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• The understanding of Ukraine’s current predicament and likely future 

evolution necessitates a proper analysis of its geopolitical position between 
Russia and the West. The new government of Viktor Yanukovich is seeking a 
new balance – a pragmatic relationship with both sides, able to generate 
benefits, rather than costs, from Ukraine’s unique circumstances.  

 
• Assuming the avoidance of major Russia-West confrontation, this strategy has 

a good chance of succeeding. However, there is a risk that NATO’s continued 
expansion will inflame tensions. 

 
• The Russia-West rivalry has also translated into chronic tensions in Ukraine 

domestic politics. The recent accommodation between pro-Western and pro-
Russian forces, which yielded the formation of the Yanukovich government, 
remains fragile.  

 
• Despite persistent political instability, the successive governments have 

pursued prudent fiscal policy. The National Bank of Ukraine has also 
established its credibility, keeping inflation and nominal exchange rate under 
control while increasing the size of foreign currency reserves.  

 
• Economic growth slowed down sharply in 2005, but has accelerated again, 

with the outlook remaining favourable. 
 

• FDI inflows have been very low in comparison with the Central European and 
Baltic new members of the European Union, but have increased significantly 
in 2005 and this year. 
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Ukraine’s geopolitical determinants: between Russia and the West 
While each country is unique, Ukraine’s domestic and external make up ranks among 
the most complex. This is not surprising, considering its chequered history as a stage 
for conflict between the regional powers. With the principality of Kievan Rus forming 
the cradle of the Slavic Christian Orthodox civilisation, the bulk of Ukraine’s territory 
fell under the control of the Polish-Lithuanian Commonwealth (1300-1600), 
subsequently becoming incorporated within the imperial Russia.1 Apart from a brief 
period of independence in 1917-1921, Ukraine remained under Russian (Soviet) 
control until the collapse of the Soviet Union in 1991.  
 
An optimistic interpretation might conclude that, with this momentous event at long 
last signalling the arrival of democracy and national self-determination, Ukraine would 
finally enjoy domestic and regional stability, allowing the flowering of its 
independence, along with post-communist economic regeneration. Unfortunately, 
however, the echoes of Ukraine’s history, shaped by its shifting fault-line between the 
east and west (also fuelled by the clash between Catholicism and the Orthodox Church) 
have returned with a vengeance. Post-independence Ukraine has so far failed to move 
firmly beyond its history assigned sphere and continues to live in a space distorted by 
the gravitational pull of Russia on the one hand and the West (as represented by NATO 
and the EU) on the other. A credible analysis of Ukraine, therefore, is impossible 
without a proper assessment of these geopolitical constraints.  
 
Indeed, an overview of the evolution of Ukraine’s politics since independence shows 
that the external balancing between Russia and the West, and internally between the 
interests of Ukraine’s western and eastern regions, has been the key to the 
understanding of the dominant trends and events. In economic and ethnic terms 
Ukraine is split between the Russian-speaking, heavily industrialised east and south, 
and the Ukrainian speaking, mainly rural west and central regions. The former is also 
more densely populated, having been the beneficiary of economic development under 
the Soviet Union. Ukraine thus suffers from having an inherently unstable internal 
structure: while economic and political stability is best promoted by policies favouring 
the Russian-friendly eastern region (with the most influential financial-industrial 
empires), such policies, by the same token, tend to alienate the western regions, which 
perceive pro-Russian orientation as a threat to Ukraine’s independence and democracy. 
 
Thus, President Leonid Kuchma’s victory in the 1994 elections on the back of his 
support in the Russia-oriented eastern regions was followed by his (stabilising) efforts 
to build new ties with the western regions. Conversely, pro-Western President Viktor 
Yushchenko, elected in the wake of the “Orange revolution” of late 2004, was soon 
forced to moderate his radical Western-oriented stance by seeking a rapprochement 
with Ukraine’s eastern regions. Likewise, the failure of the Orange-dominated 
administration (from the start of 2005 to early 2006) to establish a non-confrontational 
relationship with Russia (culminating in the December 2005 breakdown of negotiations 
over the price of Gazprom gas) was a dominant factor behind the regime’s progressive 
disintegration in the course of 2006 (see below).  
 
The careful balancing between the eastern and western regions (and between Russia 
and the West) not only appears to be the main condition for the maintenance of 
domestic political stability; it also is the vital ingredient in the preservation of 
Ukraine’s viability as a unitary state and as an integrated economy. An excessive move 
either in a westward or eastward direction might produce internal strains, spelling a 
possible split along Ukraine’s east-west fault-line.  
 
The destabilising rivalry between NATO and Russia 
Unfortunately, the management of this risk will likely become more demanding, 
chiefly due to the deepening rivalry between Russia and the West over political 

                                                 
1 The first step was the integration into Russia of the Cossack Hetmanate east of the Dniepr following the Treaty of 
Pereyaslav in 1654, with the western regions being gradually incorporated into Russia after the partitions of Poland at the 
end of the 18th century; the region of Galicia remained under Austrian rule until 1918.  
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influence and economic penetration in the disintegrated Soviet Union. With the Russo-
Ukrainian link being the most fundamental building block of the Union (and before 
that of the imperial Russia), the West – through the vehicle of NATO – has been 
testing its resilience mainly by attempting to draw Ukraine into the alliance’s embrace. 
Detaching Ukraine from Russia and integrating it firmly within NATO and the EU 
would significantly and permanently alter the correlation of power in this new cold war 
in Western favour.  
 
