
Hans van Zon IMF Policy towards Ukraine

1

IMF POLICY TOWARDS UKRAINE
For what purpose

Hans van Zon
University of Sunderland

June 2000

Summary

The International Monetary Fund (IMF) has had some success in guiding Ukraine to healthier government
finances. However, the IMF allowed Ukraine to accumulate an unsustainable debt burden. It also provided
loans in exchange for promises of reform. The IMF did not take its own conditions for granting loans very
seriously. Ukrainian government liberalised as far as it did not hamper the consolidation of a rent-seeking
economy.  IMF lending policy was also in function of geopolitical interests of major Western donors,
primarily the USA.  The  IMF was ill equipped to provide advice that goes beyond financial policies. But
even in financial policies, advice was not adequate. IMF policy contributed to short-termism in policy
making and diverted attention from strategic policy making. It seems that without powerful interest groups
in favour of reform within Ukraine, the IMF does not have the leverage to impose market oriented reform.

  Since the International Monetary Fund became involved in Ukraine with the

announcement of an ambitious reform programme by the then newly appointed President

Kuchma, October 1994, the IMF held for Ukraine the key to international financial

markets. As the debt service burden increased and Ukraine needed assistance of IMF to

avoid default, the role of the IMF became crucial in Ukrainian politics. Nevertheless,

despite the leverage of IMF, Ukraine never embarked upon serious reforms with the

result that Ukraine faced continuous economic decline during the 1990s. Early 2000,

Ukraine’s GDP was less than one third of its GDP in 1990. Also, Ukraine accumulated an

unsustainable debt burden and had to restructure part of its foreign debt in early 2000. To

what extent the IMF is to be blamed?

  It is above all IMF pressure that led president Kuchma, shortly after his re-election in

November 1999, to nominate Viktor Yushchenko, the former head of the Central Bank

and known as a reformer, as prime minister. A unique window of opportunity seems to be
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open. Does the IMF have the leverage to push Ukrainian government towards

implementing market oriented reforms?

1. IMF lending and pseudo-reforms

Up to the late 1980s, the role of the IMF was to assist member countries in financial

stabilisation and balance of payments support.1 When communism was abolished in

Central and Eastern Europe, the IMF got a new role, namely taking the lead in assistance

efforts of Western donor organisations and countries to the countries in transition.

  The Washington Consensus was the starting point for policy advice to the transition

countries. Originally the Consensus was a response to Latin America’s structural crisis in

the 1980s, and constituted policy advice agreed in Washington between organisations

such as the IMF, the World Bank, and the US Treasury. The consensus can be

summarised as follows: ‘liberalise and privatise as quickly and as much as possible, and

be tough in fiscal and monetary matters’. Restructuring would follow in a later phase.

The assumption was that the transition economies were simply affected by financial

disequilibriums similar to the Latin American economies. Therefore, first of all, financial

stabilisation should be attained. IMF policy was also based on demand rather than supply

management. Liberalisation of foreign trade would reveal comparative advantages and

induce restructuring of its industry. Exposure to international markets would help to

transform the economy, combined with liberalisation of prices and privatisation.

  Shortly after declaring independence in 1991, the government of Ukraine began the

process of integrating itself into the world economy and its attendant financial

institutions. Within a short period of time Ukraine became a member of the IMF, the

EBRD, IBRD and an observer to the GATT (later World Trade Organisation). Ukraine

joined IMF 3 September 1992, with a quote of 1,349 million dollars. However, economic

mismanagement and failure to implement economic reforms have prevented the
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development of any significant financial assistance from the IMF in the period 1991-

1994.2 Also other donor institutions stayed aloof. Ukrainian government ran large

government budget deficits that were financed by printing money, causing

hyperinflation.3

  Only since July 1994, with the coming to the fore of Leonid Kuchma as president and

the announcement of economic reforms, international financial institutions like IMF

became involved in policy preparation. With support of IMF, World Bank, EBRD,

European Commission and 14 donor nations, Ukraine embarked in October 1994 on an

economic reform programme, that brought about unification of the exchange rate, the

liberalisation of many features of the exchange rate, the abolition of price controls on

many products and increase of interest rates to positive levels in real terms. IMF

proposals were above all destined to attain financial stabilisation. IMF provided stand-by

credits, from October 1994 onwards, in the framework of the Systemic Transformation

Facility.

   Reform efforts of Ukrainian government were closely monitored by donors, headed by

IMF, and loans were made dependent on progress in reforms, at least according to the

IMF.

   However, in April 1995 there was a sudden shift in the government’s position with

Kuchma insisting that ‘rapid market transformation of the economy must address the

social needs of the population and provide a strong safety net.’4 It meant a return to

former president Kravchuk’s economic strategy: gradualism, characterised by a large role

of the state. Nevertheless, the IMF promised April 1995 a credit line of 1.96 billion

dollars to support the government’s 1995 economic reform programme. In 1995

Ukrainian GDP continued to contract, by 12.2 per cent.

   Under its 1996 economic reform programme, aimed at macro economic and structural

adjustment, again supported by the IMF, World Bank, EBRD, European Commission and

14 donor nations, Ukraine made substantial progress in reducing inflation and introducing

a new currency (the hryvna). The donors, who met in December 1996, promised 3.5
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billion dollars, of which 1.1 billion dollars in IMF loans, linked to a wide ranging

package of macro-economic and structural reforms that Ukraine intended to implement in

1997.5

   However, there were big problems with the implementation of major aspects of these

programmes. Despite some improvement in financial stabilisation, the general economic

situation continued to deteriorate and GDP continued to decline. 6 The originally planned

three year IMF programme supported by an Extended Fund Facility had to be replaced

with a more modest one-year Stand-by Arrangement in August 1997 as the government

and parliament were not ready to undertake the structural reform as asked by the IMF.

  The IMF broadened its recommendations to improve governance by deregulation,

privatisation, de-monopolisation, more efficient labour markets, land reform and energy

restructuring.

   Short term capital inflows in the first half of 1997 and borrowing from domestic banks

made it easier for the government to postpone restructuring and to finance a budget

deficit that was not sustainable, also given the very high interest rates.7 By the end of

1997 Ukraine has received 4.6 billion dollars of loans from Western donor countries and

institutions.

