance programs because there is no system to eval-
uate the impact of social assistance on poverty. Sec-

ond, without a database of potential recipients of such
assistance it is difficult to identify those families that
are most in need of social assistance. As a result, the
poor account for only one-third of families reached
by the state social assistance programs.* Households
that are not poor receive a substantial portion of so-
cial transfers. This is because current transfer pro-
grams are not efficient poverty-reduction tools. It also
means that poverty-reducing social transfers could be
much lower if they were better targeted to the poor.”
Therefore, it is necessary to analyze actual social pro-
tection and social procurement funding mechanisms
in order to introduce mechanisms that allow social as-
sistance funds to be better targeted to those segments
of the population that really need them.

A comparison of the Ukrainian system of social pro-
tection with the systems of other developed countries
would help to identify the main features of the sys-
tems of developed countries and the challenges fac-
ing Ukraine's social protection.

In an efficient public system of social protection, the
government would make an accurate assessment of
the social services needs of its citizens and allocate
the available budget funds in order to meet these
needs in an efficient way.

Status of Fiscal Decentralization
in Social Protection Funding

The experience of developed countries proves that
local government is the level of government that is
most effective in assessing the needs of its citizens.
Therefore, decentralized provision of social services
is more efficient than centralized provision. The Eu-
ropean Charter on Local Self-Government, which was
ratified by Ukraine, has recognized this and affirmed
that many of the state responsibilities for social sup-
port should be transferred to local authorities. By do-
ing this, the needs of the local citizens can be best sat-
isfied. Therefore, social support activities should be
partially performed by the national government and
partially by local governments.

However, most social protection expenditures are
funded from the state budget. In 2006, the share of ex-
penditures on social protection and social procurement
funded from local budgets was 27 per cent. This repre-
sents a significant reduction from 2002 when the share
was 42 per cent. This fact suggests that the funding of
social protection expenditure has, in fact, become more

4 President Decree Ne 359/2006, “On the Main Areas of Improvement of the System of Social Payments to the Population,"
http://www.mlsp.gov.ua/control/uk/publish/ article;jsessionid=2E48BCEB6177B7064EF525DCC3FDF8332art_id=46397&cat__

id=34950.

> See World Bank Report No. 39887 — UA, Ukraine: Poverty Update, June 20, 2007.
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centralized, contrary to the stated aims of the European
Charter on Local Self-Government (see Chart 3).

Chart 3.
Social Protection and Social
Procurement Expenditures Funded
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Local budgets in Ukraine are very much dependent
upon transfers from the state. In Ukraine, about 85 per
cent of local budget® expenditures are social sphere ex-
penditures delegated from the state to the local level.
To offset their cost, these expenditure mandates are
accompanied by transfers from the state budget to lo-
cal budgets.

Fiscal equalization must be based upon mechanisms
that encourage local authorities to increase their lo-
cal revenue collections and, at the same time, provide
better and more visible improvements in services.
However, this equalization process doesn't work well
in Ukraine.”

Social protection, education, and health expendi-
tures have been delegated from the state govern-
ment to local governments. Expenditures on social
protection, education, and health programs that have
been delegated by the state to local governments are
funded by local budget revenues that have been sup-
plemented by equalization payments from the state
government. The equalization payments are designed
to ensure that the local governments can undertake
the social expenditures that have been mandated by
the state. In cases where local government revenues
are less than the expenditures mandated by the state
government, the state government makes equaliza-
tion grants to the local "recipient” government. In

cases where local “"donor" government revenues ex-
ceed the expenditures mandated by the state govern-
ment, the state government transfers the excess back
to the state budget.

The current equalization system doesn't offer many
incentives for local governments to efficiently man-
age their budgets. The current equalization system
suffers from at least two flaws. First, local governments
have very little incentive to spend their delegated ex-
penditures efficiently. Local governments have a vest-
ed interest in demonstrating their growing expenditure
needs to the state government in order to secure larger
equalization grants. Second, local governments have
very little incentive to generate increased revenues
because any revenues in excess of delegated expendi-
tures would be clawed back by the state government.
These flaws distort the actual picture of the need for
expenditures on social services and the local resources
available to provide those services. The system creates
the perverse outcome where some local governments,
which have become “donors" because they have man-
aged to expand local tax bases, may end up worse off
than other local governments, which have become
"recipients” because of their inability to increase their
local tax base. Ukraine's equalization system is ineffec-
tive and hinders the ability of social programs to meet
the needs of Ukraine's citizens.

