o
<
()
o
&
l—
Z 3
9 t Rule of law
Comparative advantages = - 2 EU-Ukraine Association Agreement
U " () & .2 Researchand development (R&D)
BUILD BACK BETTER 25t
Geographic and sectoral trade reorientation oY g3
o O
=382
N cs
. o -
Securing property rights Z §.f% EU value chains

Foreign trade and investment O Q -1 Green transition

n U (]
Intellectual property rights (IPRs) § (a'd
E U ZE RESILIENCE Friend- and near-shoring
Critical minerals :% .S -'g“ Information and communication technology (ICT)
EU digital and energy transitions o 5 ) >- Technological modernisation

2 ® oY

S

g g

g0

o 0

L O
L
(a4

Ukraine’s future
competitiveness

Directions for structural shifts
in foreign trade and investment

wiiw BertelsmannStiftung



© Bertelsmann Stiftung
April 2024

Bertelsmann Stiftung
Carl-Bertelsmann-Stral3e 256
33311 Gutersloh

Germany
www.bertelsmann-stiftung.org

Responsible
Miriam Kosmehl

Authors

Veronika Movchan, Academic Director, Head of the Center for Economic Studies,
Institute for Economic Research and Policy Consulting (IER), Kyiv, Ukraine

Olha Pindyuk, Economist, Vienna Institute for International Economic Studies (wiiw)
The authors thank Richard Grieveson, wiiw, for advice.

External advice
Oscar Guinea, Senior Economist, European Centre for
International Political Economy

Project team Bertelsmann Stiftung

Miriam Kosmehl, Senior Expert Eastern Europe, Program Europe’s Future, Berlin
Stefani Weiss, Senior Expert EU Governance, Foreign and Security Policy,
Program Europe’s Future, Brussels

Editing
Josh Ward, Berlin

Design
Dietlind Ehlers

Printing
Hans Gieselmann Druck und Medienhaus, Bielefeld

Cover
Montage: © ii-graphics - stock.adobe.com

DOI 10.11586/2024052


http://www.bertelsmann-stiftung.org

Ukraine’s future
competitiveness

Directions for structural shifts
in foreign trade and investment






Contents

L Key findings 6
Il Key messages for EU policymakers 9
Il. Introduction 10
V. Structural shifts in external trade between 2013 and 2021 13
IV.1.  Pre-war shifts in Ukraine’s trade geography 14
IV.2.  Pre-war shifts in the structure of Ukraine’s goods trade sector 17
IV.3.  Pre-war shifts in the structure of Ukraine’s services trade sector 20
IV4. Key changes in trade barriers 22
V. The changes in trade prompted by the full-scale war 24
V.1.  The war-induced shifts in Ukraine’s trade geography 24
V.2.  The war-induced shifts in the structure of Ukraine’s goods trade 24
V.3.  The war-induced shifts in Ukraine’s services trade 28
V.4.  The dilemma for Ukraine of the EU’s liberalised market access 28
VI. Potential areas of Ukraine’s international competitiveness 31
VI.1.  Ukraine’s revealed comparative advantages 31
VI.2.  Global value chain integration 34
VI.3.  Frontier technologies 36
VIl.  Foreign direct investment: challenges and opportunities 40
VIIl. Sectors with post-war growth potential: case studies 47
VIIL.1. Energy sector: renewables 47
VIII.2. Critical minerals: key to support the EU’s digital and energy transition 48
VIII.3. Manufacture of metals 49
VIIl.4. Manufacture of machines as well as electrical and transport equipment 51
VIIL.5. Food industry 53
VIIL6. IT sector 55
IX. Policy recommendations 56

References 59

Figures and tables 64

List of abbreviations 66



|. Key findings

Strategic recovery towards a greener
and more secure future

In addition to replacing what has been lost to
Russian destruction, the post-war reconstruction
of Ukraine’s economy will be based on the principle
of “build back better” and a green transition. Both
will enable Ukraine to “leapfrog” and develop more
technologically advanced sectors with higher value
added. This should become one of the critical
priorities for reconstruction so as to ensure that
Ukraine can effectively withstand the competitive
pressures of the common market and be successful
in cohesion efforts.

Six industrial sectors could maximise
Ukraine’s recovery potential

Six particular industries are expected to play a key
role in Ukraine’s recovery and reconstruction, namely,
renewable energy; critical minerals; the manufacture
of metals; the manufacture of machines as well as
electrical and transport equipment (both including
sub-sectors of military production); agro-food; and
IT. Provided that a combination of industrial policy,
an FDI-attraction strategy, and institutional and edu-
cation reforms are applied, their further development
will facilitate Ukraine’s integration into the EU econ-
omy.

Critical minerals could contribute
to European transitions

Here is one of Ukraine’s strongest comparative
advantages. In addition, it has the potential to become
a strategic asset in strengthening European sover-
eignty. The European Commission considers Ukraine

a potential supplier of more than 20 elements from the
list of critical raw materials to the EU and has planned
several measures in the field of trade and investments
in the mining and processing industries of Ukraine

that work with rare-earth elements. This represents
an opportunity for the integration of Ukraine into
EU supply chains so as to support the EU’s digital
and energy transitions, particularly when it comes
to the automotive and electronics sectors.

Digital leap forward: the ICT sector’s
role

Ukraine'’s progress in exporting digitally delivered
services has been remarkable. Its share in exports was
the highest in the Central, Eastern and Southeastern
Europe (CESEE) region in 2021 and only slightly below
the average level for the EU. However, the digitalisa-
tion of the economy is not uniform, and technological
modernisation is needed in many areas. Ukraine has
an enormous potential for catching up when it comes
to ICT infrastructure development and the prevalence
of internet use, which could provide a productivity
boost. Such progress is expected to be fostered by
integration into the (not yet fully developed) EU Digital
Single Market, which is a goal that both Ukraine and
the EU have recognised. Preserving a favourable tax-
ation regime and increasing the protection of intellec-
tual property rights (IPRs) would mitigate the risk of
outflow of the highly skilled work-force.

Boosting competitiveness and higher
integration into global value chains

For reconstruction to be successful, for EU integration
benefits to be maximised, and for Ukraine to meet the
Copenhagen Criteria and accede, it needs to be able
to manage the competition of both the EU and global
markets. A central part of modern global competitive-
ness is successful integration into global value chains,
which facilitate technological transfer and functional
upgrading. Compared to its regional peers, Ukraine
remains relatively little advanced here. This points

to a potential for higher integration into global pro-
duction chains in the post-war period, especially given
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friend- and near-shoring trends that add to Ukraine’s
largely untapped potential in green-energy and critical-
minerals resources.

Navigating trade challenges for
EU market integration

Ukraine’s agricultural and metals sectors are highly
susceptible to trade defence measures by the EU.
Political tensions among several EU members after
the expansion of Ukraine's agri-food exports in

2023 highlight challenges for Ukraine’s EU accession
process. Ukraine’s vast agricultural sector has been
perceived uneasily by some EU farmers, who remain
shielded by the EU Common Agricultural Policy.
Accelerating the integration of Ukraine’s food indus-
try into EU value chains could reduce the tensions.
Ukraine’s strong competitive edge in agriculture could
elevate an enlarged EU into the role of the new global
food supplier. To withstand the competitive pressure
and successfully integrate itself into the EU market,
Ukraine should in addition focus on strengthening and
expanding its competitive advantage in technologically
advanced sectors, especially considering that it still has
a high level of economic complexity and is competitive
in a wide range of technologically advanced products,
including turbines, railway equipment and yachts.

Adaptation and resilience amid
conflict: geographic and sectoral trade
reorientation

Ukraine successfully managed significant structural
shifts in its sector and geographic trade structures
following Russia’s annexation of Crimea and the onset
of the military conflict in the Donbas in 2014. Russia’s
share in Ukraine's exports declined, and the share

of the EU, as well as of Turkey and China, increased
instead. The loss of a big chunk of the industrial

base led to a decline in the share of machinery and
transport equipment in merchandise exports and an
increase in the share of agriculture and food products
- from 29 percent in 2013 to 44 percent in 2021. The
shifts have further intensified since Russia’s full-scale
invasion, which has caused the destruction of produc-
tion assets in many sectors, especially in the manufac-
ture of metals and petroleum processing. The share
of agriculture in Ukraine's goods exports expanded to
63 percent in 2023. At the same time, exports to the
EU became more diversified, with Ukraine shipping

to the EU 75 percent of its entire export nomencla-
ture. Ukraine's exports outside the EU and the CIS
have concentrated on several main products, includ-
ing grains, sunflower seed oil, iron ores and ferrous
metals.

Market evolution through trade policy
reform and international alignment

Changes in Ukraine’s trade policy have had a strong
impact on the structural shifts in Ukraine’s trade.

The nation’s market has gradually become much more
open, with the effectively applied import duty declin-
ing from 7.5 percent in 1996 to 2.1 percent in 2021.
The decrease in non-tariff barriers, which is the pri-
mary source of trade costs, was even more significant,
as Ukraine has been reforming them for decades, first
to comply with the World Trade Organization (WTO)
requirements and then to harmonise its legislation
with the EU acquis.

Accelerated and deeper: integration from
the EU-Ukraine Association Agreement

Ukraine’s economic integration with the EU has

been advancing in many areas since the conclusion

of the EU-Ukraine Association Agreement (AA) in June
2014, which includes a Deep and Comprehensive

Free Trade Area (DCFTA). The agreement envisaged
the elimination of import duties for all industrial and
most agricultural products within up to 10 years as
well as a gradual reduction in non-tariff measures.
The majority of tariffs were eliminated. There has
been an increase not only in the value of trade with
the EU, but also in the share of new products and
products with a higher degree of processing in exports
to the EU. In services trade, the increase in the EU’s
share in Ukraine’s exports (along with the US’s) reflects
Ukraine’s growing specialisation in ICT.

Inclusion in EU Enlargement: securing
the rule of law and property rights
remains key

In some ways, Ukraine has already been more norma-
tively integrated into the EU than current accession
candidates and broadly comparable with the other
Central and Eastern European countries when they
were granted candidate status. In the “Ukraine 2023
Report” (European Commission 2023a), the European
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Commission provides a comprehensive overview of
Ukraine’s progress and challenges in several key areas
towards meeting the criteria for EU membership.

The backlog of FDI attraction is not so much due to
sectoral regulations, as to a lack of protection of prop-
erty rights and the rule of law. Foreign direct invest-
ment (FDI) inflow into Ukraine was volatile compared
to those of its neighbours even before the war. Having
EU candidate status provides a positive incentive for
Ukraine to forge ahead with deep structural reforms
and to resolve the most acute issues related to the
rule of law, initially by completing the seven steps pri-
oritised by the European Commission in its June 2022
opinion on Ukraine’s candidacy (European Commission
2022a). The accession process is expected to assist
Ukraine in addressing these fundamental challenges,
which are crucial for all aspects of Ukraine’s economic
development. Moreover, it is planned for reconstruc-
tion to integrate into the framework of continued

legal alignment with the EU, which will further reduce
barriers to trade and investment, too.

Naturally, the absence of a stable security environ-
ment renders all processes - accession negotiations,
recovery and reconstruction - significantly more
complex.



Il. Key messages for EU policymakers

Our findings identify Ukraine’s strengths in six indus-
trial sectors where the economy’s major potentials lie
in terms of competitiveness. Those sectors - namely,
renewable energy; critical minerals; the manufacture
of metals; the manufacture of machines as well as
electrical and transport equipment (including sub-sec-
tors of military production); agro-food; and IT - could
significantly contribute to Ukraine's medium- to long-
term growth.

Naturally, the war being waged by Ukraine’s neighbour
Russia constrains growth opportunities. We assume
that war-specific policies, which are not part of the
focus of this study, are shielding Ukraine against
Russian aggression, though admittedly only to varying
degrees. There is a high degree of uncertainty about
the war’s duration and outcome. It must therefore be
recognised that the focus on defence and security has
priority, ties up resources and constrains the abilities
of all Ukrainians, both in and outside of government.

The EU has taken the lead in aligning reconstruction
efforts with the EU accession process. It should there-
fore especially address the areas of identified weak-
ness in which Ukraine has the most work to do to
ensure the existence of a functioning market economy
as well as the capacity to cope with competitive pres-
sure and market forces within the EU.

First, the EU should help Ukraine to overcome its
weakness in attracting investment. The large-scale
war has made this even more difficult, but focusing

on Ukraine's strengths offers opportunities that match
the EU’s own transformation objectives along with

its own evolving industrial policy agenda and the EU
Green Deal. Centre stage should be given to helping
Ukraine to develop a sustainable model for FDI attrac-
tion that goes beyond a race to the bottom on wages.
Suitable measures include improving labour productiv-
ity by (fully) integrating Ukraine into educational, R&D
and industrial policy programmes.

Second, the EU should continue to increase Ukraine’s
access to the EU market and integration into EU value
chains in order to incentivise: Ukraine’s greater regula-
tory alignment; Ukraine’s direct and early involvement
in EU initiatives related to EU trade standards and the
EU Green Deal; digital market integration; and con-
nectivity. From a holistic EU perspective and with a
focus on reforms that are future-proof and long-term,
temporary liberalisation measures should be made
permanent instead of giving in to short-term and

only supposed solutions of protectionist defence, and
Ukraine’s comparative advantages should be used to
elevate the EU’s sovereignty.

Third, the EU should work with Ukraine to develop its
industrial policy, tailoring recovery and reconstruction
to build on the identified strengths and promising
niches that the Ukrainian economy has to offer to the
extent possible even during the ongoing war. With
the Ukrainian economy demonstrating key capabilities
for over two years now - such as resilience, flexibility,
adaptability and even ingenuity - it stands to reason
that Ukrainian industrial sectors can be made fit for
the demands of the EU single market.



lll. Introduction

Russia’s full-scale invasion of Ukraine, a European
country that borders four EU member states, took
place more than two years ago. As the war continues
to rage, there are precarious developments on the
battlefield and a sense of profound urgency about
receiving weapons, ammunition and emergency
humanitarian assistance.

Nevertheless, it is important to show the ways in
which Ukraine’s economy can resist and develop so
that the nation’s recovery and EU integration are not
jeopardised from the outset. To give up on economic
growth would be giving in to Russian aggression by
other means. Moreover, it would undermine Ukraine’s
livelihood and military capabilities. To reconstruct

and recover while the war is ongoing and to advance
towards EU accession are means of survival, too.

