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Ukraine is uniquely located between two large regional integration units, namely the EU-27 and recently 

created Customs Union of Russia, Belarus and Kazakhstan (RBK CU), and is actively trading with both. 

Trade regimes between Ukraine and the EU, and Ukraine and the RBK CU are different. Trade with the 

EU occurs under MFN regime with tariff reductions provided by the EU in accordance with Generalized 

System of Preferences. In trade with Russia, Belarus and Kazakhstan, bilateral free trade agreements 

(FTAs) are in force for almost two decades.  

To improve the access to the EU market, the largest in the region, Ukraine is currently involved in active 

negotiations for a ‘deep and comprehensive free trade area’ with the EU. At the same time, recently 

Russia has intensified the pressure on Ukraine to join the recently formed RBK CU and cease FTA talks 

with the EU and even threatened to increase trade barriers, if FTA agreement with the EU is concluded. 

In this study, we employ a computable general equilibrium model of the Ukrainian economy to analyze 

regional integration opportunities faced by Ukraine. It is shown that the establishment of the FTAs is 

welfare-improving regional integration option for the country, while joining customs unions could result 

in welfare reduction and trade diversion. The study concludes that the offered membership in the RBK 

CU is not in the economic interests of Ukraine. Economically justified medium-term regional integration 

strategy for the country is establishment of FTAs with its trade partners.  
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Introduction  

After the establishment of the Customs Union of Russia, Belarus and Kazakhstan (RBK CU) in 2010, 

Ukraine appeared in unique position sandwiched between two customs unions, and actively trading with 

both. Together, the EU on the one hand and the RBK CU accounted for about two thirds of Ukraine’s 

total commodity trade turnover in 2010. 

Trade regimes between Ukraine and the EU, and Ukraine and the RBK CU are different. Trade with the 

EU occurs under the Most Favored Nation (MFN) regime with tariff reductions provided by the EU in 

accordance with Generalized System of Preferences.
3
 In trade with Russia, Belarus and Kazakhstan, free 

trade agreements (FTAs) are in force for almost two decades. These agreements focus mostly on tariffs, 

and there are exemptions from free trade regime applied to selected commodities. Non-tariff measures 

play important role in commodity trade with both the RBK CU and the EU.  

To improve the access to the EU market, the largest in the region, Ukraine is currently involved in active 

negotiations for a ‘deep and comprehensive free trade area’ with the EU. Talks could be completed in 

2011, although ratification will take time. At the same time, recently Russia has intensified the pressure 

on Ukraine to join the RBK CU and cease FTA talks with the EU and even threatened to increase trade 

barriers, if FTA agreement with the EU is concluded. 

In this study, we employ a computable general equilibrium model of the Ukrainian economy featuring 

Dixit–Stiglitz endogenous productivity effects in imperfectly competitive goods sectors to analyze 

regional integration opportunities faced by Ukraine. It is shown that the establishment of the FTAs is 

welfare-improving regional integration option for the country, while joining customs unions could result 

in welfare reduction and trade diversion. The study concludes that the offered membership in the RBK 

CU is not in the economic interests of Ukraine. Economically justified medium-term regional integration 

strategy for the country is establishment of FTAs with its trade partners or, for some trade barriers, their 

unilateral liberalization.  

The rest of the paper is organized as follows. In Sections 1 and 2, Ukraine’s trade regimes vis-à-vis EU 

and the RBK CU are discussed. Section 3 is devoted to model and data description, and presents results 

of estimates. Section 4 concludes.  

1 Current trade regime with the EU 

The current relations between Ukraine and the EU are based on the Partnership and Cooperation 

Agreement (PCA) concluded in 1994 but entered into force only in 1998, for an initial period of ten 

years.4 The PCA establishes the framework of corporation between the countries in political, economic, 

and other spheres. However, the PCA contains neither explicit plans, nor mechanisms of cooperation, 

                                                 
3
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preferences/  
4
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nor the tool to assess progress in the cooperation. Thus, it does not replace a traditional “Association 

Agreement” that has EU membership as its final aim.
5
  

In commodity trade, Ukraine’s access to the EU market is less preferential than for many other 

countries. According to the PCA, the countries trade under the most favoured nation (MFN) regime. 

Also, Ukraine is a beneficiary under the Generalized System of Preferences (GSP)
6
 since 1993. The 

GSP allows for lower duties than the MFN rates on over 6000 products. Currently there are two 

categories of products covered by the scheme: non-sensitive, for which duties are suspended, and 

sensitive, for which rates are reduced. The scheme allows high proportionate reduction for most 

industrial products, but relatively low proportionate reductions for agricultural products. At present, the 

EU applies the GSP+ and Everything But Arms
7
 regimes for some countries, but Ukraine is not entitled 

to use them
8
. 

