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The major goal of national economic policy is to balance the co-existence
and interaction of various structures, in particular production and reproduction
structures, ownership structure, as well as industrial, regional, investment, for-
eign economic and institutional structures, which as a whole should provide for
sustained economic growth and create equivalent conditions for dynamic and
balanced socio-economic development of different industries, regions, social
groups, and market segments. Efficient economic policy should also enhance
the role of intensive factors in economic growth.

It is well known that the basis for economic growth is the resource poten-
tial. Increased production volumes and profits can be obtained either by increas-
ing the quantity of production resources or by ensuring a more efficient use of
the available resources. The correlation of these factors determines the three
types of economic growth: extensive, intensive and detensive.

Extensive economy develops due to accumulation of productive re-
sources and application of traditional technology; the efficiency and productivity
remain unchanged. Intensive economic growth is based on the implementation
of advanced achievements in research and engineering and new technology, in-
creased employee education and qualification level, and improved forms and
methods of production organization and cost saving. Thus, an increase in pro-
duction is achieved by employing more sophisticated production factors and in-
creasing their efficiency.

In the process of extensive reproduction, intensive and extensive factors
of economic growth coexist and combine. That is why we can talk about a pre-
dominantly intensive or predominantly extensive type of growth. The economy of
the former USSR, and consequently the Ukrainian economy, developed mostly
extensively. Thus, unit power inputs in Ukraine are twice as high as in the USA
and three times as high as in Western Europe, whereas oil intensity of the
Ukrainian production is 10—12 times higher than in the developed countries.

Since most extensive resources (land, minerals, efc.) are scarce, whereas
the society tends to progressive economic growth, needed is the transition to
predominantly intensive economic growth based on resource-saving technology.
From the standpoint of society’s needs satisfaction, resource saving is adequate
to expansion of productive capacity, whereas from the standpoint of ecological
effects, resource saving is more efficient than additional use of resources.

Detensive development results in deterioration of technological produc-
tion level and degradation of the national economy. This type of development
was typical of the Ukrainian economy in the late 20" century.

However, in 2000, the situation changed, and as a result, for the 5 last
years the Ukrainian economy exhibited rather high rates of economic growth,
low budget deficit, low inflation, and improved balance of payments. This com-
bination of factors may be deemed a favourable macroeconomic environ-
ment.
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Moreover, until 2005, the economy of Ukraine was among the most dy-
namically developing countries of the CIS region. During the last 4 years, the
growth rate in Ukraine exceeded 7% per year, and the actual annual investment
growth also exceeded 7% (Table 1). Inflation equalled single-digit figures and
the exchange rate of UAH (the Ukrainian currency) was stable; at the same time,
the country maintained its export competitiveness. Positive balance of payments
resulted in accumulation of foreign currency reserves, which in turn favoured
monetization of the economy.

Table 1

Macroeconomic Development Indicators of Selected Countries
in 2002-2004, % to Previous Year

Deficit (-),
GDP Industrial Producer Con- Surplu_s (+) Exg;i:,ge
Year | (in compa- | . Output Price In- | SUmer of National UAH/USD
rable prices) (in compara- dex Price In-|  Budget (at period-
ble prices) dex (% of end)
GDP)
The USA
2002 101.9 99.9 97.7 101.6 -3.8 -
2003 103.0 100.0 105.3 102.3 —4.6 -
2004 104.4 104.4 108.6 102.7 —5.1 -
Countries of the European Union
2002 100.9 100.2 99.6 102.3 —2.4 0.9536
2003 100.5 100.3 101.4 102.1 —2.7 0.7918
2004 101.8 101.9 102.3 102.1 —2.9 0.7342
Russia
2002 104.7 103.8 117.1 115.1 1.4 31.7844
2003 107.3 107.1 113.1 112.0 1.7 29.4545
2004 107.1 106.1 123.8 110.9 3.2 27.7487
Ukraine
2002 105.2 107.0 105.7 99.4 0.7 5.3324
2003 109.6 115.8 111.1 108.2 —0.2 5.3315
2004 112.1 112.5 124 .1 112.3 -3.4 5.3054

Source: National Statistics Committee of Ukraine, National Bank of Ukraine [2: 38; 3: 41].
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All these positive trends made it possible to increase the income of popu-
lation despite its very low initial level. From early-2000, nominal wages have al-
most doubled, both in UAH and USD equivalent. Real wages stabilised in 2000,
increased annually by almost 20% in 2001-2002, and maintained substantial
growth in 2003—2005. The increase in real wages was accompanied by substan-
tial progress in reduction and out-payment of held-back wages and pensions.

The unemployment rate (both official and calculated according to tech-
niques offered by International Labour Organisation) also decreased (Figure 1).

This progress was rather modest compared to what it could have been:
the average indicators of industrial output and level of living in other transition
countries are high, and the Ukrainian indicators do not seem to be so impressive
on their background. For example, per capita income in many countries of Cen-
tral and Eastern Europe (CEE) is still 3-7 times higher than in Ukraine. This lag-
ging, as well as uneven distribution, of economic growth raises doubts in the pol-
icy pursued, thus inducing to search for more radical ways of improving it.