Although Ukraine’s cooperation with NATO commenced soon after independence in 
1991, with successive regimes (of presidents Kravchuk and Kuchma) maintaining a 
broad balance between NATO and Russia, the Orange administration made a dash for 
an early NATO membership by re-introducing in April 2005 the explicit references to 
it in Ukraine’s military doctrine (President Kuchma had removed these references 
ahead of the 2004 presidential elections, when he needed to appeal to the Russia-
friendly constituency, see footnote 6). For its part, NATO, egged on by anti-Russian 
hardliners in Washington in alliance with the new, former Soviet bloc members, 
responded by agreeing to launch an “Intensified Dialogue on Membership”, a precursor 
to an individually tailored Membership Action Plan (MAP).  This in turn has fuelled an 
anti-western (anti-NATO) reaction in Ukraine’s eastern regions, calmed only with the 
return of the pro-Russian (pro-eastern) – but more correctly “pro-balance” – regime of 
PM Viktor Yanukovich.  
 
The Polish factor 
Apart from the Russia-West rivalry, Ukraine’s stability and integrity will also be 
challenged by the intensifying pull of Ukraine’s western neighbour – Poland. This 
former Soviet bloc country, now a member of both NATO and the European Union, 
has been pursuing a particularly active Ostpolitik, with the objective of steering 
Ukraine towards a Western orientation and limiting its links with Russia. While the 
foundations of this strategy are understandable and ostensibly commendable – focusing 
on the overcoming of historical grievances and the building of a common European 
future under the EU roof – Warsaw’s frequently strident anti-Russian stance has in 
practice tended to add fuel to Ukraine’s internal divisions.2 
 
What might look like a stabilising and democratising regional strategy may in actual 
fact generate instability, if that strategy is presented in an anti-Russian (and anti-eastern 
Ukraine) garb. Furthermore, a cynic might argue that, apart from promoting an 
eastward enlargement of the Western structures (EU and NATO), Poland is actually 
attempting to recreate the Polish-Lithuanian Commonwealth, which incorporated 
significant parts of contemporary Ukraine’s territory. In this vein, Poland could be 
depicted as using the EU/NATO cover to aid the expansion of its own regional 
influence.3   
 
The situation has been made even more complex by the activities of influential 
Ukrainian and Polish diasporas, especially in the United States. Being (for 
understandable historical reasons) strongly anti-Russian, but actually wholly detached 
from their “native soil”, they tend to intensify the perception of the regional “Russian 
threat”, thus adding fuel to the internal and regional tensions. 

                                                 
2 The Polish-Ukrainian axis, or rather, the alliance between Poland and anti-Russian currents in Ukraine, rests on the 
perception that independence and continued democratic evolution of both countries is best assured by their close inter-
action, including a deepening economic integration. Conversely, it is being argued that, should both countries be divided, 
the risk to their independence would increase. We are therefore witnessing the creation of an important regional sub-unit at 
the eastern frontier of the European Union, with Poland actively advocating Ukrainian membership in EU/NATO (forming 
the bedrock in the Northern Dimension of the EU’s European Neighbourhood Policy). This development is implicitly and 
inescapably anti-Russian, because Russia continues to be perceived as a neo-imperialist and authoritarian power menacing 
both Ukraine and Poland. 
3 Such suspicions are especially pertinent in light of Poland’s recent attempts, under the regime of the Law and Justice 
movement, to go back to the roots of its independent statehood – the so called First Republic, the Polish-Lithuanian 
Commonwealth. For analysis of this phenomenon see “Central Europe Unhinged”, Daiwa Institute of Research, 2nd 
October 2006. 
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Domestic politics is excessively distorted by geopolitics 
There can be no doubt that Ukraine’s position as a front-line in the new cold war has 
been a very costly and unfortunate feature. With per capita GDP being well below that 
of Poland and Russia,4 it would seem that economic development, rather than issues of 
international military alignment would be the priority. Thus it would seem that the 
West, as well as successive Ukrainian governments, should be preoccupied with 
Ukraine’s membership in the European Union and WTO – and restructuring of its 
economy to prepare it for EU membership, while weaning it off the subsidised Russian 
energy.  
 
Unfortunately, however, the EU has been reluctant to offer Ukraine a clear road map to 
membership. Its relations with the EU are based on the Partnership and Cooperation 
Agreement (PCA), which entered force in 1998, with Ukraine being also considered a 
“priority partner country” within the European Neighbourhood Policy (ENP). A joint 
EU-Ukraine Action Plan, envisaging a future Free Trade Area, was adopted in 
February 2005, while, following its 2004 enlargement, the EU has become Ukraine’s 
largest trading partner. However, the Union remains unwilling to guarantee Ukraine 
eventual membership, largely due to its “enlargement fatigue”, but also because of the 
lacking consensus on the issue of the EU’s final frontiers.  
 
Perversely, on the other hand, the West, assisted by anti-Russian domestic political 
currents as represented by the Orange ideology, has focused on Ukraine’s speedy 
membership in NATO, creating unnecessary instability – and actually an additional 
obstacle to structural reforms. This emphasis on the “guns” rather than “butter” 5 has 
placed Ukraine in a unique situation among the former Soviet bloc countries. While the 
politics of most countries have been driven by standard issues of structural reforms, 
redistribution and macroeconomic management, Ukraine’s political classes have been 
preoccupied with the country’s geopolitical alignment.  
 
A particularly damaging manifestation of this weakness has been the protracted 
coalition negotiations following the March parliamentary elections. While most 
political classes in most democratic countries display irreconcilable differences, the 
paralysis in Ukraine seems to be in a class of its own. It has also been very persistent, 
doggedly returning to the surface as soon as it is temporarily pushed down.  
 
Not only does Ukraine’s geopolitically generated distortion chronically undermine its 
political stability, it has also unduly politicised the country’s critical economic nexus 
with Russia. Most relevant, as Gazprom seeks sharp increases in the price of its gas (to 
bring them into line with the prices paid by the EU), Ukraine, still unable to safely 
absorb such steeply rising costs, has been forced either to adopt a confrontational 
stance (as the Orange government did in late 2005 and early 2006) or “trade off its 
sovereignty” in return for a cheaper gas. The latter course has been pursued by the 
current administration of Viktor Yanukovich – or rather, the government has been 
accused of doing so (see below).  
 