According to CARIS (2010), Ukraine features rather high level of GSP utilization (about 85%); 

however, it faces higher level of protection of other countries involved in the Eastern Partnership project 

initiated by the EU. It has the highest share of non-zero tariffs under the GSP preferences among these 

six countries, and the highest share of trade under MFN except for Belarus (Table 1).  

Table 1: EU Generalized System of Preferences, 2008 

 UKRAINE MOLDOVA BELARUS GEORGIA ARMENIA AZERBAIJAN 

Share of trade with EU under 

MFN, % 

80.85 27.01 99.63 64.62 45.33 99.76 

including       

 = 0 tariff rates 73.11 19.82 91.54 58.32 43.20 99.60 

 > 0 tariff rates 7.74 7.19 8.09 6.30 2.13 0.16 

Share of trade with EU eligible 

for GSP/GSP+ % 

18.41 15.80 0.00 34.31 54.66 0.23 

including       

 = 0 tariff rates 9.54 15.71 0.00 34.31 53.74 0.19 

 > 0 tariff rates 8.87 0.09 0.00 0.00 0.92 0.04 

Total share of zero-tariff  trade 82.65 89.15 91.54 92.63 96.94 99.79 

       

Level of preference 

utilization,% 

84.89 90.78 0.00 92.52 96.21 71.25 

Source: CARIS (2010) 

There had been also several agreements between the EU and Ukraine that established quantitative 

restrictions in textile, and in iron and steel trade. However, all quantitative restrictions and licensing 

requirements imposed by these agreements had been lifted by now.  
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6
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7
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period). -  http://ec.europa.eu/trade/wider-agenda/development/ generalised-system-of-preferences/everything-but-arms/  
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In 2005, the EU granted Ukraine a market economy status. This status ensures that possible anti-

dumping investigations against Ukrainian exporters to the EU are conducted applying normal value of 

exports based on the prices paid or payable in Ukraine, and not in the third country, as it is required for 

non-market economies. However, this decision did not eliminate the use of the commercial defence 

instruments between trading partners. As of April 2010, there have been six anti-dumping measures in 

the EU against the products originated from Ukraine. In turn, there have been three anti-dumping 

measures against products from selected EU countries, and six safeguard measures concerning all trade 

partners including the EU. 

Among stumbling block in Ukraine-EU trade, standards regulation has been the most important. 

According to the State Committee for Technical Regulation and Consumers Protection, as of the end of 

2010, there have been only about 25% of national standards harmonized with the EU and international 

standards.
9
 Implementation of sanitary and phyto-sanitary standards harmonized with the EU norms is 

also an issue, and many Ukraine’s husbandry products cannot be exported to the EU due to standards 

mismatch.  

Summing up, the current trade concessions between Ukraine and the EU are rather limited. It could be 

expected that the successful conclusion of the on-going FTA negotiations would bring important gains 

both in terms of the access to the EU market, increase in trade and investments, and also better access to 

the third-countries market.  

Negotiations on a deep and comprehensive free trade agreement with the EU 

Ukraine and the EU started negotiations on a new strengthened agreement in order to replace the PCA in 

March 2007. Both parties agreed that the new agreement would be grounded on the principles of 

political association and economic integration. Thus, they decided to identify that document as an 

Association Agreement providing for the creation of a deep and comprehensive free trade area (FTA) 

with the EU.
10

 

Upon approval by the WTO General Council of the package on Ukraine’s accession on 5 February 

2008, the EU and Ukraine commenced talks concerning an agreement on a deep and comprehensive 

FTA. These followed preliminary consultations between the parties which had begun much earlier. 

Within the framework of the future Association Agreement, the FTA should deepen Ukraine’s access to 

the European market and promote further European investment in Ukraine. 

The FTA will be integral part of the future Association Agreement. This FTA is supposed to become the 

first of a new type of ‘deep and comprehensive’ trade agreement involving the EU. It will cover a wide 

range of trade-related matters and aims to remove barriers to trade not only related to ‘behind the 

border’ obstacles to trade, but also to provide for deep regulatory rapprochement, thus partially opening 

the EU’s internal market to Ukraine. The agreement must be compatible with the rules of the WTO and 

take the possible results of the WTO Doha Round into consideration. 