Subventions for social protection are not managed
by local governments. In contrast to equalization
grants (which are distributed to local budgets based
on a formula), social subsidies (which constitute a
large portion of transfers) are managed by central ex-
ecutive authorities such as the Ministry of Labour and
Social Protection, the Ministry of Regional Develop-
ment and Construction,® or corresponding oblast ad-
ministrations. This violates the rules established in
the Budget Code and hampers the ability of local gov-
ernments to efficiently plan and manage their budget
resources and to satisfy the needs of their citizens.

Local governments are not able to fund their own social
protection initiatives. Local governments do not have
enough of their own revenue sources with which to fund
their own social protection initiatives independently
from the state government. Worse, most of what local
revenues they do have are spent by the local govern-
ments to cover expenditures delegated by the state.

The high level of dependency of local budgets on
transfers from the state budget makes it difficult for
local governments to plan their social protection

5 Expenditures in the social sphere include social protection and social procurement, education, health, housing, and communal

expenditures.

*  Nikolaus Schall and Olga Romanyuk, Status of Decentralization in Ukraine Report, (February 2006).
8 In the state budget for 2008, the Ministry of Labour and Social Protection is the main provider of social subsidies, while the Ministry
of Regional Development and Construction is the key provider of subsidies for housing construction.
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and social procurement expenditures efficiently and
to form their social budgets independently from the
state.

Forms of Social Protection
in Ukraine

Social Protection in Ukraine is delivered to citizens
in a variety of ways. Social protection is delivered as
services provided in residential institutions, cash ben-
efits, social benefits, and community-based services.

Services provided in residential institutions are re-
lated to the complete maintenance of socially un-
protected and vulnerable citizens who need external
assistance and are unable to take care of themselves.
This category also includes funding of public organi-
zations.

Cash benefits represent different forms of material
procurement, bonuses, extra charges, and other such
benefits paid in cash.

Social benefits include partial compensation by the
government to offset the prices of particular goods
and services, and the opportunity for individuals to
buy goods and services at discounted prices.

Community-based services are services aimed at the
restoration and maintenance of normal living condi-
tions for Ukraine's most unprotected and vulnerable
citizens who are sensitive to certain social risks or
have been negatively affected by state policy.

An analysis of Ukraine's social legislation leads to
the conclusion that the dominant types of social pro-
tection in Ukraine are cash benefits and social ben-
efits. “Services provided by residential institutions”
is @ much smaller category of social expenditure and
covers only the most unprotected citizens. Commu-
nity-based services are a developing type of social
protection and represent only a very low level of ex-
penditures in the local budgets. These expenditures
include social service centres for youth and families,
early rehabilitation centres for disabled children, ter-
ritorial centres of domiciliary assistance, as well as
the services provided by NGOs and individuals.

These four types of social protection can be delivered
in two ways: in a cash form, or as an in-kind form (see
Table 2).

Cash forms represent different types of cash benefits
given directly to individuals.

In-kind forms represent those services that are pro-
vided in non-cash forms.

Table 2.

Division of Social Protection and Social
Procurement Expenditures by Form

of Funding

In-Kind Form

Serviced provided in
residential institutions include

Cash Form
Cash benefits include:

- different types !
of cash allowances | those provided by:
- material support - orphanages
- hostels

- compensation

payments - retirement homes

Community-based services
include those provided by:

- shelters for minors
- territorial centres

- departments of social services
provided at home

- centres of social services
for youth

- services provided by NGOs
and individuals

Social benefits for eligible
individuals include:

- partial compensation related
to the prices of particular goods

- the opportunity to buy certain
goods and services at
discounted prices

The majority of Ukraine's transfers take the form
of cash transfers. An analysis of transfers to the
population shows that cash transfers make up the
largest and most rapidly growing portion of trans-
fers in Ukraine (see Table 3). Cash transfers have
grown significantly—from UAH 7.5 billion in 2002
to UAH 33 billion by 2006. This is a positive signal,
as the prevalence of cash transfers over in-kind
transfers is typical of the well-developed European
countries.

Efficiency of Benefits in Ukraine

A weak point in Ukraine's system of social protection
is the huge number of declared benefits. According
to various estimates, the cost of providing all the ben-
efits granted in the country's legislation is between
UAH 19 billion and UAH 29 billion. In fact, only a
fraction of these benefits are actually being financed
from the budget (see Table 3).

Currently there are 46 legislative acts that regu-
late the system of benefits. Under these acts, about
15 million citizens have the right to benefits. However,
there is no single regulatory document that describes
a framework for allocating these benefits to citizens.