Figure 1.
Dynamics of Selected Labour Market Indicators in Ukraine
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We suggest that economic recovery is based on two main groups of fac-
tors. First, economic policy has substantially improved since 1999 to clear the
way for productivity gains (though delayed) in response to market stimuli. In par-
ticular, the achievement and maintenance of macroeconomic and regulatory
stability provide for a more predictable environment for productive activity. Pre-
requisites for improvement of and increase in the efficiency of enterprise activity
within the system of market stimuli and mechanisms have risen in all sectors of
the economy.

Second, such factors of production as labour and capital have been and
still are (at least this is true for labour) very “cheap” and, hence, competitive.
This is supported with low wages and — at the time of initial economic upswing
five years ago — substantial surplus of production facilities. These «advantages»
however might have been inherited from the substantial production decline and
«disorganisation of production» observed in the preceding decade. Such low
costs ceteris paribus have motivated businessmen and investors to take advan-
tage of the production potential of Ukraine, thus contributing to GDP and export
growth.

During the past five years, the productivity growth in Ukraine was high
enough to justify the appreciation of labour and capital. In view of this, the pro-
duction and income growth has not produced much pressure on prices or bal-
ance of foreign trade, whereas an increase in tax collections allowed to avoid
excessive deficit of national budget.

However, the experience of the developing and transition economies
shows plenty examples of how the growth can come to a halt because of the
macroeconomic problems, e.g. inflation growth, loss of foreign currency reserves
due to economic overheating, or impact of external shocks. After a while, the
slowdown of productivity growth in Ukraine, as against increase in wages and
income, may hamper the leading growth of the economy. At that, the fall in com-
petitiveness may produce a simultaneous negative effect on the rate of eco-
nomic growth, inflation and the balance of payments (observed in 2005). Under
such circumstances, the country will, at best, loose favourable macroeconomic
environment or, at worst, the development may become extensive. The govern-
ment, having thoroughly analysed the problem, should do its best to support fur-
ther economic growth exclusively on the basis of intensive development factors.

For a more balanced national strategy, we need to consider positive ex-
perience of the developed countries and the countries that were successful in
economic development and reached high competitiveness level. Bearing this in
mind, one should pay attention to annual ratings of the acknowledged interna-
tional organisations. For example, a few months ago, the World Economic Fo-
rum and the UNO published — at nearly one time — two different reports with the
analysis of the world economy and competitiveness of different countries.

According to the World Economic Forum, Ukraine ranked only 84" out of
117 countries, substantially lagging behind China (49), India (50), Poland (51),
Mexico (565), Brazil (65), Turkey (62) and Argentina (72).
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Ukraine is on the 50" position in terms of macroeconomic stability. Such a
moderate result was caused by the factors that weaken the macroeconomic sta-
bility of the country. For example, the rate of inflation in Ukraine, being moderate
according to its conventional standards, is still rather high accordmg to interna-
tional standards. This moves the country down to the 70" position, in vicinity
with Guatemala and Uganda.

Business in Ukraine comes across very high interest rates which increase
the cost of capital and hamper the development of new business. High interest
rates combine with insufficient private sector financing and distrust of the bank-
ing sector. It seems that the government spends resources inefficiently, which is
reflected in the respective rating — 94" position among 117 countries — that
demonstrates the inefficiency of resource allocation in the Ukrainian economy.

At that, the innovation potential of Ukraine is its comparative strength, po-
sitioning it the 39th in the innovations sub-rating. This is a good indicator (com-
pared with the country’s success in the other spheres rated). It is determined by
high «passing» level of university entrants who wish to obtain higher education
(over 43%), as well as by corporate R&D expenses, which are comparatively
high, if to take into account the country’s development phase and the overall
competitiveness rating. This means that, given a favourable economic environ-
ment, the Ukrainian companies are ready to develop business further.

Naturally, there is no need in inventing new technology in order to gener-
ate profits since such new technology may be purchased from other countries.
Even though Ukraine shows certain innovation potential, the country does not
benefit from purchasing the technology abroad. Ukraine occupies the 97" posi-
tion of the rank in terms of its ability to adopt new technologies by attracting di-
rect foreign investment. Licence agreements fail to be a substantial source of
foreign technology adaptation. More «aggressive» purchase and implementation
of foreign technologies can really help Ukraine increase its competitiveness po-
tential.

Ukraine still does not take the full advantage of new innovation factors of
growth and has only 76" position in terms of information and communication
technologies (ICT). Businessmen do not view the government as being suffi-
ciently aggressive in promoting such technologies, and the ICT implementation
figures are still very low. This is particularly true for mobile telephones, personal
computers and the Internet access. These tools provide a substantial potential
for productivity growth, and our study suggests that the use of such tools should
be deemed high priority.

