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nomic correlation between the institutions and the commodity, factor, and finan-
cial markets of a country; this relationship will be dealt with in Section 4. A short
summary concludes.

2. Foreign Trade Integration

The value of trade volume between Ukraine and the EU-25 amounted to
more than 7 billion Euros in 2005; imports were valued at more than 9 billion Eu-
ros. The peculiarity of international trade of Ukraine, however, is its high volatility
of trade volumes. The fluctuations of the previous five years made 13.2 percent
annually for exports and 22.4 percent for imports. During the individual years,
exports fluctuated between the extreme values of 2.6 and 26.7 percent; imports
varied between 10.2 and 39.4 percent in the respective years. What are the
causes of this instability? Are those the prices, the exchange rates, or the quan-
tities?

Foreign direct investments (FDI) are an additional feature of foreign trade
integration of Ukraine. From an economic perspective, a distinction must be
made between the flow(s) and the stock(s) of foreign investments as follows:
FDI(2006) = FDI(2005) + Flows of DI(2006). To give an example: the flow of di-
rect investments (DI) in a national economy was empirically observed at DI(f) =
31”2, From this, we can determine the development of the stock of direct invest-
ments in the national economy over time: FDI(t) = 22 + FDI(to). If Ukraine wants
to attract more foreign direct investments, its economic policy must assure that
the flows DI are activated.

The aggregate direct investments in Ukraine currently amount to more
than US$9 billion. Of this, 16 percent comes from the EU-25. As a comparison
though, the aggregate German FDIs in Hungary alone amounted to 10 billion
Euros. One research question might be: Why are the FDIs in Ukraine compara-
tively low?

The economic effects of FDIs in a country can be theoretically presented
on the basis of Figure 2. Surface A depicts net advantage from the flow of FDI.
Surface B = r;K* represents factor payment for foreign capital expenditure. Sur-
face C explains the change in functional income for the benefit of employees.
The research question is thus: have the potential effects of FDI on Ukraine been
empirically examined? What effects from FDI can be expected for the Ukrainian
workers?
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for example in the form of a customs union, leads to additional trade, which in-
creases national incomes. However, European integration can also result in
trade diversion for Ukraine. Trade diversion is negative, as the previous efficient
provider (e. g. a firm from Ukraine) is crowded out from the market by the inte-
gration of the EU-25.

As a branch of economics, the so-called New Economic Geography deals
with spatial distribution of economic activities and, in particular, with their change
in the course of globalization. It examines which technological and economic
factors lead to strong concentration of economic activity in certain regions, while
other regions are marked by low density of economic activities. The peculiarity of
the New Economic Geography consists in its explanation of the emergence of
economic core-periphery structures in an economic area. The interplay between
regional factors has implications for international trade. Has this relationship
been empirically analyzed for the regions of Ukraine?

3.2 Geography and Trade

The unit of measurement for geographical differentiation and regionaliza-
tion of Ukrainian international trade relations is geographical distance — meas-
ured in kilometers — between Ukraine and its most important trade partners. In
order to provide a graphic example of the economic relationship between geog-
raphy and trade, the result of the linear regression analysis for the forty most im-
portant target countries of the Saxonian export market is presented in Figure 3.

The logarithmized kilometer distances (between Dresden and the capital cit-
ies of the target countries) are depicted on the abscissa axis, while the logarith-
mized standardized exports of Saxony are depicted on the ordinate axis. The
standardization of exports means that market size effects can be assumed neutral.

The regression line on Figure 3 shows that greater geographical distance
between Dresden (Saxony) and the international trade areas produces the effect
of reduced average export activity. This negative relationship between distance
and export can occur of very different reasons. In addition to overcoming logistic
difficulties and significant transport costs for far-away markets, economic risks
arise from legal and cultural differences, in particular information asymmetries,
differences in regulatory and market conditions, lack of transparency, different
cultures. This in turn explains the negative relationship between export and geo-
graphical distance from the perspective of the exporting firms. Thus, geographi-
cal distance is conceived as a variable for international market entry conditions.

The so-called distance elasticity of exports can be calculated from the em-
pirical analysis of exports. The intensity of the reaction of exports in relation to dis-
tance is measured by elasticity. Distance elasticity for Saxonian exports is 0.43.
This means that if the distance increases by one unit, exports decrease at an av-
erage rate of 0.43 units. How large is the distance elasticity of Ukrainian exports?
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Figure 3.
Saxonian Exports — Dresden and Worldwide Areas of Trade
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3.3 Regional Specialization vs. Diversification

In the globalized economy, the concentration of production in a national
economy in accordance with comparative cost advantages leads to specializa-
tion profits and, thus, to increases in income. At the same time, regional spe-
cialization can produce economic dependencies and significant macro-economic
contagions. Regional diversification, i.e. a lower degree of geographical concen-
tration, can trigger dispersion of risks and, hence, generate diversification ad-
vantages for the exporting sector of the national economy. From the viewpoint of
regression analysis, this means that the regression lines in Figure 3 would have
smaller slopes. Thus, there are two opposite developments in the international
division of labor: regional specialization on the one hand, and regional diversifi-
cation on the other.
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The effect of geographical diversification is similar to that of portfolio di-
versification. This effect of risk dispersion will be the greater the lower is the cor-
relation of the economic activities of both regions. However, the effect of risk
dispersion also emerges in the case of positive correlation, i.e. when the eco-
nomic and cyclical developments in different countries are more likely to be par-
allel rather than opposite. Only when correlation is +1, would there be no effect
which reduces the trade risk.

The research question is as follows: how great are the regional structures
and dependencies in the Ukrainian foreign trade? Do they offer any conclusions
with regard to a potential customs union with the EU-25 or with other countries?

4. Markets and Institutions of Ukraine

The attractiveness of an economy and the efficiency of its institutions can
be assessed on the basis of the following factors: labor market migration (brain
drain), financial markets (capital flight) and direct investments (property rights),
see Figure 4.

Figure 4.
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On the basis of the mentioned features, the entrance-exit option in the
market economies offers initial clues for the international evaluation and catego-
rization of the national economy. In other words, the success of Ukraine’s inte-
gration into the international economy can be analyzed from the perspective of
international competition among different jurisdictions. If, for example, Ukraine is
characterized by strong exit-effects on the labor market, this sheds doubt on the
current state of the Ukrainian institution of labor market from a normative stand-
point. One research question would be: Are there studies dealing with the state
of the labor markets, the financial markets and the markets for international capi-
tal shares? What kind of assessment do such studies offer?

5. Summary

The increase in the Ukrainian foreign trade over time, the accompanying
relatively weak buildup of foreign enterprise capital in Ukraine, and the relatively
high percentage of Ukrainian workers employed abroad offer important clues for
the evaluation and assessment of the foreign trade integration of Ukraine. In
empirical terms, developments should be examined in order to determine the
economic and political factors that speak in favor of or against further foreign
trade integration of Ukraine into the world economy.
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