2. The financial crisis of 1998

By the end of 1997, the state domestic debt, according to the Ministry of Finance,

amounted to approximately 8 billion hryvnas, that is 8 per cent of GDP.8 The foreign debt

amounted to approximately 9.5 billion dollars (19 per cent of GDP), while the debt issued

by local governments, which is implicitly guaranteed by the central government, was 5

per cent of GDP.9 This amounted with on average 18 per cent interest on large part of

loans, to 33 per cent of GDP as of the end of 1997, rising to 35 per cent mid 1998. More

debt created more budget expenditure and so more deficits and more debts. Some

Western European countries have an indebtedness of 60 per cent but pay an interest rate
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of 5 per cent per year. That means that they are burdened with only 3 per cent of their

GDP. In terms of interest payments, these countries have less debt than Ukraine.

Therefore, given Ukraine’s debt service burden, Ukraine could be considered in 1998 as

over-indebted. 10

   During the first half of 1998, the exchange rate had been under considerable pressure,

among others due to the withdrawal of foreign buyers of treasury bills, and Ukraine had

borrowed heavily in order to support the hryvna, spending in March-August 1998 1.5

billion dollars to defend the hryvna. (this is 8.5 per cent of export earnings in 1998).11

The government and IMF considered it important to keep the hryvna stable. In August,

according to the National Bank of Ukraine, international reserves attained 600 million

dollars (they were 2.5 billion dollars in August 1997). Government issued treasury bills

with interest rates ranging from 30 to 80 per cent.

   Until late 1997, much of the foreign money for buying up treasury bills came from

Russia because yields on Ukrainian treasury bills were much higher than on Russian

ones. Once the Asian crisis hit Russia, yields on Russian treasury bills increased and

Russians shifted their interest towards Russian treasury bills. Ukraine tried to counter this

by a series of Eurobonds, in the first half of 1998. Only a Eurobond placed through ING

Barings in August 1998, worth 155 million dollars, with an interest rate of 17.5 per cent

and due to be paid back one year later, was realised.

   In August 1998, the Russian financial crisis hit Ukraine. With economic uncertainty,

output turned down. The Russian crisis revealed the underlying weakness of Ukraine’s

slow economic reforms and triggered, not caused, the financial crisis in Ukraine.

   In August/September 1998, just after the Russian financial crisis, when the danger of

default was hanging over Ukraine, the IMF pushed Ukrainian government not to surpass

a minimum level of hard currency reserves, but to default on some debts to private

investors. It was the first time that the IMF took the stand that in a debt crisis the pain

should be equally divided between borrowers and lenders.12



Hans van Zon IMF Policy towards Ukraine

6

   September 1998 the IMF granted Ukraine the first instalment of an Extended Fund

Facility, amounting to 2.6 billion dollars over a period of three years.

   Currency regulations were tightened in order to prevent the enormous swings that had

hit the Russian exchange rate. All transactions had to go through the Kyiv exchange

(under supervision of the Central Bank), which implied a ban on direct inter-bank

transactions, and a list of ‘critical’ imports had been decreed and foreign currency is

provided in principle only in order to import these goods. The exporters were required to

surrender 75 per cent, later reduced to 50 per cent of their currency earnings and the rate

for cash in exchange points has been regulated and only a narrow margin around the

official rate was allowed. From mid February 1999 these limitations were gradually

lifted.

  The hryvna was allowed to move within a new band, resulting in a devaluation of the

hryvna. July 1998 the hryvna stood at 2.10 dollars, September 1998 at 2.18 dollars. Since

September 1998, government tried to keep the hryvna fixed within a band with respect to

the dollar, between 3.5 and 4.5 hryvna. Within several months, the value of the hryvna

halved in dollar terms. Government and IMF expected that exports would get a boost

with devaluation. The opposite happened. During the first half of 1999 exports were 25

per cent down compared to the first half of 1998. This was related, among others, to the

collapse of Russian markets and the fact that Ukrainian exporters are heavily reliant on

imports that increased in hryvna terms.

  The question remains whether it had been wise to spend huge amounts to defend an

overvalued hryvna. The attraction of non-residents into the treasury bill market caused an

upward pressure on the hryvna exchange rate, depressing exports and stimulating

imports. The subsequent withdrawal of non-residents, during the first half of 1998,

caused a sharp decline in international monetary reserves.

  According to Western advisers, including those of the IMF, Ukraine should first ‘invest’

in the building of its market infrastructure, the basis of which is the stabilisation of prices
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and the exchange rate. This would allow Ukraine subsequently to restructure the

economy. This would lay the basis for economic growth. The assumption was that a

current account deficit may develop if foreign direct investment is attracted, so financing

productive investment and substituting for insufficient domestic savings in the early

stages of transition.

  The problem with Ukraine was that this scenario did not materialise. Monetary

stabilisation was not used to restructure the economy and privatise enterprises. No

economic environment conducive for investments was created. Ukraine hardly attracted

foreign direct investment (see table 1). Therefore the debts Ukraine accumulated

functioned as a time bomb under the financial system.

   The way budget deficits were financed functioned as a drain on the economy. High

yields on treasury bills sucked capital from capital markets, deteriorating the investment

climate.

   Also, mechanisms were created that generated debts at a fast pace. Often, the state gave

sovereign guarantees for loans granted to enterprises. Once the enterprises failed to repay

the loan, the state took over the obligation to service the loan.  This also happened with

loans granted by international donor institutions, like the World Bank. Projects were

selected that were potentially loss making. The state paid the bill. According to

Vakhnenko, 95 per cent of foreign loans were granted on self-repayment terms and

practically all loans issued against sovereign guarantees have been repaid from the state

budget.13

   Also, the state budget pays for the debts accrued by the Ukrainian companies that

import gas from Russia and Turkmenistan, but fail to pay for it.

   However, the IMF failed to raise the issue of sovereign guarantees from the side of the

state that perpetuate soft budget constraints of enterprises that managed to attract loans.

On the other hand, commercial loans became unattainable for enterprises due to crowding

out effects of the treasury bill market.
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     The liberalisation of foreign trade, as required by the IMF, facilitated capital flight

from Ukraine.14 It also created international competition for the unreformed Ukrainian

enterprises, which were often out-competed by foreign enterprises.

