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1. Executive summary

1. Ukraine will become a direct neighbour of the European Union on 1
May 2004, when Poland, Hungary and Slovakia enter the EU. This creates
new challenges and opportunities for the EU and Ukraine, which have agre-
ed to strengthen their relationship.

2. Membership in the EU is one of Ukraineis main strategic goals. The
EU has so far not acknowledged Ukraine as a prospective member of the
EU. However, according to Article 49 of the EU Treaty, the EU is open to all
European countries, and Ukraine is, after all, a European country. The EUls
current position vis-"-vis Ukraine is unsustainable, as a matter of principle.
Moreover, this position limits the EUis influence on developments in Ukra-
ine, as it prevents the use of the EUis most powerful foreign policy instru-
ment, namely the conditions of the accession process.

3. Ukrainefs transition to a market-based liberal democracy is far from
complete. Limited economic progress in recent years has been offset by ne-
gative political developments undermining the rule of law and the freedom
of the media. This undermines the credibility of Ukraine and its purported
European aspirations.

4. Ukrainian elites need to acknowledge that the prospect of member-
ship is given as much as a reward for domestic efforts as a means to influ-
ence the pace and shape of reforms. Eventual accession is not determined
by geopolitical considerations, but by the political, economic, legal and so-
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More than Neighbours

cial situation in the candidate country. In short, European integration starts
and ends at home. Declarations on Ukraineis European aspirations and de-
mands to the EU for timetables for fassociationi and membership are coun-
terproductive, unless accompanied by serious efforts to fulfil the criteria for
EU membership.

5. Ukraine should avoid making commitments that could prevent the re-
alisation of their EU ambitions, for instance through full participation in the
later stages of the Common Economic Space between Russia, Belarus, Ka-
zakhstan and Ukraine in September 2003. Participation in a customs union
with CIS partners is incompatible with EU membership.

6. This leaves the EU with a dilemma: acknowledging Ukraine as a po-
tential EU member would be to reward the lack of reform, which would not
be desirable. On the other hand, this deprives the Ukrainian people of their
legitimate right as Europeans to take part in the European project.

7. The EU should acknowledge that Ukraine is, as a European country,
a potential member of the EU. Though it should simultaneously be empha-
sised that it is neither inevitable nor likely to materialise in the foreseeable
future. Ukraine does not currently fulfil any of the Copenhagen criteria, and
may indeed be moving further away from fulfilling some of them, including
those concerned with basic European values and principles.

8. In the short- to medium-term, the principal task is to strengthen the
relationship through the progressive adoption by Ukraine of EU rules and
standards followed by the gradual inclusion of Ukraine in EU policies.

9. The new members of the EU, and in particular those bordering Ukra-
ine (Hungary, Poland and Slovakia), have a strong interest in playing a key
role in strengthening EU policy towards Ukraine. Also, these countries have
considerable experience of value to Ukraine, both as concerns how to suc-
cessfully undertake the process of political and economic transition and how
to deal with the challenges of EU accession. Ukraine could be included in
many of the areas of co-operation among the Visegrad countries (Hungary,
Poland, Slovakia and the Czech Republic), for instance through strengthened
cross-border co-operation, including facilitation of the movement of people
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between Ukraine and the Visegrad countries and the establishment of a jo-
int peacekeeping force, Centreurofor.

10. A road map should be developed outlining specific steps towards
Ukraineis integration with the EU. While a timetable with specific dates is
not credible, as progress along the éroadi depends almost entirely on Ukra-
ine itself, this road map could constitute the core of the Action Plans curren-
tly being developed as part of the {Wider Europei initiative.

11. The proposed road map consists of four distinct stages: beginning
with a political declaration initiating the process, followed by a ipre-associa-
tionj stage, association and, possibly, finally candidate status. Clear bench-
marks should be developed across all policy areas, spelling out the criteria
that must be fulfilled in earlier stages to move further towards candidate
status for Ukraine in the longer-term.

A Political declaration. The Action Plan should be accompanied by a uni-
lateral political declaration by the EU. This should acknowledge that Ukra-
ine 0 as a European country @ is eligible in principle for EU membership.
This declaration would further spell out the conditions for starting negotia-
tions on an association agreement. The declaration should be published as
soon as possible.

A Pre-association phase. Co-operation between Ukraine and the EU is
continuously being expanded, but there is scope for a further strengthe-
ning in the short-term. Dialogue on security and defence issues could be
expanded, as could Ukrainian participation in European Security and De-
fence Policy (ESDP) operations, with a significant role for Ukraine particu-
larly pertinent in Transnistria. In the area of justice and home affairs (JHA),
Ukraine could abolish visa requirements for EU citizens, while the EU sho-
uld introduce the feasy-visasi to facilitate movement of people across the
Ukraine-EU frontier. In economics, market economy status and World Tra-
de Organisation (WTO) membership for Ukraine could be accompanied
by the removal of trade restrictions in areas of Ukrainian comparative ad-
vantage (for instance agriculture, steel and textiles), as well as a gradu-
al removal of Ukrainian import tariffs. Furthermore, Ukraine could be im-
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mediately included in a number of EU programmes and activities, for in-
stance on education, research and culture, which represent long-term in-
vestments and should not be subject to any conditions beyond quality. Li-
kewise, the EU should consider broadening existing mechanisms and cre-
ating new ones to support civil society development and assist in raising
a new generation of pro-European activists. The decision to give respon-
sibility for Ukraine and the Wider Europe to the Commissioner for Enlar-
gement was good, and this division of responsibility should be kept in the
new Commission in 2004.

A Association. The Partnership and Co-operation Agreement (PCA) is out-
dated and a new agreement is needed. The new agreement should incor-
porate the range of issues on which the EU and Ukraine already co-opera-
te, for instance JHA and security and defence, which is not included in the
PCA. The new agreement would also formalise and institutionalise the prac-
tices introduced in the pre-association phase (ESDP, Community programmes
etc). Clear benchmarks must be established in order to make it possible to
agree on objective grounds for implementation, which should be the sub-
ject of strict monitoring and enforcement mechanisms. Conclusion of this
agreement should be subject to stricter criteria than under current EU asso-
ciation arrangements. These should be a ésofteri version of EU membership
criteria, including the basic principles and values of the EU and all the poli-
tical criteria. They should differ from the Copenhagen criteria mainly concer-
ning economic and legal issues, for instance competitiveness of Ukrainian
economy and approximation and implementation of the acquis, a process
bound to take a long time. The association should develop step-by-step in
line with the Europe Agreements. In trade, the gradual removal of EU bar-
riers and Ukrainian barriers would lead to a free trade area followed by the
gradual inclusion of Ukraine into the single market. Visa-free travel should
be envisaged during the period of association. The progressive inclusion in
institutions should be strictly conditional on the fulfilment of association cri-
teria. Economic assistance should be increased and targeted towards ma-
king Ukraine (EU compatibled.
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A Pre-accession phase. Ukraine would need to prove sustained efforts to-
wards reform and implementation of the association agreement in order to
be acknowledged as a candidate for EU membership. Negotiations on Ukra-
ineds eventual accession to the EU could commence following the implemen-
tation of the association agreement.

1. Executive summary



2. Introduction

2.1. Justification

EU security and stability is inherently linked with that of Europe as a who-
le. As was recognised in the Wider Europe Communication, interdependen-
ce 0 political and economic & with the Unionis neighbours is already a re-
ality. Hence, security and stability in Europe largely depends on the policy
of the EU towards the rest of Europe. As it is based on the principle of de-
mocracy and rule of law, the EUis political and economic policy might give
it particular leverage which facilitates the spread of these values and prin-
ciples outside its boundaries.

