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Abstract

The paper discusses the development of tax administration and tax policy in Ukraine from 1992 to 2002. Transforming revenue generation from a Soviet system to a system in line with a market economy and democratic polity principles, and at the same time changing from a dependent unit to an independent state has been a difficult processes. Problems of the fiscal system were compounded by parallel transformation processes and repeated political deadlock and crises. In spite of these difficult challenges, significant progress was achieved in securing revenue extraction over the past decade. At the same time, the Ukrainian fiscal system had and still has many weaknesses and distortions. 


The paper has three sections. The first and longest section provides a detailed account of key developments in Ukraine’s tax administration and tax policy from 1992 to 2002. In the second section I give an account from a political economy perspective addressing why these developments occurred; and in particular, why certain successes were accomplished, while some widely proposed changes – such as the adoption of a new Tax Code – remained deadlocked for years. Finally, in section three, I provide a brief reflection over where Ukraine stands today from a comparative ‘fiscal system’ perspective; and I address the question of how this impacts on its situation between an enlarging European Union and Russia, which has been reforming more aggressively in recent years.

Introduction

As in all transition countries, Ukraine's fiscal system has undergone tremendous changes during transition both on the revenue and on the expenditure side. In this paper, I focus on the revenue side and more specifically on tax policy and tax administration. Tax policy often draws considerable attention, while the development of tax administration does much less so. However, both are important elements of the overall revenue system and for its well or mal-functioning and both will be discussed in this paper. 

The paper has three sections. In the first section, I provide an empirical overview of developments from the Soviet system of taxation to that which had developed in Ukraine by 2002. In the second section, I outline some of the deeper political economy drivers of the way tax policy and tax administration developed in Ukraine. In the third section I briefly consider where Ukraine stands today – relative to other post-Soviet countries, between an enlarging European Union and a more aggressively reforming Russia. 
1. The development of tax policy and tax administration in Ukraine, 1992 to 2002

In this section, I give an account of institutional development in Ukraine from the early 1990s to the early 2000s. Tax policy and tax administration are of particular interest since they are at the heart of the relationship between the citizens and the state. At least in non-resource rich countries, taxes provide most of the income of the state.
 In several ways, taxes were also a fundamental part of the wider institutional change which takes place during transition. Communist states are owners of the means of production and, hence, they can rely on direct profit extraction from enterprises. In a capitalist economy – be it "casino capitalist", liberal capitalist, or social market capitalist – the state has to tax its entrepreneurs and citizens in order to generate the resources for its own operation.  

Tax policy is thus a crucial policy area in which the state tries to decide who will contribute how much to the public purse.
 Taxes policy therefore is about fundamental distributional issues (who contributes what). Budget policy decides who gets what from the public purse, and internal and external control should ensure that whatever is written into the official budget (i.e. what is declared as public policy) is actually enacted in the process of budget execution. 

Tax policy is implemented through the tax administration – which is one of the oldest forms of administration which states have created historically.
 In many countries, the tax administration is among the largest administrative bodies. It is the arm of the state which ensures its financing. However, in many countries, including Ukraine, problems with the tax administration abound: the actual implementation of a state's tax policy depends on the capacity and the biases of its tax administration; in many countries, tax administrations are rated among the most corrupt administrative units – often exceeded only by the second income generating unit, the customs administration.
 
1.1 The Soviet tax system

The Soviet tax system differed markedly from that in capitalist countries. The boundaries between the state and the economy were fuzzy since de facto the state owned the means of production. The formal budget made up about 50 per cent of the economy. Since the state shared profits and losses with enterprises, tax rates were not uniform, but varied for the two main taxes on turnover and on profit. This system is described in a UNECE study: “[T]urnover tax rates were not ‘parametric’: there were generally thousands of separate rates of the turnover tax. There was also a considerable degree of policy discretion in taxing enterprise profits as it was normal practice for such taxes to be negotiated.”
 
Despite numerous exemptions, tax collection from enterprises was simple because there were few kinds of taxes and – more importantly – because all enterprises had to have accounts with the one of the six state banks.
 Taxes were primarily collected from enterprises rather than from the population at large.
 As Tanzi writes: "The average citizen qua citizen was never confronted by the tax system or tax inspectors. He never had to file a return and, in most cases, was not even aware of the existence of taxes. For the average citizen of these countries taxes are a negative externality brought in by the transition to a market economy."

The Soviet system of extraction involved a degree of informality. Especially during its last decades, there was a substantial black market – i.e. pockets of the economy which were not subject to taxation. On the other hand, local holders of power could extract extra from the economy for their personal benefit.
 However, since taxing the formal economy was relatively easy, these elements of informality did not fundamentally undermine the state's capacity to extract. 