Unfortunately, it therefore seems that a measured, middle-of-the-road stance on 
Ukraine’s strategic issues is bound to remain elusive. While “normal” countries would 
simply sigh and adjust to increased prices, Gazprom’s gas price rises immediately 
translate into an internal political flare up in Ukraine, if not external geopolitical crisis 
as in January 2006. Normal economic processes have an unpleasant tendency to 

                                                 
4 In 2005 Ukraine’s per capita GDP (at market exchange rate) stood at $1,770, compared with $5,350 and $7,950 in Russia 
and Poland respectively. The respective figures in PPP terms were: $6,800 in Ukraine, $10,890 in Russia and $12,760 in 
Poland (figures by the Economist Intelligence Unit). 
5 Perhaps to play down this damaging anomaly, the proponents of Ukraine’s entry into NATO have attempted to draw a 
curious correlation between the country’s NATO membership and economic welfare, suggesting that membership in the 
Western defence club is somehow economically nearly as beneficial as membership in the EU. Thus the minister of 
defence, Anatoli Hrytsenko is on the record as saying that: “NATO is not only a military-political bloc, but a community of 
democratic states, which creates a high standard of living for their citizens, for their society”. Associated Press, Kiev 13th 
October 2006.  
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escalate into disproportionate dimensions, as unrelated geopolitical actors 
opportunistically use them in support of their own agendas.  
 
Recent political developments: the comeback of Mr Yanukovich 
Following the heady days of Ukraine’s Orange revolution, when on 26th December 
2004 President Yushchenko convincingly won a re-run of the elections (accepted as 
being fraudulent), the country appeared poised for a decisive break with its post-Soviet 
morass – the authoritarian-leaning regime of President Kuchma and its oligarchic 
political system – and primed for a decisive re-orientation towards the Western 
institutions (EU/NATO).6 It soon became apparent, however, that this drive would run 
out of steam due to disunity, personal ambition and the new regime’s inexperience.  
 
The main fault line was the increasing friction between President Yushchenko (and his 
close ally Petro Poroshenko, the head of the National Security and Defence Council) 
and Prime Minister Julia Tymoshenko, a leading figure in the end-2004 regime change. 
This has been chiefly due to the fact that various strands of the Orange movement 
actually had little in common beyond the objective of removing the Kuchma regime. 
However, the prime ministerial and the presidential camps also disagreed on key 
economic policy issues, such as the scale of re-privatisation (Tymoshenko pushed for a 
more radical approach; see Economic policy), social expenditure and the relationship 
with Russia.  
 
An important factor undermining the revolution has also been the persistent oligarchic 
character of Ukraine’s political system – this feature, evident in most post-communist 
countries, has been especially pronounced in Ukraine. The lacking tradition of 
democracy and weak civic culture, along with considerable economic power of the 
leading financial-industrial empires, mean that politics is driven by strong personalities 
(backed by the competing empires) rather than by parties with distinct ideologies as 
tends to be the case in mature democracies. Ukraine’s three rivals have been the Kiev, 
Dnipropetrovsk and Donetsk group, with the latter supporting (or, rather, being 
represented by) Viktor Yanukovich. No regime (or leader), however dynamic and 
determined, can achieve very much unless it maintains the backing of at least one such 
group, thus compromising the revolution in the eyes of the electorate.  
 
The conflict came to a head with the sacking of PM Tymoshenko (and the entire 
cabinet) in September 2005, amidst allegations of corruption within the presidential 
administration, and her replacement with Yuri Yekhanurov, a technocrat and a long-
standing associate of Mr Yushchenko. Although the new government was more 
pragmatic and stable than its predecessor, it soon fell victim to tensions ahead of the 
parliamentary elections in March 2006.  
 
Although the elections yielded a good result for Viktor Yanukovich’s Party of Regions 
(PoR), giving it the strongest presence in the parliament, the parties which supported 
President Yushchenko during the Orange revolution – the Yulia Tymoshenko Bloc 
(YTB), the Socialist Party of Ukraine (SPU) and Mr Yushchenko’s Our Ukraine (OU) 
– won a narrow majority of 18 seats in the 450-seat chamber. However, coalition 
negotiations among these partners dragged on interminably chiefly due to the 
President’s refusal to grant Ms Tymoshenko the post of the prime minister. Their 
efforts to form a government finally collapsed in early July.  
 
This presented Mr Yanukovich with an opportunity to stage a comeback by succeeding 
in assembling an alternative coalition, comprising of the PoR, the SPU and the 
Communist Party of Ukraine (CPU); in addition, though not officially part of the 
coalition, several OU members have also taken up cabinet portfolios falling under the 
prerogative of the presidency, including the minister of defence Anatoly Hrytsenko and 
foreign affairs, Boris Tarasyuk and internal affairs, Yuri Lutsenko. A joint “Universal 
of National Unity” was issued on 3rd August.  

                                                 
6 The last years of President Kuchma’s rule were marked by increasing friction with the West, with the latter being uneasy 
about what it perceived as the regime’s authoritarianism and increasing corruption. President Kuchma responded by forging 
closer links with Russia, a move also needed ahead of the presidential elections in October and November 2004.  
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It is clear, however, that assembly of the PoR-led government has been a thorough 
defeat for the Orange forces, as the OU ministers find it very difficult to influence 
policies, with President Yushchenko himself unable to make much impact on the 
government’s agenda. This is especially so since recent constitutional changes 
(approved in December 2004, but entering force in January 2006) diminished the 
power of the presidency vis-à-vis the parliament. (Ironically, they were adopted on the 
Yushchenko camp’s initiative during their struggle with the Kuchma presidency; 
unsurprisingly, the Orange forces are now trying to abrogate them).7  
 
The presidential camp has already come under attack, with apparent pressure to 
dislodge the interior minister Lutsenko. Unlike Tarasyuk and Hrytsenko, Lutsenko was 
appointed as a result of a special agreement between the president and the prime 
minister, although the positions of the former two officials are also insecure. (On 17th 
October, the OU formally switched to the opposition, thus underlying the special status 
of these ministers). 
 