46

Social protection funding in Ukraine

Table 3.
Cash and In-Kind Transfers
in the Consolidated Budget of Ukraine

2002 | 2003 | 2004 | 2005 | 2006 | 2007
Cash transfers
(UAH billions) 7.5 7.5 | 13.1 | 33.2 | 33.0 | 325
Pensions and
social aid® 70 | 69 | 122|326 | 324 | 319
Scholarships'® 05 |06 | 09 | 05| 06 | 06
In-kind transfers
(billion UAH) 3.7 3.9 4.2 5.9 6.4 | 10.6
Other operat-
ing transfers
(including social
benefits)" 37 | 38 | 42 | 58 | 63 | 105
Capital transfers'™ | 0.0 | 0.1 | 0.1 0.1 0.1 | 0.0

Benefits are mostly used to provide aid to people
other than the poor. Despite the example provided
by developed countries, in Ukraine, benefits are not
exclusively used for providing assistance to low-in-
come households. Rather, most benefits are extended
to those who provide special service to the country, to
encourage employment in socially important profes-
sions, and to attract employees to rural areas.

Illegal use of benefits. Due to the large number of de-
clared benefits and the broad base of benefit recipi-
ents, it is not a simple task to oversee the allocation
of benefits. The complexity of the system has made
it relatively easy and risk-free for citizens to illegally
obtain benefits. Citizens have been able to illegally
obtain documents that provide them with benefits to
which they do not have any right. These violations of
the system often go unpunished.

Ukraine uses a set of unfunded benefits rather than
conditional cash transfers as have been used suc-
cessfully in other countries. In many post-socialist
states, cash transfers are provided to many house-
holds in order to defray the cost of utilities. The ratio-
nale behind these utility offset payments is that low-
income households, especially pensioners, cannot
afford to pay the cost of even a basic (often termed
“lifeline") level of heating, electricity, and water ser-
vices. This is especially true for countries where pen-
sions remain fixed and utility tariffs are adjusted to
eliminate subsidies. This problem is compounded by
the fact that many households live in (newly priva-
tized) apartments where they have no way to regulate
their own energy use. In these instances, the govern-
ment gives the household a cash transfer, conditional

From an economic efficiency perspective, cash transfers are
generally deemed to be superior to in-kind transfers because
they do not directly influence market prices. Economic
efficiency is enhanced to the extent that the marginal benefit
of goods and services sold in an economy is equivalent to
their marginal social cost. When policymakers intervene to
set prices that are different from the marginal social benefit
or marginal social cost, as occurs in the case of in-kind transfer
schemes, resources will be used inefficiently.

In other words, transfer programs that lower the price of target
goods for the poor will cause individuals to produce more of
these goods than they would in the absence of the program.
Resources that could be used more efficiently in producing
other goods and services are allocated to the production
of these target goods for the poor. In the process, a certain
amount of economic efficiency is sacrificed.

Cash Transfers Versus In-Kind Transfers'?

By contrast, in-kind payments are often used as a means of
controlling, modifying, or otherwise influencing the behaviour
of recipients. In-kind transfer programs provide basic food,
health-care services, or schooling to those who otherwise
could not afford them or are unlikely to purchase adequate
services even if they did have adequate resources.

International experience suggests that as a country becomes
more economically developed the opportunity to use cash
transfers in its social safety net increases. With economic
development, a larger segment of the labour force is employed
in the formal sector, financial infrastructure becomes accessible
to more people, and the bureaucracy is better able to apply
income and means tests. As the institutional capacity to
target households and process payments improves, a range of
administrative, economic, and public finance considerations
favours the choice of cash over in-kind transfers.

Note: This category includes all compensations outlined in the Law of Ukraine On Status and Social Protection of Citizens, who

Suffered from Chernobyl Catastrophe, disability payments, and compensation by budget organizations for pension benefits in

the case of early retirement.

Note: This category includes scholarships (excluding those assigned by the President and Cabinet of Ministries of Ukraine),

excess fees, and material assistance for students and post-graduate and doctoral students.

Note: This category includes some cash payments which are impossible to extract from the budget due to the lack of detail

in the accounting system. In particular, this number includes rents on apartments given without payment and compensation
for communal services; additional benefits for citizens, such as compensation for expenditures on solid and liquid heating
household fuels and liquefied gas; compensation for housing and communal services; one-time cash assistance for citizens
suffering from natural calamities; compensations for health damages; and other cash payments.

(Washington: World Bank, September 2002).