So far, the EU has avoided this issue and adopted a policy of limited en-
gagement with its future/post-enlargement Eastern neighbours, with the
partial exception of Russia because of the importance of the latter and its
common border with the EU.

The EU has placed greater emphasis on preventing instability impinging
from outside, rather than on the need to export stability beyond the acces-
sion states. The EUis policy towards Ukraine has been a mix of different po-
licy measures stemming from the recognition that Ukraine is too big to be
ignored, and fears of soft security threats emanating from the country. The
latter agenda tends to reduce relations with Ukraine to problems of migra-
tion, borders and international crime.
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From May 2004, Ukraine will become a direct neighbour of the enlar-
ged EU as it borders three of the member states (Hungary, Poland and
Slovakia). Given this long common border, the presence of ethnic minori-
ties, long-standing historical ties and substantial cross-border co-opera-
tion it cannot effectively be cordoned off, and the EU should actively pro-
mote regional and sub-regional co-operation and integration as a me-
ans of ensuring political stability and economic development. The reluc-
tance to embrace the challenge of Wider Europe would be detrimental
to the objectives that the EU has set itself for Wider Europe, notably the
promotion of stability, prosperity, shared values and the rule of law. Rela-
tions with Ukraine are key to the policies of the EU toward non-EU Euro-
pean countries. After Russia and Turkey, Ukraine is the biggest, in terms
of size and population, non-EU European country and it has expressed a
desire to join the EU.

The case of Ukraine is a litmus test for the EUis policy in Wider Europe.
Undoubtedly, its membership aspirations raise a number of concerns within
the EU. There is considerable fear of endless expansion and impending pa-
ralysis of EU institutions as a result of the 2004 enlargement, despite the re-
forms undertaken aimed at adapting institutions and procedures to accom-
modate the larger number of member states. Already the 2004 enlargement
has put significant strains on the EUGs institutions, internal cohesion and bud-
get; further enlargement could trigger a backlash of public opinion. Given
that the number of states offered the more or less clear prospect of mem-
bership include Bulgaria, Romania, Turkey, Croatia, Bosnia-Herzegovina, Ser-
bia and Montenegro, Macedonia, Albania, as well as the members of the
EFTA (Norway, Iceland, Liechtenstein and Switzerland), whose membership
would be relatively straightforward, the question of how far enlargement
can go is highly pertinent. So far, the EU has refused to extend the prospect
of membership to two former Soviet countries, Ukraine and Moldova, whi-
le admitting the Baltic republics. In other words, despite their explicit desi-
re to join the EU, only these two European countries have not even been of-
fered the prospect of membership.

The Enlarged EU and Ukraine
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Undoubtedly, Ukraine has done a lot to undermine the credibility of its
stated intentions. Ukraineis pro-European declarations have not so far been
backed-up by deed, as evidenced by stuttering economic and political re-
forms. The istop-goi pattern of economic reforms, combined with evident
violations of democratic standards and social deprivation on a massive sca-
le, has created an image of Ukraine as a case of ipost-Soviet failurei. At the
same time, however, Ukraine has not experienced the type of conflict or cri-
ses characterising the experience of several countries in the Western Bal-
kans, something which, ironically, would most likely have pushed Ukraine
higher up the EUis agenda.

Notwithstanding the declarations of the current leadership of the coun-
try, the pro-reformers in Ukraine look towards the EU to play a similar cata-
lytic role that it did in stimulating the reform process in East-Central Euro-
pe. There, the political and economic transformation became equated with
preparation for EU membership.

Given its geopolitical importance, Ukraine can play an important role
in the EUis challenge of developing a Common Foreign and Security Policy
(CFSP). It can do so by offering the EU an opportunity to develop a new po-
licy, a common stance with an external partner in the enlarged EU, one inc-
luding both new and old member states.

Moreover, Ukraineis importance for the EU stems from its location as a
major transit route for energy (gas and crude oil) from Russia. Therefore,
the security of energy supplies to much of the EU depends on the political
and economic stability of Ukraine.

Ukraine is a European country of nearly 50 million people with a consi-
derable economic potential. Yet, the country is far from stabilised, let alo-
ne democratic and prosperous, and the developments in the country are
precarious. Ukraine has regressed in terms of democratisation for the last
several years, but experienced steady economic growth since 2000. The
next several years are likely to be decisive for Ukraine. At the same time,
the realisation of Ukrainels economic potential and the resulting prospe-
rity would have a considerable impact on Europe as a whole. As a mini-
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mum, given its size and location, a successful Ukraine would be a good
example for eastern Europe, and thereby could play a stabilising role in
Wider Europe.

Overcoming the current impasse in Ukraine-EU relations, characterised
by long-standing misunderstandings and accumulated frustration on both
sides, would be of benefit for both the enlarged EU and Ukraine. The conti-
nuation of the present situation is detrimental to the objective the EU sets
itself in Wider Europe and Ukrainefs efforts to overcome its domestic chal-
lenges.

2.2. Aim and structure of the report

The March 2003 iCommunication from the Commission on Wider Europej
and the draft Treaty establishing a Constitution for Europe opened the de-
bate on the EUis role on the European continent. This report suggests that
both Ukraine and the EU might benefit from a fundamental and comprehen-
sive reappraisal of relations. It makes some wide-ranging policy proposals
in order to foster closer ties between the two parties and various sub-par-
ties (e.g. Ukraine and new member states).

The comprehensive nature of the report means that it is addressed to a
wide range of readers, including EU officials, officials and opinion makers
in existing member states as well as in the prospective member states that
border Ukraine (Hungary, Poland and Slovakia) and, last but not least, Ukra-
inian authorities and opinion-makers.

The report is divided into three parts. Part One is actor-oriented.
It consists of three agendas, namely: the EUis agenda for Ukraine, Ukra-
ineds agenda for the EU, and EU-Ukraine relations in the agenda of the
new member states. These agendas contain concrete and specific sti-
pulations on how to structure mutual relations between Ukraine and
the EU.

Part Two is issue oriented. It contains a number of recommendations for
the key areas of co-operation between the enlarged EU and Ukraine, name-
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ly economic co-operation, Justice and Home Affairs, CFSP/ESDP, Civil Socie-
ty and Cross-Border Co-operation (CBC).

Part Three brings together the issues from Parts One and Two by offe-
ring a concise Road Map, which outlines steps for Ukrainels integration in
the EU.



3. Three agendas

3.1. EUls agenda for Ukraine
3.1.1. Ukraineis Place in the EUis European policy

EU policy towards Ukraine should be considered in a wider context. The
EU needs to address the process of foreign policy formulation following the
upcoming, tBig Bangi enlargement, as well as the proposed EU constitution.
This new policy could be divided into two parts:

A European Affairs, which would include policy towards all European co-
untries that are not members of the EU. There are currently three such gro-
ups: 1) countries currently acknowledged as candidates for EU membership
(Bulgaria, Romania, Turkey), 2) European countries that at present do not
seek EU membership (such as the remaining EFTA countries) and 3) coun-
tries for whom the prospect of membership is very distant (i.e. some Balkan
countries, post-Soviet countries such as Ukraine, Belarus and Moldova). The
countries covered by the prospective European Affairs Policyi are, needless
to say, very different. The principle of differentiation would thus need to be
a central element of such a new European policy.

A Global Affairs, where in the future the EU would like to figure as one
of the main actors.