The Universal of National Unity, signed by the PoR and OU, is not a sufficiently 
strong guarantee of policy convergence (with Orange-leaning critics of the OU 
claiming that it is merely a cover for the surrender by OU’s business wing to the PoR, 
as their interest would suffer in the party was in opposition). In fact, it provides the 
Yanukovich camp with plenty of scope for diverging from the presidential agenda, 
while still claiming adherence to the declaration. At the same time, the opposition, led 
chiefly by Ms Tymoshenko, remains divided over the issue of cooperation with the 
government.  
 
Although the new PoR administration is sufficiently secure, enjoying a large share of 
parliamentary seats and huge financial resources (representing mainly the Donetsk 
group), it does not amount to a return to the oligarchic/authoritarian status quo ante as 
is sometimes alleged. The Orange revolution and the intervening period have created a 
new climate in Ukraine, with officials coming under greater scrutiny from the media as 
well as the parliament. Unlike in the pre-Orange period, political power is now more 
diffused, with greater balance between the government, president, parliamentary 
opposition and the oligarchic groups.  
 
The position of PM Yanukovich’s himself is secure, with the PoR and its allies 
unlikely to challenge his leadership in the near future. Given that the Mr Yanukovich’s 
policies are bound on occasions to diverge with the interests of the oligarchs, a 
rebellion against his leadership cannot be ruled out. However, an alternative PoR-led 
coalition would coalesce around the new leader, ensuring broad policy continuity.  
 
The new East-West balance: towards a mature relationship 
Although PM Yanukovich is frequently described as pro-Russian, the notion that he is 
Moscow’s man in Kiev is misleading. It would be more accurate to conclude that, 
rather than tilting Ukraine towards Russia, he is a pragmatist in the pursuit of a 
balanced relationship with both Russia and the West, thereby increasing Ukraine’s own 
freedom of manoeuvre within the geopolitical constraints discussed above; in fact, if 
pursued with sufficient skill, the disadvantage of Ukraine’s geopolitical location might 
be turned into its advantage, as Ukraine can enhance its own interests by playing off 
Russia against the West. In this context, Yanukovich’s “pro-Russia turn” is rather an 
“optical illusion” resulting from this administration’s abandoning of the sterile 
confrontationist stance of its Orange predecessor.8  

                                                 
7 According to the amendments, the president retains control of the Ministry of Foreign Affairs, the Ministry of Defence 
and the security services, while continuing to appoint regional governors. He loses control over the Ministry of Internal 
Affairs and its police force. Moreover, the cabinet has become more accountable to the parliament. The new arrangement, 
however, leaves numerous ambiguities, which have already generated constitutional deadlock.  
8 In an insightful statement explaining his, and his country’s, position, PM Yanukovich has written: “Like Canada and 
Switzerland, we speak two languages, Ukrainian and Russian. I come from Eastern Ukraine, where the first language of the 
majority of people is Russian. This, too, has been a source of misunderstanding. Some have suggested that the cultural 
influence of Russia and the linguistic origins of people such as myself are proof that the Party of Regions is pro-Russian. It 
is not. The presence of Spanish-speaking Americans in the Republican and Democratic parties does not make those parties 
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Equally, the concept of a “pro-Russian” Ukrainian leadership is becoming increasingly 
misleading and analytically meaningless. As Moscow is no longer interested in 
maintaining (not to mention expanding) its former empire, it is unlikely to be bowled 
over by the installation of a “pro-Russian” regime in Kiev and start showering it with 
economic favours. Russia merely desires a standard, stable relationship, based on hard-
nosed economic and commercial principles and is no longer interested in a regime’s 
“fraternal obedience”, as has recently been tellingly illustrated in the case of Belarus.9 
(See the Box below: Russia’s policies in the former Soviet Union).  The Yanukovich’s 
camp is “pro-Russian” inasmuch it has recognised that Russia is Ukraine’s largest 
neighbour and by far its single largest trading partner, with intricate post-Soviet 
industrial linkages still surviving.  
 
These realities have been clearly manifested in the initial period of the Yanukovich’s 
premiership. The Prime Minister’s first foreign visit was to meet President Putin and 
his Russian counterpart Mikhail Fradkov in Sochi in mid-August. By most accounts, 
the atmosphere was reserved and businesslike (no Soviet-style bear-hugs), with Russia 
unwilling to extent Ukraine’s existing gas deal beyond the end of this year. Any future 
preferential treatment appears to be tied strictly to a number of conditions, such as the 
synchronisation of Ukraine’s WTO accession with Russia and Ukraine’s integration 
with Russia-led Eurasian Economic Community (EurAsEc).  
 
In the same vein, Mr Yanukovich visited Brussels in mid-September, where he told 
NATO and EU leaders that, while deepening its cooperation with NATO, Ukraine 
would soft-pedal its drive towards membership, owing to the lack of domestic support. 
However, he expressed his support for a “public education campaign” to improve 
NATO’s image – the pet project of NATO membership sympathisers, disheartened by 
the populace’s failure to grasp the advantages of their country’s participation in the 
alliance. At the same time, however, Mr Yanukovich ruled out Ukraine’s membership 
in a customs union with Russia, as it would violate the country’s constitution.  
 
On a separate but highly sensitive issue, he told a Russian-speaking audience in Crimea 
that granting Russian the status of an official language – their long-standing objective – 
was not politically feasible under current conditions. (This should be seen in the 
context of the demands earlier this year in some Russian-speaking regions – such as 
Luhansk and Donetsk, as well as cities of Kharkiv and Sevastopol – to officially 
acknowledge Ukrainian as a “regional language”. The constitution of Ukraine does not 
allow for the status of a “regional language”).  
 