Note: This category includes some one-time capital transfers to citizens as compensation for damages to fixed assets.
Taken from Steven R. Tabor's Assisting the Poor with Cash: Design and Implementation of Social Transfers Programs
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on the household's inability to afford a "lifeline"” level
of basic utilities."

In Ukraine, targeted cash transfers are not used to
compensate households for the high prices of cer-
tain goods and services. Rather, subsidies are made
to communal enterprises. Usually these subsidies are
insufficient to cover the actual cost of providing the
benefits. Effectively, the state has transferred unfund-
ed mandates to the communal enterprises.

As a result, communal enterprises are often faced
with a difficult choice—provide citizens with fewer or
lower quality services than they are obliged to, or find
other ways to cover the cost of providing these servic-
es. Many of the communal enterprises that choose to
fully provide these services cover their costs by using
funds that have been earmarked for capital expendi-
tures. The consequence of this has been a deteriora-
tion of the stock of fixed capital and the consequen-
tial increase in the cost of providing services.

The current benefit system creates inefficiencies in
consumption. The absence or overstatement of con-
sumption norms has contributed to inefficiencies
in consumption behaviour."” For example, there has
been no norm established for benefits related to the
costs of personal travel. The absence of a norm has
fostered excessive consumption of transport services
by benefit recipients. Another example can be found
in the housing market. The volume of housing and
utility services which can be consumed under the
benefit is fixed. However, it surpasses the norms suf-
ficient for meeting the minimum human needs. As a
consequence, households have an incentive to over-
use these services.

Benefits are not well-directed toward low-income
households. The problem here is two-fold. First, not
all individuals who are eligible for benefits actually
use them. For example, pensioners living in rural ar-
eas may have transportation service benefits but do
not use those benefits because they do not travel. Sec-
ond, the complexity of the benefit system often leads
to its misuse. The huge list of citizens eligible for free
fares on municipal public transport, for example, has
created many opportunities to exploit the system.
Individuals use falsified, expired, or other people's
documentation to illegally obtain these transporta-
tion services.

This section has shown that Ukraine's system of ben-
efits has two fundamental problems. First, the system

is inefficient in providing services to the citizens who
need and are eligible for them. Second, the system
has created significant burdens on those enterprises
that provide them.

Funding of Residential Institutions
Versus the Provision
of Community-Based Services

Two other in-kind forms of social protection available
are the services provided in residential institutions
and community-based services. These two types of
services are provided by the local governments.

The majority of budget funds dedicated to the pro-
vision of social services are spent on residential in-
stitution services. These institutions include homes
for orphaned children and children without parental
care, homes for children with physical and mental dis-
abilities, and other types of residential institutions.

A smaller portion of budget funds are dedicated to
funding community-based service agencies. These
agencies work closely with the people in the communi-
ties and render community-based social services. They
include social service centres for youth and families,
territorial centres, divisions of housing assistance, and
early rehabilitation centres for disabled children.

An analysis of budget expenditures on services pro-
vided by residential institutions and community-
based agencies in the Khmelnitskaya oblast allow us
to make two observations about social services provi-
sion in Ukraine (see Table 4).

e Spending on residential institution services domi-
nated expenditures on social services between
2002 and 2005.

e Unit costs are significantly lower for the provision
of community-based services than for the provi-
sion of residential institution services.!®

Local governments are not able to shift funds from
residential institutions to community-based agencies.
This is because local budgets are constrained by re-
quirements related to the quantity and quality of resi-
dential institution services provided.

The state government has developed standards for the
provision of social services which mandate minimum

14 Steven R. Tabor's Assisting the Poor with Cash: Design and Implementation of Social Transfers Programs (Washington: World Bank,

September 2002).

15 Reforming of System of Benefits in Ukraine, Discussion Paper, International Centre for Policy Studies, July 2004.
6 J.S. Birks and C.A. Sinclair, Preliminary Assessment of Public Expenditures Management for the Reform of Social Services, First Draft
for Project and Stakeholder Discussion, DFID, USIF, September 2005.
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Table 4. Residential Institutions Expenditures Versus Community-Based Agencies
Expenditures in the Khmelnitskaya Oblast, UAH

Residential Institutions 2002 2003 2004 2005

Orphaned children/Children without 1,508,800 2,035,000 3,684,300 5,635,400

parental care
unit costs 6,035 8,374 12,119

Children’s homes 761.4 1,077,500 1,631,700 2,478,200
unit costs 7,147 8,844 10,527

Children with physical and mental disabilities 8,581,900 11,719,800 12,539,700 17,456,000
unit costs 4,659 6,338 6,982