The negotiations have been going on in 15 working groups in the following 18 areas: 

А. Trade in goods 

1) Tariff offer 

2) Trade in goods, including technical barriers in trade 

                                                 
9
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3) Trade protection instruments 

4) Sanitary and phyto-sanitary measures 

5) Trade facilitation, customs cooperation 

6) Administrative cooperation on customs matters 

7) Rules of origin 

8) Trade relations in energy 

В. Services, establishment, investment, and capital movements 

9) Services, right of establishment, investments, capital movement, and current payments 

С. Rules of trade 

10) Intellectual property rights 

11) Geographical indications 

12) Competition policy: anti-monopoly measures 

13) Competition policy: state aid 

14) Public procurement 

15) Trade and sustainable development 

16) Dispute settlement 

17) Dispute settlement in energy 

18) Transparency 

Negotiations have been completed on a preliminarily basis on the sections dealing with customs and 

trade facilitation, public procurement, transparency, dispute settlement, and intellectual property rights 

(except geographical indications). The section on the rules of origin has been generally agreed upon.11 

As to the section on trade in goods, the parties have agreed on a gradual approach to the harmonisation 

of Ukrainian laws concerning conformity assessment. However, discussions are still on-going. 

2 Current trade regime with the CIS countries  

The low efficiency of a ‘wide’ integration within the CIS resulted in the active sub-regional integration 

processes.12 In particular, it led to a series of bilateral agreements on free trade among the CIS members, 

including the agreement between Ukraine and Belarus signed in 1992, between Ukraine and Russia in 

199313, and between Ukraine and Kazakhstan in 1994.  

The texts of the agreements are rather similar.
14

 They stipulate duty-free trade in all goods, while 

allowing for unspecified potential exemptions. The core exemptions, frequently introduced in the 

                                                 
11

 MEU (2010) 
12

 Burakovsky I. (2003)  
13

 The agreement was never ratified, but nevertheless it entered into force via the exchange of letters between ministers   
14

 Freinkman, L., Polyakov E. and Revenco C. (2004) 
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protocols of bilateral agreements, include sugar, tobacco and cigarettes, alcohol and sometimes non-

alcohol beverages. In addition, there is a practice of reciprocal exemptions in the response to export 

duties set by a trading partner. For instance, currently the list of reciprocal exemptions include around 

115 positions for Russian exports, including fishery products, mineral products, fertilizers, etc.
15

, and 

several for Ukrainian exports, namely cattle, skins, and metal scrap. It is important that none of these 

bilateral FTAs covered service sectors or other trade-related topics including intellectual property rights 

protections.  

Countries intensively use trade defence measures to protect specific sectors against unfair competition 

practices (anti-dumping measures) and excessively growing imports (safeguard measures).  

Trade relations with Russia have not been smooth. The most pronounced example of tensed trade 

relations between two countries had been a ban on exports of livestock products to Russia introduced in 

January 2006.16 The formal reason for banning livestock products’ exports was violations of Russian 

veterinary legislation by Ukrainian meat exporters. However, it remained unclear why this ban has been 

extended to dairy products instead of tackling meat products directly, as no complaints on dairy products 

were filed. This decision significantly harmed Ukraine’s dairy production, inflicting losses to both dairy 

industry and raw milk producers.  

Standards have been lesser problem in trade with the CIS countries that with the EU due to initially 

common standards dataset inherited from the Soviet Union. However, all CIS countries have been 

gradually modifying standards with their economic and security needs and harmonizing them with 

international practices. As a result, a share of common standards among the CIS countries has been 

gradually diminishing as standards has been diverting.  

Summing up, the framework of trade relations between Ukraine and the CIS is officially more 

favourable than between Ukraine and the EU. However, numerous tariff exemptions and non-tariff 

barriers make the trade regime less certain, and thus less attractive than could be otherwise.  

CU-RBK: overview   

The first tripartite customs agreement among Kazakhstan, Belarus and Russia was established in 

December 1995 when it became clear that the CIS customs arrangements were ineffectual. Later 

Kyrgyzstan and Tajikistan joined this agreement. At the beginning, this 'union' was nothing more than a 

pledge of the parties to observe the provisions of the CIS agreements that were already in place. The 

agreement was further formalized by yet another customs agreement adopted in February 1999. 

The new Eurasian Economic Community (EurAsEC) agreement signed in Astana in October 2000 was 

based upon existing customs union agreements, but was designed as the logical next step in an 

incremental movement toward policy harmonization.  The EurAsEC was designed to function as a 

regional international organization recognized by the United Nations.  The organization is managed 

through an Inter-State Council, an Integration Committee, an Inter-Parliament Assembly, and a EEC 

Court. However in practice, co-operation within the EurAsEC remains largely virtual and politicised. 