The European Council’s decision of December 2023
to open EU accession negotiations with Ukraine was
historic. The EU perspective is vital, as Ukraine's larg-
est assets are its people - and they will need to decide
of their own free will whether to stay in or return

to Ukraine to take an active part in recovery, recon-
struction and making their nation’s path towards EU
membership a success. The prospect of EU member-
ship, together with security and a resilient and devel-
oping economy, are the major means to attract the
approximately six million Ukrainians who have sought
refuge and security in EU member states back to their
homeland.

Thus, maintaining and underpinning the complex
processes of reconstruction, recovery and EU acces-
sion with evidence-based analysis and proposals for
how economic resilience and development can work
is already important at this time. Our goal in this study
is to explore the most effective strategies for Ukraine
to adopt in its efforts to resist in the war and integrate
with the EU. It is the last in a series of three studies
on integrating reconstruction with the accession path
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(alongside Grieveson et al. 2023 and Kochnev et al.
2023). We assume that reconstruction will not simply
aim to replace what has been lost to Russian destruc-
tion, but rather be based on the principle of “build
back better” (or, perhaps more aptly, “build anew
better”), as established from the outset, first at the
Ukraine Recovery Conference held in Lugano in 2022.
The other guard rail is a green transition, which will
enable Ukraine to “leapfrog” and develop more tech-
nologically advanced sectors with higher value added.

In light of such future-oriented economic resilience
and development, investment and trade are key. The
EU is Ukraine’s natural and strategic partner, especially
as the former has now abandoned its long-embraced
approach of ambiguity, which entailed forging closer
economic ties with neighbouring countries while cate-
gorically excluding the prospect of EU membership at
the same time. In the case of Ukraine, this involved the
EU-Ukraine Association Agreement, with a Deep and
Comprehensive Free Trade Area (AA/DCFTA).

While a larger coalition (particularly under the G7
umbrella) is supporting Ukraine, the EU is spear-
heading efforts to assist Ukraine while integrating its
reconstruction and recovery into the EU accession
framework. Moreover, since the EU has a self-interest
in Ukraine’s economic advancement, it should take the
strategic lead in efforts to unlock Ukraine’s industrial
potential. This is particularly vital given Ukraine’s
status and potential as a long-term strategic partner
that could contribute to the EU’s sovereignty in a new
geopolitical reality.

In our study, we examine two pivotal factors for
Ukraine’s future competitiveness: trade and foreign
investment. These elements will be essential for
Ukraine’s long-term recovery and successful integra-
tion into the EU. We reflect on the nation’s inherent
economic potential and the structural adjustments
that Ukraine has made in response to Russian efforts
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to increasingly undermine its free development. In
2014, following the Revolution of Dignity and Kyiv's
commitment to deeper integration with Europe,

Russia illegally annexed Crimea by force and gradually
expanded its presence in the region. Then, in 2022,
Russia launched its full-scale war on Ukraine - during
which the Ukrainian economy has demonstrated unex-
pected resilience.

Now is the time to lay the groundwork for Ukraine’s

full integration into the EU. This will involve undertak-
ing reconstruction and recovery within a framework

of extensive legal alignment with the EU and advancing
key political reforms - especially in anti-corruption,
legal and judicial areas. Such reforms will be crucial for
lowering entry barriers for foreign investors and further
reducing trade barriers, an area of reform where the
AA/DCFTA has already made significant contributions.

We first trace how trade patterns shifted between
2013 and 2021 in addition to providing an overview of
how the Ukrainian economy has significantly changed
over this period (section IV).

Before Russia’s full-scale invasion in 2022, Ukraine
had established itself as a competitive global supplier
of agricultural products and information technology
(IT) services. With a generally liberal trade regime and
free trade agreements covering over half of its trade
in 2021, Ukraine had become open to global competi-
tion.

We then outline specific changes in trade as of 2022,
namely, the shifts in Ukraine’s trade geography as well
as in the structure of Ukraine’s goods and services
trade prompted by the full-scale war (section V).

Despite severe economic disruptions, Ukraine has
remained fully functional, and its reform efforts were
resumed in mid-2022 despite martial law. In 2022,
Ukraine’s real gross domestic product (GDP) dropped
by 29 percent, or far less than the initially expected
reduction of up to 45 percent (World Bank estimates
in April 2022). In 2023, real GDP increased by 5.7 per-
cent (National Bank of Ukraine 2024). This comes as a
result of rebuilding efforts and new initiatives, such as
the relocation of production facilities and infrastruc-
ture development - and of the fact that the creative
entrepreneurial spirit has remained strong despite the
war.

At the same time, Ukraine’s (temporarily fully)
liberalised access to the EU market as a result of the
large-scale war has highlighted challenges for the EU
accession process. We address the particular dilemma
of how some EU member states are blockading the
entry of Ukrainian goods and consider how the col-
lective European interests could be prioritised over
the national interests of individual EU member states
(section V.4).

For reconstruction to be successful and for the
benefits of integrating into the EU to be maximised,
Ukraine needs to have an internationally competitive
economy that can withstand the competition in both
the EU and global markets. Apart from strengthened
labour capital and accelerated infrastructure devel-
opment, a central part of modern global competi-
tiveness is successful integration into global value
chains (GVCs), which facilitates technological transfer
and functional upgrading. In section VI, we analyse
Ukraine’s potential areas of international competi-
tiveness, looking at which sectors Ukraine already
has a competitive advantage in and which sectors it
is expected to strengthen its competitive edge in by
estimating its revealed comparative advantages, the
degree of its participation in GVCs, and its capacity
to use, adopt and adapt frontier technologies.

In section VII, we look at challenges and opportunities
for Ukraine to attract FDI, as this factor will play a vital
role in Ukraine’s recovery and be a prerequisite for its
economic catch-up process.

In section VIII, we present case studies of Ukrainian
industrial sectors and explore opportunities for inte-
gration into EU supply chains, highlighting the poten-
tial to support the EU’s digital and energy transitions.
We identify six industries in which a combination of
industrial policy, an FDI-attraction strategy, and insti-
tutional and education reforms should allow Ukraine
to maximise its post-war recovery potential. These
sectors are expected to play a crucial role in Ukraine’s
reconstruction as well as in facilitating Ukraine’s inte-
gration into the EU economy.

A new geopolitical reality, in which trade is also weap-
onised for political purposes to achieve foreign policy
goals, means that the paradigm of “Wandel durch Han-
del” (change through trade) has not prevailed in inter-
national relations despite the high degree of interde-
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pendence achieved through globalisation. The EU has
had to recognise that its extensive integration into the
global economy is in part a liability and that it needs to
start developing new tools to reinforce its economic
security (Hora and Weiss 2024). For Ukraine, this
means an added incentive to develop its considerable
renewable-energy and critical-minerals sectors.

Overall, Ukraine is incentivised to adopt cleaner pro-
duction methods in order to uphold the competitive-
ness of its exports to the EU in sectors like agriculture,
metals and energy, because otherwise they could be
affected by the EU’s Carbon Border Adjustment Mech-
anism (CBAM), which is designed to level the playing
field for European companies by imposing a carbon
tariff on imports from outside the EU. Ukrainian ener-
gy-intensive products would become less competitive
in the EU market if Ukraine does not invest in cleaner
technologies and align with the EU’s green transition.
The extent to which Ukraine’s exports are affected will
depend on the final structure and rates of CBAM -
and on whether the Ukrainian economy will also prove
to be adaptable in this regard and scale up existing
practices.

We finish the study with recommendations for EU
policymakers on how to support FDI and trade growth
in the identified sectors so as to maximise Ukraine’s
recovery potential (section IX). In making these recom-
mendations, we aim to contribute to the development
of a medium- to long-term perspective for bringing
about structural adjustments and targeted investments
aligned with sector-specific priorities. The objective is
to optimise Ukrainian capacities within the framework
of the EU accession trajectory, alongside the neces-
sary reforms and transformative initiatives, from which
both Ukraine and the EU could collectively benefit.
While we reference war risk insurance as a specific
policy measure, our focus remains on exploring
Ukraine’s inherent potential through the lens of eco-
nomic investment and trade. A detailed examination of
policies designed specifically for wartime conditions is
beyond the scope of our study.

12



V. Structural shifts in external trade
between 2013 and 2021

Ukraine has undergone a significant structural shift

in its sector and geographic trade structure since
Russia’s annexation of Crimea and the onset of the
military conflict in the Donbas in 2014. Its trade struc-
ture changed because of the occupation, the loss of
industrial capacity in the east, and its deepening ties
with the EU after the Association Agreement (AA) with
the European Union (EU) was signed and provisionally
applied starting in 2014.

The economy invaded in 2022 was very different

from the one invaded in 2014 - more reliant on
agriculture and services, less reliant on the extractive
industry and metallurgy, and somewhat modernised.
An abridged list of the changes that Ukraine has
undergone since 2013 could include: widespread
deregulation, the switch to digital public services,
opened public registers and fiscal data, award-winning
reforms in public procurement, the switch to up-to-
date international standards in and a cleanup of the
banking system, major reforms in gas and electricity
markets based on the EU’s Third Energy Package,
agricultural land reform, a reform and comprehen-
sive decentralisation of the public administration, the
establishment of the new anti-corruption institutional
framework, and ongoing alignment with the EU’s prod-
uct safety requirements.

The list of changes that still need to be made is admit-
tedly long. For example, Ukraine must complete the
reforms of the judiciary and law enforcement insti-
tutions in general; strengthen and protect property
rights, including intellectual property rights (IPRs);
improve public and multi-level governance; address
labour market rigidities and infrastructure bottlenecks;
and create a business-enabling environment that
attracts significantly more private capital.

However, it does not make sense to think of Ukraine’s
trade and investment integration with the EU as just
starting. Rather, the integration already ongoing in

many areas must be recognised. In fact, in some ways,
Ukraine has already been more normatively integrated
into the EU than other current accession candidates
and is broadly comparable with EU member states in
Central and Eastern Europe when they were granted
candidate status. According to Emerson and Block-
mans (2023), Ukraine holds a middling position among
10 current EU candidate countries in terms of its read-
iness for accession. Ukraine ranks first, with a score of
3.1 (out of 5), for political and legal fundamentals, and
fifth, with a score of 2.1 (out of 5), for economic and
administrative readiness. That will all matter for the
future and help to determine what will be the correct
policies to pursue.

In 2023, the government of Ukraine conducted

a self-screening of the country’s alignment with

the EU acquis. Out of 28,000 EU legal acts that were
analysed, over 22,000 were classified as those that
do not require implementation at the current stage
(these include, for example, protocols, recommenda-
tions, reports, conclusions, decisions and EU inter-
national agreements). In addition, about 1,400 legal
acts were defined as already implemented, and about
3,000 as requiring full or partial implementation.

By way of comparison, fewer than 1,000 acts of the
EU acquis were embedded in the entire AA, including
a Deep and Comprehensive Free Trade Area (DCFTA).
Although the future tasks are dauntingly large, the
implementation of the AA/DCFTA has prepared
Ukraine for the challenge. Despite its smaller scope,
the AA contained the most fundamental elements

of the EU acquis, pursuing the aim of establishing
economic integration with Ukraine. The AA/DCFTA
has already set the scene, so to speak, for aligned
safety regulations, competition and state aid policy,
public procurement, company law, financial services,
consumer protection, energy and transport policies,
digital transformation, etc. And even though Ukraine
has not completed the alignment yet, the lion’s share
of the preparatory work has already been done,

13
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FIGURE 1: Ukraine has significantly changed the geographic structure

of its foreign trade since 2013
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thereby paving the way for a smoother and faster
accession-driven alignment.

IV.1. Pre-war shifts in Ukraine’s
trade geography

The changes to Ukraine’s trade geography were
impressive even before the full-scale war. Figure 1
shows that the share of the states of the Common-
wealth of Independent States (CIS) - and, predomi-
nantly, of Russia - in Ukraine’s exports and imports

of goods and services decreased over the 2013-2021
period. In goods trade, the CIS was replaced by the EU,
Asia (primarily China) and Turkiye,! which became the
main destinations of Ukraine's merchandise exports

1 In Ukraine's foreign trade statistics, Tirkiye is classified as a country in Asia.
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and the primary sources of its imports (accounting for
73 percent of goods exports and 64 percent of goods
imports in 2021). The most striking development in
services trade was an increase in the EU’s and the US’s
shares in Ukraine’s exports.

The reasons behind these changes were multifaceted.
First and foremost, Ukraine's economic relations with
the EU have become closer after the country con-
cluded the AA/DCFTA in June 2014.2 Not only has
the value of trade with the EU grown, but the share
of new products and products with a higher degree of
processing in exports to the EU has also been increas-
ing (Giucci, Movchan and Kirchner 2019).

2 The DCFTA has been provisionally applied since 1 January 2016. However,
the EU already opened its market unilaterally to Ukraine in April 2014,
with autonomous trade measures replicating the first year of the DCFTA
tariff schedule.
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Ukraine’s exports to the EU have been almost as diver-
sified as its total exports in terms of product variety,
with Ukraine shipping to the EU about 75 percent

of its entire export nomenclature - or roughly 2,900
tariff lines of Harmonised System six-digit product cat-
egories.® In comparison, at its peak, Ukraine’s exports
to China only included about 300 tariff lines. Ukraine’s
exports outside the EU and the CIS have concentrated
on several main products, including grains, sunflower
seed oil, iron ores and ferrous metals.

However, Ukraine has gradually expanded its range
of exports to the rest of the world, while also using
its harmonisation with the EU safety requirements as
a selling point for exports elsewhere.* This has partic-
ularly been the case for animal-origin products, such
as poultry and dairy products, which require substan-
tial legal preparations and institutional adjustments
in state oversight and business practices to receive
export verification for the EU market. Between 2013
and 2021, Ukraine's agro-food exports increased by
57 percent, of which product diversification explains
43 percent of the expansion while an increase in sup-
plying existing products accounts for the rest.>

We do not observe a straightforward product reorien-
tation of the trade from Russia to the EU, especially in
exports. For example, railways equipment, which used
to be one of the essential export items for the Russian
market, has not yet found its niche in the EU. Instead,
Ukraine expanded exports of goods already present in
the EU market, such as grains and metals. In addition,
it started to explore new niches using opportunities
provided by tariff liberalisation and lower non-tariff
barriers. For instance, Ukraine began to export butter
to the EU after the country’s dairy producers were ver-
ified. Although this opened a new export niche, it did
not replace Russia's lost market for hard cheeses. Fur-
thermore, the AA/DCFTA fostered the development
of the cluster of automotive spare parts in western

3 The Harmonised Commodity Description and Coding System (HS),
commonly referred to as just the Harmonised System, is an international
product classification system developed by the World Customs Organi-
zation. It comprises around 5,000 six-digit product categories organised
in a hierarchical structure and supported by implementation rules and
explanatory notes. See https:/trade.ec.europa.eu/access-to-markets/en/
content/harmonised-system-0.