These two policies need different tools, as recognised in the propo-
sed constitution of the EU, where a special article is proposed for the EUis

The Enlarged EU and Ukraine
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European neighbours. A new portfolio on §European Affairsi could be one
of the main tools in the implementation of (European Affairs Policyi in the
next Commission. The Commissioner on (European Affairsi should be re-
sponsible for the negotiation process with candidates on the one hand, and
for the development of relations with countries which will be in pre-nego-
tiation positions on the other, as well as for relations with European states
which are not seeking membership. The decision to put Enlargement Com-
missioner G¢nter Verheugen in charge of the Wider Europe Task Force, is a
step in the right direction.

This proposed division creates particular challenges for relations with
Russia. While important aspects of the relationship clearly pertain to (Euro-
pean Affairsj (for example, the Kaliningrad issue), Russia wants to be a play-
er in iGlobal Affairs, and the EU-Russia relationship is likely to have a glo-
bal component far beyond the EUis relations with its other European neigh-
bours. In its strategy on the EU, Russia clearly underlines that it wants to be
an equal partner with the EU as a whole, and that it does not seek either
membership or association with the EU. Thus, a special arrangement ne-
eds to be worked out for relations with Russia, covering both their Europe-
an and global aspects.

The Wider Europe Communication divides the post-Soviet space (exclu-
ding the Baltic States) into Russia and three Western Newly Independent Sta-
tes 8 WNIS (Ukraine, Moldova and Belarus). That distinction is reasonable: in
terms of location, population and size, the latter three countries are unmi-
stakably European countries, while Russia is a country-continent.

The post-Soviet space (excluding the Baltic States) has until now been
regarded as rather homogenous by the EU, with assistance programmes
such as Tacis designed for the entire CIS plus Mongolia. The idea of a ispe-
cial neighbourhood policyi for Ukraine, Belarus and Moldova implies that
the EU should promote a more differentiated policy towards the CIS. Rela-
tions with Ukraine, for example, should not automatically be placed in the
context of relations with Russia, as these countries have different strategic
aims for their relationship with the EU. Likewise, the EU ought not to treat
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Ukraine, Belarus and Moldova as a homogenous group, because the stan-
ce of each country towards the EU is different. In light of this heterogene-
ity, the EU could be more successful if it customised policies towards each
of those countries.

Besides Russia, the position of Southern Mediterranean in the EU ne-
ighbourhood policy should be clearly defined. The Wider Europe Commu-
nication links this area with Eastern Europe (Russia, WNIS). But it is obvio-
us that these two areas are very different and cannot be treated in the same
way by the EU. The EU needs separate policies towards Eastern Europe on
the one hand, and Southern Mediterranean on the other. There are two so-
lutions: Southern Mediterranean could be a specific part of iEuropean Affa-
irs Policyd or belong to iGlobal Affairsi as one of the most important issues.

3.1.2. Prospect of membership

fArticle 49 of the Treaty on European Union stipulates that any Europe-
an state may apply to become a member of the European Union. In some
cases, the issue of prospective membership has already been resolved. Ac-
cession has been ruled out, for example, for the non-European Mediterra-
nean partners. But other cases remain open, such as those European coun-
tries who have clearly expressed their wish to join the EUi. This statement,
included in the Wider Europe Communication, is a good starting point for
future discussions on the prospect of membership for Ukraine.

The new EU members (Hungary, Poland and Slovakia for instance) will
play a significant role in any debate on the ultimate geographic limits of the
Union. The Commission clearly encourages such a role: This is a debate in
which the current candidates must be in a position to play a full rolei. The
proposed EU constitution presents the same position as Article 49 of the Tre-
aty on European Union.

There are no convincing grounds for denying the prospect of member-
ship to Ukraine, given that the prospect has been extended to several other
European states. Ukraine is a European country. According to the EU Treaty
and proposed draft of the constitution, the EU is open to any European co-
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untry. It follows that, as a matter of principle, Ukraine is a potential member
of the EU. This should be acknowledged by the EU. It should be emphasised
that in practical terms, Ukrainian EU membership is at best a long term per-
spective and recent developments have not significantly improved the pro-
spects of being acknowledged as a candidate country by the EU. Undoub-
tedly, there are a number of reasons underlying the EUfs reluctance to ac-
cept Ukraine as a potential member, perhaps mainly the internal situation
in Ukraine.

The 2004 enlargement is going to put significant strains on the EUis in-
stitutions, its internal cohesion, and its budget. Further enlargement could
cause a public opinion backlash. Nevertheless, despite the profound con-
cerns on internal constraints, the list of potential members has been exten-
ded considerably in the last several years.

EU membership defines and underpins (Europeanessi for all but a few Eu-
ropean countries, which choose not to become members. For post-commu-
nist states, the very process of seeking membership in the EU has become
the impetus for embarking on extensive political, administrative and econo-
mic reforms, despite the enormous costs and difficulties involved.

The EUts external policies have produced mixed results. But as a rule,
the progress of transformation has been faster in those former communist
bloc countries that have been offered the prospect of membership. The qu-
estion of cause and effect is highly pertinent here because these countries
may have embarked on reforms with similar determination without the pro-
spect of membership. Nevertheless, it is evident that the EU has sought to
ensure that any state eligible for membership is indeed ready for it, as re-
flected in the greater level of assistance to, and a more detailed blueprint
for reforms for the accession countries. This is particularly evident when the
policy for the Western Balkan countries is compared and contrasted with
that for the WNIS.

On the one hand, enlargement is being widely viewed as the most ef-
fective foreign policy tool and actively used to promote reforms in East-Cen-
tral Europe. On the other hand, this instrument is denied to some Europe-

22



an countries, like Ukraine, on the grounds that they have not implemen-
ted reforms.

3.1.3. The need for a new legal framework

The PCA is outdated

The Partnership and Co-operation Agreement (PCA) provides the cur-
rent legal basis for EU-Ukrainian relations. The PCA was signed in June 1994,
and entered into force in March 1998. The agreement is to be in force for
ten years (i.e. until March 2008), and can from then on be renewed on an
annual basis.

The PCA has not yet been fully implemented, which is presented by the
EU as the principal argument against the creation of a new contractual ba-
sis for EU-Ukrainian relations. But most of the provisions of the PCA are so
vague as to make this virtually meaningless. Additionally, there are several
arguments in favour of a new legal framework for EU-Ukrainian relations.

First, both the EU and Ukraine have significantly raised their ambitions
concerning the eventual scope and depth of integration since the PCA was
negotiated in the early 1990s. Since 1998, Ukraine has had EU membership
as a strategic aim, whereas the EU aims to upgrade its relationship with Ukra-
ine within the context of its new Neighbourhood Policy.

Secondly, the PCA was negotiated on the basis of the Maastricht Treaty,
which was signed in early 1992 and entered into force in autumn 1993. In-
tegration within the EU has progressed significantly since then, through the
enactment of the Treaty of Amsterdam in 2001 and the Treaty of Nice in 2003.
Most notable are the strengthening of EU competencies in the field of justi-
ce and home affairs and in foreign, security and defence policy.

Thirdly, EU-Ukraine co-operation increasingly takes place beyond what
was envisaged in the PCA; this is reflected by the emerging agenda. Whe-
reas the PCA focuses mainly on economic issues, in practice the relation-
ship is becoming much more comprehensive, with co-operation gradual-
ly, and in a somewhat ad hoc manner, progressing in areas not covered by
the PCA. So far, this is most noticeable in the field of justice and home affa-
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irs, although the two sides agree that there is considerable potential for en-
hanced co-operation also on foreign, security and defence policy, which is
largely absent in the PCA.