Due to the lack of economic restructuring, privatised enterprises did not produce more

efficiently. Privatisation was often a means of asset stripping.

   Foreign loans were used to finance the budget deficit and not used for productive

purposes.15 The IMF allowed Ukraine to live above its means, on the cost of the

international community.

3. September 1998- September 1999: debt trap and broadening of IMF

conditionality

  Several times, IMF suspended payments of instalments, due to non-compliance of the

Ukrainian government with IMF conditions.16 Despite IMF assistance, performance of

the Ukrainian economy was extraordinarily poor (see table 1). Ukraine has been the only

transition country that did not have  one year of economic growth during the 1990s.

Between 1991 and 1998 real Gross Domestic Product fell by approximately 60 per cent.

Between 1994 and 1998 GDP fell by 16 per cent. The Ukrainian-European Policy and

Legal Advise Centre calculated that the index of real industrial production in 1998

(1990=100) was 26.4 per cent.

  Gradually, the IMF started to change its policy towards Ukraine, also related to its

experience in other countries, more in particular Russia.

  Especially in the former Soviet Union, it appeared that the policy based on the

Washington Consensus did not have the desired effects. According to the World Bank, in

the period 1989-1999 the numbers of people living in poverty in the countries of the

former Soviet Union increased from 14 million to 147 million. Some even say that

liberalisation and privatisation fostered a rent-seeking state and a privatisation of the state
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rather than the privatisation of state owned enterprises. The newly emerged banking

sector spurred a wave of soft credit rather than fulfilling the role of disciplining

enterprises while imposing hard budget constraints. Gaddy and Ickes suggested that

international institutions like IMF contributed, in the case of Russia, to the emergence of

a Virtual Economy, rather than a market economy.17 An economic system emerged where

enterprises have elaborated sophisticated strategies to shield themselves from market

forces. In countries like Russia and Ukraine, prime exemplars of the ‘rent-seeking

economy’ can be found in which economic and social development is paralysed by a set

of parasitic mechanisms. Despite claims to monetary and fiscal restraint, the reality was

that subsidies continued to flow to inefficient enterprises.

  For example, in Ukraine, if all implicit subsidies are taken into account, that means tax

deferment, privileges, soft-rate bank loans to enterprise and state purchases of goods at

prices higher than market prices or purchases of illiquid goods, total subsidies amount to

19.22 per cent of GDP in 1996, 20.73 per cent in 1997 and 19.37 per cent in 1998. 18

  Lack of economic restructuring in the former Soviet Union led the international donor

institutions to rethink, in 1997 and 1998, the relationship between state and market and

that of governance mechanisms in the economy. The IMF abandoned her narrow focus on

budget and monetary policy and started to pay more attention to structural problems of

the economy.

  September 1998, the IMF recommendations towards Ukraine were extended in the

adjustment programme connected with the Extended Fund Facility, amounting to 2.6

billion dollars for the period 1998-2001, to include, for example, reform of the state

administration. Key objectives of the programme were strengthening of public finances

and implementation of structural reforms.

  The Memorandum of Economic Policies as presented by the Ukrainian government to

the IMF, 11 August 1998, was much more detailed and contained many more

benchmarks than the reform programmes approved by the IMF before 1998. It was said

that Ukraine was the first transition economy to be faced with a sterner IMF approach.19
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Nevertheless, when the IMF approved an instalment of the Extended Fund Facility in

March 1999, not all of the 80 conditions, imposed in mid 1998, were fulfilled. Some

conditions only seem to have been fulfilled at the surface. For instance, a major IMF

request was administrative reform, reducing the large number of ministries and state

committees, creating transparency and reducing the number of civil servants with 300

000 by the end of 1998. However, the IMF failed to check the implementation and no

reductions in the size of ministries took place. Later, the Prime Minister stated in an

interview that no reduction in the number of staff has taken place and that no significant

change has resulted from the presidential decree on administrative reform.20 According to

experts from the Accounting Chamber of Ukraine, the number of executive authorities

increased during 1994-1999 by 21 entities and the administrative staff has gone up by

23.9 per cent.21

  Another example: in the Memorandum on Economic Policies, the closure of many

mines has been announced and the suggestion has been made of marketisation of the coal

mining sector. On the other hand, the ministry of coal industry continues to work in the

tradition of centrally planned economy, imposing production plans upon mines and

continuing cross-subsidisation of mines.

  Ukrainian government decided in its Memorandum of Economic Policies (11 August

1998) to improve fiscal transparency. ‘All extra-budgetary funds (except the Pension and

Social Insurance Funds) will be included in the budget starting in 1999’. The problem

was that extra-budgetary funds were used for subsidising enterprises. Late 1997, a

government institution found 604 extra-budgetary funds.22  However, in an IMF report

about fiscal transparency, dated September 1999, we can read that extra-budgetary funds

still do not appear in the state budget.23

  One of the most important conditions of the IMF during 1998/1999 was the reform of

the banking system.  Among others, international accounting standards were introduced

in banks, bank supervision was strengthened and diagnostic analyses for large banks was

completed. The National Bank of Ukraine has implemented the development of a new

bank accounting concept compatible with international accounting standards. Also,
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capital regulations and risk regulations (e.g. maximum exposure to a single borrower and

to aggregate large credit exposure) have been introduced, compatible with norms of the

Bank of International Settlements. Guidelines have been elaborated for more effective

on-site and off-site inspection. Since 1 January 1998, the minimum level of bank capital

is 1 million Ecu. Since July 1997, foreign banks are allowed to transact business in

hryvna. However, a limit on 15 per cent on foreign owned capital as part of total banking

system statuary capital remained.

  Thus, some financial stabilisation has been attained and the financial infrastructure has

been improved. However, financial stabilisation has been built on sand, that means built

upon foreign borrowing and at the cost of demonetisation of the economy and driving up

interest rates for commercial loans. The occurrence of barter increased. August 1998, the

capitalisation of all Ukrainian banks amounted to only one third of that of the largest

Czech bank and equals that of a small Western bank.24  The equivalent of 8 per cent of

GDP is in Ukraine in bank deposits while the average for Central European economies is

40 per cent and for OECD countries 80 per cent.25 Government policies disencouraged

enterprises to make use of banks.26 Government policies, especially tax policies, pushed

enterprises into the informal sphere and barter.