4 For companies that already have permission to export to the EU, getting
permission in other countries becomes easier (gov.ua 2018) owing to the
stringent nature of EU requirements and companies’ strengthened capac-
ity to adhere to safety regulations.

5 Based on results of the WITS estimates of the margin of trade for agri-
cultural products in the WTO definition. Ukraine’s export geography has
always been extensive.

Ukraine, with a particular focus on ignition wiring sets.
In 2015 and 2016, multiple new production facilities
were opened (see more in section VIII.4).

In services trade, the increase in the EU’s and the US’s
shares in Ukraine’s exports reflected Ukraine’s growing
specialisation in IT and software (see more in section
VIII.6). The expansion of IT exports explains the much
higher share of the US in Ukraine's services exports
than in goods exports.

Looking at the distribution of external trade between
goods and services reveals that between 2013 and
2021, export expansion took place mostly for goods
(Figure 2), with annual goods exports increasing

by about 20 percent during this period. In contrast,
services exports contracted by about 9 percent,

with the most significant decline being recorded in

the transport sector (pipeline and rail transport), which
was caused by the weakened economic links with
Russia after its occupation of Crimea and parts of the
Donbas and declines in transit to/from Russia. The IT
services sector stands out as the one with skyrocketing
growth, which led its share in total exports to increase
during the 2013-2021 period by about seven percent-
age points, to 8.5 percent. In imports, the trends were
somewhat different, with the value of goods imports
declining by about 4 percent and that of services
imports stagnating.

It is worth noting that Ukraine’s merchandise export
geography and reorientation patterns differ from those
of its neighbours. While the commonality is that the
EU is the largest partner and its role has increased
over the last decade, the share of the EU in exports
has been significantly lower in Ukraine than in its
direct neighbours within and outside the EU (Poland,
Romania, Moldova) - about 40 percent in Ukraine
versus about 60 percent in other countries (Figure 3).
Moreover, Ukraine has been the only country with a
substantial expansion of exports to China, although
these exports are concentrated in a few commodities
(ores and grains).
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FIGURE 2: Ukraine’s export growth since 2013 has primarily been in goods (and IT services)
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FIGURE 3: The share of the EU in goods exports has been significantly lower in Ukraine
than in its direct neighbours
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IV.2. Pre-war shifts in the
structure of Ukraine’s goods
trade sector

Analysis of the changes in the goods trade structure
reveals a striking increase in the share of agriculture
and food products in Ukraine’s exports - from 29 per-
cent in 2013 to 44 percent in 2021 (Figure 4). These
changes are related to two main factors. On the one
hand, it is the reduced industrial exports because
Ukraine lost a big chunk of its industrial base in the
Donbas region and sharply lowered its exports to

Russia, mainly of machinery and transport equipment.
On the other, the growing crop yields and market
openings contributed to expanding agricultural pro-
duction and exports.

According to the State Statistics Service of Ukraine
(Ukrstat), the average yield of cereal and leguminous
crops was 5.4 tonnes per hectare (ha) of the harvested
area in 2021, or double what it was in 1991. Ukraine
has come close to Poland in terms of wheat yields

and surpassed it for corn (maize) yields (Figure 5).

The growing yields should be primarily attributed to
changes in Ukraine’s sector structure, with the devel-

FIGURE 4: The product structure of Ukraine’s trade has changed dramatically since the
onset of the military conflict in the Donbas in 2014
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FIGURE 5: Ukraine’s and Poland’s key crop yields had almost converged before Russia’s

full-scale invasion of Ukraine in 2022*

Yield in hg/ha, 5-year moving average: M Poland M Ukraine

* Poland was chosen for comparison due to its similarity in climate, population

and agricultural specialisation as well as, to a certain extent, common economic past.

Source: FAO

opment of agricultural holdings controlling large land
banks and benefiting from extensive economies of
scale. The holdings accumulated sufficient resources
to invest in new technologies and equipment, which
in turn boosted production capacity. The AA/DCFTA
has also contributed to the increase in productivity by
offering an opening to the EU market, thus providing
better access to the large market and improving access
to inputs. In addition, this has stimulated the harmon-
isation of safety standards, the recognition of which
has improved EU market entry and simplified the pro-
cess of obtaining certificates in other destinations.

18

| BertelsmannStiftung

The changes in goods trade with the EU have been
particularly important given the liberalisation boost
provided by the AA/DCFTA. The agreement envis-
aged the elimination of import duties for all industrial
and most agricultural products within up to 10 years,
though the EU already abolished most duties in April
2014. Both the EU and Ukraine imposed tariff rate
quotas (TRQs) with zero in-quota import duties for
politically sensitive goods (Emerson and Movchan
2021). Moreover, the AA/DCFTA envisaged a gradual
reduction of non-tariff measures (see the discussion in
section 1V.4).
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FIGURE 6: Unlike in trade with other partners, no significant shifts were seen in the
aggregate product structure of trade with the EU
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In nominal terms, Ukraine’s merchandise trade with
the EU grew strongly. Between 2013 and 2021,
goods exports to the EU increased by 90 percent,
to €19.3 billion, while exports to other destinations
remained at € 34 billion. Goods imports from the EU
grew by a more moderate 25 percent, to €22.8 bil-
lion, but still developed more strongly compared

to the 16 percent reduction in imports from other
countries.

The aggregated commaodity structure of Ukraine’s
trade with the EU did not change much between 2013
and 2021 (Figure 6). For instance, agro-food products

20% 30% 40%

| BertelsmannStiftung

accounted for only 33 percent of Ukraine's exports to
the EU in 2021, or just one percentage point above
their share in 2013. There is a considerable difference
in the changed role of agro-food exports to other
destinations, particularly to Asia. In imports from the
EU, machinery retained the leading position, with

34 percent of the total, followed by chemicals (primar-
ily fertilisers and pharmaceuticals).

At the same time, the qualitative characteristics of
Ukraine’s exports to the EU did change (Figure 7).
Ukraine's exports to the EU moved away from raw
materials and semi-processed/semi-finished products
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FIGURE 7: The composition of goods exported to the EU shifted from raw materials to
processed/finished products, supplying industry and final consumers
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to processed/finished products, with the share of the
latter increasing from 32 percent in 2013 to 42 per-
cent in 2021. This trend was the opposite of what
was observed in exports to other countries, where
the share of raw materials grew from 21 percent to
39 percent in the same period. Most of Ukraine’s
exports are destined for EU industrial consumption,
with the share of intermediate exports standing at
81 percent in 2021, or four percentage points down
from 2013. These percentage points were distrib-
uted among consumer exports, whose share grew to
16 percent (+ 3 percentage points), and capital goods
exports (3 percent, + 1 percentage point).
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IV.3. Pre-war shifts in the
structure of Ukraine’s services
trade sector

Ukraine’s services trade structure has also been
evolving since 2014 (Figure 8). In exports, the most
pronounced change has been the boom in exports of
computer (IT) services, which moved the information
and communication technologies (ICT) sector to first
place in the ranking of total services exports, account-
ing for 39 percent of the total in 2021. The ICT sec-
tor's boom (Figure 9) is explained by several factors,
including Ukraine’s solid education in maths and IT,
favourable taxation for private entrepreneurs (not only
those in IT), the possibility to work remotely for any
client, and strong personal links with the US diaspora,
including in Silicon Valley. Ukraine has several IT clus-
ters, including in Kharkiv, Lviv and Kyiv, which have
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FIGURE 8: Ukraine’s services trade structure shifted away from transport services
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FIGURE 9: Ukraine’s ICT exports have been booming, supplanting transport services
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mainly been servicing the US market (see details in
section VIII.6, the case study on the IT sector).

In parallel with the expansion of the IT sector, Ukraine
has faced a contraction of exports and imports of
transport services. First, the traditional transit of gas
and oil for Russia was reduced. Second, Russia’s occu-
pation of Ukrainian territories truncated access to land
routes through Russia and Belarus. And, third, access
to seaports in the Sea of Azov was restricted after the
Crimean Bridge (AKA the Kerch Bridge) was built. In
addition, it should be noted that Ukraine’s exports of
travel services had also significantly contracted follow-
ing Russia's occupation of Crimea.

In services imports, the pre-war changes were less
permanent. On the other hand, the share of travel has
been growing, fuelled by the accessibility of Turkish
and Egyptian resorts and visa-free travel to the EU.

IV.4. Key changes in trade
barriers

The structural changes in Ukraine’s trade have been
influenced not only by the changes in Ukraine’s eco-
nomic structure but also by the key changes in eco-
nomic and trade policy that occurred over decades
but only started to bear fruit after 2014. Ukraine’s
market has gradually become much more open,

with the effectively applied import duty falling from
7.5 percent in 1996 to 2.1 percent in 2021. As of the
end of 2022, Ukraine had 19 free trade agreements
(FTAs), covering over half of its goods trades, with a
total of 47 partner countries. Talks regarding additional
FTAs have been ongoing despite the full-scale war.

However, the most stunning change was seen in the
reduction of the country’s non-tariff barriers, which
are the primary source of trade costs (Movchan and
Rogoff 2022). Ukraine has been reforming non-tar-
iff barriers, particularly technical barriers to trade
(TBTs), sanitary and phytosanitary measures (SPSs),
and customs procedures for decades, first to comply
with the World Trade Organisation (WTO) accession
requirements and then to harmonise its legislation
with the EU acquis, motivated by the EU’s commit-
ment to mutual recognition/internal market treatment
embedded in the AA. In the EU Enlargement Report
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(European Commission 2023a), Ukraine received the
grade “good level of preparations” (4 out of 5) for cus-
toms union (which covers customs procedures) as well
as the grade “moderate level of preparations” (3 out of
5) for both free movement of goods (which covers the
TBTs) and for food safety, veterinary and phytosanitary
policy (covering the SPSs). It would be reasonable to
expect that the EU accession talks and the gradual
sectoral integration envisaged in the AA would be an
important driver of continued progress in this area.

It is also worth noting that access to the EU market
has not been the only positive impact of harmonisa-
tion. For example, as mentioned earlier, Ukraine’s pro-
ducers of poultry and dairy products have already used
the EU recognition as a selling point to other markets.
Moreover, Ukraine's alignment with EU regulations
and, in particular, their mutual recognition have simpli-
fied access to Ukraine’s market, thereby accelerating
the penetration of new technologies.

The AA/DCFTA has also aimed to reduce trade
barriers in the services trade. However, the scope of
foreseen changes and the progress made to date have
been less ambitious than it has for the goods trade.
According to the 2023 EU Enlargement Report (ibid.),
Ukraine demonstrates “some level of preparation” for
the right of establishment and freedom to provide ser-
vices as well as for financial services and transport. ITC
services are the positive outlier, however, with Ukraine
being evaluated as having “between moderate and a
good level of preparation” in terms of digital transfor-
mation and media.
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BOX 1: Ukraine’s reforms related to non-tariff measures in goods trade

Technical barriers to trade (TBTs): Ukraine has been
reforming its technical regulations for over two
decades, gradually erasing the Soviet legacy and build-
ing a system based on international and (now exclu-
sively) EU norms and practices. As of the time of writ-
ing, Ukraine has almost completed its alignment with
the framework EU acquis regarding TBTs. The entire
EU corpus of standards has been transposed, allow-
ing the country to become an affiliate member of the
European Committee for Standardization (CEN) and
the European Committee for Electrotechnical Stan-
dardization (CENELEC). The government has also done
away with the country’s long-lasting and cumbersome
Soviet heritage of mandatory product certification.

In addition, substantial progress has been achieved
towards institutional alignment. According to the Pulse
of the Agreement, the official monitoring tool for

the AA’s implementation in Ukraine, as of November
2023, the country had completed 89 percent of the
tasks related to TBT legal approximation. The decision
to open talks about the Agreement on Conformity
Assessment and Acceptance of Industrial Products
(ACAA\) is expected in 2024, as the work of the EU’s
pre-assessment expert mission has been completed.

According to the 2023 EU Enlargement Report (Euro-
pean Commission 2023a), Ukraine is moderately pre-
pared in the area of free movement of goods (Chap-
ter 1), which encompasses TBT issues. The discrepancy
is explained by the different scope of the AA/DCFTA
and the acquis associated with Chapter 1. The latter is
much broader, covering all harmonised and non-har-
monised sectoral legislation. At the same time, Ukraine
is close to completing its alignment of general princi-
ples’ legislation, thereby establishing the identical prin-
ciples as those of the EU framework, which will make
it easier to implement the sectional alignment.

Sanitary and phytosanitary measures (SPSs): This rep-
resents another trade policy sphere in which reforms
started as preparations for the WTO accession (2008)
and intensified with the signing of the AA/DCFTA.
Ukraine made extensive commitments covering over
250 legal norms. The Pulse of the Agreement reports
that Ukraine had completed 81 percent of the legal
approximation tasks as of November 2023. The key
horizontal laws have been passed, including ones on

food safety and quality, food safety control, consumer
rights, veterinary medicine, etc. The Hazard Analysis
Critical Control Points (HACCP), which is the meth-
odology aimed at reducing consumer food risks by
controlling critical potential hazards, has been manda-
tory for all entities since 2019. The first equivalence
recognition for certifying safety systems for grain
seeds was achieved in 2020. The increase in Ukraine’s
agriculture exports to global markets demonstrates the
success of the above-mentioned reforms.

The 2023 EU Enlargement Report assesses Ukraine as
being moderately prepared in the area of food safety
(Chapter 12), based on information provided as of June
2023. Again, the discrepancy is partly due to different
scopes. Moreover, Ukraine has recently accelerated
the adoption of sectoral legislation, so the focus is
now expected to shift from the adoption phase to the
proper implementation phase, which is the corner-
stone of the country’s readiness for accession.