The key question that emerges from these recent developments is whether the new (and 
successive) Ukrainian leadership can build the foundations of the country’s long-term 
stability within the narrow confines afforded to them by the West-Russia confrontation. 
Can Ukraine really aim to be firmly at “the centre of the Euro-Atlantic world“ (as Mr 
Yanukovich claims) without Russia pulling it back into its orbit? Similarly, would 
Ukraine really be stable in the long run (without undergoing a painful partition), were it 
firmly incorporated within the Russian sphere? Can Ukraine’s future as a viable and 
prosperous economy, able to attract requisite foreign investment, really be built on 
such earthquake prone territory? 
 
The answer lies in the future evolution of Russia-Western relations in general and of 
the NATO alliance in particular. If NATO continues to expand by encircling, via 
Ukraine and Georgia, the Russian Federation, and further a-field into the Asia-Pacific 

                                                                                                                                                                       
pro-Spain or “pro” any other country. By the same token, the American people should not think that my party, or for that 
matter any party in Ukrainian politics, is less than completely committed to the cultural unity and political independence of 
a sovereign Ukrainian nation. Be assured, Europe and America need not look for Ukraine somewhere out on the borderland 
anymore. After we have completed our reforms and built our economy, Ukraine will be found at the very centre of the 
Euro-Atlantic world”, (Washington Post, 5th October 2006). 
9 Following pressure to steeply increase the prices of Russian gas, the normally staunchly pro-Russian and supposedly loyal 
authoritarian Belarus, has attempted to form an anti-Russian axis with Ukraine. Developments of this kind make mockery 
of the persistent and widespread interpretation of Russia as a restorer of the Soviet Union – the latter was based on all-
round “fraternal” subsidisation, not on hard-nosed market-based economics. 
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region, then Ukraine’s stability would continue to be chronically undermined. If the 
world faces a new cold war, with a “global NATO” on one side of the divide and with 
a Russo-Chinese alliance on the other, then Ukraine would have to live either in a very 
perilous no-man’s land or would have to be firmly integrated within either of the two 
camps, playing the unfortunate role of a front-line state.  
 
If, on the other hand, a new cold war is avoided, then Ukraine can anticipate a 
reasonably stable environment, in which to develop a prosperous economy in the long 
run.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Russia’s policies in the former Soviet Union 
 
Russo-centric organisations inhabiting the territory of the former Soviet Union include the 
defense-oriented Collective Security Treaty Organization (CSTO), which is comprised of 
Armenia, Belarus, Kazakhstan, Kyrgyzstan, Russia, Tajikistan and Uzbekistan. Its economic 
counterpart is the Eurasian Economic Community (EurAsEc, also referred to as EAEC or EEC), 
with its Single (or Common) Economic Space agenda. The members of EurAsEc are Belarus, 
Kazakhstan, Kyrgyzstan, Russia, Tajikistan and Uzbekistan. 
 
In mid-2005 Russia significantly overhauled the principles of its policy toward the 
Commonwealth of Independent States (CIS) following the appointment of the former 
ambassador to London Grigorii Karasin as deputy foreign minister in charge of relations with 
the former Soviet republics. Karasin has said that Moscow is not seeking to dominate the CIS 
but to transform it into an “area of mutually respectful, predictable partnerships.” According to 
Karasin, Moscow does not oppose “healthy competition” on former Soviet soil as long as the 
rules of the game remain clear. Another Russian official was quoted as saying that, “The essence 
of the new policy toward the CIS is not to restore the influence of Russia, which has been 
allegedly lost in the process of the colour revolutions, but … the goal is that relations between 
Moscow and Washington and European countries on the territory of the former Soviet Union 
acquire a civilised character”.  
 
These principles are in line with the Kremlin’s ideology of “sovereign democracy,” which 
emphasizes that Western governments and corporations are not to be perceived as Russia’s 
enemies (as was the case in the Soviet period) but rather as competitors.  
 
Nevertheless, recent developments suggest that Moscow is becoming more proactive in the 
former Soviet space, apparently having been pushed toward such a stance by what it perceives 
as persistent US hostility and the refusal to “play by the rules.” It has stepped up its efforts to 
bring the Russia-friendly republics under its wing or, put another way, has prompted them to 
intensify cooperation on the basis of their proximity and mutual interests. During an “informal” 
EurAsEc summit held in Sochi in August, in which the post-Orange Ukraine and Armenia also 
participated as observers (Moldova is also an observer), Putin proposed that the EurAsEc 
members coordinate their bids to accede to the World Trade Organisation (WTO) while 
establishing their own customs union – in other words, that EurAsEc joins the WTO as an 
already substantially harmonised group.   
 
While such a proposal could be interpreted as Moscow’s riposte to Washington’s stalling earlier 
in 2006 over negotiations on Russia’s WTO membership, Russia has also ensured that the US 
would not succeed in isolating Russia in its own backyard by manipulating the timing and 
conditions of Russia’s WTO entry. 
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Relations with Russia: the gas agreement and WTO entry 
The key achievement of the new regime has been the signing of the agreement to 
import Gazprom gas in 2007 for $130 per 1000 cu m. While this is a sharp increase 
from the level of  $95 per 1000 cu m – and, disappointingly for the government, the 
agreement will be in force only for one year’s duration – it still represents a major 
concessions by Russia (or rather Gazprom’s supplier – Turkmenistan), as the EU 
countries such as Poland and Romania (country at a similar level of development as 
Ukraine) pay about $300.10 Russia cannot be expected indefinitely to supply Ukraine, 
or any other country, with a cheaper (implicitly subsidised) gas and has now signalled 
that the practice will soon be terminated, regardless of the nature of a country’s 
geopolitical relationship with Moscow. 
 