  Despite progress in some fields, reforms in many areas were stalled. It seems as if the

IMF has not taken its own conditions very seriously. It also could happen that the

Ukrainian government issued decrees, to please the IMF delegation just before important

decisions were made, to annul these decrees shortly afterwards.27 Gregory Jedrzejczak,

representative of the World Bank in Ukraine, went so far as to say that ‘no reforms

stipulated by co-operation programs with international financial institutions have been

carried out in Ukraine.’28

  With respect to decision-making structures within the IMF, the question emerges who is

accountable? If it comes to approval of loans, it seems that strategies of IMF officials at

lower levels are overruled by higher echelons that take into account a broader, that means

political, view. A strong and independent Ukraine with a pro-Western attitude is seen by

all Western states as a vital interest. That is the reason that Ukraine emerged as the third
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recipient of American aid, after Israel and Egypt. It often happened that shortly before a

decision was taken about the release of new IMF instalment, the Ukrainian government

lobbied up to the highest level that means with governments having an influential

position within the IMF, especially the USA government. Recent research showed that

there is systematic evidence that politics does affect IMF lending and that a movement

towards the USA can significantly increase a country’s chances of receiving loans from

the IMF.29

  Another problem within the IMF is the frequent changes of personnel dealing with

Ukraine and the small number of staff members dealing with Ukraine.

   Remarkable when studying conditionality is the shift in emphasis on various policy

fields. For example, when the IMF shifted its emphasis on administrative reform and

reform of the banking system, Ukraine annulled reform steps in other fields, made earlier

under IMF pressure, but not mentioned during the last rounds of negotiations with the

IMF.30

  It seems that IMF conditionality was also encouraging Ukrainian government in its

short-termism by emphasising cash management aspects of policy making, focussing

upon monitoring expenditure and revenue levels. For the IMF most important always has

been short term financial performance criteria, irrespective of changes in conditionality.

Also, the IMF has supported the government in its efforts to finance its spending through

short-term debt markets. It kept the time horizon of policy makers fixed on the debt roll-

over date. 31

4. Increasing doubts about IMF policy towards transition economies

  Until September 1999, the IMF looked primarily at government initiatives, less so to the

implementation of government decisions. In September 1999, just before the presidential
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elections, the IMF was very positive about Ukraine. Deputy managing director Stanley

Fischer noticed 7 September that macro-economic developments in 1999 so far have

exceeded expectations and that fiscal adjustment has been encouraging. The IMF

approved a loan of 148 million dollars although some conditions were not fulfilled.32

However, 1 October 1999 IMF refused a new instalment, among others because of the

introduction of sunflower export duties and the persistence of low tariffs on housing and

communal services for the population.

  In the second round of the presidential elections (14 November) incumbent President

Kuchma faced the orthodox communist Symonenko. During the election campaign

Kuchma told the electorate that only he could assure continuation of IMF loans that were

crucial to avoid economic catastrophe in 2000. The IMF kept a low profile during the

campaign.

    After the election, that Leonid Kuchma easily won with 56 per cent of the votes, the

mood of the international financial institutions and other Western donors had changed

with respect to Ukraine. IMF officials told that Ukraine’s economy is over-regulated,

over-licensed and over-inspected.33 One IMF official said that the key problem of

Ukraine is that ‘all groups of economic interests are well organised and resist economic

development’.34 IMF officials gave a damning indictment of Prime Minister

Pustovoitenko, Prime Minister from July 1997 till December 1999. The IMF also

snubbed the parliament: one official asked ‘What interests represents parliament, that of

the people or some powerful groups with an interest not to conduct reforms that

endanger their power’.35 The IMF told Ukrainian government bluntly that their old

practice of giving out loans in exchange for promises to reform would no longer work.

IMF President Michel Camdessus made Kuchma clear that Ukrainian government had

implemented structural reform more slowly than anticipated and that some promises

made in August 1999 have not been met.

  The change in IMF position was not only motivated by the domestic political

circumstances in Ukraine but also by the disclosure of massive abuse of Western loans to

Russia and Russian money laundering in Western banks in which also the IMF has been
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accused of allowing IMF money to be channelled to foreign bank accounts (September

1999).  It became an issue in the American presidential election campaign (‘Who Lost

Russia?’) where the public mood was increasingly against granting loans to countries that

do not embark upon structural reform. Also, a growing anti-Western mood became

apparent in Russian policies, related to the war in Kosovo and the one in Chechnya that

started in October 1999.

  George Sörös wrote an article in the International Herald Tribune (24 November 1999)

that in Ukraine a corrupt and ineffective government has been able to survive so far

owing to international assistance granted largely on account of Ukraine’s geopolitical

position. In the meantime it also became clear that Ukrainian government did not intend

to close the nuclear power station in Chernobyl, a step that Western governments have

urged Ukraine to make over the last decade and that was agreed upon for the year 2000.

Also, the anti-democratic way incumbent president Kuchma conducted his re-election

campaign did not contribute to sympathy for Ukraine’s case.

  A report of the consultant group McKinsey was widely discussed, in which it was

argued that Western international organisations are supporting the wrong kind of reforms

in Russia. The crux of the matter was unequal competition. After having analysed the

micro-economics of ten industries, McKinsey came to the conclusion that the problem of

the lack of investment is explained not by the absence of capital but by the inability to

keep the money in the country. It became obvious in September 1999 during the annual

meeting of the IMF and World Bank that on the basis of this kind of analyses also the

attitude towards Ukraine has changed. The Ukrainian daily The Day (16 November 1999)

concluded that ‘After five years of trying, rather ineffectively, to help Ukraine, Western

economists realise that their recommendations had been somehow mistaken.’

5. Ukraine misled the IMF

   The first steps of President Kuchma, after being re-elected, pointed in the direction of

business as usual: the announcement of a pseudo-privatisation of collective agricultural
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enterprises, as he has already announced in 1994, without the right of selling land.