In conclusion, the PCA is outdated, and a new legal framework is needed
to manage EU-Ukrainian relations.

The need for a new agreement

The possibility of entering into new Neighbourhood Agre-
ements is one of the key proposals of the Wider Europe Communi-
cation. The scope of these is to be examined after existing contrac-
tual agreements have been fully implemented. It is emphasised that
these fshould not override the existing framework for EU relationsd
with the partner countries, and éwould supplement existing contractual re-
lations where the EU and the neighbouring country have moved beyond
the existing framework, taking on new entitlements and obligationsi. The-
se will initially be considered for countries whose co-operation with the
EU has extended the furthest beyond the confines of existing agreements.
The Communication implies, but does not explicitly state, that Ukraine is a
strong first candidate to conclude a Neighbourhood Agreement. But consi-
dering the limited progress on PCA implementation, this is (at best) likely
to occur in the medium-term.

The Wider Europe initiative will be further developed through the elabo-
ration of bilateral Action Plans, as suggested by the Commissionis Communi-
cation. Work on such Action Plans have been initiated and are to be comple-
ted in spring 2004, presumably including proposals for new Neighbourhood
Agreements supplementing the PCA and other previous agreements.

Considering the nature and scope of any new agreement, it is likely to
take several years to negotiate and ratify. Similarly, extensive agreements
between the EU and third countries take an average of four years to com-
plete 6 from the beginning of negotiations to its enactment. In the case of
the PCA with Ukraine, this process took more than five years. As the PCA
expires in little more than four years, it is high time to consider the future
of the PCA. Combined with Wider Europe proposals, this will entail the pa-
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rallel development of a inewd PCA and supplementary Neighbourhood Agre-
ements (to be negotiated from 2004 onwards). This plan for the develop-
ment of parallel structures seems unnecessarily complex, considering that
one of the principal aims of the Convention and the proposed new EU con-
stitution is to simplify the EU system of governance. A better solution wo-
uld be to merge the two processes and establish one new comprehensive
agreement. If agreement is reached in areas not covered by the PCA befo-
re a new framework agreement is in place, interim agreements can be re-
ached and later incorporated into a new comprehensive agreement sup-
planting the current PCA.

Institutional architecture

The institutional framework of almost all of the other (mainly associa-
tion) agreements mentioned above are similar to that of the PCA; consisting
of a ministerial council, a committee of senior officials assisted by a number
of sub-committees of experts and a joint parliamentary committee. Few of
the other agreements entail such high-level political dialogue as that accor-
ded to Ukraine through the annual EU-Ukraine summits.

In the case of candidate states, supplementary mechanisms were esta-
blished as part of the reinforced accession strategy through the creation of
istructured dialoguej, which was later expanded to include other candida-
te states, and was given a more institutionalised structure through the cre-
ation of the European Conference in 1997.

With the prospect of enhanced EU-Ukraine co-operation, changes to the
current PCA structure should be considered. With the prospect of the pro-
gressive integration of Ukraine, much of the additional co-operation is like-
ly to focus on more technical issues, such as the adoption and implementa-
tion of the acquis in Ukraine, and its participation in EU programmes. With
the current institutional structure, with relatively limited structured co-ope-
ration at lower levels, this new agenda runs the danger of creating conge-
stion at higher levels. Summits and other high-level meetings are unneces-
sarily preoccupied with minor issues and technicalities that could and sho-
uld be resolved at lower levels.
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A new institutional structure should thus include more extensive con-
tacts at lower levels. Considering the growing priority of legislative approxi-
mation and regulatory convergence, more extensive links between the Ukra-
inian parliament and EU parliamentarians, both at the European and the na-
tional level, should also be considered.

3.1.4. Step-by-step inclusion of Ukraine in EU policies

The process of the gradual inclusion of third countries in EU policies is
well known from previous and current enlargement processes, as well as the
integration between the EU and a number of non-candidate countries.

In economics, integration is seen as progressing in certain distinct sta-
ges, from 1) free trade in goods, to 2) customs union, to 3) an internal com-
modity market, to 4) a complete internal market and finally to 5) economic
and monetary union. While generally following these phases, the specific
sequencing of the process in the case of the EUis relations with its associa-
tes takes different forms.

Further, the degree of integration does not seem to depend upon the
long-term goals for the relationship. Although the ultimate aim for candi-
date states is the most far-reaching among the EU associates, the Europe
Agreements between the EU and the countries of Central and Eastern Euro-
pe provide for less integration in the short and medium-term than the agre-
ements between the EU and the non-candidate EFTA countries. The gene-
ral principle seems to be that candidates for EU membership are required
to gradually adopt EU rules before accession and be in full compliance by
the date of entry. However, implementation of the ifour freedomsi (the free
movement of persons, goods, services and capital), EU competition and sta-
te aid policy as well as flanking measures, are to be completed several years
after their accession to the EU.

EU agreements with countries going through the process of transition is
a multistage process, with rather limited commitments on the date of enact-
ment, and more ambitious aims to be achieved progressively and over the
long-term. For the East-Central European accession candidates, adoption of
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the acquis (which proved to be one of the most time-consuming tasks of the
Europe Agreements) has been progressively pursued after the entry into for-
ce of the agreements. A typical example is the aim of establishing a free tra-
de area or a customs union with an explicit timetable for its achievement, in
contrast to the EU-Ukraine free trade area envisaged in the PCA.

In the case of the agreements with the EFTA countries, most of the acqu-
is was adopted before and during negotiations. The ultimate aim of the
agreements is essentially reached upon its entry into force, with only minor
exceptions and limited transition periods. The extent of EU integration and
the icompletioni of the Single Market thus limit progress in further integra-
tion and the development of relations with the EU. In other words, unlike in
other association agreements, it is not dependent primarily upon progress
on domestic reform in the associated country.

The tcandidatei model of step-by-step integration is clearly most appro-
priate for Ukraine. One could envisage a process of tregulatory convergence
and approximation of legislationi with limited and gradual introduction of
the free movement of goods, services, capital and labour between the EU and
Ukraine. To a certain extent, such a process represents a continuation of the
process Ukraine is currently pursuing as a result of the PCA and its aspirations
to join the WTO, with Ukraine agreeing to the fundamentally asymmetric fac-
cession candidate principled; to join a club one must abide by its rules.

While the stages of integration and the gradual inclusion of Ukraine in
EU policies is so far spelt out most clearly in the field of economics, similar
models should also be developed in other areas. The EU has, for instance,
made detailed arrangements for the participation of non-EU member sta-
tes in the ESDP, primarily aimed at non-EU NATO member states and EU ac-
cession candidates, which should be extended to Ukraine.

In the field of JHA, a similar step-by-step approach could be specified con-
cerning the movement of persons. In the case of Ukraine, a first stage could
consist of facilitating travel while maintaining visa requirements. In the se-
cond stage, visa requirements would be lifted, with Ukraineis eventual as-
sociation with the Schengen regime in the third stage.
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3.1.5. Participation in the EU institutions

A much more controversial issue than the gradual inclusion of Ukraine
in EU policies is the extent to which this is accompanied by Ukrainels parti-
cipation in EU institutions. EU leaders, such as Commission President Roma-
no Prodi, have frequently invoked the phrase éeverything but institutionsj
to describe the desired relationship between the EU and its new neighbo-
urs. The Wider Europe proposals reiterate this position, stating that the me-
dium-term goal of the new Neighbourhood Policy is énot... to include a per-
spective of membership or a role in the Unionis institutionsd.