In view of this development, the media have speculated on the likely concessions PM 
Yanukovich has made. These include: 
 

• Ukraine must hold a quick referendum on NATO accession (while the polls 
still show that 60% of Ukrainians are against) 

• Ukraine must allow Russia’s Black Sea Fleet to remain in Crimea at least until 
2017. 

• Ukraine must continue to buy gas through Gazprom subsidiary RosUkrEnergo 
for the next five years (while having to get Turkmen gas exclusively through 
Russia), without increasing the charges to Gazprom for using Ukraine’s 
pipelines for the transit of gas to Europe. 

• Some commentaries have also stated that Ukraine must assist Russian state 
companies in buying shares in Ukrainian aviation and energy companies. 

• Finally, it has been speculated that Gazprom continues to eye Ukraine’s gas 
transport infrastructure, with Russia pushing for the resurrection of the 
International Pipeline Consortium, with the ultimate objective of recreating the 
Unified Gas Transport System (UGTS) throughout the former Soviet Union.  

 
A related condition appears to have been the demand that Ukraine synchronises its 
accession to the WTO with Russia. The reasons behind this Russian stance appear to be 
Russia’s prestige (Russia would prefer to lead Ukraine and Kazakhstan into the WTO), 
a delayed accession by Ukraine would slow down the country’s talks with the EU on a 
free trade agreement, and finally, a simultaneous entry would prevent Ukraine from 
gaining any leverage over Russia in the latter accession process.  
 
However, Russian officials have rejected the allegations that Moscow is attempting to 
play politics over Ukraine’s WTO accession. They have pointed out that the issue is 
not so much synchronisation (of the timing of accession) as that of harmonisation of 
the conditions under both countries join, in order that economic links between them are 
maximised. This seems to be a reasonable explanation of Russia’s stance, as it is 
difficult to imagine why Moscow would be interested in undermining Ukraine’s 
relationship with the EU.  
 
While the extent and nature of Ukrainian concessions will remain unclear in the 
months to come, what is clear is that the Ukrainian-Russian relationship is bound to 
continue to move towards a standard relationship between two sovereign countries. In 
this context, Gazprom price rises are a healthy development insofar as they will 
generate additional pressure for the much overdue structural reforms, creating the 
conditions for genuine independence.  
 
It would seem that, rather then achieving NATO membership through “public 
education campaign” as the Orange camp has been demanding, the objective should be 
pursued through such reforms, enabling Ukraine to do without cheap gas. The path 
pursued by the Yanukovich’s regime has, therefore, been realistic and credible – full 
geopolitical freedom can be obtained only through economic maturity.  

                                                 
10 Romania, however, is fortunate as the local gas production meets about 60% of the country’s consumption. 
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Economic policy 
Ukraine’s return to a balance between Russia and the West will likely also be 
manifested in the realm of economic policy. Although the new regime includes both of 
Ukraine’s left-wing parliamentary factions (the Socialists and the anti-Orange 
Communist Party), the government’s policies will be shaped by the interests of its big 
business backers. This will ensure a gradual progress in structural reforms, 
deregulation and liberalisation (also in line with Ukraine’s commitments under its entry 
into the WTO and deepening links with the EU). At the same time, however, the swing 
towards a stronger influence of the oligarchy spells the risk of a return to less 
transparency in privatisations and in the running of the energy sector. 
 
Unlike the previous “technical” cabinet (which had served in a caretaker role since 
January), the new administration has a clear time horizon to permit effective policy 
planning and execution. It will also benefit from solid parliamentary backing. 
Nevertheless, policy conduct will continue to suffer from the polarisation of Ukraine’s 
politics, conflict of oligarchic interests and weak institutions. 
 
After coming to office, the cabinet came under pressure to amend the 2006 budget, 
having inherited a growing budget deficit. The central government budget deficit 
expanded in September-August to HRN1.7bn. However, the situation improved 
markedly in September, with tax collection exceeding the planned level for the first 
nine months of the year by 2.4%, while expenditure was below the plan. The January-
September deficit thus declined to HRN1.4bn, while consolidated budget (including 
the surpluses of local budgets) yielded a surplus of HRN2.6bn, equivalent to 0.7% of 
GDP.  
 
Nevertheless, the government has warned that the execution of the 2006 budget target 
for the entire year will be a difficult task, especially given the failure to implement 
revisions in the budget law during the protracted political crisis since March. The 
budget envisages a deficit of HRN2.6bn, equivalent to 2.6% of GDP. Some 85% of the 
deficit is to be financed by privatisation revenue, with the remainder by government 
borrowing.  
 
The budget for 2007, the draft of which was presented to the government in September 
and passed by parliament at the end of October, calls again for a consolidated deficit of 
2.6% of GDP, allowing a moderate loosening of fiscal stance. The budget envisages 
real GDP growth of 6.5%, inflation of 7.5% and average exchange rate of HRN5.1/$. 
The share of GDP to be redistributed through budget is to be reduced to 30% from 36% 
this year. The deficit is to be financed entirely by domestic and external borrowing, 
with privatisation revenue to be directed to investment and innovation projects. The 
government claims that this is a “development”, rather than socially oriented budget, in 
contrast to the fiscal law of the last two years.  
 
In September the government resumed issuance of domestic T-bills and Eurobonds, 
attracting HRN110m ($22m) and $300m on domestic and external markets respectively. 
However, this is not sufficient to service the public debt, forcing the government to 
revise the budget law in November. Owing to prudent fiscal policies of successive 
governments, the government’s debt stood only at 15.3% of GDP at the end of 
September, although it is projected to rise to 17% by the end of the year and about 20% 
by the end of 2007. 
 
One of the new government’s priorities has been to discontinue the damaging “re-
privatisation” campaign commenced by the Orange regime in 2005 (although it has lost 
a lot of steam since the removal of PM Tymoshenko in September 2005). Although the 
end of the campaign had been heralded by the Yekharunov government, re-
privatisation continued until mid-August.  
 