Ukrainian government also announced 10 December ‘priority directions for using foreign

loans’. Funds should be allocated to the energy, coal, metallurgy, chemical, machine

building, agriculture, transportation and communication sectors’.36 Government and

parliament accepted a government budget that has a zero deficit but that foresees revenue

rise by 38 per cent.37

  President Kuchma first proposed former conservative Prime Minister Pustovoytenko as

new Prime Minister. The parliament rejected his candidature but accepted later (22

December 1999) the candidature of the Viktor Yushchenko, former head of the Central

Bank and known as reformer. He was favoured by the Western donor organisations and

pushed by the IMF.

   The most pressing problem for Prime Minister Yushchenko, December 1999, was the

restructuring of the foreign debt.

   In 2000 3.1 billion dollars were due in principle and interest payment (i.e. 10 per cent

of Ukraine’s 1999 GDP at market exchange rate).38 This was more than Ukraine could

afford to pay. One third of this amount was owed to World Bank and IMF (900 million

dollars). The disbursements under the Extended Fund Facility foreseen during 2000 are

roughly equivalent to the amounts due to the IMF in 2000. 17 March Ukraine had to pay

back 540 million dollars in Eurobonds, money that was not available. Ukraine embarked

upon an effort to restructure Eurobonds that would mature in 2000/2001. It was the third

country after Pakistan and Ecuador to restructure its international bonds with the

endorsement of the IMF. It was the first time that a large proportion of retail investors

was involved, attracted by very high returns. The ING Bank took the lead in an operation

to convince the bondholders to accept restructuring. The Ukrainian government offer

lengthened by seven years the period of maturity for bonds issued by Ukraine. Total

value of these bonds amount to 2.7 billion dollars and have a 10-11 per cent annual

interest rate.39 By 18 April 2000 Ukraine concluded the restructuring of these bonds.



Hans van Zon IMF Policy towards Ukraine

16

   This debt restructuring has been complicated by a scandal that emerged February 2000

with revelations in the Financial Times. The newspaper reported that the Central Bank of

Ukraine transferred money, from late 1997 to early 1998, from its central reserves to the

Cypriote branch of the Swiss bank Credit Suisse First Boston. This bank has lent the

money to several Ukrainian banks and one Russian bank, which either invested in risky

securities or re-lent it to the Central Bank of Ukraine to help the bank meeting IMF

targets with respect to international reserves and so secure additional aid. According to

the Financial Times, the Central Bank assumed full risk for the deposits. The newspaper

suggested that persons in and around government and presidential office have profited

from the difference between the 6 per cent deposit rate by CreditSuisseFirstBoston

Cyprus and the much higher rate of 30-80 per cent paid on Ukrainian treasury bills,

which subsequently appears to have been bought with Central Bank money.40

  The IMF admitted that ‘Ukraine appears to have received disbursements worth US $

200 million from the IMF on three occasions in late 1997 and early 1998, that it would

not have got if the true state of Ukraine’s reserves had been known at the time’.41 An

independent audit of PricewaterhouseCoopers, released May 2000, confirmed this, stating

that the international reserves of the National Bank of Ukraine were potentially

overstated by an amount that varied from US $ 391 million in September 1997 to US$713

million in December 1997.42

    The government of Ukraine confirmed that these transactions took place and allowed it

to count the money twice but insisted that it was not violating IMF rules. The May audit

could not confirm the allegation that reserves of the National Bank deposited abroad were

subsequently used to buy Ukrainian treasury bills and that the interest was diverted to

benefit certain Ukrainian leaders and their associates. This was not part of the mandate of

the May audit.

  The IMF stated that it was notified in April 1999 in a letter from the parliamentary

commission of a 150 million dollars round-tripping operation in November 1997. It stated

that the IMF staff learned only in February 2000 of additional transactions that took place

in 1996-97 and that affected the liquidity of reserves. Ukrainian sources deny this, saying
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that the alleged manipulations of Central Bank reserves, affecting the liquidity of

reserves, were well known in Ukraine back in May 1999, when a parliamentary

committee, chaired by V. Suslov, that investigated National Bank activities, reported to

the parliament.43 According to the Financial Times, the IMF said it became aware of the

Central Bank transactions in July-August 1998, too late to prevent any of them and at the

time expressed its grave disappointment to the Central Bank. But in August 1998 the

Fund granted Ukraine a 2.3. billion dollar Extended Fund Facility. It seems that IMF

officials, like in Russia, turned a blind eye to all kinds of shadowy dealings of the Central

Bank.44 4 May 2000, the IMF announced that its Office of Internal Audit and Inspection

is conducting a review, among others to examine the timing and substance of what staff

and management of the IMF knew about misreporting by Ukraine to the IMF, whether

and why the monitoring criteria failed adequately to take account of the transactions, and

the decisions and judgements made by the authorities, staff and management about

investigating or reporting such transactions.45 US Treasury secretary, Lawrence

Summers, was worrisome that IMF staff members did not disclose the Ukrainian situation

to its executive board, until 2000, ‘even though the staff knew about the developments in

1999’.46 Subsequently the IMF dismissed Mohammed Shadman-Valasi from his position

as permanent representative of the Fund in Ukraine and was rotated to another job several

months prematurely after serving in the post for three years. Apparently, the IMF needed

a scapegoat.

   It seems highly unlikely that the IMF staff in Kyiv was not informed, already in April

1999, about the allegations made in the report of the Suslov parliamentary committee.

Many Ukrainians suspect that the timing of the disclosures in the Financial Times is

dictated by forces around the Republican Party in the United States that want to discredit

US policy towards the IMF and Ukraine. Also, former Ukrainian Prime Minister Pavel

Lazarenko, who is accused of transferring illegally US $ 114 million to his own bank

accounts in the USA and who is awaiting prosecution in the USA, had his reasons to

provide the Financial Times with information about shadowy dealings of the Central

Bank during his term as prime minister.



Hans van Zon IMF Policy towards Ukraine

18

  As a result of the allegations, the IMF asked for an audit of the Central Bank. Later, the

World Bank asked for a broadening of the audit, to include also the use of loans disbursed

by the World Bank. The first audit, undertaken by PriceWaterhouseCoopers, would cover

the period 31 July 1997-31 January 1998, while the second would cover the period 30

November 1996- 31 July 1997.