Customs: The customs reforms have probably been
the most debated, as all business entities involved in
foreign economic activity deal with customs proce-
dures. The fundamental changes have been related

to introducing online administrative services for
exporters and importers, such as an electronic “single
window” at customs, and strengthened protection

of intellectual property rights (IPRs) when moving
goods across the border. Ukraine has launched the
authorised economic operators (AEO) mechanism,
simplifying customs formalities for traders to meet
integrity criteria. In October 2022, Ukraine joined the
EU Common Transit Convention and the Convention
on the Simplification of Formalities in Trade in Goods,
which facilitate the movement of goods across the EU
and other common transit countries (Norway, Iceland,
Switzerland, North Macedonia, Serbia, Turkiye and the
UK) by applying a single customs declaration between
the participating countries, mutually recognised finan-
cial guarantees and fewer controls. Based on the 2023
EU Enlargement Report, Ukraine has a good level of
preparation in the area of the customs union (Chapter
29), which reflects recently achieved progress.

Note: Largely based on Movchan and Rogoff (2022). For “Pulse”, the
official monitoring tool for the AA’s implementation in Ukraine, please see
https:/pulse.kmu.gov.ua/.
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V. The changes in trade prompted

by the full-scale war

Russia’s full-scale invasion of Ukraine in 2022 spurred
even more drastic adjustments to the economy and,
thus, foreign trade. Many production assets in all
industries have been damaged or destroyed, with the
most significant impact being that on metals manufac-
turing and petroleum processing. Extensive internal
and external migration has affected the labour market,
although digital skills obtained during the Covid-19
pandemic have partly softened the impact. Trade logis-
tics has been complicated by several factors, including:
the loss of (full) access to ports on the Black Sea and
the Sea of Azov; the limited capacity of alternative
modes of transportation due to the shortages of
railway freight wagons and staff as well as the destruc-
tion of storage facilities, railway lines and stations in
Ukraine; and the capacity bottlenecks in the EU result-
ing from a lack of preparedness to reorient trade flows.

At the same time, the EU and other partners have
offered multiple short-term measures, including tem-
porary market access liberalisation,® and several trans-
port-related initiatives (Kosse 2023) to mitigate the
invasion's shock, unblock transport routes and thereby
support Ukraine’s economy.

V.1. The war-induced shifts in
Ukraine’s trade geography

As a result of the negative stimulus of the war-induced
logistic bottlenecks and the positive stimulus of the
EU’s unilateral liberalisation (see details in section V.4),
in 2022, the EU’s total share in Ukraine's goods exports

6 Temporary market access liberalisation measures took different forms in
different countries. The EU, the UK and Canada, which have FTAs with
Ukraine, temporarily nullified the remaining import duties, suspended
tariff rate quotas (TRQs) mostly related to agro-food products, and sus-
pended trade remedies (safeguards, anti-dumping regulations) on metals.
Even though it does not have an FTA with Ukraine, Australia still offered
temporary duty-free access to its market, though the impact of this deci-
sion has been small due to distance- and logistics-related constraints. The
US suspended safeguards on steel imports.
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increased to 61 percent and in goods imports to 44 per-
cent. These shares further expanded to 63 percent and
47 percent, respectively, in 2023.7 At the same time,
China’s share dropped to about 5 percent in 2022 due
to the lack of transportation options, although it recov-
ered somewhat in 2023. Trade with Russia, on the other
hand, has been completely outlawed.

At the same time, the changes in the geography of the
cross-border trade in services have been much less
EU-centric. Between 2021 and 2023, the EU'’s share
in services exports increased by only four percentage
points, to 39 percent, as the reduced role of the CIS
and Asia in services exports was replaced not only

by the EU but also by the US, whose share expanded
by five percentage points, to 28 percent, in the same
period. In 2022 and 2023, Ukraine's services imports
were dominated by “traveling”, which entails refugees’
expenses in hosting countries, primarily the EU. How-
ever, the EU’s share has been gradually declining with
the growing importance of North America in 2022 and
other countries in 2023 (Figure 10).

V.2. The war-induced shifts in
the structure of Ukraine’s goods
trade

The impact of Russia’s full-scale invasion has amplified
trends observed beforehand regarding the product
structure of Ukraine’s merchandise exports (Figure 11).
On the one hand, owing to the global efforts to bring
Ukraine’s grain to the world market, the export share

7 According to the NBU data based on Balance of Payments and Interna-
tional Investment Position Manual BMP6 methodology. The customs data
show even stronger reorientation towards the EU.
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FIGURE 10: Russia’s full-scale invasion has sparked additional changes to
Ukraine’s trade geography
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FIGURE 11: The full-scale war further strengthened the role of Ukraine’s agro-food exports
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FIGURE 12: The changes in goods trade with the EU set the general trends
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of the agri-food sector rose to 57 percent in 2022,

or 13 percentage points higher than a year before,
and further expanded to 63 percent in 2023. At the
same time, the share of metals in exports dropped to
11 percent of the total in 2023, compared to 25 per-
cent in 2021, as the sector lost its factories in occu-
pied territories (primarily those in Mariupol) and faced
significant logistical problems.

The most significant increase in merchandise imports
was registered in the share of the “other” category,
meaning non-disclosed imports (which are likely
related to deliveries of weapons and ammunition).

As the investment activity dropped in 2022, so did
the role of imports of machines and equipment.
However, the importance of investment imports grew
again in 2023, spurred by the economic recovery and
the need to replace destroyed assets and launch new
production, particularly related to military and con-
struction needs. At the same time, in a reversal of the
previous trend, imports of mineral products increased
again. This can be explained by the loss of domestic
petroleum-processing and -storage facilities, while
demand for fuel has remained high, especially in the
military.

The structure of goods trade with the EU sets the
general trends, with the growing share of agro-food
in exports and of mineral products in imports (Fig-
ure 12).

V.3. The war-induced shifts in
Ukraine’s services trade

The war has also changed Ukraine’s trade in services
(Figure 13). Massive external migration boosted imports
of travel services to 71 percent of the total in 2022 and
2023, compared to 43 percent in 2021. ICT exports
continued growing despite the war in 2022, bringing
the ITC sector’s share in services exports to 47 percent,
or six percentage points higher than the share in 2021.
However, increased costs, such as the need to invest

in diversified energy and internet supply sources and
bomb shelters (Sabadyshina 2023), as well as a high
level of uncertainty, dragged down IT exports in 2023.

28

V.4. The dilemma for Ukraine of
the EU'’s liberalised market access

In 2022, apart from granting Ukraine candidate status
and thereby setting the path for Ukraine’s complete
integration into the EU common market, the EU fos-
tered Ukraine’s short-term economic integration by
(temporarily) removing all remaining tariff barriers.

The EU adopted a regulation (2022/870) allowing for
temporary full trade liberalisation and the suspension
of trade defence measures for one year starting in
June 2022 and then prolonged it for another year,
until June 2024. In 2022, these measures more than
doubled Ukraine’s exports of products under the
DCFTA tariff rate quotas (TRQs) to the EU (Movchan
and Polushkin 2023). While Ukraine’s total merchan-
dise exports to the EU increased by 5 percent in 2022,
exports of goods subject to TRQs grew by 47 percent,
thereby representing the key source of the expansion
of total exports.

At the same time, the expansion of Ukraine's agri-food
exports to the EU created political tensions among
several EU member states starting in the spring of
2023. With global agricultural prices trending down-
ward since autumn 2022 and its farmers protesting,
Poland unilaterally banned imports and transit of
Ukrainian cereals and many other agricultural products
on 15 April 20283, justifying the ban by claiming that
the products represented a threat to national security.
While Hungary, Slovakia and Bulgaria banned imports
(though not their transit), Romania only considered a
ban. The transit through Poland was restored within

a week, although with additional control procedures.
On 2 May 2023, the individual bans were replaced

by the EC's exceptional and temporary preventive
measures on imports of wheat, maize, rapeseed and
sunflower seeds from Ukraine (European Commission
2023b). These measures were lifted on 15 September
2023 after Ukraine agreed to introduce legal measures
to avoid a rapid increase in grain exports to these
markets in the future (European Commission 2023c).
However, Poland, Slovakia and Hungary remained
unsatisfied with the EC’s decision and reimposed
individual restrictions. In response, Ukraine initiated

a consultation within the WTO as a mechanism for
dispute settlement (WTO 2023).



The changes in trade prompted by the full-scale war

FIGURE 13: The full-scale war caused further changes in the services trade structure
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One should note that Poland’s national-security-based
justification for its bans do not stand up to scrutiny,

as the volume of exports from Ukraine accounted

for a relatively low market share in Poland and other
neighbouring countries (Figure 14). Moreover, the
scope of the import bans - whether the EC regulation
or the bans imposed by individual countries - went
far beyond grain by even covering products that have
enjoyed duty-free trade access to the EU market for

| BertelsmannStiftung

many years, such as maize, sunflower seeds and rape-
seeds. As of January 2024, the bans have remained

in place despite their lack of alighment with the
EU-Ukraine Association Agreement (AA) or the general
trade norms of the EU and WTO.

On 6 November 2023, another EU trade liberalisation
measure appeared to be under attack when Polish

road carriers blocked the three biggest border crossing
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FIGURE 14: Ukrainian wheat accounts for relatively low shares in the markets of its

neighbouring countries
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points with Ukraine, demanding, among other things,
the reinstatement of a bilateral permit system, which
was one of the trade constraints in relations with
Poland and the EU before the full-scale war (Movchan,
Kostiv and Polushkin 2022). These permits were
abolished by another temporary EU measure, namely,
the agreement with Ukraine on road transport signed
in June 2022, which was originally valid for a year and
then prolonged for another year (European Commis-
sion 2022b). The Polish blockade lasted until mid-Jan-
uary 2024, with farmers occasionally joining the truck-
ers. Moreover, road carriers and sometimes farmers in
other EU neighbours of Ukraine have also blocked the
road crossing points with Ukraine for shorter periods.

This trade-related crisis has highlighted critical chal-
lenges for Ukraine's EU accession process. Ukraine’s
vast and growing agricultural potential has been
perceived uneasily by farmers in the EU, who remain
shielded by the Common Agricultural Policy. While
it is generally perceived that Ukraine must become
ready to withstand the common market competitive
pressure, as laid down in the economic Copenhagen
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Criteria, the crisis has shown that EU farmers must
also be prepared to change - even though they have
far fewer incentives to do so. Of course, better transit
infrastructure in the EU and restoring Ukraine’s full
access to its seaports can help to mitigate the con-
flicts, though such developments will not completely
resolve this tension. However, the solution could lie
in the deeper integration of Ukraine’s producers in EU
value chains, which would make such bans economi-
cally undesirable.



VI. Potential areas of Ukraine’s international

competitiveness

For its reconstruction to be successful, for its benefits
from being integrated into the EU to be maximised,
and in order for it to meet the Copenhagen Criteria
and accede, Ukraine needs to have an internationally
competitive economy that can handle the competition
of the EU and global markets. A central part of mod-
ern global competitiveness is successful integration
into global value chains, which facilitates technology
transfers and functional upgrading, which are the main
tasks of reconstruction and EU integration.

With this in mind, the analysis of this section will focus
on Ukraine’s specialisation before Russia launched its
full-scale invasion in 2022. We want to look at how
things progressed during this period (highlighting
what went well and where the weaknesses still lie),

so as to define priorities to maximise the benefits of
reconstruction and EU integration. Specifically, we

will consider revealed comparative advantages (RCAs),
participation in global value chains, and the country’s
progress on technological frontiers.

VI.1. Ukraine’s revealed
comparative advantages

Over the last eight years, Ukraine has been drifting
towards specialisations in raw materials (particularly
vegetables and minerals) and intermediate goods.

In doing so, it has been contributing to global value
chains at the early and middle stage rather than spe-
cialising in supplying final products to consumers or
producers. The reconstruction, coupled with the EU
accession process, is expected to facilitate Ukraine's
further integration into global value chains and tech-
nology transfers, thereby moving Ukraine’s exports
downstream along the value chain. Regarding aggre-
gated product categories, Ukraine is globally compet-
itive in vegetables, food, metals, minerals and wood
products (Figure 15).

Regarding individual goods, Ukraine has the highest
RCAZ& in sunflower seed oil. Other products with the
highest RCAs include cereals and oil seeds, honey,
selected ferrous metals, several critical minerals
(e.g. titanium and niobium), and wood products.

Ukraine's exports demonstrated global competi-
tiveness in 211 out of 1,125 HS headings in 2021
(Table 1). Apart from the foodstuffs, metals and
minerals discussed above, these also included railway
and tram equipment and spare parts; turbojets and gas
turbines; aircraft launching gear; electrical insulators;
and ignition wiring sets.

In 2021, Ukraine’s top export specialisation on the EU
market was not significantly different from Ukraine’s
global specialisation (Table 2). The products with the
highest RCA on the EU market included vegetable oils
(sunflower seed oil, soya bean oil); semi-finished fer-
rous metals; cereals and oil seeds; honey; mineral prod-
ucts, including critical ones (clays, iron ores, titanium
ores); and some wood products. Ukraine was compet-
itive (RCA>1) in 198 out of 1,033 HS headings, which
comprised 88 percent of Ukraine's exports to the EU

in 2021. In addition to the products discussed above,
Ukraine was competitive in selected photographic
equipment; insulated wire and electrical insulators; rail-
way equipment; metal-rolling mills; turbines; selected
household appliances; and boats and yachts.