The Soviet system of taxation ran into serious problems from the late 1980s onwards with the loosening of the state's control over enterprises. The crescendo occurred in 1990/1991 when a process of 'stealing the sate', i.e. a process of spontaneous privatisation in which actors grabbed assets from the state reached a massive scale.
 At the same time, the central government began to loose control over the republics which went on a spending spree. While the Soviet budget had had a slight surplus in 1980, it showed a deficit of around 10 per cent of GDP in 1990.
 
1.2 Tax policy and tax administration during early independence

Ukraine's tax administration developed out of the financial departments which had been operating as agencies of the Ministry of Finance in every rayon during Soviet times.
 In the early years of independence, the new Ukrainian state operated on the basis of an institutional patchwork. A Ukrainian tax service was created by two legal acts in 1990: the Resolution of the Council of Ministers of the USSR “On the creation of state tax service within the State tax inspection of the Finance Ministry of USSR and state tax inspections in regions, districts, cities and districts in cities” dating from April 15, 1990 and the Law of Ukraine “On the state tax service in Ukraine” adopted on December 4, 1990. In the early years of independence, the Ukrainian tax administration was an arm of the Ministry of Finance. In this period, the tax administration was relatively ill equipped to deal with the small businesses which sprang up. However, since Ukraine was slow to privatize its large companies, the extraction of revenues could rely on these.

Table 1: Consolidated budget, 1993 to 2002 in % of GDP

	
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002

	revenues
	38.3
	43.7
	40.1
	36.7
	38.8
	36.0
	33.8
	35.1
	35.3
	38.8

	expenditures
	54.5
	51.4
	48.0
	39.9
	44.2
	38.7
	36.1
	36.4
	36.4
	38.4

	deficit
	-16.2
	-7.7
	-7.9
	-3.2
	-5.4
	-2.7
	-2.3
	-1.3
	-1.1
	0.4


source: EBRD, various years, for 2002: World Bank, Country Economic Memorandum 2004. 

The first basic laws on the tax system, adopted in the winter of 1991/1992 and revised in February 1994 provided only an embryonic legal base, while actual tax rates and definitions of the tax base were subject to constant revisions.
 Dabrowski commented on this early period: “[t]he specific feature of the Ukraine’s tax system is its instability. It has become the object of permanent political struggle and lobbying both in the Parliament and in Government”.
 As competencies between the executive(s) and the legislature were not clearly defined, it was not clear which body would have the power to decide on rates and tax bases. Tax rates on personal income were changed several times: the marginal rate was even raised to 90 per cent (!) in 1993, but lowered again to 50 per cent in 1994. Rates of the sales tax (a form of VAT) were likewise changed repeatedly, and even more so the list of exempted goods. Rates and the base of enterprise taxation were subject to continuous debate. Some tax rates were clearly based on planned-economy models, such as the adoption of extremely high tax rates for trading and banking activities. As a result, formal rules remained fluid and often un-respected: it was estimated that in 1992 only 30 to 50 per cent of taxes formally due were actually paid.
 If this is true, then tax rates were clearly set too high at this point, since already with such a collection rate, the state extracted 32.8 per cent of GDP in taxes in 1992. The combination of tax rates and the tax base (such as gross income rather than profit; high social security payments) tended to be crippling to enterprises which actually paid all levies due.

Tax policy in this first period of independence was driven by ideological debates (how much profit making is acceptable?), by the state leadership's grappling with the beginning severe economic recession, and by the desire to expand the social security net as well as to re-start the economy – not least as measures to secure support for the newly independent state. These latter two tendencies contributed to a sharply widened deficit. 

Budget planning during these early years of independence was sketchy. Budgets were adopted after the start of the fiscal year and included extremely ambitious revenue targets (more than 50 per cent of GDP was to be collected in revenues in 1993). Both in 1992 and in 1993, revenues fell far short of what had been expected. In 1992, the newly introduced VAT (Value Added Tax) yielded only half of what had been planned.
 
During the period 1992 to 1994, the attempts by various individuals and groups within the Ukrainian elite to build a financial base for the new state by and large failed. In early 1994, then Finance Minister Pyatachenko acknowledged that "we have successfully ruined the old financial system without having created a new one."
 The attempts failed in several respects: Revenues continued to fall, production kept dwindling despite massive and costly subsidies, while corruption began to proliferate.