At the same time, the government has announced plans to begin the privatisation of the 
coal industry (about 90% of coal output comes from state mines). First signals, 
however, suggest that the government is keen on helping local financial-industrial 
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groups to consolidate their mining-metallurgical assets, rather than open up the sector 
to full competition.  
 
These developments must be seen in their proper context. With privatisation in Ukraine 
proceeding at a relatively slow pace in comparison with other transition economies, by 
2000 some 80% of all enterprises – accounting for 60% of output – were privatised. 
However, the state retained controlling stakes in many companies, perpetuating the 
influence of former communist-era directors and inhibiting radical restructuring. The 
re-privatisation campaign attempted to redress some of the most glaring abuses of the 
privatisation process – the most notorious was the resale of the Kryvoryzhstal 
steelworks in October 2005 to Mittal Steel for $4.8bn, some $4bn more than was paid 
in 2004. However, the re-privatisation programme was poorly implemented, creating 
unnecessary uncertainty and undermining investor confidence in the Orange 
government.  
 
The National Bank of Ukraine (NBU) has established a solid reputation as one of the 
most credible institutions in Ukraine, in particular with its management of the 
introduction of a new currency in the mid-1990’s. In recent years the NBU has ensured 
relatively low inflation, lower interest rates and improved currency stability, while at 
the same time boosting Ukraine’s foreign currency reserves. While the NBU’s frequent 
foreign currency purchases have boosted all monetary indicators, this has not hampered 
anti-inflation efforts, owing mainly to the increase in demand for money generated by 
the economic growth and stricter rules on cash payments throughout the economy.  
 
The national currency – the hryvnya – introduced in September 1996, has in theory 
floated freely since 2000 (though in practice the NBU has frequently intervened in 
managing its exchange rate against the dollar). The hryvnya has been broadly stable in 
nominal terms for several years – the only significant change came in April 2005, with 
the NBU allowing the unit to appreciate by about 3% against the dollar. Nevertheless, 
there has been a clear tendency towards stronger demand for the hryvnya than for the 
dollar, reflecting stronger inflows of FDI as well as, more recently, the expectations 
that the new government might push for a devaluation (despite the government refuting 
such suggestions).  
 
The foreign exchange market is being liberalised. In March 2005 the NBU abandoned 
its key currency control tool – a requirement that companies sell at least 50% of their 
foreign currency proceeds at the interbank exchange.  
 
The arrival of the Yanukovich government has not affected the NBU’s policy stance, 
contrary to widespread fears that the Bank would come under pressure to help boost 
exports by weakening the exchange rate of the hryvnya (although the budget 
assumption of a weaker hryvnya in 2007 point to continued expectations to this effect 
within parts of the regime). In light of the improved conditions on Ukraine’s main 
export markets and the stabilisation of the domestic politics, the NBU is expecting 
hryvnya supply slightly to exceed demand in the coming months, allowing it to further 
boost its foreign currency reserves.  
 
Currency inflows from privatisation and the loosening fiscal stance will translate into 
further strong money supply growth, raising concerns about inflation. However, it is 
unlikely that the NBU will increase interest rates or boost the commercial banks’ 
reserve requirements, as it will be helped by the net reduction in trade-related foreign 
currency inflows. Although the NBU is expected to place a greater priority on inflation 
reduction, this is unlikely to be put into practice, with the hryvnya’s exchange rate 
continuing to be tightly controlled to prevent excessive real appreciation.  
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Exchange rate, HRN/$ 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Datastream 

 
Recent economic performance 
Ukraine’s economy plunged into a severe post-Soviet depression in the 1990’s, with 
growth (at 5.9%) returning only in 2000, driven by the recovery in Russia and the 
rising prices of steel and chemicals. Between 2000 and 2004 the economy expanded by 
almost 50%, before slowing sharply in 2005 as a result of less favourable external 
environment and the collapse of investment (owing to uncertainty following the arrival 
of the Orange regime).   
 

Annual real GDP growth, 1994-2005 (%) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: EBRD 
 
Economic growth, however, picked up this year, with real GDP growth accelerating to 
5% yoy in Q2 and 6.2% in the first three quarters of this year, compared with the 
growth of 3% in the same period last year. GDP rose by 7.1% and 8.9% in August and 
September respectively. While acceleration in recent months was partly due to low 
base effects, it has been driven by notable improvement in the performance of key 
industrial sectors as well as retail trade, transport and construction. The recovery in the 
steel sector – boosted by stronger prices since April – has been a particularly important 

The economy slowed 
down sharply in 2005 

-25

-20

-15

-10

-5

0

5

10

15

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

4.9

5

5.1

5.2

5.3

5.4

5.5

5.6

5.7

05
/0

1/
00

05
/0

5/
00

05
/0

9/
00

05
/0

1/
01

05
/0

5/
01

05
/0

9/
01

05
/0

1/
02

05
/0

5/
02

05
/0

9/
02

05
/0

1/
03

05
/0

5/
03

05
/0

9/
03

05
/0

1/
04

05
/0

5/
04

05
/0

9/
04

05
/0

1/
05

05
/0

5/
05

05
/0

9/
05

05
/0

1/
06

05
/0

5/
06

05
/0

9/
06



 
 

 Ukraine: towards a new balance between Russia and the West  13

factor. The steel and chemicals industries have so far managed to adjust successfully to 
the steeply increased price of Gazprom gas.  
 
Buoyant domestic demand has also been an important factor, with wholesale and retail 
trade increasing by 13.7% and 9.2% yoy in the first nine months respectively, with 
construction value added rising by 7.6%.  
 
The performance so far this year suggests that Ukraine’s GDP will likely grow by 
about 6.5% in 2006, a marked improvement on the growth of 2.6% in 2005. We 
forecast a similar growth rate for 2007 and 2008. However, this outlook hinges on 
several caveats, such as the continued (relative) political stability and sufficiently 
strong international prices of steel.  
 