  The IMF decided not to continue lending in the framework of the Extended Fund

Facility that had been interrupted since 31 September 1999. IMF external affairs director

T. Dawson confirmed that the postponement of the IMF board decision about resuming

the loan lies in the revelations made in the Financial Times. Also World Bank lending

was postponed, albeit for other reasons. In the meantime, the IMF continued to press

Ukrainian government to comply with the many conditions the IMF had imposed.

Important conditions were acceleration of the privatisation process (detailed prescriptions

were given, saying, for example, that Ukraine should up the stake for sale in the lucrative

Mykolaev Aluminium Enterprise from 30 to 55 per cent) and abolishment of all tax

exemptions, such as in the framework of free economic zones.

  The IMF also decided that in case of resumption of lending, fresh loans would be

deposited in the USA in order to repay other IMF debts.

6. Towards a sustainable debt?

The question is to what extent with restructuring of the foreign debt government finances

will become manageable. As argued above, there are still mechanisms in place, like state

sovereign guarantees for a category of loans to enterprises and the non-payment of energy

in the non-reformed energy sector, that generate debts. Also, the mechanisms of

formulating and implementing government budget generates overspending.
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   Provided no further debts will be incurred, the rolling over of short-term debt into long-

term debts will  make the debt burden manageable. Compared to its size of GDP, the debt

service burden is still high but much lower than, for example, that of Russia.

  One way of earning money and avoiding default is embarking upon an ambitious

privatisation campaign, selling off strategic and potentially profitable enterprises such as

Ukrtelecom, the national telecom enterprise.

  Instead of privatising telecom services, government officials said they would need 100

million dollars to buy out foreign stakes in Utel and UMC, Ukraine’s long distance and

mobile telecom services provider. After Western investors made the companies

profitable, Ukrtelecom tried to get control of management and push Western investors

out. Now KPN, one of those investors, is ready to sell its stake.47 After this experience,

interest of investors in investing in Ukrainian telecom sector will be minimal. 48

  The question is to what extent reform can be bought. As noticed by IMF officials, there

are in Ukraine no powerful interest groups interested in economic reform. Also, the

population at large does not favour reform that initially might cut living standards even

further. One of the demands of the IMF is that Ukrainian government would raise rents

and the price of public utilities to hundred per cent of cost price level. Very few

Ukrainians would be able to pay for that.  A recent survey in Kharkiv showed that 35 per

cent of working respondents did not pay for public utilities, such as rents, gas and

electricity, at all.49

  Although the re-election of President Kuchma gave him a unique window of

opportunity, this window is very small. Pressure of IMF and other donors may push

Kuchma to choose between ‘market economy’ and ‘democracy’. President Kuchma has

organised a referendum that gave him much more power over the parliament, that has

blocked reforms hitherto, and opens the way for the instalment of a bi-cameral parliament

combined with strong presidential rule.50

  However, it was IMF president Michel Camdessus who emphasised the importance of

‘national ownership’ of policies as a key precondition for reform. He meant successful
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reform implemented by a government firmly committed to a coherent, nationally defined

strategy that enjoys broad-based support.51

  In December 1999, during his visit to Washington, President Kuchma made the

impression that reforms and the fate of Ukraine are in the hands of the West: ‘Ukraine

could be compared to a sick person, lying on a table, cut up by a surgeon who lacks

proper tools to finish the necessary treatment. If the world, and the USA in particular,

waits to see what happens, the patient dies. Ukraine needs massive Western assistance.’52

His Western counterparts, however, expect Ukrainian government to be the decisive

force.

After part of Ukrainian short term debts was rescheduled and transformed into long-term

debts, the debt service burden for the year 2000 became more bearable, although

resumption of IMF lending was considered crucial for debt management. However, the

focus of attention shifted to the Russian debt that amounted April 2000 to 3.7 billion

dollars(see table 2).53 Ukraine’s Naftogaz debt vis à vis Gazprom amounted to 1.38

billion dollars, without taken into account the fines for late payment. A large part of

consumed energy is not paid by consumers. No conditions are created to change the

situation in the energy sector, where clients can get away with non-payment of the energy

bill and where monopolistic commercial structures siphon off huge amounts of money

into non-productive activities. IMF demands to restructure the energy sector were

ignored. Another problem is the non authorised siphoning off of gas destined for

customers in Europe. Russia has become less lenient with the mounting debts owed for

gas deliveries. Since November 1999 an emergency situation emerged in the energy

sector, because Russia curtailed deliveries of gas and oil to Ukraine. As a result,

enterprises had to cut production. During the first quarter of 2000 alone, payments arrears

for gas supplies by Russia amounted to 500 million dollars54 According to Russian vice

Prime Minister V. Khrystenko, the Ukrainian debt for siphoning off Russian gas for the

first 5 months of 2000 is US $ 600 million.55

   Newly elected Russian President Putin showed Ukraine that he will be tougher with

respect to the handling of Ukrainian debts. Russian government is pressing Ukraine to
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swap gas debts for stakes in strategic Ukrainian enterprises. Many Russian enterprises are

interested in buying up shares in Ukrainian state owned enterprises that are to be

privatised shortly. Nowadays, Russian investors do not have enough investment

opportunities in Russia and are looking across the borders. Ukraine is an attractive target

as the rules of the game are similar in Ukraine and because of general cultural affinity.

For Russian government, rapprochement to Ukraine is a key ingredient in in the strategy

aimed at re-asserting Russian power.

  Therefore, the pressure of IMF and other Western donors on Ukrainian government to

privatise the largely state dominated strategic industries may lead to an enhanced Russian

presence in Ukraine.