1.3 A period of incremental improvements

From the mid-1990s onwards, tax rates began to be lowered although this was a rather gradual and drawn-out process. At the same time, the power and the capacity of the tax administration was increased. The new administration which came to power in late 1994 with the election of president Kuchma, broadly realized, that Ukraine's tax system was not working well. However, despite an ongoing debate about the need for comprehensive tax reform since the mid-1990s, tax policy reform proceeded incrementally rather than comprehensively up to the present day. 

In 1995, the VAT rate was lowered from 28 to 20 percent. This is approximately reflected in the drop of VAT revenues relative to GDP (see table) from 1994 to 1995.
 At the same time, since 1993, exemptions from VAT multiplied, which considerably lowered revenue from VAT over and above the rate change. The main beneficiaries from VAT exemptions have been the coal industry, the energy sector, transactions in hard currency, as well as a range of services, particularly those provided to the disabled. Exemptions from VAT have caused the most significant losses to the budget, amounting to between 50 and 80 percent of all revenue lost due to tax privileges.
 The existence of numerous exemptions has fostered schemes through which those for whom exemptions were not intended are able to enjoy them (for example, by usurping tax privileges enjoyed by enterprises established by the All-Ukrainian Public Organizations for Disabled Persons). The most serious attempt so far to cancel VAT privileges was made in connection with the reforms suggested by Pynzenyk in 1996/1997.

In 1996, Vice Prime Minister Viktor Pynzenyk proposed a broad program of economic reform, called Economic Growth 1997. The envisaged reforms were sweeping: various taxes and payroll-deductions were to be reduced significantly or abolished in order to reduce the overall fiscal burden by about half; budget expenditures were to be streamlined, non-priority spending and spending on the national economy to be reduced significantly; bureaucratic regulation (licensing, labour laws, etc.) was to be reduced; the pension system to be radically reformed, with an immediate move to a two-tiered system which would introduce individualized pension accounts; the banking system was to be reformed; and cash privatization in particular to foreign investors to be accelerated.
 However, the program – which had been developed with the help of foreign advisors – was only half-heartedly supported by government as a whole and was rejected in parliament in spring 1997. Still, some elements of the package, such as a reform of the profit tax, were eventually adopted (see below).

While tax exemptions were already a major cause reducing revenues collected from VAT, evasion or abuse of this consumption tax was also widespread.
 In particular, illegal claims for VAT refunds became a widespread problem after the passage of the new VAT law in October 1997. As the State Tax Administration lacked capacity to check refund-claimers, vertical chains of companies were set up for short periods with one member firm engaging in exports; while the up-stream firm would disappear before paying VAT, the down-stream exporting firm would later claim a refund of VAT paid to the disappearing firm. The majority of tax evaders who were brought to trial have engaged in such operations.

Table 2: VAT  shares in GDP and total revenues 1992-2000

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	% of GDP 
	9.4
	11.9
	12.0
	8.9
	8.1
	8.7
	7.6
	7.1
	5.9

	% of rev.
	28.7
	29.8
	24.4
	22.2
	21.0
	20.5
	19.1
	19.2
	14.6


source: UEPLAC, Dec. 2000, 50.

The general approach to taxing income and profit remained very much based on the old system long into the independence period. Thus, exemptions were regarded as “the best way to promote production or consumption”, while production of ‘material values’ was considered superior to any trading activities which were therefore more highly taxed (at 45 rather than the standard 30 per cent). In most sectors, accounting continued to be done on a cash rather than an accrual basis (or mixed by activity), while amortization allowances remained far more limited than in most capitalist economies – driving up the de facto tax liability irrespective of relatively moderate tax rates.
 
Table 3: EPT  shares in GDP and total revenues 1992-2000

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	% of GDP 
	5.4
	10.1
	13.2
	9.5
	7.0
	6.5
	6.7
	5.6
	5.2

	% of rev.
	16.5
	25.3
	26.9
	23.7
	18.1
	15.3
	16.8
	15.1
	12.8


source: UEPLAC, Dec. 2000, 50.

During the transition from an administered to a market based economy, the question of what to tax has created considerable confusion in the field of enterprise taxation. Thus, from 1988 to 1991 profits were taxed, in 1992 this was changed to taxing gross income, in early 1993 again profits, later in 1993 and until the end of 1994 gross income, and since 1995 again profits.
 

In 1997, a new enterprise profit tax law was adopted as part of what remained from Pynzenyk’s Economic Growth package. The new law inter alia cancelled tax privileges for joint ventures causing an outcry among foreign investors. While the 1997 law was judged as somewhat simpler than the previous one by most observers, it is still criticized as distortive, poorly formulated, and intricate by others.
 In spite of remaining problems, the EPT was more efficient than other taxes in Ukraine and its standard rate of 30 per cent was in line with taxation in other Eastern European countries at that time.