However, many of the EU association arrangements entail the participa-
tion of representatives of the associated state in EU institutions. The most
extensive participation by non-EU representatives are found in the numero-
us EU programmes, for instance the Framework Programmes for research
and development and educational programmes such as Socrates. Through
the European Economic Area (EEA) agreement, the EFTA EEA states partici-
pate in more than thirty such programmes, and a supplementary feature of
the accession process has been the gradual participation of candidate sta-
tes in these programmes. The Wider Europe Communication envisages in-
creased participation in EU programmes and expansion of programmes for
the countries covered by the new EU Neighbours Policy, for instance through
an opening of the European Research Area now being established. Ukraine
should of course be a prime target of this expansion.

There are a growing number of EU autonomous agencies such as the Eu-
ropean Environmental Agency, Europol and the European Food Safety Autho-
rity. EU associates also participate in some of these programmes, with their
status ranging from full member via tassociatej to observer. Similar arrange-
ments should be considered for the inclusion of Ukraine in these agencies.

Some EU associates have also been accorded the opportunity to partici-
pate in ddecision-shapingi in the EU. The most notable example of this is the
participation of representatives of thirteen non-EU member states d candidate
states @ in the Convention elaborating a constitution for the EU. The EFTA EEA
states participate in more than two hundred of the committees assisting the
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Commission in preparing new EU legislation through the EEA agreement, in-
creasingly also open to accession states. Ukrainian experts and officials sho-
uld be allowed similar access in areas of enhanced EU-Ukraine relations, fol-
lowing the gradual step-by-step integration of Ukraine in EU policies.

3.1.6. A new approach to financial assistance

Fundamental change of EU assistance policy towards new eastern ne-
ighbours including Ukraine is indispensable. There are strong arguments
0 the size and proximity of Ukraine to the EU; the relative poverty of Ukra-
ine vis-"-vis the EU; and the precariousness of positive political, economic
and societal developments in the country ¢ in favour of increasing EU eco-
nomic and financial assistance to Ukraine.

Current assistance programmes

To date, EU economic assistance to Ukraine has been channelled prima-
rily through the Tacis programme. The distinctions between the assistance
offered through this programme with that provided through analogous pro-
grammes to EU accession candidates on Ukraineis western border (Phare,
ISPA and SAPARD programmes) are very marked, clearly reflecting the prio-
rity accorded to the enlargement process.

There are large differences in terms of the amounts of financial assi-
stance provided. In the 200082006 financial perspective, the enlargement
candidates will receive almost 1200 Euro/capita from the EU budget, whi-
le Ukraine and the other CIS countries will receive only 13 Euro/capita. In
2002, the EU projected 77 million Euros in assistance to Ukraine, which ac-
counts for less than 2% of the EUls external actions budget, excluding aid
to accession candidates. Compared with the previous budget, Ukraine and
the other CIS countries saw their share of economic assistance drop slightly
in the 200082006 EU financial perspective, primarily due to increases in aid
to the Balkans. Although this allocation is slowly reducing the economic di-
sparities between the candidates and the EU, it also contributes to widening
the socio-economic gap between Ukraine and candidate countries. Howe-
ver, considering the inflexibility of the EU budget and the massive demands
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placed on it due to the next enlargement, unless Ukraine is acknowledged
as a potential EU membership candidate and thus eligible for enlargement
funds, EU assistance to Ukraine is unlikely to increase within the current fi-
nancial perspective (200062006).

The different groups of programmes also provide different types of assi-
stance. Whereas candidates receive substantial investment support, the Ta-
cis programme provides mainly technical assistance to Ukraine, although the
share for investment support was increased in the current Tacis regulation.
Financial and technical assistance to EU candidate countries aims to prepa-
re them for membership and is specifically targeted towards enhancing the-
ir ability to implement EU acquis. The Tacis programme, by contrast, consists
mainly of generic programmes and projects for the transition to market-ba-
sed democracies similar to the assistance provided by international financial
institutions (IFIs) such as the World Bank, the International Monetary Fund
(IMF) and the European Bank for Reconstruction and Development (EBRD).

Although Tacis is frequently criticised, it should be emphasised that the
programme has brought tangible benefits to Ukraine, with the nuclear sa-
fety programme representing a notable success story. However, Ukraineis
new status as a direct neighbour of the EU, combined with the prospect of
an upgraded relationship with the EU, entails different challenges for which
the current Tacis approach is less than suitable.

New types of assistance

The limits of the Tacis programme are recognised by the European Com-
mission. A New Neighbourhood Instrument has been proposed in connec-
tion with the Wider Europe initiative and further elaborated on in the Com-
munication: tPaving the way for a New Neighbourhood Instrumentd. But this
proposal should be seen only as a first step towards a final solution.

Unfortunately, the New Neighbourhood Instrument is designed almost
exclusively for border areas of new EU neighbours. Since negative effects
of EU enlargement will be more strongly felt in western Ukraine, great em-
phasis should therefore be placed on cross-border projects in western Ukra-
ine, creating a bridgehead for safe investment activity there. In light of the
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long common border between Ukraine and the enlarged EU, and conside-
ring the growing importance of JHA within the EU, JHA should become a
more central part of EU economic assistance to Ukraine. But EU assistance
in the field of cross-border co-operation should be seen as only one com-
ponent of the EU assistance framework for Ukraine. In the case of countries
such as Ukraine, a new assistance programme should cover the country as
a whole. The upgraded EU-Ukrainian relationship could benefit from assi-
stance programmes targeted towards challenges more specifically linked to
the process of European integration and the EU, leaving other sources such
as the IFlIs to provide more generic transition assistance. Increased EU assi-
stance should for instance focus more on aiding Ukraine in bringing its laws
in line with the EU acquis, as suggested in the Wider Europe Communica-
tion. A new assistance programme specifically targeted to Ukraine based on
the Phare and ISPA programmes of assistance to candidate countries should
constitute the core of EU assistance policy towards Ukraine. In particular, as-
sistance should support the new agreement (see section iNeeds for the new
legal frameworki), the way that Community Assistance for Reconstruction,
Development and Stabilisation (CARDS) does for the Stabilisation and Asso-
ciation Agreements in the Western Balkans.

Investment-oriented assistance, similar to Phare and ISPA programmes,
is indispensable because in its Wider Europe Communication the Europe-
an Commission has offered the prospect of a stake in the EUis Internal Mar-
ket as well as further integration and liberalisation in order to promote the
free movement of persons, goods, services and capital (i.e. tfour freedoms).
Ukraine cannot participate in (four freedomsi without upgrading its infra-
structure 0 therefore, EU assistance in this field is needed.

This kind of assistance could help in promoting good governance, one
of the most important problems in Ukraine. EU assistance, similar to Phare
and ISPA programmes, would need transparency, which very frequently do-
esnit currently exist in public life in Ukraine. Investment-oriented assistan-
ce needs real co-operation between EU and Ukrainian bureaucracy, which
can be more fruitful than training under Tacis projects. Finally, such assistan-
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ce needs engagement of Ukrainian public funds, what can help in better al-
locating public financial resources. Investment-oriented assistance in tho-
se sectors crucial for ordinary people (infrastructure & roads and rails, drin-
king-water supplies, treatment of wastewater) could play a significant role
in the creation of a positive image of the EU in Ukraine.