Summarising the aforementioned, we can conclude that certain improve-
ment of Ukraine’s position in international ratings is explained not by the im-
proved macroeconomic situation and business conditions in Ukraine or more
substantial influence of the innovative factor, but by the relative economic down-
turn in the countries that compete with Ukraine in the respective competlitiveness
group. Besides, already today we can see both the qualitative and the quantita-



JOURNAL 23
OF EUROPEAN ECONOMY
March 2006

tive signs of deterioration of Ukraine’s growth potential in the foreseeable future.
We consider the following signs as most important.

First, we believe that the role of certain factors, which have provided pro-
ductivity and efficiency growth at the initial stage, is decreasing with economic
growth. Most such factors may be deemed as extensive factors of economic
growth. The matter in question is the one-shot effect from renewed use of old
production facilities, elimination of barter and other non-monetary payments, and
achievement of certain macroeconomic stability.

Second, the scope and primarily the structure of capital investments re-
quire improvement. Recently, investment inflows have substantially recovered,
and the total level of investments — about 20% of GDP in 2003 and 2004 — does
not look low compared with other countries. Evidently, such investments should
have increased the volume and improved the quality of fixed assets (capital) in
the economy, thus increasing its growth potential.

However, such an important element of investments as direct foreign in-
vestments is still very low. Direct foreign investments play an important role in
connection with technological and managerial know-how they generate. More-
over, the need in infrastructure investments is also evident. The lack of financing
will generate bottlenecks in the production process, thus blocking further eco-
nomic growth.

Thus, we may conclude that intensive factors of economic growth, leading
to an increase in the efficiency of public production, have been used much less
than required by competitive environment.

This does not necessarily mean that the deceleration of Ukraine’s eco-
nomic and productivity growth will occur immediately. Economic growth may
continue for a certain period of time owing to power reserve provided by the
competitiveness of Ukrainian production costs and to implementation of new
production processes on the microeconomic level. Fore example, low production
costs can make it possible for the economy of Ukraine to grow at high rates ow-
ing to possible increase in the production costs of major Eastern European rivals
stemming from their EU accession. The exact time of economic reversal can not
be estimated; however, keeping high productivity growth in the long-term should
not be considered a matter-of-course. Sooner of later, the Ukrainian economy
will face either the cyclic or the structural deceleration of economic growth ob-
served in any market economy.

Regardless of the causes of such deceleration, required is the implemen-
tation of an adequate macroeconomic and structural policy to alleviate or avoid
economic decline. First, the government and the National Bank of Ukraine
should pursue reasonable tax, budget and monetary policies in order to maintain
the reached level of macroeconomic stability. The exact definition of such «sta-
bility» may vary; however, the admission of serious budget deficit or high rate of
inflation will definitely disrupt the basis of economic growth. This is supported
with the recent and unexpected situation in the Central and Eastern European
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To avoid such a danger, the following structural measures should be
taken:

¢ to further strengthen the standards of banking regulation and supervi-
sion;

¢ toincrease capitalisation of commercial banks;

¢ o improve credit quality valuation systems and internal control in
commercial banks.

The last year’s increase in the rate of inflation also deserves close atten-
tion since such processes may disrupt competitiveness and, hence, internal and
external financial stability. By the way, during past several years, one-digit infla-
tion rate has been observed in most of the developing and transition economies,
including China and South Korea. Some Ukrainian authors have mentioned
these two countries as an example of «successful inflationary stimulation of
economic growth». Meanwhile, the data on the rates of economic growth and in-
flation in these countries over a more than ten-year period show that high rates
of economic growth may coexist with very low inflation. Evidently, there is an-
other and much more complex key to the secret of high economic growth rate.

This conclusion is supported by recent experiments on the analysis of ba-
sic causes of economic growth in any country of the world. The authors of these
studies agree that, ceteris paribus, there is a positive correlation of economic
growth and the quality of the education system, effective adherence to the su-
premacy of law, development of financial system and market institutions which
provide transparency, and certain other investment indicators, such as domestic
private investments and direct foreign investments. Meanwhile, there is negative
correlation between the economic growth and the variables reflecting the «mis-
alignments» in the governmental policy (too much public sector in the economy,
trade and capital restrictions, and political instability).

It should be mentioned that this analysis is not comprehensive because of
the methodological problems, and a substantial portion of economic growth in
most countries still requires explanation. Nevertheless, these studies show that
a thorough analysis of the circumstances in each country is required.

Economic growth is a high priority of the macroeconomic policy for both
the transition and the developing countries. The achievement of this priority ob-
jective ensures leading growth of production output compared to growth of popu-
lation, and thus the increase in the living standard. The policy of sustainable
growth, structural «rationalisation» and intensification of production is turning an
important component of the state regulation of the economy.

Summarising all the aforementioned, we must emphasise that today,
again, Ukraine faces the challenge of choosing its further way of development.
Ukraine has to choose either the intensive or the extensive model of economic
growth. Despite the signs of shifting to the extensive model, we are still optimis-
tic about the ability of the country to implement the required reforms and settle at
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a more stable — innovative — trajectory of growth, since the current government
has declared its commitment to finally settle such complex issues.
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