Homes for infants 1,324,500 1,638,800 1,758,200 2,472,000
unit costs (n/a) (n/a) (n/a)

Disabled minors 661 867.2 949.2 1,042,000
unit costs (n/a) (n/a) (n/a)

Shelters for minors 217.8 279.8 404.8 584.6
unit costs 7,778 9,326 13,958

Elderly and disabled 10,307,600 12,396,000 14,381,000 19,192,400
unit costs (n/a) (n/a) (n/a)

Mental health 8,516,600 9,771,100 11,386,600 17,840,000
unit costs 6,018 6,743 8,047

Total Expenditures on Residential Institutions 31,879,600 39,785,200 46,735,500 50,990,200

Social service centres for youth and families 384.6 668.2 833.9 1,463,000
unit costs (n/a) (n/a) (n/a) (n/a)

Territorial centres and divisions of domiciliary

assistance 3,881,800 5,508,300 7,594,000 11,242,000
unit costs 240 173 187

Early rehabilitation centres for disabled children 56.3 604.7 792.2 1,003,000
unit costs 605 1,579 1,204

Total expenditures on community-based

agencies’’ 4,322,700 6,196,500 9,220,100 13,708,000

levels of services to be provided.!® These standards
have been developed for all spheres of social services,
including services provided to the aged, disabled, or-
phaned, homeless, and to other service constituents.
Budgets reflect the requirements mandated by the
standards.'®

Community-based social services include services
provided by budget-funded, community-based agen-
cies and community-based NGOs, and by individuals
(which are not funded by government). Even if the
services provided by budget-funded, community-
based agencies are more effective and cost efficient
than the same services provided by residential insti-
tutions, local government has very little ability to
direct additional funding to community-based agen-
cies and move individuals from residential institu-
tion-based care to care provided by community-based

agencies. This is because the share of the equalization
grant local governments receive from the state that is
tied to the number of individuals being serviced by
residential institutions is much higher then the share
of the grant received by local government for services
provided by budget-funded, community-based agen-
cies. Thus, local governments have no incentive to
provide services to individuals through budget-fund-
ed, community-based agencies rather than through
residential institutions since the result would be a re-
duction in the equalization grants from the state.

The pricing of services provided by NGOs or individ-
uals is determined using different formulas than the
pricing of services provided by residential institutions
or budget-funded, community-based agencies. The
cost of services provided by NGOs or individuals is cal-
culated using principles defined by the Regulation of

7 By "community-based agencies" the authors mean only those agencies that are funded from local and state budgets through
intergovernmental transfers. Services provided by NGOs and individuals are not included.
8 Chorniy Lyubomyr and Olga Romanyuk, Main Challenges of Social Protection in Ukraine: Place and Role of the Non-Governmental

Organizations, (Kyiv: Center of Public Expertise, 2007).

9 Order of the Ministry of Labour and Social Policy of Ukraine "State Classifier of Social Standards and Norms," no. 293, June 17,

2002.
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Cabinet of Ministries “On Approval of the Procedure
of Regulation of Tariffs on Paid Social Services."? The
tariff for the paid social service is calculated based on
the cost of the service, administrative expenses, and
the value added tax. The cost of the paid social service
includes direct material costs, overhead expenses, di-
rect salaries expenses, and other expenses. The list of
items included in the calculation of paid social services
is defined by the state, communal enterprises, and oth-
er providers of paid social services.

However, local governments are unable to purchase
services from NGOs and individuals because they
don't have funding from the state budget. The cur-
rent budget system, with its equalization transfers
formula, is not designed to encourage the provision
of social services outside of residential institutions
or budget-funded, community-based agencies. Pro-
viding social services through NGOs or individuals
rather than through residential institutions or bud-
get-funded, community-based agencies would result
in the complete elimination of the equalization grant
that provides for social services.

There is no opportunity for local governments to use
their social budgets more efficiently or to encourage
the development of non-government social services
providers. Local governments cannot seek more ef-
ficient ways to use their social service budget funds.
This is because, under the current budget mechanisms,
most social services are expected to be provided by res-
idential institutions. These institutions, however, are
unable to contract these services to NGOs or individu-
als that might be able to provide them more efficiently.
For instance, a child might be better off with a foster
family than in a children's home. In the foster home,
the child could be treated better, feel psychologically
more comfortable, and be able to enjoy more normal
familial relationships. However, the current system
does not have the budgetary flexibility that would al-
low the local government to pay for the child's care in
a foster home environment. In addition, even if a bud-
get-funded, community-based agency or NGO is able
to provide a service at a lower cost than a residential
institution, the local government would be unable to
provide the service through that agency or NGO.