The taxation of personal income was both rather new to citizens of former socialist countries and the tax rates specified in Ukraine were highly progressive – suggesting a link to socialist ideas of not letting anyone in society earn too much more than the (low) average. Thus, depending on the period and the exchange rate, incomes of between $200 and $500 were already subject to the maximum PIT rate. Because tax brackets were not indexed against inflation, the tax pressure on the population was driven further upwards, with the result that even incomes below the official poverty line (118.3 UAH or 24USD in 1999; 271.8 UAH or 50USD in 2000) were taxed at a rate of 10 to 15 percent.

The Ukrainian social security system (pensions, unemployment benefits, but also aid to Chernobyl victims) continued to be financed via taxes; i.e. deductions collected in funds without personalized accounts. Payroll taxes were almost entirely paid by employers (employees contribute 1.5 per cent). Until 1997, total payroll taxes amounted to 52 per cent of wages;
 thereafter, the most significant reduction occurred with the abolition of payments to the Chernobyl fund becoming effective in January 1999. In the wake of this reform, payroll taxes were reduced to 37.5 per cent of wages. 

Since labour has been – and even after the reductions still is – rather heavily taxed, many firms hide part of the wages they pay to employees and pay them out in cash.
 This has compressed the official wage scale according to which the average monthly income in 1999 stood at 178 UAH (or ~ 35 USD).
Table 4: Revenues from PIT, mandatory pension fund, and Chernobyl fund contributions

	
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	in % of GDP:
	
	
	
	
	
	
	
	
	

	PIT 
	2.7
	2.0
	3.1
	3.1
	3.4
	3.8
	3.8
	3.7
	4.0

	pension fund 
	9.2
	5.9
	8.5 
	8.2
	8.9
	11.2
	9.8
	9.6
	10.2

	Chernobyl fund 
	2.4
	1.8
	2.2
	2.0
	1.9
	2.0
	1.5
	0.2
	0.1

	share of total rev. :
	
	
	
	
	
	
	
	
	

	PIT
	8.2
	5
	6.3
	7.7
	8.8
	9.0
	9.5
	10.0
	9.9

	pension fund 
	28.0
	14.8
	17.3
	20.4
	23.1
	26.4
	24.6
	25.9
	25.2

	Chernobyl fund
	7.3
	4.5
	4.5
	5.0
	4.9
	4.7
	3.8
	0.5
	0.2


source: UEPLAC (December 2000), 50. 

While the income tax and social security deduction system has several problematic aspects, neither these nor the tax system in general has been part of intense public discussion. Income taxes are still a new, unfamiliar phenomenon; however, they are paid by employers, therefore tax-awareness has remained low – or at best has created collusion between employers and employees who pay and receive a significant share of wages ‘under the table’ in order to avoid higher PIT and social security payments. Officially, arrears of PIT were very low compared to other types of taxes – also due to the fact that this tax is largely paid directly by employers. Still, collection of this tax is rather poor given that firms hide considerable parts of their employees incomes.
 

1.4 Tax administration

During this period of partial and incremental reform of tax policy in the mid- to late 1990s, tax administration was considerably strengthened. In 1996, shortly after having achieved the adoption of the constitution, president Kuchma by decree ("Creation of a State Tax Administration") created an independent agency.
 Thus, the tax administration became independent of the Ministry of Finance, and it obtained a special department to pursue tax-evaders, the Tax Militia (Golovne upravlinnya podatkovoi militsii – this body had previously been under the Ministry of Internal Affairs). Also, the STA was fundamentally reorganized, it received additional funds for technical upgrading, and a special Academy of Tax Services of Ukraine was set up. Furthermore, in October 1996, Mykola Azarov, up to then chairman of the parliamentary budget committee and a close associate of president Kuchma, became head of the STA.
 After being removed from the Ministry of Finance, the STA became an independent body with unclear lines of reporting to the Cabinet of Ministers and to the president (reflecting the ambiguous dual executive situation). While formally being controlled by the Cabinet, de facto, the STA was controlled by the presidential administration.