The full-scale war that began in February 2022 did
impact Ukraine’s RCA standings, but not as strongly
as had initially been expected. For 2022 as a whole,

8 The revealed comparative advantage (RCA) index measures a country’s
international competitiveness, presuming that trade patterns are governed
by the countries’ relative differences in productivity. Although gauging
such productivity differences is challenging, an RCA based on trade data
“reveals” such differences. Since RCAs do not adjust for distortions (e. g.
subsidies or taxes), differences in business environments, or market fail-
ures, they cannot be treated as indicating a definite long-run comparative
advantage. However, they do give an understanding of trends. The revealed
comparative advantage of a country in a product in the world is measured
as the ratio of product exports in the country’s total exports over the same
ratio for the world. For details on the specific equation, see Balassa (1965).
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FIGURE 15: Pre-war Ukraine had been drifting towards a specialisation in raw materials
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Ukraine retained global competitiveness in 199 out of very close to the position of Turkiye (42nd), though
1,102 HS headings for global exports, while it remained lagging behind those of Romania (26th) and Poland
competitive in 179 out of 1,038 HS headings for exports  (28th). Notably, Ukraine’s export complexity declined
to the EU market. Moreover, the list of products making between 2013 and 2021, as reflected by its drop in
up the top RCAs has remained almost unchanged. the ranking, from 38th to 44th place. The changes can
primarily be attributed to the loss of industrial assets
According to the Observatory of Economic Complexity  and technological exports to Russia after the latter
(OEC n.d. a), Ukraine ranks 44th out of 131 countries occupied Crimea and a part of the Donbas in 2014.
in the Economic Complexity Index (trade), which is Exports of railway wagons and locomotives, which
calculated based on countries’ RCAs. This rank is were targeted almost exclusively to the Russian mar-
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TABLE 1: The 20 export goods of Ukraine
with the highest RCA, world, 2021

TABLE 2: The 20 export goods of Ukraine
with the highest RCA, the EU, 2021

Share in Share in
Ukraine'’s Ukraine'’s
HS 4- exports, HS 4- exports,
digit Description 2021, % RCA digit Description 2021, % RCA
1512  Sunflower, safflower or 1512  Sunflower seed, safflower or
cottonseed oil 9.58 138.6 cottonseed oil 7.22 76.6
7201 Pigiron and spieggleisen in pigs, 7201 Pigiron and spiegeleisen in pigs,
blocks or other primary forms 2.39 96.0 blocks or other primary forms 1.71 70.1
2614  Titanium ores and concentrates 0.24 44.6 7207  Semi-finished products from iron
2306 Cake and other solid waste of or unalloyed steel 627 475
plant origin 1.94 429 2508  Other clays, andalusite,
7207  Semi-finished products from iron kyanite and S|II|man]te, . .
or unalloyed steel 5.90 42.8 whether or no't calcined; mullite;
chamotte or dinas earths 0.78 44.0
1003 Barley 1.78 34.7
1005 Corn 6.77 43.6
2508 Other clays, andalusite,
kyanite and sillimanite, 2601 !ron ores and con§entrates,
whether or not calcined; mullite; including roasted iron 11.19 422
chamotte or dinas earths 0.44 34.6 . .
4402 Wood charcoal (including shell
1005 Corn 8.89 325 or nut charcoal), whether or not
agglomerated 0.27 37.7
1001  Wheat and meslin 7.17 28.3
1507 Soya-bean oil and its fractions 0.86 34.5
4906 Plans and drawings that are
originals made by hand 0.01 28.0 4408 Sheets for veneering
1205 R | 4 (including those obtained by
ape or colza seeds, - :
whether or not broken 206 26.8 slicing laminated wood) 0.91 33.5
L. 1205 Rape or colza seeds, whether
2706 Tar _dlstllled from coal, from or not broken 3.79 30.5
lignite or from peat and other
mineral tars 0.09 23.9 4405 Wood wool (excelsior);
4408 Sheets for veneering wood flour 0.02 29.0
(including those obtained by
slicing laminated wood) 042 205 0409 Honey, natural 049 255
4405 Wood wool (excelsior); 2706 ;li—g:\i(istélrlef(rjofr;opr:e:?ghgrgﬁer
wood flour 0.01 186 mineral tars 0.21 24.7
4402 Wood charcoal (including shell .
or nut charcoal), whether or not 0501 Human hair unworked 0.00 24.5
agglomerated 011 171 2614  Titanium ores and concentrates 0.15 244
7208  Flat-rolled iron/non-alloy steel 5.22 16.1 2306  Oil cake and other solid residues;
0409  Honey, natural 0.22 15.1 whether or not ground or in the
form of pellets 1.28 23.0
2615 Niobium, tantalum, vanadium or
zirconium ores 0.06 149 1404  Vegetable products not
elsewhere specified 0.07 21.3
2302 Bran, fodder flour and other by-
products of grain or leguminous 3501 Casein, caseinates and other
crops processing 0.14 14.8 casein derivatives 0.15 13.9
Source: WITS 0811  Fruit and nuts; uncooked or
cooked by steaming 0.70 13.6
Source: WITS
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ket as a part of the post-Soviet legacy, have practically
ceased. At the same time, exports of gas turbines,
another legacy product, have been sharply reduced.

In summary, at present, Ukraine’s top competitive
advantages are concentrated in agricultural products,
mineral products and metals. These products are
highly sensitive to trade defence measures, including
in the EU, as has been vividly demonstrated by the
ongoing bans on selected Ukrainian agricultural prod-
ucts in Poland, Hungary and Slovakia.

While Ukraine’s strong competitive edge in agricul-
ture remains crucial for global food security - and
could even elevate an enlarged EU into the role of

the new global food supplier - the country’s accession
to the EU will require it to regain, strengthen and/or
expand its competitive advantage in technologically
advanced sectors, especially taking into account that
Ukraine still has a high level of economic complexity
and is competitive in technologically advanced prod-
ucts, ranging from turbines and railway equipment to
yachts. Thus, Ukraine’s real and potential technological
strengths should number among the critical priorities
for reconstruction so as to ensure that the country can
effectively withstand the competitive pressure of the
common market and be successful in cohesion efforts.

VI1.2. Global value chain
integration

Ukraine’s deep integration into global value chains
(GVCs)? has been considered a central part of its

9 Value chains, the production of products in multiple countries, have
become essential in global trade. Global value chains are assessed using
multi-country input-output tables (MC IOTs), which allow researchers to
track which country’s or countries’ value is added and thereby “contained”
in the gross export flows. One such MC IOT is the Eora database (https:/
unctad.org/system/files/official-document/diaeia2019d3a5_en.pdf and
https:/worldmrio.com/unctadgvc/), which comprises 190 countries and
publishes data on global value chain integration on a national and bilateral
levels. On the national level, we can compute the following indicators:
DVA: domestic value-added content of exports | FVA: foreign value-added
content of exports | DVX: indirect value-added exports, domestic value
added contained in value-added exports of other countries | GVA: global
value chain integration indicator, computed as the sum of FVA and DVX |
FVA and DVX are also known as backward and forward linkages, respec-
tively. Backward linkages quantify the degree to which foreign value added
is used in domestic production (thus an indicator of upstream integration).
Forward linkages tell us how much value added that is produced domesti-
cally is then “contained” in the exports of another country (i.e. is exported
as an intermediate input), which makes it an indicator of downstream
integration. GVA, the sum of backward and forward linkages, is thus an
indicator of the degree of overall integration into global value chains.
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efforts to successfully reconstruct and prepare itself to
join the EU. In addition to enabling Ukraine to stabilise
its trade flows and fostering technological transfers,
these efforts can help to mitigate protectionist senti-
ments towards Ukraine regarding its accession to the
EU.

Between 2000 and 2019, Ukraine’s value chain inte-
gration grew nine percentage points, to 60 percent
(Figure 16). This increase was driven by backward link-
ages, which increased by 12 percentage points, which
reflects the changes in the commodity structure of the
country’s merchandise exports. The domestic content
of value-added exports has decreased from 85 percent
to 73 percent. Notably, the increase mostly took place
before 2012 and, since then, Ukraine’s integration into
GVCs appears to have stalled. This can be seen as an
indication that Ukraine has much potential for further
integration into global supply chains.

Compared to its regional peers, Ukraine remains
relatively little integrated into GVCs (Figure 17). Only
Azerbaijan, Georgia, Russia and Armenia had lower
values for the global value chain integration indicator
(GVA) in 2019. At the same time, Slovakia and Hun-
gary outperformed Ukraine in this respect by more
than 20 percentage points.

This points to a potential for Ukraine’s increased
integration into global production chains in the post-
war period, especially given the recent friend- and
near-shoring trends as well as Ukraine’s largely
untapped potential in green energy and critical min-
erals resources. To a certain degree, Ukraine is also
expected to repeat the experience of the Central

and East European countries that attracted investors
before and after their accession, when domestic wages
remained considerably lower than the EU average. At
the same time, the regulatory environments and access
to the EU market had already improved significantly.


https://worldmrio.com/unctadgvc/
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FIGURE 16: Ukraine’s growth in value chain integration was driven by backward linkages
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FIGURE 17: Ukraine remains relatively little integrated into global value chains
compared to its peers
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VI.3. Frontier technologies

Ukraine has a strong comparative advantage in ICT-
related sectors, which can be further developed in the
post-war period. The country has achieved remarkable
progress in terms of exporting digitally delivered ser-
vices, the share of which in exports was the highest in
the CESEE region in 2021, lagging slightly behind the
level of the EU average (Figure 18). In the eight years
between 2013 and 2021, the share of digitally deliv-
ered services in services exports more than doubled,
from 25 percent to 56 percent.

Ukraine is quite technologically developed for a non-
EU member state. In fact, according to the “frontier
technology readiness index” (FTRI)* developed by
UNCTAD, it has better preparedness than many of its
peers in the Western Balkans and the CIS (Figure 19).

However, the digitalisation of Ukraine’s economy is
not uniform, and there are many areas where there

is still a need for technological modernisation (a field
in which the country still lags far behind many of the
countries in Central Europe). Ukraine has performed
rather heterogeneously in different components of
the FTRI (Figure 20). The country made significant
progress in its efforts to advance its ICT deployment,
thereby boosting its value in the index by 0.44 points
during the 2008-2019 period. Industry activity also
somewhat improved during this period, with its value
in the index rising by 0.06 points. There was, however,
a reverse trend in the case of access to finance, where
the value in the index deteriorated quite significantly,
by 0.22 points. Although Ukraine still has a relatively
strong position among its CESEE peers when it comes
to skills and R&D (holding 11th and 7th place, respec-

10 The “frontier technology readiness index” (FTRI) can take values between
zero and one, with values closer to one indicating that a country is ready
to adopt and use frontier technologies.

11 The index consists of five building blocks that measure the capacity to
use, adopt and adapt frontier technologies: ICT deployment: This measures
both the prevalence of internet infrastructure (internet users as a share of
the population) and the quality of internet connections (mean download
speed measures). {Skills: These include skills acquired through education
(expected years of schooling) and skills acquired in the workplace through
practical training or learning-by-doing (the sum of managers, professionals,
technicians and associate professionals following the International Stan-
dard Classification of Occupations). | R&D activity: This is measured using
the number of publications and patents filed for the 11 frontier technolo-
gies in a country. | Industry activity: This aims to capture ongoing activities
in an industry related to the use, adoption and adaption of frontier tech-
nologies (measured by exports of high-tech manufacturers and digitally
deliverable services). | Access to finance: This measures resources provided
by financial corporations, such as finance and leasing companies, money
lenders, insurance corporations, pension funds and foreign exchange
companies (share of domestic credit to the private sector in GDP).
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tively, out of 26 countries), its competitiveness in these
areas has been declining over the last 11 years.

Zooming in on ICT deployment in Ukraine reveals that
the country has a very high penetration of internet use
among businesses, which was 87 percent in 2021, or
up 11 percentage points compared with 2010 (Figure
21). The share of companies using the internet by fixed
broadband access has grown quickly. However, it is
still relatively low compared to the country’s peers

(62 percent in Ukraine vs 89 percent in Belarus and

83 percent in North Macedonia). At the same time,
only 35 percent of Ukraine’s businesses had a web
presence in 2021, and only 28 percent of employed
people used the internet routinely - in contrast to
between 60 percent and 70 percent in Croatia, Lithua-
nia, Poland, Slovakia, Slovenia and elsewhere.

E-commerce is underdeveloped in Ukraine, especially
among small enterprises, of which only 4 percent
received online orders in 2021 (Figure 22). The coun-
try also performed significantly worse than its peers
in the development of e-commerce. For example,
about 27 percent of small enterprises in Serbia were
engaged in e-commerce in 2021, while the figure for
Poland was 16 percent. Large and medium enterprises
in Ukraine also lagged far behind their peers in other
countries when it comes to engaging in e-commerce.
In Ukraine, only 11 percent of large enterprises used
e-commerce in 2021, whereas this figure was 56 per-
cent for Estonia, to cite one example.

Thus, Ukraine appears to have an enormous potential
for catching up with the countries in the West when

it comes to ICT infrastructure development and the
prevalence of internet use, which could provide a pro-
ductivity boost in the post-war period. The progress is
expected to be fostered by Ukraine's integration into
the EU Digital Single Market, which both parties (i.e.
the EU and Ukraine) have already recognised as being
a goal. The first roadmap for Ukraine’s integration into
the EU Digital Single Market was drafted in 2018 and
updated in 2020, but it has yet to be officially adopted
(gov.ua 2020). Development of a competitive IT sector
will foster technological diffusion into other sectors

of Ukraine's economy and will facilitate a boost in the
technological complexity of the country’s industry.
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FIGURE 18: Ukraine’s share of digitally delivered services in total services exports was
the highest in the CESEE region in 2021
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FIGURE 19: Ukraine is quite technologically developed compared to its non-EU peers
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FIGURE 20: Ukraine made significant progress in advancing its ICT deployment,
but it has been losing its competitiveness in skills and R&D
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FIGURE 21: Only 35 percent of Ukrainian businesses had a web presence in 2021
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FIGURE 22: E-commerce is underdeveloped in Ukraine, especially among small
enterprises
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VII. Foreign direct investment:
challenges and opportunities

Attracting foreign direct investment (FDI) will be
crucial for Ukraine’s success. These private funds are
expected to play a vital role in reconstruction, as they
are more flexible and diversified. In addition, they will
bring technologies and help to forge business links,
which in turn will foster swifter integration into the
EU and the global economy.

Before the full-scale war, the FDI inflows into Ukraine
had been very volatile and limited compared to the
inflows into its neighbours (Figure 23). The most sig-
nificant FDI inflows were registered before the 2009
global financial crisis, whereas Ukraine’s FDI inflows
were close to zero or even negative in the 2014-2015
period as well as in 2020. Furthermore, Ukraine has
attracted one of Europe’s lowest FDI stocks per capita.
The per capital stock is four times lower than it is in
Romania and five times lower than in Poland, both

of which experienced strong FDI inflows in the mid-
2000s thanks to EU accession and the second wave
of steady expansion since the mid-2010s.