Conclusions and Recommendations

Although the Ukrainian government's spending on
social protection is high relative to that of more devel-
oped countries, its social protection system is far less
efficient. There are several reasons for this:

Local governments, which have been delegated the
responsibility for delivering most social services
and which have a better sense of the needs of the
individuals in their communities, are unable to effi-
ciently allocate expenditures because of their high
fiscal dependency on the state government.

The major forms of social protection are cash trans-
fers and social benefits. These cash transfers are not
well-targeted toward helping the poorest and most
vulnerable segments of society. Instead, they are
often given to those who provide special services to
the country, or they are used to encourage employ-
ment in socially important professions or to attract
employees to rural areas.

Many of the benefits are unfunded or under-funded.

The complexities in the social protection system,
such as the large number of declared benefits and
benefits recipients, has made it easy to obtain ben-
efits illegally.

Benefits are not well directed toward low-income
households.

The absence or overstatement of consumption
norms for many benefits has contributed to ineffi-
ciencies in consumption behaviour.

The majority of budget funding dedicated to the
provision of social services is spent on funding
residential institutions. This is not the most cost-
effective method of providing social services since
residential institutions have higher unit costs than
community-based agencies.

The provision of social services is tied to equaliza-
tion grants.

This encourages the provision of social services
through residential institutions or budget-funded,
community-based agencies. This limits the types of
services to which individuals have access since resi-
dential institutions only provide the bare necessi-
ties, such as food, minimum medical treatment, and
shelter.

It is not possible to shift the provision of social ser-
vices from residential institutions tobudget-funded,
community-based agencies even though the com-
munity-based agencies are more cost-efficient. This
is because the equalization grant allocated from the
state budget for residential institutions funding

2 Regulation of the Cabinet of Ministries, “On Approval of the Procedure of Regulation of Tariffs on Paid Social Services," no. 268,

April 9, 2005 .
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is much higher than the grant for budget-funded,
community-based agencies. Thus a decrease in the
number of recipients of services from residential in-
stitutions versus the number receiving services from
budget-funded, community-based agencies would
reduce the equalization grant received by the local
governments.

e It is not possible to provide social services using
community-based agencies, such as NGOs or indi-
viduals, even if they are able to provide better qual-
ity and more cost-efficient services. This is because
the equalization grants made to local governments
by the state governments are tied to the provision of
services through residential institutions or budget-
funded, community-based agencies.

In order to improve Ukraine's system of funding social
protection systems and to more efficiently provide so-
cial protection services, the following changes should
be considered:

Reform the funding system. Since most of the social
services are provided at the local level, the equalization
system that distributes resources between the state and
local budgets should be reformed. In addition, the abil-
ity of the local governments to collect revenues should
be enhanced, perhaps by increasing local tax bases.

Reform the benefits system. There are several reforms
to the benefits system that should be undertaken. First,
Ukraine should move away from using in-kind transfers
and follow the example of other developing countries
that use cash transfers. Second, professional benefits
and benefits for special merit to the country should
be eliminated. Third, the elimination of these benefits
should be accompanied by an increase in wages in the
affected professions. Fourth, social benefits, such as
compensation for services provided by communal en-
terprises, should be transformed into conditional cash
transfers. These can either be directed cash payments
to individuals or vouchers for buying certain communal
services. Fifth, an audit of all existing benefits as well
as the list of benefits recipients should be undertaken.
This would allow the government to better understand
the scope of funding needs for the benefits system.
Sixth, benefits should be tied directly to the income of
households.

Reform social services. In order to efficiently provide
social services to citizens, it is necessary to audit the list
of social services recipients. In addition, it is necessary
to develop a national classification of social services.
This would allow the government to clearly define the
activities to be provided by each of the social services

and to calculate the cost of these services. Ideally, the
budget for social protection and social procurement
should be based upon the cost of services that are pro-
vided to individuals.

In order to estimate the required state and local budget-
ary funds that are necessary to provide social services
it will first be necessary to categorize social services re-
cipients by their needs. For each of these groups of ser-
vices recipients, it will be possible to define a basic list of
social services they require. To accomplish this it will be
necessary to identify the government institutions that
will make the diagnosis of the health status of the social
services consumers and then determine the services
they need. For example, a single, elderly individual who
receives help at home might require food provision, pe-
riodic house cleaning, occasional nursing care, etc.?!