In a number of ways, the tax administration was still weak at this point. Thus, an IMF report commented in 1997: "... the STA lacks resources in almost all areas of tax administration; the legal system does not provide adequate support (i.e., the rights of taxpayers and the STA are not clearly defined in law); penalties are too high; ...; enforcement is weak as the court system is not capable of handling potential tax cases; and STA auditors lack proper skills."
 An indicator of the relative weakness of Ukraine's tax administration at this stage was the rapidly expanding shadow economy. xxxx

After it had been re-created in 1996, the Ukrainian tax administration was substantially restructured between 1997 and 1999. The organization of the STA was streamlined and local inspectorates were merged, reducing their number from 796 to about 500. At the middle layer, 27 oblast' tax administrations remained. The number of employees, however, continued to grow considerably. According to a Ukrainian think tank, "[i]n 1994-1999, the number of employed in financial and fiscal bodies increased by 20.4 thousand or 23%, their share in the total number of executive branch employees reached almost one-half. During 1996-1999, budget allocations on maintenance financial and fiscal bodies rose 2.2 times".

By late 2000, the STA had a staff of 56 500.
 Thus, in spite of some streamlining, the STA evolved into the largest single administrative organization of Ukraine.
 This growth in staff was similar to that occurring in Russia at about the same time. The growth of a private economy made taxation more complex and hence required growing staff numbers; at the same time, computerization was relatively low, thus requiring large numbers of staff for simple computational tasks. As a result, Russia and Ukraine had about four times as many people in the tax administration per inhabitants as the US – despite the latter's vastly bigger economy. 

However, this process of strengthening the tax administration was accompanied by an increasingly negative perception of this agency. The STA came to be regarded as a) overly bureaucratic and a major cause for the bad business climate in Ukraine, b) corrupt, c) as a political tool used against independent media and enterprises which did not support the ruling elite.

The first element of its negative image was an attempt to tighten the screws on a transition economy with a growing informal sector. The representative of small-business organizations described this as follows: "Initially, there was a new freedom to do business. The tax inspectorate was by far not as powerful, there were fewer inspections, and tax inspectors would help to fill out forms. Later, they began to concentrate on fines. By now, the STA has developed into a monster. More and more businesses are leaving the official sector."
 
The second element, the strong perception of the STA as a corrupt agency probably had multiple sources. Firstly, Ukraine's tax legislation contained numerous privileges and exemptions. While this created problems for the STA, it also created opportunities for the discretionary application of rules – which in turn created incentives for paying and accepting bribes. Secondly, public servants in Ukraine were poorly paid, which increased their willingness to accept bribes. In a "National Integrity Survey", commissioned by the World Bank, the tax inspection came out as the third most corrupt agency after the office of social benefits and the customs service, and ahead of the road police.

The third element of this negative perception resulted from a deliberate policy of the president to form the tax administration into an instrument of his power. In 1996, the STA had been created by presidential decree rather than by a law. In the summer of 2000, the president issued a further decree which brought the tax administration even tighter under his control. Thus, in 2000, the head of the tax administration received the right to dismiss any heads of the regional tax administration with the consent of the president. Previously, the consent of the Cabinet of Ministers had been required.
 Also, the head of the tax administration as well as his deputies are appointed and dismissed by the president.  

In the 'tape scandal' which erupted in the winter of 2000/2001, it became apparent that the tax administration had been used by Kuchma in the 1999 presidential elections to pressure local leaders into delivering pro-presidential results. According to one of the taped conversations, Kuchma ordered the head of the tax administration Azarov to communicate to tax officials in the regions that they would be fired should they 'lose' the elections in their territories. They should make it clear to any local power-holder that they had enough material (regarding tax evasion) on him to put him into jail.
 
Thus, while the tax administration had been a weak and technical tax collection arm of the Ministry of Finance in the early period of independence, it grew to be a powerful and politicised agency over mid- to late 1990s. A tax policy (i.e. decisions regarding tax rates, the tax base and exemptions) which imposed an uneven and still high burden on taxpayers in a weak economy also helped to worsen the image of the tax administration and with it, the general relationship between citizens and the state. 

1.5 The politicisation of taxation and the failure of a tax code

In the late 1990s to the early 2000s, the dominant theme in the debate about tax reform was the introduction of a comprehensive tax code. The main advantages of a code (rather than the reform of individual parts of tax legislation) were seen in allowing the double change of broadening the tax base and lowering tax rates, creating a 'fairer' tax system while maintaining revenue levels. Also, a tax code would signal a one-time fundamental change followed by a period of stability, and thus would signal an end to the previous instability of the tax system which had been widely perceived as a fundamental problem. De facto, tax codes have been adopted in many post-Soviet and other Eastern European countries, although they have brought less absolute stability than was often proclaimed.
 