7. Conclusion

  The failure of Ukraine to reform its economy has many causes. Ukrainian government

policies is the most important cause and the lack of reform should be seen in the context

of an absence of a constituency for reform and the interest of the present ruling elite in

the status quo.. Although the IMF has guided Ukrainian government towards healthier

government finances, the overall impact of IMF involvement in Ukraine must be

considered as negative if measured with its own aims. Even financial stabilisation was

fragile and non-sustainable in the context of pursued policies. IMF policies strengthened

a rent-seeking economy and a rent-seeking state rather than contributing to the

establishment of modern market economy. The IMF allowed Ukraine to accumulate an

unsustainable debt burden and furthered short-termism in government policies, focussing

on short term budget balancing. The IMF did not take its own recommendations very

seriously. It seems that when deciding about lending policies geo-political considerations

were more important than compliance with IMF conditions. Ukrainian government

complied with IMF conditions as far as it did not impinge upon the interests of a

kleptomanic elite.
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    Liberalisation of foreign economic relations exposed the unreformed Ukrainian

economy to the vagaries of the international financial system. It contributed to capital

flight and rapid de-industrialisation. Internationalisation was restricted to trade and hardly

included productive structures, due to the postponement of structural reforms.

   Although the IMF has considerable leverage in Ukrainian policies, it does not seem to

be in a position to impose genuine reform given the fact that reform forces within the

Ukrainian polity are too weak. On the other hand, the IMF did not adequately use its

influence.
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Table 1 Ukraine:  financial statistics

1992 1993 1994 1995 1996 1997 1998 1999

Real economy3) -16.8 -14.2 -23.0 -12.2 -10.0 -3.0 -1.7 -0.75)

Government budget deficit-12.2 -6.5 -10.5 -7.9 -4.6 -7.1 -2.1 -1.4
(% of GDP)1) 7)

Current account balance -1.152 -1.185 -1,335 -1.296  834
(mn of $)1)

International reserves 468.8 161.6 651.7 1050.6 1960.0 2341.1 761.3 941.3
(Total minus gold, mn $)

Gross foreign debt1) 7.2 8.2 8.8 9.6 11.5 12.5
(end of year, billion dollar)

gross foreign debt1) 18.9 22.2 19.8 19.1 27.1 40.4
(per cent of GDP)

Debt service ratio1) 11.2 8.0 6.6 7.5 12.5 16.1
(as % of exports)

IMF disbursements 2) 249.3 788 536 207.3 281.8 466.6
(in mn SDR’s)

IMF repayments 2) 77.3 407.0
(in mn SDR’s)

FDI inflow1)                                                                               151        217     526 581 747 489
 (million dollars)          

Exports(goods and services, bn US$)1) 16.6 17.1 20.3 20.4 17.6 16.2

Imports(goods and services, bn US$)1) 18.0 18.3 21.5 21.9 18.8 15.2

Exchange rate (hryvna/dollar) 1) 1.83 1.86 2.45 4.13

Inflation (consumer prices)4) 891 377 80 16 11 19 6)

Sources: 1) Ukrainian Economic Trends, 2)  IMF, 3) Hoffman and Siedenberg (1977), p. 22 (for years 1992-
1994, for 1995-1998 IMF, for 1999 Ukrainian Central Bank. 4) Economist Intelligence Unit, 5) The Mirror,
29 January 2000, 6)  State Statistics Committee, 7) see also endnotes 3 and 7.
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Table 2 Foreign debt of Ukraine, 1993-2000 (beginning of year, mn USD)

Creditors 1993 1994 1995 1996 1997 1998 1999 2000
1.CIS countries 0 2733 3445 4987 4205 3720 3614 4439
    Russia 0 2704 2704 3060 2381 2001 1896 3074
    RJSC’Gasprom’ 0 0 0 1200 1120 1120 1155 1048
    Turkmenistan 0 0 713 708 704 599 458 317
2.International Financial
   organisations

0 0 477 2101 3203 3670 4473 4931

   World Bank 0 0 101 503 905 1212 1586 2019
   EBRD 0 0 5 33 35 66 97 111
   International Monetary Fund 0 0 371 1565 2263 2392 2790 2801
3.Other states 0 0 0 110 423 502 477 531
   European Union 0 0 0 110 241 352 333 345
   Japan 0 0 0 0 182 150 144 186
4.International credit lines 396 891 906 745 860 1013 1046 761
   Germany 196 401 645 670 597 463 492 348
   USA 174 333 123 71 215 448 396 318
   European Union 26 157 123 4 0 0 0 0
5.Foreign Commercial Banks
(fiduciary loans

0 0 0 0 0 559 1767 1769

6.Other creditors 0 0 0 274 148 91 95 6
Total  foreign debt 396 3624 4828 8217 8839 9555 11472 12438

Source: Ministry of Finance, Ukraine (as given by T.Vakhnenko in Ukrainian Economic Trends, February
2000, p. 29)
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Notes
                                                          