As far as the EUis priorities are concerned, and although a shift towards
more investment support may be desirable, institution and capacity building
remains an important challenge for Ukraine, and one which requires main-
ly technical assistance. The development of civil society in Ukraine is crucial
for the realisation of Ukraineis tEuropean choicef; therefore the EU should
support that process. Assistance could originate both from the EU and par-
ticular member statesi funds. It would also be advisable to assure as much
involvement as possible from non-governmental organisations (NGOs) from
EU member states in the implementation of projects in Ukraine.

The EU should better co-ordinate its effort towards Ukraine. One option
that would increase assistance but leave the EU budget alone, which is espe-
cially important in the period 200462006, would be to allow the European
Investment Bank (EIB), the EUis financing arm, to extend its operations to
Ukraine, as mentioned in the Wider Europe Communication. Furthermore,
the fragmented system of EU assistance, whereby more than half is provi-
ded bilaterally by the EU member states and through various IFls, entails
problems of duplication and co-ordination, and limits the potential politi-
cal impact of such assistance. The Commission and member countries sho-
uld be in continuous contact regarding assistance to Ukraine.

3.2. Ukrainels agenda for the EU

3.2.1. The need for a clear strategy towards the EU

To date, Ukraine has failed to develop a clear strategy towards the EU.
In many respects its policies seem to consist mainly of declarations that are
insufficiently co-ordinated between institutions. Being mostly limited to fo-
reign policy declarations, Ukraineis pro-European aspirations have made lit-
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tle impact on the domestic policy agenda. Lacking a positive domestic re-
form record, Ukraine has lost much credibility in the EU. Moreover, Ukraine-
is simultaneous policies towards Russia/CIS seem to contradict its strategy
vis-"-vis the EU.

Homework as a first step

Ukraine needs a clear strategy towards the EU based on an understan-
ding of the nature, dynamics and prerequisites of European integration. In
order to give substance to its pro-European aspirations, the Ukrainian po-
litical elites need to move beyond their exclusive focus on security bene-
fits. In relations with the EU, the preoccupation with geopolitics has proven
misplaced and has marred Ukraineis priorities vis-"-vis the EU. Since inde-
pendence, the Ukrainian elites have highlighted Ukraineis igeopolitical si-
gnificancei to the West and have been complacent believing that Ukraine
was simply 6too important to faild. Ukraine shows a limited understanding
of the fact that the EU is a community of values joined by shared commit-
ments and solidarity 0 and misunderstands the fact that EU membership is
not just about rights and entitlements but also about common values and
credible commitments. Ukrainian political elites have to fully realise and ac-
cept that for the EU-Ukrainels democratic development and economic per-
formance matter more than its geopolitical import, even though the latter
cannot be disregarded.

Ultimately, commitment to European integration depends on the progress
of domestic Europeanisation. Therefore, to give credibility to its intentions,
European integration needs to become a domestic priority in Ukraine. Ukra-
ineis domestic reforms, which have largely floundered, need to be re-invigo-
rated. A clear commitment by the Ukrainian political class to the ideals espo-
used by the EU 8 democracy, the rule of law and the respect for human rights
0 needs to be demonstrated. Moreover, the incomplete record of economic
reforms, recent economic growth notwithstanding, still casts doubt on Ky-
ivis commitment to a functioning market economy. The §European choices,
which has been of limited interest to Ukrainian politicians and bureaucracy,
needs to become the mantra spurring domestic change. As demonstrated by
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reforms undertaken by East-Central Europe countries in anticipation of EU
accession, European integration requires extensive institutional and policy
reform at the domestic level. European integration is primarily a challenge
for domestic policy making. Furthermore, it needs to be recognised as such
by the Ukrainian public at large. It is thus necessary to elaborate a strategy
on informing society about the process of European integration.

Ukrainian officials should avoid making conflicting pronouncements on
their goals vis-"-vis the EU. Such pronouncements result from competition
between the bodies involved in European integration, such as the Ministry of
Economy and European Integration (MEEI) and the Ministry of Foreign Affairs
(MFA), evidenced by their conflicting reactions to the New Neighbourhood/
Wider Europe initiatives in the spring of 2003.

Such statements should also be tempered by a realistic assessment of
what can be achieved, backed up not only by domestic reform, but also by
an explicit willingness to compromise. Demands for benefits from the EU,
for instance for asymmetric trade concessions, should be balanced by simi-
lar Ukrainian concessions in other areas, for example through the removal
of visas for EU citizens while such requirements remain in place for Ukra-
inian citizens travelling to the EU.

The iDirect Approachi to the EU

If Ukraine is committed to European integration, a idirect approachi to
the EU is the only feasible strategy. Driven by their private interests, some
business circles in Ukraine favour closer economic ties with Russia and ad-
vocate going to Europe together with Russial. As a result, Ukrainels integra-
tion with the EU is linked to an increase in Russiais economic co-operation
with the EU. While ensuring good relations with neighbouring countries is
a pre-condition for closer relations with the EU, explicitly linking Ukraineis
progress to that of Russia undermines the credibility of Kyivis European cho-
iced. Indeed, participation in a iCommon Economic Spacei (CES) with Russia,
Ukraine, Belarus and Kazakhstan would be incompatible with EU member-
ship were plans to establish a customs union be implemented. In contrast
to Ukraine, Russia has not declared its intention of joining the EU and is in-
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terested only in selected sectoral co-operation, such as trade, energy and
security. The latter is clearly a narrower set of objectives than Ukraineis in-
tention of becoming a fully-fledged member. Therefore, the strategy captu-
red by the slogan ito Europe together with Russiad reflects an important qu-
alification to Kyivis policy towards the EU, implying that it is Russiais policy
towards the EU and its desire for closer ties that will set the pace and scope
of Ukraineis integration with (Europei. The pursuit of this strategy undermi-
nes Ukraineis strategic objective.

Undoubtedly, Ukraine has an interest in the further liberalisation of fore-
ign economic ties with other CIS member states (the agreement on the CES
represents the most recent attempt in this direction). But only insofar as it
does not jeopardise the prospect of integration with the EU, which & in the
long-term & is Ukraineis way out of the current deadlock of stalled reforms
towards greater political stability and economic prosperity. The achievement
of this goal depends on Ukraineis determination to integrate with the EU ra-
ther than simply becoming an addendum to Russiais relations with the EU.

At the same time, a idirect wayi to the EU is not an anti-Russian policy.
Rather, given the diverse objectives expressed by Ukraine and Russia vis-"-vis
the EU, their respective strategies have to be pursued separately. This sho-
uld not be seen as a izero-sum gamej: being pro-EU does not mean being
anti-Russia, as both seek closer relations with the EU. It is in Ukraineis inte-
rest to take advantage of opportunities for enhanced regional-level co-ope-
ration, depending on the balance of costs and benefits and opportunities
arising, rather than seeing the option in terms of teither-orj between Rus-
sia and the EU.

Ukraineis integration with the EU does not rule out the deepening of
economic co-operation between Ukraine and Russia, as long as they adhere
to the transparent and recognised principles of international trade (i.e. the
WTO principles). Nevertheless, it should also be recognised by Ukrainian de-
cision-makers that diverting scarce resources, away from the task of EU inte-
gration, to the setting up of a free trade zone within the CIS area casts doubt
onto Ukraineis intentions. Given that Ukraine has a long way to go to prove
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its commitment to the EU, any simultaneous commitment within the CIS area
weakens its case vis-"-vis the EU in the capitals of the member states.