The structure of the FDI inward stock has changed
over the last decade (Figure 24). In the 2000s, the
principal sectors attracting FDI were financial services
(primarily banking) and metal manufacturing. The latter
included the country’s largest case of open privatisa-
tion with foreign participation, namely, the re-privati-
sation of Kryvorizhstal in Kryvyi Rih in Dnipropetrovsk
Oblast - Ukraine’s largest integrated steel company,
known for its considerable production capacity and
importance in the region’s industrial infrastructure -
to global steelmaking giant ArcelorMittal in 2005.
However, there has not been any other substantial
foreign investment in Ukraine’s steel industry, and
many foreign banks left the country in the 2010s,
which diluted the shares of these two sectors in the
FDI stock. Since 2021, the wholesale and retail trade
as well as the extractive industries have been the most
significant FDI stock sectors. At the same time, these
sectors are not the leaders in terms of the share of
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foreign ownership in the market structure. According
to Movchan et al. (2020), the sectors with the high-
est share of foreign ownership are fixed and mobile
telecommunications (93 percent), in which three out
of five significant operators are foreign-owned;!? the
manufacture of man-made fibres (66 percent); the
processing and preserving of fruits and vegetables

(62 percent); the manufacture of other food products,
beverages and tobacco products (52 percent); and the
manufacture of glass and glass products (52 percent).

EU member states are the most prominent inves-
tors in Ukraine, followed by Switzerland and the UK
(Figure 25). However, the official statistics have been
somewhat misleading, as the top investors - Cyprus,
the Netherlands and Switzerland - are known for
offering financial vehicles for investors from other
jurisdictions. According to the National Bank of
Ukraine, these three countries and Austria routed
the most round-tripping investments with Ukrainian
funds.®® Between 2010 and 2022, the round-tripping
FDI amounted to €9 billion,** representing 24 percent
of direct investment inflow.

12 Kyivstar JSC, Ukraine’s leading telecommunications company, belongs
to the Dutch VEON Holdings B.V., which in turn partly belongs to the
Russian Alfa Group (Market Screener 2024). In October 2023, Ukraine’s
court seized 7.85 percent of the shares of Kyivstar, as they belonged to
the sanctioned Russian businessman Mikhail Fridman and his partners
(Pylypov 2023). By the same decision, Ukraine's court seized 19.8 percent
of lifecell, as it was also affiliated with Mikhail Fridman. Until late 2023,
the main shareholders of lifecell were Turks. In December 2023, they sold
the company to French NJJ Capital (Masiuk 2023). However, this deal has
yet to be confirmed by the Antimonopoly Committee of Ukraine. Vodafone
belongs to Azerbaijani owners. For both Vodafone and lifecell, the parent
companies are registered in the Netherlands.

13 Round-tripping transactions refer to residents’ channelling abroad of local
funds and the subsequent return of these funds to the local economy in
the form of direct investment. The high share of round-tripping in Ukraine’s
inward FDI means that some investments registered as FDI are actually
funds originating in Ukraine. Round-tripping can increase property rights
protection, ensure better exchange-rate risk management, and provide
access to better financial services. However, it can also be used to hide
profits and avoid taxation (NBU 2024).

14 Using the exchange rate for 2022.



Foreign direct investment: challenges and opportunities

FIGURE 23: Ukraine’s FDI inflows have been volatile and low compared to its regional peers
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FIGURE 24: Ukraine’s FDI inward stock structure changed noticeably between
2013 and 2021
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FIGURE 25: The EU is the largest source of FDI for Ukraine
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FIGURE 26: Ukraine’s foreign investment policy regime remains less liberalised than in
many of its regional peers
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Although Ukraine has significantly liberalised its
foreign investment policy regime, in 2020, it remained
less liberal than many of its regional peers (Figure 26).
The value of the overall FDI restrictiveness index in
Ukraine stood at 0.121, which is double the average
level for Organisation for Economic Co-operation and
Development (OECD) countries. In the region, only
Kyrgyzstan and Russia had higher values in the overall
FDI restrictiveness index.

The somewhat high level of the index is driven by the
remaining high barriers to foreign investment in sev-
eral sectors of the economy, including maritime and air
transport, media and agriculture (Figure 27). Between
2013 and 2020, there was only a marginal degree of
liberalisation in these sectors. Thus, removing these
barriers could be an additional tool for attracting FDI
in the future.

Notably, substantial changes were already seen in the
2021-2023 period. For example, in October 2021,
Ukraine and the EU signed the long-awaited Common
Aviation Area (CAA) Agreement (gov.ua 2021), envis-
aging the mutual opening of markets for air transport
and related services. The legal alignment embedded
in the agreement has been gradually progressing, for
example, with the approval of the Action Plan in 2022.
However, Ukraine will only be able to tap the CAA
opportunities after its air space has become secure
again and reopened for civil aviation.

In the media sector, which also has a high level of
FDI restrictiveness, the new law aligning the sector’s
regulations with the EU acquis was adopted in 2022
(Parliament of Ukraine 2022). In addition to aiming
for higher transparency of the ownership structure
and empowered regulator, the new framework for all
audio-visual services imposes quotas on the use of
national and European products, which incentivises
investment in their production.

In agriculture, the major reform - namely, the abolish-
ment of a moratorium on agricultural land sales - was
adopted in 2020 and entered into force in July 2021
(Parliament of Ukraine 2020). Given the high political
sensitivity of the issue, a very gradual reform path was
envisaged, with significant limitations on the size of
land plots that could be accumulated by new owners
and a three-year transition period before legal enti-
ties were allowed to purchase land. The ownership of
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agricultural land by foreigners remained prohibited,

but the land could be leased to foreign owners. The

functioning land market is expected to foster invest-
ments, including FDI.

At the same time, no major reforms were implemented
in the maritime transport sector, which was identified
as the sector with the highest level of FDI restrictions
by the OECD. According to the 2023 EU Enlargement
Report (European Commission 2023a), the legislation
on the sector still needs to be aligned with the EU
acquis and international conventions. This sector is
among few service sectors in the AA/DCFTA offer-
ing internal market treatment; in other words, when
operating in the EU market, Ukrainian companies are
treated in the same way as EU companies. However,
in order to be able to benefit from the internal market
treatment, Ukraine needs to carry through with inten-
sive reforms.

In 2019 and 2021, Ukraine adopted several important
laws aiming to stimulate FDI, including the law on con-
cessions aiming to strengthen protection of creditors’
rights (CMS 2020); the law on state support for invest-
ment projects with significant investments in Ukraine
(known as the law on “investment nannies”), which
includes state guarantees on stable legislation and

tax exemptions, among other benefits (Ukrainelnvest
2024a); and the amendments to the law on industrial
parts, featuring additional tax-related and infrastruc-
tural incentives (Ukrainelnvest 2024b).

However, according to business surveys,'® the signif-
icant backlog of FDI attraction is not sectoral regula-
tions, but rather the protection of property rights and
of the rule of law (Movchan and Rogoff 2022). This
has been confirmed by Heritage Foundation indexes
showing that Ukraine lags behind its peers in terms of
protecting property rights and judicial effectiveness
(Figure 28).

15 According to the American Chamber of Commerce in Ukraine, in Sep-
tember 2021, “93 percent of businesses stated that implementation of
real and effective judicial reform, rule of law, fair justice, and eradication
of corruption is [the] #1 strategic step Ukraine’s Government should
take first to achieve economic growth, improve the business climate, and
attract Foreign Direct Investment” (ACC 2021). In December 2021, the
European Business Association (EBA) survey showed that a weak judicial
system (87 percent of CEOs participating in the survey), a high level of
corruption (85 percent), and the shadow economy (76 percent) remain the
top barriers to the development of business (EBA 2021). It is also worth
noting that the situation has not changed much with the war. According
to the EBA Investment Index dated December 2023, companies rank
corruption and the weak judicial system as the second- and third-biggest
challenges for investments, with the war being the biggest (EBA 2023).
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FIGURE 27: The high level of the FDI restrictiveness index is driven by the remaining high
barriers to investment in several sectors of the Ukrainian economy
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FIGURE 28: Despite significant progress, Ukraine lags behind its peers in terms of
investment freedom, business freedom, property rights protection and judicial
effectiveness
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The EU accession process is expected to assist
Ukraine in addressing these fundamental challenges,
which are crucial for all aspects of the country’s
development. According to the EC assessments in

the 2023 EU Enlargement Report (European Com-
mission 2023a: 19), Ukraine has demonstrated “good
progress” but it still has “some level of preparation in
implementing the EU acquis and European standards
in the area of the judiciary, fight against corruption and
fundamental rights,” so further efforts are required.
Moreover, the report also notes that it is imperative
not to backslide, stating: “The efforts in the area of the
judiciary, anti-corruption and fundamental rights need
to continue and be further consolidated” (ibid.).
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VIIl. Sectors with post-war growth potential:

case studies

Ukraine’s areas of relative strength and potential,

as highlighted above, hint at where policy in the post-
war years should concentrate so as to maximise the
country’s post-war recovery potential. Based on this,
we identify six industries for which industrial policy,

an FDlI-attraction strategy, and institutional and edu-
cation reforms should be the focus to help achieve this
goal. These sectors are expected to play a critical role
in Ukraine’s recovery and reconstruction as well as to
facilitate Ukraine’s integration into the EU economy.

VIII.1. Energy sector: renewables

Renewable energy generation was defined as one of
the critical priorities for the Ukrainian economy in the
National Economic Strategy adopted by the govern-
ment in 2021 (National Economic Strategy of Ukraine
2021). Ukraine entered the top 10 countries in the
world in terms of renewable energy development in

2019 and the top five European countries in terms of
solar energy development in 2020. In 2019, Bloomberg
New Energy Finance ranked Ukraine in 8th place (up
from 63rd) among 104 countries in terms of invest-
ment attractiveness in the development of low-car-
bon energy sources and the construction of a green
economy (Konechenkov 2022). The Ukraine National
Recovery Plan, presented in July 2022 at the Lugano
Conference, also considers the sector crucial for the
post-war recovery and includes around € 120 billion in
spending to achieve energy independence and develop
green energy (National Recovery Council 2022).

Although the renewable energy sector has accounted for
only a small share of the total energy production, it had
been growing very fast before 2022. According to data
of the International Energy Agency (IEA), in 2015, renew-
ables accounted for 5.3 percent of Ukraine's electricity
generation mix (IEA n.d.). By the end of 2020, this share
had grown to 11.8 percent, mainly owing to increases

FIGURE 29: Although the renewable energy sector accounts for a small share of total
energy production in Ukraine, it has been growing very fast
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in the generation of solar and wind energy (Figure 29).
The National Economic Strategy set a goal of sourcing
25 percent of Ukraine's total energy mix from renew-
ables by 2035.

Ukraine has a significant potential for generating
energy using all renewable technologies. This is
especially the case for biomass-based heat and power
generation capacity owing to the country’s extensive
agricultural and forestry waste, an essential resource
for this type of energy. The International Renew-

able Energy Agency estimated in 2015 that Ukraine
should be able to increase its renewable energy use
tenfold by 2030, with nearly 80 percent of the final
renewable energy potential accounted for by biomass
technologies, including heating buildings and industrial
plants, power generation and transport (IRENA 2015).
Onshore wind could reach 320 GW and solar 70 GW
by 2030, with almost all of it being cost-competitive.
The World Bank (2020) estimates the country’s off-
shore wind potential at 183 GW for fixed and 68 GW
for floating turbines. However, efforts to develop
some of this will run into the problem that turbines
will need to be situated in waters off the currently
annexed Crimea (Energy Monitor 2024).

Another promising niche for Ukraine’s energy sector

is hydrogen. Blue and green hydrogen are vital parts
of Europe’s future energy mix. Since green hydrogen
demands renewable energy capacities that do not

yet exist, blue hydrogen, which uses natural gas and
can reduce emissions by up to 85 percent compared
to normal natural gas consumption, is considered an
excellent interim solution. Ukraine has the most signif-
icant growth opportunities in natural gas production
across Europe. The country’s largest national oil and
gas company, Naftogaz, recently acquired new licenses
to increase production volume. Green hydrogen’s
annual production could be 5.5 billion cubic metres,
according to the State Agency on Energy Efficiency
and Energy Saving of Ukraine (Nechiporenko 2021).

In addition to production potential, Ukraine has good
prospects for developing a hydrogen transmission sys-
tem based on the operative gas transmission system,
which connects Ukraine with the EU and Moldova.

One of the main issues with the expansion of wind
and solar energy generation is that it is concentrated
in five regions (oblasts) in southern Ukraine: Odesa,
Zaporizhzhia, Mykolaiv, Kherson and Dnipropetrovsk
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(ITA 2021). As the regions have suffered significant
destruction from the Russian military, considerable
investment will be required to maintain and repair the
energy-generation facilities.

Expanding renewable energy will depend on the inter-
connection and export capacity between the Ukrainian
and EU electricity grids. Following the emergency
synchronisation of the two networks at the begin-
ning of the full-scale war, the Ukrainian grid operator
Ukrenergo and the European Network of Transmission
System Operators for Electricity (ENTSO-E) connected
their grids, but interconnection levels remained low
until recently (Dawes and Cahill 2022). Further inte-
grating Ukraine's grid with Europe’s will be an ongoing
effort both during and after the war. In addition, legis-
lation and standards for hydrogen production, trans-
portation, storage and use need to be developed.

VIII.2. Critical minerals: key to
support the EU’s digital and
energy transition

Although Ukraine is not one of the world’s largest
producers of rare minerals, it holds large untapped
concentrations in the subsoil. Across more than 8,700
surveyed deposits, there are 117 of the 120 most-
used industrial minerals, including titanium, neon,
nickel, lithium, beryllium, zirconium, tantalum, and

a complex of phosphoric rare-earth and rare-metal
ores, the market value of which is estimated to reach
€7.1 trillion (Muggah and Dryganov 2022). The World
Data Center’s National Atlas of Ukraine (WDC n.d.)
points out that the Ukrainian resources of rare min-
erals are unique and the largest in Europe. However,
some of the deposits are unfortunately located in the
zone of current or recent military activity, which might
lead to difficulties in terms of exploring them due to
the high perceived risks for investors or higher costs
needed to deal with the consequences of the war, such
as unexploded ordnance or destroyed infrastructure.