1  The IMF was set up in the immediate post-war period to manage the fixed exchange
rate regime of the post-war economic order. During the 1980s it broadened its mission
when it put together structural adjustment packages for heavily indebted Latin American
countries.
2 In May 1993 an IMF delegation visited Kyiv and good progress was made in
discussions with the government of Prime Minister Kuchma. However, no deal could be
made, related to opposition of President Kravchuk and the parliament.
3 Official budget deficits ranged between 1991 and 1994 between 6 and 12 per cent of
GDP. However, these figures underestimate the real magnitude of the deficits because,
among others, they do not take into account the state guaranteed cheap loans to
enterprises that were never paid back as well as direct subsidies to enterprises. The IMF
estimates that real deficits may have ranged from 25 to 30 per cent of GDP in 1992 and
1993.
4 P.M. Hare, M. Ishaq, S. Estrin, ‘Ukraine: The Legacies of Central Planning and the
Transition to Market Economy’, T. Kuzio (Eds), Contemporary Ukraine: Dynamics of
Post-Soviet Transformation. (Armonk. New York: M.E. Sharpe, 1998).
5 Of this 3.5 billion dollar packages 1.1. billion dollars were World Bank loans and the
remainder would be supplied by other multilateral donor institutions.
6 Inflation went down. Consumer prices increased by 891 per cent in 1994, 377 per cent
in 1995, 80 per cent in 1996, 16 per cent in 1997 an 11 per cent in 1998.  Real GDP
declined in 1995 by 7 per cent, in 1996 by 6.3 per cent, in 1997 by 0.5 per cent, in 1998
by 3.3 per cent and in 1999 by 0.7 per cent (Ukrainian Economic Trends, September
1999, for the year 1999: Ukrainian Central Bank)
7 The government budget deficit was 3.2 per cent of GDP in 1996, 5.6 per cent in 1997
and 2.7 per cent in 1998 (cash basis).  In these official figures transactions from non-
budget funds to support enterprises are not taken into account.
8 Not taken into account in this debt are the following debts of the state: budgetary
arrears, pension arrears and quarantees to compensate depreciated savings of households
in the Savings Bank during the period of hyperinflation, indebtedness to Ukrainian
commercial banks under credits extended to enterprises against guarantees of the
Ministry of Finance and the Ministry of Culture.(see Vakhnenko,T., ‘State Debt of
Ukraine: current condition and evolution’, Ukrainian Economic Trends, February 2000)
9 G. Duchêne, ‘Ukrainian economy in mid-1998: a state of emergency’, Ukrainian
Economic Trends, May  1998, p.7.
10  G. Duchêne, ‘Ukrainian economy in mid-1998: a state of emergency’, p.7.
11 G. Duchêne, ‘Ukraine 1998-1999. ‘Au bord du gouffre’, Le Courrier des Pays de l’Est,
April-May 1999. p. 110.
12 Financial Times, 5 October 1998.
13 Vakhnenko, T., p. 30.
14 It has been estimated that capital flight up till end 1999 amounted to three times the
gross foreign debt.
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15 The main problem in Ukraine was not lack of investment funds. With approximately 20
per cent of GDP available for investment, this should be enough to support economic
growth. However, investment funds were channelled towards the wrong sectors. Much
money was also channelled towards private bank accounts abroad. Also, government
lending pushed interest rates up, crowding out private enterprises.
16 For example, the IMF froze a 153 million dollar loan in November 1998, only to be
released March 1999, due to non-compliance. October – December 1999, a tranche of the
EFF facility was frozen.
17 C.G. Gaddy, B. W. Ickes, ‘Beyond a Bailout: Time to Face Reality About Russia’s
‘Virtual Economy’’. The Brookings Institution. June 1998.
18 Ukrainian Economic Trends, June 1999, p.38.
19 Reuters, 6 October 1999.
20 Finance Week, 13, 1999.
21 The Day, 15 February 2000.
22  The Day, 8 December 1998
23 Early January 2000 the government has decided to put a ban for 2000 on the
maintenance by state funded institutions of hidden budget deficits in the form of
outstanding accounts payable. (SWB, BBC Monitoring, 6 January 2000). This means that
until then government budget deficits have been underestimated.
24 Kyiv Post, 6 November 1998.
25 Economist Intelligence Unit, country report Ukraine, 1st quarter 2000, p. 27.
26 There is for instance the Kartoteka 2 rule that allows government to seize money from
bank accounts of enterprises if the enterprise has failed to pay taxes. Government pushed
interest rates, through heavy borrowing, to such high levels that banks could not lend
anymore to enterprises.
27 This was the case with the import duties on sun seed oil. Repeatedly Ukrainian
government cheated in its dealings with foreign governments and institutions. Ukrainian
government agreed with the European Union to remove additional specialised expertise
fees for foreign medicinal products that crowded out foreign competition in Ukrainian
markets, in order to comply with the EU macro-financial assistance conditionality (27
April 1999). However, 7 May 1999, after having secured EU assistance, Ukrainian
government installed again mentioned fees. This led the EU in January 2000, after
numerous attempts to settle the dispute by other means, to refer the dispute to the Co-
operation Council.
28 The Day, 16 February 1999.
29 S.C. Thacker (‘The High Politics of IMF Lending’, World Politics, Vol. 52, october
1999, Nr 1, pp38-75) found a positive correlation between voting behaviour in the United
Nations General Assemblee in line with USA voting, since 1990, and receiving IMF
loans.  The research suggests that the end of the cold war has been associated with the
increasing politicization of the IMF by the US.
30 A. Sundakov, ‘Transition Crisis: Is Crisis Management Delaying Transition?’ in L.
Hoffmann, A. Siedenberg (Eds) Ukraine at the Crossroads. Economic Reforms in
International Perspective. (Berlin: Physica Verlag, 1999).
31 See for more details A. Sundakov, ‘Transition Crisis: Is Crisis Management Delaying
Transition?’ (1999).
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32 The question emerges to what extent the granting of IMF loans in 1999 is related to
Ukrainian support of NATO  actions against Serbia.
33 Radio Free Europe, 6 December 1999.
34 The Day, 14 December 1999.
35 The Mirror, 3 December 1999.
36 Eastern Economist, 13 December 1999
37  Total revenues for 2000 are set for 33.43 billion hryvna while revenues in 1999
amounted to 19.5 billion hryvnas.(Reuters, 17 February 2000)
38 Not included is the 2.3 billion dollars debt with Russia related to gas deliveries.
39 Radio Free Europe, 15 February 2000.
40 Financial Times 14 February 2000
41 IMF Newsbrief, 14 March 2000
42 According to the PricewaterhouseCoopers audit report as published on the website of
IMF
43 The Day, 21 March2000
44 In the case of Russia, the IMF admitted that it knew that the Russian Central Bank has
siphoned of IMF loans offshore. (The Observer, 17 October 1999)
45 IMF Newsbrief, May 4, 2000.
46 Associated Press, 4 April 2000
47 Kyiv Post, 25 November 1999.
48 The government plans to sell Ukrtelecom for 750 million hryvna in 2000
(approximately 136 million dollars). However, 25 January 2000 State Property Fund head
Oleksandr Bondar said that slow progress in the sell-offs in the communication and
energy sectors would fall well short of the 500 million dollar target.
49 The Mirror, 25 December 1999.
50 The left dominated parliament that had hitherto acted as a major barrier for reform,
suddenly constituted a pro-reform majority, in December 1999, after President Kuchma
announced a referendum that should eventually allow to dissolve the parliament. This
pro-reform majority clashed with the anti-reform minority about the appointment of a
new speaker of parliament. Subsequently the parliament split in two halves meeting
separately. Mid February the parliament united again.
51 Michel Camdessus, Opening Remarks at Conference on Transition, 1 February 1999.
52 Newsweek International, 20 December 1999.
53 Financial Times, 27 March 2000
54 President Kuchma in an interview with the BBC 13 April 2000, The Day, 17 April
2000
55 Eastern Economist, 6 June 2000.
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