Thus the total amount of expenditures on social ser-
vices budgeted for in the state and local budgets can be
calculated using estimates of the number of recipients
in each category and the average cost of providing so-
cial services to an individual in that category.

It will be also necessary to determine how each social
service will be delivered to individuals. Some social ser-
vices will be delivered by providing recipients with cash
transfers equivalent to the cost of obtaining the service,
while other social services will be provided directly.

Social services providers could be identified by the
spending unit, such as the local government, or by
the services recipients themselves. The spending unit
could identify social services providers in cases where
the recipient is provided the services directly and does
not receive a cash transfer payment or voucher to pur-
chase those services themselves. This approach is most
likely to be effective when the social service recipients
themselves are unable to make a choice of social ser-
vice providers, such as in the case of those suffering
from alcoholism or mental disability, or for infants or
the elderly.

In cases where the social services provider is identified
by the recipient, the state would provide the recipient
with a cash transfer payment or a voucher for the social
services. Under a voucher system, a voucher would be
issued by a representative of the state agency to the ser-
vice recipient. Upon receiving the services the recipi-
ent would sign the voucher over to the service provider
who could then redeem the voucher for payment by the
state.?

The introduction of this type of mechanism will make it
possible to achieve one more goal—the establishment

2 Chorniy Lyubomyr and Olga Romanyuk, Main Challenges of Social Protection in Ukraine: Place and Role of the Non-Governmental

Organizations, (Kyiv: Center of Public Expertise, 2007).
2 TIbid.
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of competition among providers (both governmental
and non-governmental) of social services. Since the fee
for services would be fixed, the providers would com-
pete for clients by trying to provide the highest quality
of service.

Direct government provision of some social services
will still be necessary. Direct government provision will
be most appropriate in cases where the costs of provid-
ing a social service to an individual cannot be estimated

or where a diagnosis of the needs of an individual is dif-
ficult to make.

The development of the new social service system will
need to be accompanied by the development of a new
market for social service provision. In order to ensure
the establishment of an effective market the govern-
ment should develop a system for licensing social ser-
vice providers and a transparent procedure for monitor-
ing and regulating these providers.
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Appendix

Table 1.

Ukraine’s Report Card

Domains

Parameters

Indicators

Grades

Economy

GDP per capita on a PPP basis', US $

Unemployment rate, %

Efficiency

Time required to start a business, days

Energy effectiveness, volumes of energy consumption per US $1mn of GDP
on a PPP basis

N W D>

Welfare

Innovativeness

Index of ICT diffusion

Business financed GERD, % of GDP

Number of researchers, per 100,000

Average grade

w

Inequality

Income inequality, Gini coefficient

Gender income ratio

Security

Total recorded intentional homicide, completed, per 100,000

Total recorded robberies, per 100,000

Society

Threats

Dependency ratio, per 100

Youth unemployment, aged 15-24, %

Corruption perceptions index

Average grade

w

Health

Life expectancy, years

Life expectancy gender gap, years

Morbidity

Infant deaths, per 1,000 live births

Estimated number of people living with HIV, aged 15-49, %

Tuberculosis incidence, per 100,000

Healthcare

Resources

Total health expenditure, % of GDP

Number of physicians, per 100,000

Lifestyle

Total alcohol consumption, liters per capita

Regular daily smokers, aged over 15, %

Average grade

N

Quality

Number of foreign students in the country

School life expectancy (primary to tertiary), years

Corruption in education system, index

Education

Resources

Total expenditure on educational institutions and administration, % of GDP

Pupil-teacher ratio in primary school

Labor force with tertiary education, %

Average grade

w

Pressure

Carbon emissions, tn per capita

Carbon emissions, tn per US $1mn of GDP

Anthropogenic NO_emissions, tn per unit populated area

Anthropogenic SO, emissions, tn per unit populated area

Environment

Policy

Total land area under protected status, %

Participation in international environmental agreements

Average grade

BWww N W e[ VBRRAINWIRARGIWINUIWININWINWIRINWOVWWADLDIAPDN

w

Calculations: ICPS.