In contrast to Russia, however, Ukraine failed to adopt a comprehensive code, although it eventually undertook some similar changes in its tax policy.
 There were several problems: in Ukraine, the number of proposed tax codes proliferated from about 1999 onwards.
 The proposed changes in the tax system were also rather contradictory. For example, some actors proposed a change back from VAT to a cascading sales tax, arguing that the VAT-tax regime was too complex for a transition economy like Ukraine’s.
 At the same time, key economic actors were unwilling to agree on a decisive broadening of the tax base. The interests of a narrow tax base were well represented in the Verkhovna Rada, due to the high number of deputies with business interests. 

The closest attempt to pass a tax code failed in 2000 in the Verkhovna Rada. After being adopted in a first reading in July, more than 5000 amendments were suggested by deputies which essentially stalled the final adoption of the Code.
 An attempt to revive this code was made by the Kinakh government in 2001, and Viktor Medvedchuk, leader of the SDPU (o) and deputy speaker of parliament, styled himself as a key advocate of the reform. At the time, the head of the committee on finance and banking, Serhiy Alioshin, commented: “To adopt the Tax Code in parliament we need to form a majority, which agrees simultaneously to lower the tax burden and to cut tax privileges. I’m convinced that such a majority does not exist in the hall of the Verkhovna Rada.”

However, in mid-December, Medvechuk was ousted by a right-left alliance from his post as deputy speaker in revenge for earlier political and policy actions; and the long-term finance minister Ihor Mityukov was rather suddenly replaced by Ihor Yushko, a member of the Donetsk industrial network (or 'clan'). Thus, the climate of constant political fragmentation, shifts and turns again prevented a more fundamental policy reform in Ukraine. 

Eventually, in December 2002, it was decided to lower corporate taxes from 30 to 25 per cent, in line with Russia (there: 24 per cent),
 taking effect from January 2004. Furthermore, Ukraine followed Russia's example and chose a flat rate personal income tax of 13 per cent in May 2003.
 Since both changes only took effect in January 2004, it is too early to judge the results of this change. A decisive broadening of the tax base did not take place, however. 

The tax administration meanwhile continues to play a highly politicized role in Ukraine and this is unlikely to change before the transition from Kuchma to a successor in the presidency has been resolved by late 2004. There are clear indicators that the tax administration is used to undermine support for the political opposition, in particular the largest opposition block "Our Ukraine".
 The head of the Lviv Tax Administration, i.e. in the regional heartland of "Our Ukraine" was headed by the brother of Viktor Medvechuk, one of the biggest oligarchs and key political player in Ukraine, There have been calls for his dismissal by the Oblast' council, accusing him of oppressing businesses whose owners were close to opposition parties.
 In early 2004, he was promoted to the first deputy head of the tax administration at the national level.

In February 2004, 10 000 people – i.e. a considerable number given the largely acquiescent Ukrainian population and given the regional location – picketed the regional office of the State Tax Administration in Ternopil, protesting against "tax repression" against businesses associated with lawmakers from the Our Ukraine opposition bloc.

The tax administration is also still widely perceived as corrupt; although some providers of public services (hospitals, universities) as well as the police are even more widely perceived to extract bribes than the tax administration (hospitals: 85, universities: 79, police: 83, tax administration: 66 per cent of respondents thought that corruption is very serious or somewhat serious in these institutions).
 

2. Political economy of tax policy and tax administration development

In the first section of this paper, I explored the development of tax policy and tax administration in Ukraine over the past decade. In this part, I will embed this development into the broader story of the political economy of Ukraine during this period. 

The judgements on Ukraine in the literature are strikingly diverse and range from the recognition of considerable accomplishments in economic and political reforms (Pigenko, Wise and Brown) to the proclamation of complete failure and persistent neo-patrimonialism (Hans von Zon).
 These contradictory judgements are based on the fact that Ukraine is a hybrid case in several ways: it has turned much less democratic than its Western neighbours (Poland, Slovakia, etc.), but neither is there an authoritarian consolidation as in Belarus or a even a clear power concentrating trend as in Russia. Ukraine has had an abysmal record on economic policies and outcomes for much of the 1990s, but as the development of taxation reflects, there have been incremental improvements and Ukraine is far from having a failed state, in the sense that it has maintained a considerable capacity to extract throughout the transition period. 

There are three defining features of the political economy of Ukraine: the first is a continuous but not-too-deep fragmentation of political forces and a continuous though low level struggle for more power by various groups. The second is a president who for most of the time since 1994 has been the relatively – but not absolutely – strongest political player. The third is a rather weak society, a considerable decoupling between elites and society, and a weak accountability link between society and elites. Let me turn to each of these three features. 