In 2021, the EU and Ukraine signed a strategic partner-
ship on raw materials as a part of a broader effort to
limit the Union's reliance on China to supply raw mate-
rials that are crucial for the green transition as vital
components in a wide range of high-tech products,
such as electric car batteries, smartphones and wind
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turbines. This generated a surge of interest in Ukraine
among private companies, and the state investment
promotion agency (Ukrainelnvest) received more than
100 investment proposals from companies across
Europe and North America that year (Kinch 2021).
Ukraine also features prominently in the proposal

of the EU Critical Raw Material Act, which includes
provisions for financial support to develop production
and processing capacities in countries outside the EU.
The European Commission considers Ukraine a poten-
tial supplier of more than 20 elements from the list of
critical raw materials to the EU and has planned several
measures in the field of trade and investments in the
mining and processing industries of Ukraine that work
with rare-earth elements. Already in 2019, the EU
launched the “New Subsoil Code of Ukraine” project in
cooperation with the Ukrainian government in order to
improve regulatory conditions so as to ensure the sus-
tainable development of Ukraine's mineral resources
sector as well as to attract international investors with
transparent and unambiguous market rules.

A post-war goal for Ukraine would be to set up sus-
tainable and environmentally friendly raw-materials
and battery projects in mining, refining and creating
end-user products inside Ukraine. To achieve this, the
national mining legislation needs to be updated so as
to ensure convenient and equitable rules of access to
raw materials through the deregulation and digitisation
of the permitting process. This represents an opportu-
nity for Ukraine’s integration into EU supply chains to
support the EU’s digital and energy transitions, partic-
ularly in the automotive and electronics sectors.

VIII.3. Manufacture of metals

Metallurgy is one of Ukraine’s most traditional and
largest manufacturing sectors. In 2020, the gross value
added generated by the sector was 1.9 percent of GDP,
or about one-fifth of the manufacturing sector’s total.'¢
According to the Observatory of Economic Complexity,
metal products are among Ukraine’s most specialised
products in the RCA index and most complex products
in the product complexity index (OEC n.d. b).

However, the sector, which is concentrated in the
eastern regions of Ukraine, has faced multiple adverse

16 The latest data available; from Ukrstat.

shocks: first, during the 2008-2009 global financial
crisis; second, when Russia occupied the Donbas

and Crimea in 2014; and, third, with Russia’s occupa-
tion of the southeast of Ukraine and the destruction
of several of the largest metal plants there in 2022
(Figure 30). Moreover, the increased trade protection
measures against iron and steel products in many key
markets, including the EU and the US, have harmed
the sector’s exports.

The manufacture of metals had once attracted the
largest amount of FDI in Ukraine, such as with Arce-
lorMittal’s purchase of the Kryvorizhstal steel plant in
2005, as mentioned above (section VI). However, no
other major global investor has entered the market
since then. Several of Ukraine’s oligarchs had large
stakes in the sector, but their assets lost most of their
value in 2022."

Apart from damage from the war in 2022, the sector
suffered from a logistics backlog. Metal products were
primarily shipped by sea, as it was the most cost-effi-
cient method. The Black Sea Grain Initiative!® did not
resolve the logistic problems for metallurgy, as metal
products were not included in the deal negotiated by
the UN and Tiirkiye. As a result, the EU autonomous
trade measures introduced in May 2022 did not help
the sector to recover from its supply constraints. The
demolition of the Kakhovka Dam in June 2023 rep-
resented another blow for the sector, as the Arcelor-
Mittal-owned steel plant Kryvorizhstal used to rely on
water supplied from the associated reservoir.

The export situation improved in the second half of
2023. The collapse of the Black Sea Grain Initiative,
following Russia’s refusal to prolong the agreement
and the Ukrainian military successes in the Black Sea,
allowed the establishment of a Ukrainian sea corridor
and the reopening of seaborne shipments, including for
metal products. The Black Sea ports are expected to
come close to their pre-full-scale-war volumes in 2024.

17 The largest producers in the sector are Metinvest (Rinat Akhmetov), Arce-
lorMittal Kryvyi Rih (ArcelorMittal), Interpipe (Victor Pinchuk) and Ferrexpo
(Kostyantyn Zhevago). Metinvest lost about two-thirds of its value in 2022
(Landa and Ulyanitskyi 2022), mostly due to the destruction of the two
largest metallurgical plants - Azovstal and lllich - in Mariupol. Interpipe
preserved its assets, but owing to its location close to the frontline, the
company faces a huge drop in production (Zinchenko 2023). Production
volumes of Ferrexpo dropped by 46 percent in 2022 (Share UA Potential
2023).

18 Signed by Russia, Tirkiye and Ukraine, and witnessed by the UN, the
initiative aimed at the safe export of grain, fertilizers and other foodstuffs
from Ukrainian ports on the Black Sea (UN 2023).
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FIGURE 30: Ukraine’s metal manufacturing is concentrated in its eastern regions and has
suffered a sharp contraction due to the war
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The sector has also benefited from increased internal
demand, which has been fuelled by the growing con-
struction needs and the expansion of manufacturing of
military equipment.

Despite the adverse shocks, the sector still has poten-
tial to recover. This potential is based on available
mineral resources, a trained labour force and estab-
lished business links, which must be complemented
by new technologies already available on the global
market. Domestic demand is expected to stay high.
At the same time, technological modernisation could
help to reconquer international markets and cope with
the emerging challenges related to the (as of 2026 in
its definite phase) forthcoming Carbon Border Adjust-
ment Mechanism (CBAM) and other climate-related
requirements stemming from the EU Green Deal.

For that to be realised, producers will need support

to fund adjustments to production processes at the
preserved facilities and the introduction of environ-
mentally friendly technologies at newly built sites.
Still, the eventual role of metallurgy in Ukraine’s future
economic structure is likely to be smaller than it was
before the full-scale war.

VIIl.4. Manufacture of machines
as well as electrical and transport
equipment

When describing the foregone industrial potential of
Ukraine, most analysts are referring to the country’s
manufacturing of machines as well as electrical and
transport equipment. Indeed, the sector’s share in
enterprise turnover decreased by half, to 5 percent,
between 2001 and 2021. This downward trend can be
attributed to multiple factors, including the disruption
of production links inherited from the Soviet past,
intense international competition, insufficient protec-
tion of intellectual property rights, and poorly devel-
oped infrastructure for introducing innovations into
industrial production, including the limited access to
financing and underdeveloped links between research
institutions and production companies. The experi-
ments with protectionism aiming to stimulate domes-
tic production, such as the scheme for automobile
production introduced in 1999, failed to reach their
goals, although they did generate significant rents. In

its 2023 EU Enlargement Report (European Commis-
sion 2023a), the European Commission assessed the
current level of Ukraine’s preparedness in IPR protec-
tion as “early stage”.

In 2022, there was another sharp contraction in the
sector’s output due to the war, as the bulk of the
production facilities are located in the eastern regions,
which are most affected by the war (Figure 31).
However, the sector recovered in 2023, backed by the
increased state military orders and the demand for
new equipment by companies renewing production
after the war-induced losses.

Moreover, the sector has significant development
potential, as many companies have already learned to
withstand global competitive pressures. For instance,
better-than-average production trends have been
demonstrated in the manufacture of electrical equip-
ment (NACE 27), mainly due to the developed produc-
tion of spare parts for automobiles and the servicing

of EU producers. For example, the first factories of the
German producer and automotive supply company Leoni
were opened in the mid-2000s, but the global financial
crisis and the 2010-2014 period, in which Viktor Yanu-
kovych was Ukraine’s president, halted the expansion.?

The sector received a new boost after the conclusion
of the AA/DCFTA and the associated lowering of trade
barriers. Since 2015, at least 10 new factories for
producing wiring sets and similar equipment as well

as two factories making car seat covers have been
opened in Ukraine, together creating over 18,000 new
jobs (Movchan 2018). The sector attracted investors
from the EU, the US and Japan. The decision was
driven by several factors, including relatively low
labour costs, proximity to the EU, and new business
opportunities expected as a result of the AA/DCFTA.
After the full-scale war erupted, exports of wiring sets
dropped. However, they quickly revived, as demand
stayed high and logistics solutions were found,
although they were more costly and time-consuming.
As a result, Ukraine’s exports of insulated wire became
the sixth-ranked export category in 2023 (ninth-

19 The global financial crisis strongly impacted Ukraine’s economic devel-
opment, triggering bank and foreign exchange crises. In 2009, real GDP
experienced a year-on-year decline of 15.1 percent. Given the weak insti-
tutional fundamentals, the country’s investment attractiveness plunged.
Viktor Yanukovych’s victory in the presidential election of late 2009
became a landmark of eventual reform stagnation while paving the way for
flourishing nepotism and corruption (e.g. Aslund 2014). .
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FIGURE 31: Ukraine’s manufacturing of machines as well as electrical and transport
equipment is mainly located in the eastern regions and has been strongly affected
by the war
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-
o

Output by regions, 2020, UAH bn : 0 i 439

Output of engineering and total manufacturing sectors
120

100

80

60

40

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023*

Index, 2013 = 100: = Engineering M Manufacturing ™ Manufacture of electrical equipment

* Based on January - September 2023. .
Source: Ukrstat, own estimates. Map created by Datawrapper | BertelsmannStiftu ng

52



Sectors with post-war growth potential: case studies

ranked in 2021), collectively amounting to a value

of €1.2 billion. Although this was above the value of
Covid-plagued 2020, it was still 8 percent less than it
was in pre-war 2021.

There are also other sub-sectors with solid growth
potential, including those for manufacturing a range of
military machines and equipment, in which Ukraine was
a key global player before Russia’s invasion of Crimea
and the Donbas in 2014. This position was forfeited,

as the country needed to supply the domestic mar-

ket. When Russia launched its full-scale invasion in
2022, the need for a major multiplication of Ukraine’s
defence industry capacities became evident. Starting

in 2023, several joint ventures with EU companies to
produce weapons and ammunition have been publicly
announced. For example, the German-Ukrainian joint
venture Rheinmetall Ukrainian Defense Industry LLC
was registered in October 2023, with the announced
intention to open production facilities in Ukraine in sev-
eral months (Mikhailov 2023). In February 2024, Poland
provided the credit for Ukrainian-Polish joint weapon
production (Militarnyi 2024). A memorandum between
Ukraine and Belgium aiming for joint production was
signed in January 2024 (Slovo | Dilo 2024). And, that
same month, plans were announced for joint production
with Lithuania (Freedom 2024). Moreover, in a speech
before the European Parliament delivered on 6 Febru-
ary 2024, European Commission President Ursula von
der Leyen said that the EU “must think of Ukraine’s
defence industry as part of our own defence industry”,
thereby highlighting the need and intention for deep
integration of production chains. Indeed, in the post-
war period, manufacturing military equipment tested
on the battlefield and aligned with NATO standards is
expected to become a critical sub-sector in Ukraine as
well as one with impressive export prospects.

Ukraine has also retained its position in producing
turbines and engines for the aircraft and aerospace
industry. New niches have been developing, such as
the manufacture of small planes (Konkurent 2019).
Ukraine has also continued to produce and export
boats and yachts, with the EU, Norway and the UK
being the prime export markets (in 2023, exports
amounted to €49 million, or one-third of the pre-war
level). Since the closure of the Russian market in 2014,
the production of railway equipment has been pri-
marily focused on meeting the needs of the domestic
market.

In sum, Ukraine’s manufacturing of machines as well as
electrical and transport equipment has strong potential
for integration into EU value chains, especially given
the prospect of EU membership. The latter is expected
to improve access to finance and to change investors’
perception regarding the future of Ukraine - from a
“contested neighbourhood” into a member of the EU.

VIIL.5. Food industry

With an extensive agriculture production capacity,
Ukraine has developed a large and diversified food
industry. The manufacture of vegetable and animal oils
and fats, dominated by sunflower seed oil, accounted
for 29 percent of the food industry’s sales in 2021.
Though much smaller, other sub-sectors have poten-
tial to grow. Overall, the food industry is the largest
manufacturing sector, accounting for one-third of
manufacturing value added.

The sector has strong potential for development based
on abundant resources and high domestic and interna-
tional demand. Many products are already internation-
ally competitive (including vegetable oils, flour, prepared
vegetables, juices, some dairy products and confec-
tionery), and the sector’s exports have grown steadily.
During the current war, food production has appeared
to be one of Ukraine’s most resilient industrial sectors
thanks to its reliance on domestic resources, spatial and
product diversification, and the significant role of small
and medium enterprises (SMEs) (Figure 32).

Implementing the AA/DCFTA has created new oppor-
tunities and requirements related to several aspects,
including food safety and the protection of intellectual
property rights. Overall, the industry has been coping
well with the adjustment to new regulations. However,
SMEs could benefit from additional support in this pro-
cess, especially when it comes to adhering to the geo-
graphic indicators (Gls), which require costly rebranding
that might be difficult to finance at this time.

The full-scale war has also brought new challenges
related to logistics. In 2022 and the first half of 2023,
Black Sea port delivery was highly truncated, allowing
exports of grains (for animal feed rather than human
consumption) and sunflower oil, but the development of
the Ukrainian sea corridor has eased these bottlenecks.
If shipped by road, these items face the risk of perishing
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FIGURE 32: Ukraine’s food industry has been the most resilient manufacturing sector
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The fact that many companies are registered there biases the geographic distribution,
which would otherwise be more dispersed.

Source: Ukrstat, own estimates. Map created by Datawrapper
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due to the long waiting times at borders - a risk that
has been aggravated by the road blockades in Poland
and other neighbouring countries. Accelerating the inte-
gration of Ukraine’s food industry into EU value chains
is essential for increasing mutual dependence and
thereby reducing the motivation for trade blockades.

VIIIL.6. IT sector

Over the last decade, IT has become one of the

most dynamic sectors in Ukraine, featuring solid
export-oriented growth. According to the Ukraine IT
Report 2021 (IT Ukraine Association 2021), the sector
employs about 290,000 people (including the self-em-
ployed), and the educational system regularly supplies
more IT graduates for the sector's expansion. In fact,
Ukraine has a more significant number of IT graduates
than its neighbours: 68 graduates per 100,000 res-
idents in Ukraine compared to 23 in Poland, 46 in
Hungary and 54 in Estonia. As the sector depends

on the quality of the available human capital, a strong
focus on IT education is required for further expan-
sion. Extensive external migration threatens future
development (Tverdostup 2023).

In 2021, the sector generated about 4 percent of
the country’s gross value added, compared to just
1 percent in 2013. One person engaged in the IT
sector generates about twice as much value added
for Ukraine as the country’s average.