 

Monthly real GDP growth (% yoy) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Ministry of Economy 
 
 
 
Although inflation has slowed down this year the consumer price index surged by 2% 
mom in September, with yoy inflation accelerating to 9.1% from 7.4% in August. As in 
preceding months, this was driven chiefly by growing utility and public transport tariffs, 
in particular electricity, which were raised by 25% in September. Inflation will likely 
continue accelerating, driven by further increases in utility prices (a freeze on tariffs 
was abolished in October) and external factors, such as the increase in the price of 
imported gas. A looser fiscal stance and continued open purchases of foreign exchange 
by the NBU will be contributory factors.  
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Inflation (monthly yoy %) 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Ministry of Economy, State Committee for Statistics 
 
 
Following several years of surpluses on the current account of the balance of payments, 
with the surplus rising to 10.7% of GDP in 2004, the surplus dramatically narrowed to 
3.2% in 2005, owing mainly to weak prices of steel and chemicals (as merchandise 
trade account returned to deficit).11 The latest balance of payments data from the NBU 
show that yoy export growth resumed in Q2. However, with imports rising at double 
digit figures and exports increasing only sluggishly, the resulting deterioration in the 
trade balance has been sufficient to shift the current account into deficit. The trade 
deficit is expected to further expand in 2007, owing to the rise in the price of imported 
gas and weakening steel prices. Strong growth of imports, driven by private 
consumption and investment will contribute to this trend.  
 
Ukraine’s services surplus – largely made up of transit fees for Russian energy exports 
to Europe – remained roughly unchanged, compared with Q2 2005, with both exports 
and imports rising by over 20%. However, the surplus is forecast to increase, driven by 
the rise in the transit fees. The surplus on the transfers account is also forecast to 
remain substantial, as remittances from Ukrainians working abroad will remain robust.    
 
Ukraine has reoriented much of its external trade towards the West (mainly the 
European Union and Turkey), but still remains relatively dependent on traditional 
markets in the former Soviet Union, especially Russia (which takes about one-fifth of 
its exports, while accounting for one third of imports). Trade with these countries 
accounts for roughly a quarter of total exports and over a half of imports, with Russia 
remaining the most important single partner.12 While most trading partners of Russia 
consider it chiefly as a supplier of energy and raw materials, Ukraine (and Belarus) 
also maintains close cooperation (and competition) in industrial branches such as steel, 
engineering and agriculture.  
 
A surplus in trade with non-CIS countries has in recent years more than offset the 
deficit with the CIS countries, reflecting Ukraine’s success in penetrating new markets, 
especially steel in Asia and increasingly in Europe. However, the over-reliance on steel 

                                                 
11 Prior to the 1998 financial crisis in Russia, Ukraine recorded persistently high merchandise trade deficits of 7-10% of 
GDP. Following the post-1998 real exchange rate depreciation, low domestic demand and reduced gas import prices 
yielded an adjustment ushering in the switch to current account surpluses as of 1999.  
12 These proportions, however, have been changing at the margin. In the first nine months of 2006, CIS countries accounted 
for 31% of Ukraine’s exports, while exports to the EU-25 rose to 33.4% of the total. Imports from the CIS accounted for 
47% of total imports, with imports from the EU accounting for 28% of the total.  
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has made Ukraine vulnerable to volatile prices and/or accusations of unfair trade 
practices.  
 
While continuing to post a positive trade balance with countries outside the CIS, 
Ukraine in 2005 reported a deficit in the trade with Europe, which has widened this 
year to reach $1.8bn in January-July, equal to full-year trade gap recorded with Europe 
last year. Driven by Ukraine’s rapidly growing imports of consumer and capital goods, 
this is a potentially risky development as Ukraine’s exports to the EU, consisting 
chiefly of ferrous metals and products such as steel pipes, face weakening prices and 
EU protectionist restrictions.  
 
Ukraine has been among the laggards in the transition universe in attracting FDI, owing 
to political instability, slow privatisation and violation of foreign investment 
agreements. However, a major boost occurred in 2005 with the sale of the 
Kryvorishstal steelworks, which at $4.8bn, brought in more FDI than all other previous 
privatisations in Ukraine combined. Although this brought cumulative per capita FDI 
to $342 at the end of 2005, this level is among the lowest in the former communist 
world and is dwarfed by the FDI in Central European and Baltic countries, to whose 
status Ukraine aspires. However, FDI is now accelerating, with inflows rising my more 
than three times to $3.6bn in the first nine months of this year, compared with the same 
period in 2005 
 
The stronger than expected economic growth, along with the prospects for a calmer 
political scene have made a positive impact on Ukraine’s international risk ratings. On 
25th October Fitch and 10th November Moody’s changed their sovereign rating outlook 
to “positive” from “stable”. Assuming the continuation of these trends and Ukraine’s 
imminent accession to the WTO – affording a subsequent free trade area agreement 
with the EU, Ukraine could see an upgrade in 2007.  
 
 
Ukraine’s current ratings are as follows:  
 

• Moody’s B1    (February 2005) 
• S&P BB-        (May 2005) 
• Fitch BB-       (January 2005) 

 
 
 
 
 
 
 

Main macroeconomic indicators and forecasts 
 2003 2004 2005 2006 F 2007 F
Real GDP % 9.6 12.1 2.6 6.4 6.2
Fiscal Balance (% GDP) -0.7 -4.5 -1.8 -2.5 -2.6
CPI, % year end 8.2 12.4 10.3 11.4 10.6
Current account, $m 2,891 6,909 2,531 -2,200 -5,200
Current account, % GDP 5.8 10.6 3.1 -2.3 -4.5
Exchange rate HRN/$, average 5.3 5.3 5.1 5.0 5.1

 
Source: Ministry of Economy, State Committee of Statistics, National Bank of Ukraine, Daiwa Institute of Research 
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