When we look at Ukraine's party system and parliament a decade after transition, both look rather fragmented. While party systems have been and are still fluid to various degrees in many parts of Eastern Europe, Ukraine has had one of the lowest levels of consolidation if we consider the 'survival rate' of parties (from one election to the next), the number of parties in parliament, and the stability of parliamentary factions. The latter has been particularly weak also due to the lack of institutional constraints on switching factions (no limit, no loss of parliamentary seat is involved).

This kind of fragmentation has brought about a continuous but low level struggle for power. Ukraine has no hard and fast political blocks and alliances, but it is rather marked by shifting coalitions which are often negative: for example, an alliance of oligarchic and left-wing parties ousted the reform government of Viktor Yushchenko in April 2001, while an alliance of democratic and left-wing members of parliament ousted the oligarch Viktor Medvechuk in December 2001. In such a situation, binding commitments by individuals or political blocks are nearly impossible to achieve, and as a result, problems with policy instability and inconsistency – as observed for the field of taxation – has been persistent. At the same time, fragmentation and shifting alliances mean that the depth of the political struggle is limited: in Ukraine, a serious and dangerous stand-off has not occurred and seems unlikely, even in a politically charged year. Thus, the dominant mode of problem solving is incremental, as in the case of tax policy, and is not without reversals. 

The second feature is the relative strength of the president, but at the same time his inability to establish absolute control. At least since the election of Leonid Kuchma to the office in 1994 the president has been the single most powerful political actor within the political system of Ukraine. However, compared to other CIS countries, the de facto power of Ukraine's president is nevertheless limited. As Way has pointed out for the case of Moldova, the absence of authoritarianism may not be due to a more 'democratic' predisposition of Ukraine's elite or its president, but simply to the inability of the president to impose absolute control.
 

Through a referendum held in April 2000, Kuchma had attempted to create a more purely presidential system (after his successful re-election in late 1999). However, while the referendum confirmed the constitutional changes he suggested, he failed to push these changes through parliament. In August 2002, he then suddenly changed tactics and started to propose a more parliamentary constitutional system.
 This was widely perceived as a strategy to weaken presidential powers before a possible opponent would take over the reins in the next presidential elections. However, this proposed constitutional change likewise failed to come to fruition. 

The relative strength of the president has certainly contributed to the politicisation of the tax administration. The president and the presidential administration as a key organisational power base have used the tax administration to keep political opponents as well as critical groups within society at bay. The political use of the tax administration per se is not at all unique to Ukraine but may be observed in other CIS countries as well.
 What is particular about Ukraine is the targeting of a political party (Our Ukraine) and the popular protests this has recently sparked as well as the critical commentary of a foreign ambassador on the issue. 
The third feature of the political economy of Ukraine is the relative weakness of society. As in most of Eastern Europe, transition has not been marked by mass strikes or other mass political action despite the tremendous hardship which transition brought about for a majority of the population. In the Donbas, where miners had been a considerable political force during the dissolution of the Soviet Union, the last strike wave occurred in 1996. Even the widespread non-payment of wages and pensions which marked the years 1996 to 1999 failed to spark popular protest. Later on, demonstrations in the wake of a major scandal in 2000 involving the president and other high-level political figures in the murder of a journalist, power abuse, and corruption remained limited. 

While the number of NGOs of various stripes (political, charitable, etc.) has grown considerably, especially the more political NGOs tend to be detached from society themselves, since they depend to a considerable extent on foreign funding rather than domestic donations. Others are small think-tanks financed from the pockets of oligarchic politicians. At the same time, the distrust of politicians, parties, and state institutions is very high, even in comparison with neighbouring countries.
 

Thus, while politicians of the new Ukrainian state started by promising a very high level of social security in 1992, this promise had largely evaporated a decade later. Once independence was securely established, the period of enthusiasm and of a broader engagement between elites and society passed quickly. At most, there are attempts at a populist appeal such as pronouncements that the minimum wage or the minimum pension has been increased. Overall, the observable trend is towards a rather liberal state which offers relatively little social protection and a rather low level of public services to its citizens. However, there is still considerable divergence between this de facto trend towards a rather limited state on the one hand, and public expectations and the proclamations of politicians on the other hand. 