Before the full-scale war, Ukraine was home to more
than 100 R&D offices of international companies,
including Boeing (USA), Huawei (China), Siemens
(Germany), Oracle (USA), Magento (USA), Apple (USA),
Microsoft (USA), Deutsche Bank (Germany), Skype
(USA), eBay (USA), IBM (USA), Ericsson (Sweden),
Samsung (South Korea) and Plarium (Australia) (N-iX
2019). About 45 percent of R&D partnerships in
Ukraine were with US companies.

Structurally, the sector is made up of companies
providing IT services (51 percent of the total), com-
panies supplying products and services (33 percent),
and product companies (16 percent). The latter include
such companies as Genesis, EVO and Terrasoft. More-
over, some global development IT companies, such as
Grammarly, were founded by Ukrainians. As discussed
above, the US is the largest market for Ukraine’s IT

exports, followed by the UK, Malta? and Israel. At least
before 2022, the EU was not the prime destination of
Ukraine’s IT exports. That creates additional growth
opportunities for the sector, especially following
Ukraine’s integration into the EU Single Digital Market.

Thanks to its high resilience to the shocks of the full-
scale war, Ukraine’s IT sector maintained its economic
significance in 2022. Its share in the GDP remained at
about 4 percent, while exports reached €7.1 billion

(+19 percent compared to 2021). However, its growth
decelerated in the last months of 2022 owing to the
challenges of electricity shortages, issues associated with
preserving stable internet connections, growing difficul-
ties with retaining clients, and problems with maintaining
a highly skilled labour force impacted by both migration
and mobilisation. In 2023, IT exports experienced a year-
on-year decline of 11 percent, to € 6.4 billion, although
the sector was still able to preserve its status as the
largest exporter of services in Ukraine.

The CEOs of Ukrainian tech companies are moderately
optimistic about the sector’s short-term prospects and
strongly optimistic about its long-term development
(Lviv IT Cluster 2023). The number of technical special-
ists working in the sector reached 307,000 in mid-
2023 (+8 percent compared to mid-2022), of which
almost 80 percent are located in Ukraine. The survey
showed that only between 9,000 and 11,000 of the
sector’s specialists (or 4 percent) may potentially move
abroad within a year, so the sector is likely to preserve
its core labour force. Moreover, the sector remains
among the most attractive in terms of labour renumer-
ation. The median monthly income of persons engaged
in the IT sector, including those who are self-em-
ployed, was the equivalent of €2,432 in 2023.

For Ukraine, further development of its IT sector will

be important, as the sector is highly resilient to security
risks, has a positive development history, and is among
the most promising technological sectors worldwide.
Ukraine’s post-war future could be threatened, how-
ever, by the significant outflow of members of its highly
skilled labour force, including the outflow of promising
pupils and students. Preserving the favourable taxation
regime and increasing the protection of intellectual
property rights could help to mitigate this risk.

20 Ukraine’s critical clients for IT services are the US and UK. Many US and
UK companies are tax residents of Malta and Cyprus, so some IT exports
are channeled to these countries.
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IX. Policy recommendations

Previous research (Grieveson et al. 2023) has shown
that Ukraine is not an outlier on most metrics relevant
to the economic Copenhagen Criteria in the Central,
Eastern and Southeastern European (CESEE) context,
but that it will face unique challenges as a result of its
ongoing war with Russia. Thus, it will be crucial to use
the reconstruction and accession support (e.g. invest-
ments and technical assistance) to steer reconstruction
and recovery in a way that dovetails with getting the
Ukrainian economy ready to join - and succeed in -
the EU single market.

As a long-term condition for investment attractive-
ness, Ukraine has to continuously and vigorously make
progress on “fundamentals” and ensure that deep
structural reforms get on their way and stay the course
to provide effective protection of property rights. This
also encompasses intellectual property rights (IPRs),

as modernisation will not be possible without innova-
tion, and poor IPR protections will weaken incentives
to produce innovative products, which is an area of
particular potential development in and for Ukraine.

With this in mind, and following from the main fields
of research addressed in this paper, we outline in this
section three policy areas in which the EU should
target its support for Ukraine in the coming years so
as to help Ukraine to transform itself while recovering
from the war and reconstructing itself. Focusing on
strengthening Ukraine’s international competitiveness
and how to attract and retain investment, we consider
the following policy areas to be priorities:

Policy 1: Help Ukraine to overcome its
longstanding weakness in attracting FDI

We have outlined in previous research (Grieveson et
al. 2023) why and where Ukraine also has reasons

to be positive about pushing ahead in its efforts to
boost the productivity of its economy. To address the
challenges resulting from the war and from being in
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an unstable region with an aggressive neighbour, we
consider it a priority for EU policymakers to implement
the insurance guarantee scheme for war-related and
political risks for European investments in Ukraine in
cooperation with the Ukrainian government.

The EU should work with Ukraine to develop a sus-
tainable model for attracting FDI beyond just cheap
labour and low taxes so as to prepare it to cope with
the pressures of the EU single market. We have shown
in previous research (ibid.) that Ukraine’s wage levels
are very low compared to Germany’s and even by the
standards of the wider region. However, when poten-
tial investors look at the CESEE region, they no longer
focus on labour costs, but prioritise political stability
as well as quality of institutions, infrastructure and
education. Thus, to attract FDI, the focus should be on
increasing labour productivity by improving education,
training, institutions and infrastructure. The EU can
provide technical assistance with training facilities,

by establishing circular mobility programmes, and by
(fully) integrating Ukraine into EU educational, R&D
and industrial policy programmes. The EU should also
fund and provide knowledge transfer for higher educa-
tion in the STEM (science, technology, engineering and
math) fields and vocational education, as the standards
of both are important drivers of FDI. This will be cru-
cial because Ukraine's integration into European value
chains will occur in a different regional and integration
context than that which was faced by the Central and
Eastern European countries (EU-CEE) that joined the
EU 20 years earlier. Crucially, Ukraine's integration will
be influenced by the EU Green Deal and the Union's
own evolving industrial policy agenda.

To address the longer-standing obstacles outlined in
this paper, the EU should tailor its support to Ukraine
with a range of options, such as industrial parks; train-
ing facilities, including a vocational training system;
specific forms of infrastructure upgrading, including
additional institutional capacity-building and equipping



Policy recommendations

laboratories (or reconstructing them if they have been
damaged in fighting or shelling); and further improve-
ments to transport connections. As part of Ukraine’s
efforts to build a successful and internationally com-
petitive export sector, these kinds of investments will
play a key role in enabling firms to move their goods
quickly and reliably.

Policy 2: Encourage more trade liberalisation

On top of the AA/DCFTA, Ukraine has been prepar-
ing for the Agreement on Conformity Assessment

and Acceptance of Industrial Products (ACAA) with
the EU. Talks are expected to be concluded in 2024.
The EU should provide further technical assistance to
upgrade Ukraine's processes and standards so as to
reduce technical barriers to trade while simultaneously
preparing itself to grant Ukraine mutual recognition
for product safety. This will entail recognition not only
of the ACAA, but also of the equivalence for food
products.

The EU should continue in its efforts to transform
temporary improvements in access to the EU market
(e.g. tariff rate quotas and cargo transport permits)
into permanent ones while at the same time work-

ing to build up the political will needed to overcome
national particularities. This would provide Ukrainian
businesses with more clarity and security, thereby
encouraging them to take longer-term investment
decisions targeting the EU market. As Ukraine’s GDP
is currently around 1 percent of the EU’s, the potential
upside for Ukraine’s firms in maximising their exposure
to this market as soon as possible is huge.

In addition to increased market access under the AA/
DCFTA and subsequently the ACAA, the EU should
support Ukraine’s efforts to make it easier for compa-
nies outside of its already strong industries to export
more to the EU. As we have outlined in previous
research (ibid.), the EU should support with financial
and technical assistance the increase of the volume
of operations carried out by the Export Credit Agency
of Ukraine to improve access to finance for exporters,
with a particular focus on export insurance.

The EU should continue cooperating with Ukraine to
help it to adopt or reduce the cost of trade regulations
in the pipeline, especially the CBAM.

Finally, Brussels should encourage Ukraine to conclude
free trade agreements (FTAs) with countries or trading
blocs with which the EU already has FTAs in place or
is currently negotiating agreements. This would allow
Ukraine to improve the use of preferential rules of
origin (the criteria used to define where a product

is made) and thereby to qualify for lower tariffs or
other benefits under those (new) trade agreements.
This would boost the efficiency of preferential mar-
ket access for Ukraine, making it simpler and more
beneficial for Ukrainian products to enter those for-
eign markets under favourable terms, which in turn
would increase trade volumes and stimulate diversi-
fication of export products and value chain develop-
ment. By engaging in additional free trade agreements
that the EU has already established, Ukraine can
deepen its integration into global supply chains.

This strategic alignment could lead to enhanced
investments, technology transfers, and the sharing

of knowledge with partner countries, subsequently
improving the competitiveness of Ukrainian industries.

Policy 3: Develop an industrial policy

The above-outlined suggestions for focal points for
reforms must be combined with a broader range of
measures in order to build an internationally competi-
tive export sector, including an active industrial policy
that seeks to incentivise higher-value FDI in particular
sectors and to foster links between firms, the aca-
demic and R&D communities, and key ministries.

Exclusively focusing on supply-side reforms will be far
from enough, as multiple examples of CESEE countries
further along in the process of EU accession make
clear. This would put a cap on Ukraine's economic
development potential, leaving the country reliant on
labour cost advantages and exposed to competition
from Asia, in particular.

Ukraine's EU accession path should therefore be

used as the impetus for setting up and harmonising
Ukraine’s industrial policy set-up, as it needs to imple-
ment accession Chapter 20 (enterprise and industrial
policy). By building export capacity in key industries of
the future, Ukraine could gain an important foothold
in the huge EU market, where the advantages of more
developed countries are much less engrained than in
more traditional industries. The sectors that we have
identified as having the best post-war growth poten-
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tial are: renewable energies; critical minerals; manu-
facture of metals; manufacture of machines (including
sub-sectors of military machines and equipment tested
on the battlefield and aligned with NATO standards) as
well as electrical and transport equipment; agriculture
and food; and ICT.

With EU support, Ukraine could foster professional-
ism and accountability for its institutions involved in
industrial policy. Its accelerated EU integration will
allow it to follow EU-CEE countries and maximise the
opportunities of increased EU funds, participation

in EU research networks, and transfer of best prac-
tices to support industrial development. Ukraine may
well also be able to take advantage of the EU’s own
renewed openness to industrial policy, which comes as
a reaction to Chinese and US competition. Especially
in critical minerals and green energy, the EU could
help Ukraine to boost its potential and position itself
as a key player in the EU'’s efforts to strengthen its
industrial policy.
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List of abbreviations

AA
ACAA

AEO

CAP
CBAM
CEE

CEN
CENELEC

CESEE

Cis
DCFTA

EC
ENTSO-E

EU
FAO

FDI
FTA
GDP
Gls
GVCs
HS
IPRs
ICT

IRENA

NACE
NATO
NBU

OECD

p.p.
R&D
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RoW
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Association Agreement

Agreement on Conformity Assessment
and Acceptance of Industrial Products
Authorised economic operator
Common Agricultural Policy

Carbon Border Adjustment Mechanism
Central and Eastern Europe

European Committee for Standardization
European Committee for Electrotechnical
Standardization

Central, Eastern and South-Eastern
Europe

Commonwealth of Independent States
Deep and Comprehensive Free Trade
Area

European Commission

European Network of Transmission
System Operators for Electricity
European Union

Food and Agriculture Organisation

of the United Nations

Foreign direct investment

Free trade agreement

Gross domestic product

Geographic indicators

Global value chains

Harmonized system

Intellectual property rights

Information and communication
technologies

International Renewable Energy Agency
Information technology

Nomenclature of Economic Activities
North Atlantic Treaty Organization
National Bank of Ukraine

Organisation for Economic Co-operation
and Development

Percentage point

Research and development

Revealed comparative advantage

Rest of the world

SAEE

SMEs
SPSs
TBTs
TRQs
UNCTAD

Ukrstat
wiiw

WTO

Stage Agency on Energy Efficiency and
Energy Saving of Ukraine

Small and medium-sized enterprises
Sanitary and phytosanitary measures
Technical barriers to trade

Tariff rate quotas

United Nations Conference on Trade and
Development

State Statistics Service of Ukraine

The Vienna Institute for International
Economic Studies

World Trade Organisation






Bertelsmann Stiftung

Rond-Point Schuman 11, 4th floor
1040 Brussels

Belgium

Bertelsmann Stiftung
Carl-Bertelsmann-StraRe 256
33311 Giitersloh

Germany

Miriam Kosmehl

Senior Expert Eastern Europe and EU Neighbourhood
Program Europe’s Future

Phone +49 30 275788-124
miriam.kosmehl@bertelsmann-stiftung.de

The Vienna Institute for International Economic Studies
Rahlgasse 3

1060 Vienna

Austria

Richard Grieveson

Deputy Director

Phone +43 1 533 66 10-56
grieveson@wiiw.ac.at

www.bertelsmann-stiftung.de

BertelsmannStiftung


www.bertelsmann-stiftung.de/de/unsere-projekte/innovations-und-gruendungsdynamik-staerken

	I. Key findings
	II. Key messages for EU policymakers
	III. Introduction
	IV. Structural shifts in external trade between 2013 and 2021
	IV.1. Pre-war shifts in Ukraine’s trade geography
	IV.2. Pre-war shifts in the structure of Ukraine’s goods trade sector
	IV.3. Pre-war shifts in the structure of Ukraine’s services trade sector
	IV.4. Key changes in trade barriers

	V. The changes in trade prompted by the full-scale war 
	V.1. The war-induced shifts in Ukraine’s trade geography
	V.2. The war-induced shifts in the structure of Ukraine’s goods trade
	V.3. The war-induced shifts in Ukraine’s services trade
	V.4. The dilemma for Ukraine of the EU’s liberalised market access

	VI. Potential areas of Ukraine’s international competitiveness
	VI.1. Ukraine’s revealed comparative advantages
	VI.2. Global value chain integration
	VI.3. Frontier technologies

	VII. Foreign direct investment: challenges and opportunities
	VIII. Sectors with post-war growth potential: case studies
	VIII.1. Energy sector: renewables
	VIII.2. Critical minerals: key to support the EU’s digital and energy transition
	VIII.3. Manufacture of metals
	VIII.4. Manufacture of machines as well as electrical and transport equipment 
	VIII.5. Food industry
	VIII.6. IT sector

	IX. Policy recommendations 
	References
	Figures and tables
	List of abbreviations