To date, Ukraineis efforts to integrate with the EU have been limited to
foreign policy declarations. However, in order to lend credibility to Ukraineis
European vocation, these declarations need to be bolstered by a detailed pro-
gramme of domestic reforms. It is important to emphasise that such reforms
should not be considered as diplomatic concessions to the EU, but as essen-
tial requirements for Ukrainets transition to a modern European state. The
following sections focus therefore mainly on domestic Ukrainian issues.

3.2.2. Political reform

The objective aim of political reform is to increase the legitimacy of po-
wer. The very idea of political reform cannot be limited to constitutional chan-
ges since broader changes are needed, for example the role of political par-
ties needs to be strengthened.

The 1996 Ukrainian Constitution was a result of a compromise between
the president and the parliament (Verkhovna Rada). The president appoints
the prime minister with the consent of the parliament. The parliament can
also influence the government by rejecting the governmentis general stra-
tegy, or by voting down the government in a no-confidence vote. However,
the appointment of ministers does not formally demand the consent of par-
liament and, consequently, does not reflect the clearly identified parliamen-
tary majority. Moreover, the president may dismiss the prime minister wi-
thout parliamentary approval. Thus, the president exercises control over the
government, but avoids responsibility (the government tends to be blamed
for policy mistakes). This situation makes the governmental system unsta-
ble and ineffective. As a result, interactions between the branches of power
and within the parliament, as well as the political decision-making process,
often lack transparency, accountability and predictability. The corollary of
this situation has been the domination by the executive and a highly asym-
metrical distribution of political power, something which renders constitu-
tional ichecks and balancesi ineffective.
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At the same time, as the parliament is not sufficiently structured along
party lines, there is a danger that a shift to the parliamentary model would
not, at least in the short-term, result in a stable government. It seems that
the Ukrainian system can be more easily adjusted to resemble the French
mixed systems through the formation of a coalition government based on
parliamentary majority and by increasing the parliamentis responsibilities
and real powers.

Itis understandable that benefits and disadvantages of any amendments
to the Constitution have to be carefully weighed, regardless of the expedien-
cies of the electoral cycle. It has to be stressed that any attempts to postpo-
ne the 2004 presidential and the 2006 parliamentary elections entail viola-
ting the Constitution with serious repercussions for Ukraineis international
standing in general and aspirations vis-""-vis the EU in particular.

There is a possibility of compromise between the major political parties
over the most important constitutional change: on the formation of a go-
vernment based on parliamentary majority, which can only be removed by
a dconstructive vote of no-confidencei with the simultaneous appointment
of a new prime minister.

Other important changes might include the following:

A appointments and dismissals of members of the government or he-
ads of other central executive bodies should only be done by consent
of the prime minister (thus, the dverticali of executive power would re-
main in force);

A the president might have the right to appoint the ministers of defen-
ce, foreign affairs, domestic affairs and emergency situations, but with
the consent of the prime minister. Otherwise, the government loses its
integrity, and incentives for coalition building will be lessened (as the-
se positions are attractive for coalition partners).

At the same time, the president may have the right to dismiss parliament
and to set new elections, if a government is not formed within a certain pe-
riod (30060 days); The formation of a new government should be connec-
ted not to the election of a new president, but to the election of a new par-
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liament; The president may dismiss the Prosecutor General only with the
consent of parliament.

Acrucial element of reform is the development of strong parties and par-
liamentary caucuses. Therefore, financial support to parties represented in
parliament may be provided. In European democracies there are different ty-
pes of electoral systems. The present Ukrainian mixed system was introduced
on the eve of the 1998 election and it was a clear step forward (as the pre-
vious strict-majority system favoured the non-affiliated post-communist no-
menklatura). Nevertheless, election results in single-mandate districts are still
more open to administrative interference than elections on party lists. Thus,
it seems that in Ukrainian conditions the next logical step towards a parlia-
ment structured along party lines is the adoption of a proportional electo-
ral system. One of the options would be to introduce a proportional system
with regional lists. However, in this case, the existing threshold (4%) should
be applied to the results of a party in the whole of the country.

The package of new laws, important for the adoption of political re-
forms, include laws on parliamentary procedures, on the Cabinet of Mini-
sters, on the presidency, amendments to the laws on local state administra-
tions, on the Central Electoral Committee. Also, since there is no law on im-
peachment of the president, it is almost impossible to realise this constitu-
tional provision. Legal definitions of the status and functions of the presi-
dential administration (presidentis staff) are also absent, these provisions
may be included in the new law on the presidency. In general, rights of the
bodies created by the president, the prime minister and ministries, and by
parliament must be clearly defined by law and strictly observed. It is like-
wise important to restore the political neutrality of the head of the Natio-
nal Bank of Ukraine (NBU), which needs to be manifestly independent from
other branches of power.

3.2.3. Public administration reform

Public administration reform has been declared a primary task of the Ukra-
inian authorities since the first years of Ukrainian independence. In 1998,
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acommission appointed by President Leonid Kuchma prepared the iConcept
for Administrative Reformi. Yet, one of the Conceptis main provisions 8 the
adoption of laws that regulate public administration & has been only par-
tially implemented. Without an adequate legislative framework, the pace
of administrative reform in Ukraine largely depends on the political motives
of the president rather than on the logical merits of the Concept. For exam-
ple, the draft law on the Cabinet of Ministers has been vetoed by the presi-
dent seven times since 1997, and returned to parliament for consideration.
Although the iConcept for Administrative Reformi is in many aspects outda-
ted, after some revisions it could still serve as a blueprint for reform.

Decreasing of political influences
To minimise political influences in administrative reform, as well as to
add a systemic character to the reform, it is advisable that the aforemen-
tioned laws, which are yet to be adopted, should include the following re-
gulations:

A procedures for the role of parliamentary factions in the appointment
of ministers (until the constitution is amended to allow for parliamen-
tary endorsement of ministers);

A structure and procedures for the creation of executive bodies, inclu-
ding ministries, agencies and state committees;

A procedures for co-operation between the cabinet and advisory bodies
under the president, including safeguards against the excessive influ-
ence of the latter in the work of the former;

A regulations on administrative justice (the structure of courts, provi-
sions for their independence, rules and procedures of the administra-
tive process);

A upgrade of the status and elaboration of procedures of the Central Ad-
ministration for Civil Service as a controlling agency within the execu-
tive branch that would have supervisory powers over both the lawful-
ness of activities of servicemen and protection of their rights;

A procedures for the competition to the civil service, to ensure it is con-
test-based and merit-based employment;
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A procedures for monitoring, prevention and fighting against corrup-
tion, strict legal formulations and their enforcement (e.g. mandatory
tax declarations by entire families of those holding top governmen-
tal posts), and co-operation with civil society organisations in the fi-
ght against corruption.

To ensure the systemic implementation of laws, it would be advisable to

create a ministerial position in charge of administrative reform, following
the example of Central and Eastern European states.

Reform of local government

On its accession to the Council of Europe in 1995, Ukraine undertook
the obligation to ratify and implement the 1985 European Charter on Lo-
cal Self-Government. Despite the fact that the law on local self-government
was enacted in 1997, and was followed by the law on state administration
(1999), the system suffers from a number of shortcomings. There is overlap
and lack of clarity between the functions of appointed and elected bodies.
At the regional and local levels, state administration (subordinated to the
president) tends to overshadow local self-government bodies and undermi-
ne the principle of local government in Ukraine. State administration sho-
uld be limited to the regional (oblast) level, whereas the local level (rayons)
should be fully self-governing.