3. Ukraine's fiscal system today: between an enlarging EU and a 'strong-hand' reforming Russia

On the positive side, Ukraine has managed to build and stabilize a tax system which achieves a substantial level of extraction (around 30 per cent of GDP). Due to the recent high growth, budgets have been fulfilled and deficits have been very low in recent years. The level of extraction is high for a country with Ukraine's per capita GDP (see Lorie, 2003). Ukraine also has maintained a high level of revenues compared to the poorer and less developed parts of the former Soviet Union, i.e. the Caucasus and Central Asia (see table 5 below). This relatively high level may be adequate given that Ukraine – as a country emerging from a deep transition crisis – has a structural level of development (levels of education, of urbanization, etc.) which is higher than its current GDP, and requires a higher level of state activity to maintain. At the same time, this means that the tax burden on citizens and enterprises is substantial, which makes fairness and efficiency of the revenue collection particularly important – and here, considerable problems have persisted despite a generally improving trend. 

Table 5: General Government Revenues* in % of GDP 1993-2001

	
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Armenia
	28.2
	27.6
	19.9
	17.6
	19.7
	20.7
	22.7
	19.6
	16.5

	Azerbaijan
	40.6
	33.8
	17.6
	17.6
	19.1
	19.6
	18.5
	21.2
	22.1

	Belarus
	52.6
	46.0
	36.1
	39.4
	43.6
	43.3
	44.6
	44.6
	42.6

	Estonia
	30.1
	39.1
	40.3
	39.0
	39.8
	39.3
	38.1
	37.9
	38.2

	Georgia
	9.7
	16.1
	7.1
	13.8
	14.3
	13.7
	15.4
	15.3
	

	Kazakhstan
	21.1
	10.7
	16.9
	13.2
	13.5
	18.0
	17.9
	21.9
	21.3

	Kyrgyzstan
	24.6
	26.7
	24.8
	23.9
	23.9
	24.4
	24.0
	19.6
	22.2

	Latvia
	na
	36.1
	37.6
	37.7
	41.4
	42.6
	40.1
	37.3
	35.7

	Lithuania
	30.1
	32.6
	32.3
	29.6
	32.6
	32.6
	32.1
	30.4
	29.8

	Moldova
	20.5
	30.4
	26.5
	23.5
	29.1
	33.1
	30.4
	27.6
	26.9

	Russian Fed.
	36.3
	34.7
	34.1
	33.5
	37.1
	33.4
	35.1
	38.8
	38.7

	Tajikistan
	33.3
	47.6
	15.7
	13.2
	13.7
	12.0
	13.5
	13.6
	15.2

	Turkmenistan
	15.3
	16.9
	20.5
	16.6
	25.4
	22.0
	19.4
	25.8
	25.2

	Ukraine
	38.3
	43.7
	40.1
	36.7
	38.8
	36.0
	33.8
	35.1
	35.0

	Uzbekistan
	36.0
	29.2
	34.6
	34.3
	30.1
	31.1
	29.3
	31.1
	32.0


*comprising central and local/regional level budgets and extra-budgetary funds.

source: EBRD, Transition Report (2002). 

On the negative side, Ukraine still lacks behind its largest and most important neighbour in terms of legal and institutional reform. Russia has pursued tax reform – as well as several other key governmental and economic reforms – more aggressively and more successfully than Ukraine in recent years. A key factor for this appears to be the consolidation of power and the reduction of 'active' veto players. The consolidation of power involves both parliament and the president and has allowed the adoption of a number of pieces of crucial legislation as well as overcoming some of the problems of asymmetrical federalism which had contributed to the financial and fiscal crisis of 1998 in Russia. 

With its latest reform initiatives, Ukraine appears to follow Russia's lead more than that of the European Union in tax policy. However, tax policy within the EU (with the exception of VAT) is not unified; and for Ukraine's current economic situation, lower levels of taxation than the EU average are more appropriate. In contrast to the accession countries, Ukraine will not receive distributional funds from the EU budget on a large scale, but it will also not face the extra expenditure associated with accession, such as that for meeting EU environmental standards.  

While general tax policy seems good enough to allow the economic recovery to continue for the time being, the way in which taxation is implemented is still problematic and worsens the investment climate. In contrast to the accession countries, Ukraine has been under much less external pressure to 'clean up' its administration. While enlargement offers a considerable potential of attracting foreign direct investment and diversifying Ukraine's economy, for this to happen, the investment climate – and in particular its fiscal aspect – still needs considerable improvement. This is unlikely to happen during a politically charged election year; but in an optimistic scenario would be tackled by the incoming new government in 2005.

Apart from the EU, Ukraine aspires to join other key international clubs; most importantly in the context of fiscal reform, the WTO. Joining such clubs requires further reform; but it would be highly desirable in order to turn Ukraine from a grumpy buffer state between the enlarged EU and Russia into a successful economic bridge between the two. 
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