! PPP — purchasing power parity.
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Table 2. Quality of Life Rating
N¢ Country Welfare Society Healthcare | Education | Environment Quality
of life
1 Sweden 4.71 4.14 4.56 4.60 417 4.44
2 |Denmark 4.86 443 411 4.67 3.83 4.38
3 |Norway 4.29 443 4.44 4.50 3.83 4.30
4 |Switzerland 4.57 414 4.33 4.20 417 4.28
5 |Australia 4.86 4.14 4.63 4.75 3.00 4.28
6 |New Zealand 4.57 4.14 4.22 4.60 3.83 4.27
7 |Canada 4.71 4.29 4.44 433 3.50 4.26
8 |lceland 4.57 4.50 4.44 4.50 3.17 4.24
9 |Finland 4.57 414 4.22 4.33 3.83 4.22
10 |Germany 4.57 4.14 4.00 4.50 3.83 4.21
11 |Netherlands 4.57 4.29 4.22 4.20 3.67 4.19
12 |Austria 4.57 4.14 3.89 417 417 4.19
13 |France 4.57 4.14 3.89 4.50 3.83 4.19
14 |Belgium 443 4.14 4.22 4.60 3.50 4.18
15 |lIsrael 443 3.67 4.56 4.40 3.67 4.14
16 |Japan 4.71 443 3.89 4.00 3.67 4.14
17 |USA 4.86 3.86 4.22 4.50 3.17 4.12
18 |Ireland 4.71 4.14 4.00 4.33 333 4.10
19 |Great Britain 4.71 4.14 4.00 433 333 4.10
20 |ltaly 443 3.57 4.1 417 3.50 3.96
21 |Slovenia 4.14 4.14 4.11 3.80 333 3.91
22  |Portugal 4.14 3.71 3.89 417 3.33 3.85
23 |Spain 4.00 3.86 3.67 417 3.50 3.84
24 |Hungary 3.86 4.14 3.56 4.40 3.17 3.82
25 |Czech Republic 4.29 3.86 3.89 3.83 3.17 3.81
26 |Greece 4.00 3.71 4.11 4.00 3.17 3.80
27 |South Korea 4.43 4.00 3.63 3.50 3.00 3.71
28 |Latvia 3.71 3.57 3.22 4.20 3.83 3.71
29 |Poland 343 3.57 3.78 417 3.50 3.69
30 |Croatia 3.71 3.71 3.67 3.50 3.83 3.69
31 |Lithuania 3.71 3.57 3.56 3.67 3.67 3.63
32 |Slovakia 3.29 3.86 3.67 3.60 3.50 3.58
33 |Uruguay 3.57 343 3.67 3.17 4.00 3.57
34 |Tunisia 343 3.67 3.78 340 3.50 3.55
35 |Chile 3.71 3.29 3.56 3.67 3.50 3.54
36 |Malaysia 3.57 3.14 333 3.83 3.83 3.54
37 |Bolivia 2.86 3.00 3.25 3.83 4.67 3.52
38 |Bulgaria 3.29 3.86 3.78 333 333 3.52
39 |Belarus 3.17 3.83 3.25 4.00 3.17 3.48
40 |Estonia 3.86 343 3.1 4.00 3.00 3.48
41 |Romania 3.57 4.00 344 3.50 2.83 3.47
42 |Argentina 3.29 257 3.50 3.83 4.00 3.44
43  |Brazil 343 3.20 3.1 3.00 4.33 3.41
44 |Mexico 343 3.14 3.67 333 3.50 3.41
45 |Peru 3.17 3.00 3.00 3.20 4.67 3.41
46 |Panama 2.71 3.00 3.38 3.20 4.67 3.39
47  |Turkey 3.57 3.50 3.67 2.80 3.33 3.37
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N¢ Country Welfare Society Healthcare | Education | Environment Quality
of life
48 |Thailand 3.17 4.00 2.67 3.33 3.67 3.37
49 |China 3.57 417 333 2.25 3.50 3.36
50 |Colombia 3.00 2.71 3.25 3.20 4.50 3.33
51 |Armenia 3.00 3.83 344 2.80 3.50 3.32
52 |Pakistan 340 343 344 2.00 417 3.29
53 |Azerbaijan 2.67 417 3.38 3.00 3.17 3.28
54 |Kyrgyzstan 2.50 3.29 344 340 3.67 3.26
55 |Georgia 3.17 3.29 333 3.00 3.50 3.26
56 |Russia 3.57 3.29 2.56 3.67 3.17 3.25
57 |Moldova 2.86 3.71 344 3.17 3.00 3.24
58 |Ukraine 3.14 3.43 2.78 3.67 3.17 3.24
59 |Kazakhstan 3.29 3.40 2.89 3.60 283 3.20
60 |Macedonia 2.83 343 3.44 2.83 333 3.17
61 |India 3.00 3.57 2.89 2.50 3.83 3.16
62 |Paraguay 233 3.00 3.22 3.17 4.00 3.14
63 |SAR 2.86 257 3.00 3.00 333 2.95

Calculations: ICPS.