The administrative structure of Ukraine is quite outdated (founded on the
Soviet party-based division), so local communities, rayons and oblasts can-
not accumulate sufficient resources and suffer from excessive centralisation
of public functions. The regions and/or districts should be enlarged, which
would consequently reduce their number. In this case, changes to constitu-
tion should be approved. While there are different schemes with different
arguments, it is understandable that the main aim is to increase the compe-
tencies of regions and districts.

The constitution granted the rayon and oblast branches of the state ad-
ministration the unusual competency of drafting the budgets of their areas,
and implementing them after the endorsement by respective councils. Such
a provision made the state administration the core bodies in their areas, thus
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diminishing the role of self-government and placing the state in control of
local matters. The main taxes are collected and distributed through the cen-
tral budget, which causes delays and breeds corruption. This system also di-
scourages municipalities, rayons and oblasts from searching for more effec-
tive fund-raising methods. The situation was somewhat improved in 2001,
when the new Budget Code provided for automatic (direct) distribution of
personal income tax and some duties to the local budgets.

It would be advisable to deprive state administrations of budgetary com-
petencies, instead transferring these to the executive committees of rayon
and oblast councils. The state administration should monitor the adheren-
ce to law, co-ordinate the implementation of nation-wide programs in the-
ir territories and co-ordinate the elaboration of regional development pro-
grams. Thus, the local government and state bodies would divide compe-
tencies more logically. Unfortunately, the main proposals for political and
constitutional reform, put forward in Ukraine by fall 2003 (both presidential
and parliamentary), do not include such provisions. It is important to adopt
laws that: clearly divide state and municipal lands; define procedures for the
creation and activity of communal enterprises; regulate state land cadastre;
regulate administrative services and social services and provide a basis for
increasing local competencies and control over budgets.

In sum, the precise competencies of local government and state bodies
are not clearly divided, which generates conflict. Thus, it is necessary to di-
vide the spheres of responsibility more precisely, especially where budge-
tary matters are concerned, property management, and other areas where
administrative competencies of local self-government and local administra-
tions contradict each other.

3.2.4. Economic reforms

Ukraine, benefiting from favourable economic conditions, and having
good prospects for 2004, should proceed with a set of economic reforms.
The steps that should be undertaken in order to deepen integration with
the EU countries in the context of economic reforms are ones that support
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stable economic development, with the emphasis on continued efforts to-
wards joining the WTO.

Ukrainels economic recovery of the last few years derived from earlier
reforms. Although the post-1998 revival of economic activity was possible
due to a combination of factors, some of them having a temporary charac-
ter, the wise policy steps also started to bring results in 2000. Appropriate
steps were taken in privatisation, deregulation, hardening budget constra-
ints and good co-ordination of macroeconomic policies. The introduction
of simplified taxation & responsible for moving part of unregistered econo-
mic activity to the official sector 8 was another example of beneficial reform.
The effects demonstrated themselves in high rates of growth, low inflation,
re-monetisation of the economy and increased confidence in the domestic
currency and in the economic policies of the government in general.

During 2003, some positive developments in the field of economic po-
licy & such as corporate tax reform and the introduction of a low, flat base
Corporate Income Tax rate of 13%, as well as lowering of the base Value Ad-
ded Tax (VAT) rate 0 took place. The continued efforts to join the WTO are
also worth noting.

Further steps

To ensure that the current economic growth is sustained, further steps
are needed. Ukraine should continue its efforts toward ensuring macroeco-
nomic stability, contract enforcement, and adherence to international stan-
dards in trade and capital regulations. Economic development should be
supported by moves in the two ways. The first consists of measures that in-
fluence the overall economic climate in the country and have longer-term
perspectives, while the second refers to better managed macro-economic
policies. Thus, it is proposed that the following steps should receive priori-
ty on the reform agenda:

A Fiscal policies: the first is the elimination of numerous tax preferen-
ces, especially under VAT, and the removal of accumulated VAT arrears. The
arrears undermine tax obedience, exports and general perceptions of the
rule of law. Also, there is a need for social sector reform, and this can only
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be done if 0 together with Personal Income Tax rate reduction 8 the taxable
base is broadened. This should be a short-term priority.

AThe energy sector needs special attention as it has accumulated signi-
ficant amounts of tax and payment arrears and is a source of large ineffi-
ciencies. Despite the fact that cash payments increased to a level of 100%,
the sector managed to build up a stock of debts toward suppliers. The pri-
vatisation process should be advanced in the energy sector. According to the
last IMF Country Report estimate, Ukraineis stock of debts and arrears ge-
nerated by state-owned energy companies is at 12% of GDP. This issue also
requires immediate attention.

A There is a need for strengthening supervision within the banking sec-
tor, as it remains fragile; the share of non-performing loans is relatively high,
and the authorities are unwilling to close banks that do not meet prudential
regulations. If steps in this direction are not undertaken, further credit expan-
sion & needed to support growth and further re-monetisation 8 cannot be
sustained. The most critical problems of the banking sector at the moment
that need to be addressed in the short and middle-term are the following:

d lack of power of regulatory authorities to discipline large and/or poli-

tically connected banks;

0 low accountability of supervisors;

0 heavy reliance on supervision while relevant information is not fully

available to the public;

0 poor protection of creditor rights and no current mortgage law;

d banks are vulnerable to demand shocks as 40% of their resources are

short-term deposits;

0 the central bank is the only source of liquid funds in the case of a short-

term fluctuation in cash flow.

A Privatisation should be continued in a transparent manner. This sho-
uld be considered as both a short and medium-term goal. As has already
been made apparent in the data, private manufacturing firms outperform
state-owned ones in Ukraine. Moreover, the presence of foreign direct in-
vestors brings desirable managerial practices, improves overall investment
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climate and allows financing of budget deficits. In spite of booming econo-
mic activity, the investment climate in Ukraine is still perceived as unfavo-
urable, as shown by increasing capital flight from the country. So for this re-
ason, it is critical to work on its improvement. It is likewise important as the
recent privatisation plans have not been met, and the external demand for
Ukrainian plants looks weak.

A A long-term strategy for the agricultural sector should be developed.
Although land reform has clearly yielded some positive results, the greatest
impact remains to be seen. It looks that the best time to reform agriculture
0 two years of good harvest @ are partly lost. It is still unclear whether the
sector will be able to repay the credits received in 200262003. The policy to-
wards this sector over 199982002 cannot be considered a fundamental re-
form effort, but rather a series of improvised steps. This needs to be chan-
ged if the economy is to profit from agricultural production in which Ukra-
ine possesses a comparative advantage.

Prudent monetary policies

In terms of macro-economic policy, prudent monetary policies are ne-
eded at present in order to curb inflation. Previous increases of liquidi-
ty in the form of unchecked interventions and lowering of capital requ-
irements for commercial banks 8 together with subsequent reversal of
seasonal food price decreases and the rise of the minimum wage & led
to accelerated inflation in recent months. Consumer prices grew by over
7% year-on-year in July 2003, and by nearly 6% in August. Given further
growth of money supply and seasonal trends, it is possible that inflation
can reach 10% by the end of the year. Inflation thus becomes unstable.
Suffice it to recall that at the end of 2002 there was a deflation, and in-
flation mounted quickly in a couple of months. The NBU should measure
inflation more closely by increasing its understanding of monetary trans-
mission mechanisms. It should be remembered that the limited pass-thro-
ugh on prices after the currency crisis of 1998 was a result of good mone-
tary management. As a result, inflation was reduced. Conversely, volati-
le inflation rates are reminiscent of the high and unstable inflation rates
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