Although a free trade zone has been implemented in the EurAsEC, it operates with major exemptions 

and not to the fullest possible extent.
17

 

                                                 
15

 Information Search System. Export opportunities of Russia. Available here: 

http://www.exportsupport.ru/1:ru/law/tarif/tarif  
16

 Nivyevskiy, O. (2006)  
17

 Shynkaruk K. (2010)  
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Since 2008 the EurAsEC top priority has become the establishment of Customs Union – first of all 

within the framework of Russia, Belarus and Kazakhstan. Supranational body of the customs union – the 

EurAsEC Customs Union Commission – was established on December 12, 2008. The Customs Union 

members (Kazakhstan, Belarus and Russia) reached an agreement on a unified customs tariff in June 

2009 and endorsed a schedule for creating a unified customs territory.  

This tripartite customs union seems to be a follow-up of the previous regional integration initiative, 

namely the establishment of the Single Economic Space (SES) between Russia, Ukraine, Kazakhstan, 

and Belarus, launched in 2003
18

. The agreement on the establishment of SES envisaged that, in the first 

phase, a free-trade zone would be established and a supranational regulatory body appointed. The 

regulatory body’s decisions would be binding on the members, and the number of votes that each 

country would have in it would correspond to that country’s economic potential. However, the 

agreement adopted by the presidents of the 4 countries in 2003 in Yalta was merely a declaration of 

intent or a starting point for further work and did not establish any specific institutions or create an 

organisation for economic integration.  

The formation of the customs union between Russia, Belarus and Kazakhstan was started on January 1, 

2010 with the implementation of the common tariff scheme. The next major step is expected on July 1, 

2010
19

 when the Customs Code of the Customs Union shall come into force, the Commission of the 

Customs Union shall become active, and customs clearance of goods originated in countries-members 

shall be abolished (Figure 1). It should be emphasized that this customs union is focused on trade in 

goods primarily, leaving aside trade in services and other trade-related issues that nowadays generate the 

most of trade-related welfare gains.  

                                                 
18

 The agreement was ratified by Ukrainian Parliament in 2004 with the reservation that the SES agreements don’t contradict 

the Constitution of Ukraine.  

19
 http://tsouz.ru/news/Documents/Custom_Union_Glaziev1.pdf 
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Figure 1: Customs Union Schedule of Implementation 

 

Source: http://tsouz.ru/news/Documents/Custom_Union_Glaziev1.pdf 

On 1 July 2010 the basic document of the recently established customs union between Russia, Belarus 

and Kazakhstan, the Customs Code came into force. This code defines rights and obligations of 

supranational and national customs bodies of the countries comprising the union. Apart from other 

things, it focuses on control over transportation of goods across the borders.  

Among the basic innovations of the Customs Code, which are not reflected in the current national 

customs codes of Russia, Belarus and Kazakhstan, are the following: 

• Cancellation of customs clearance and customs controls of goods originating from the 

CU member states, and of foreign goods released for free consumption inside the CU 

member states;  

• Introduction of notion Integrated Customs Territory of the Customs Union; 

• Institution of the Authorised Economic Operators granted with special simplifications; 

• Introduction of concept Customs Representative who is entitled to perform certain 

customs operations while representing the declarant’s interests 

• Determination of uniform requirements in respect of entities carrying out customs 

related activities in the CU member states; and 

• Creation of common terms and conditions for transit across the CU area. 
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3 Impact of different types of RTA with Ukraine’s participation  

3.1 Model description (CGE) 

The model used in the study is the model developed in the framework of the project “Analysis of the 

Economic Impact of Ukraine’s WTO Accession” conducted by Copenhagen Economics, Denmark; 

Institute for East European Studies Munich, Germany; and Institute for Economic Research and Policy 

Consulting, Ukraine, in 2005 by Copenhgen Economics et al. (2005) and later elaborated by Movchan & 

Shportyuk (2010). This model is, in its turn, heavily based on the model developed by Jensen, 

Rutherford & Tarr (2007)
 
for analysis of the WTO membership impact on Russia’s economy. 

 

The production side of the economy is summarized in 38 sectors following Ukraine’s input-output data. 

Production in each sector requires the use of intermediate inputs of goods and services as well as 

primary factors capital and labor, the latter distinguished by two skill levels. With the exemption of the 

capital stock in coal mining and energy transit pipelines, all production factors are assumed perfectly 

mobile. This assumption implies that the results of the model present the economic adjustments to the 

shock over medium-term horizon. 

Aggregate output can either be exported to several different regions or sold on domestic markets. 

Together with imports from all trade partners, it forms the total aggregate of goods and services 

available for domestic consumption. 

To sufficiently reflect the technical characteristics of Ukraine’s economy production is divided into 

perfectly and imperfectly competitive sectors following Jensen, Rutherford & Tarr (2007). Each sector 

of the Ukrainian economy belongs to one of three distinct categories:  

− competitive goods and services sectors where production takes place under constant 

returns to scale and prices equal marginal costs with zero profits;  

− goods-producing sectors with production under increasing returns to scale and imperfect 

competition, and  

− imperfectly competitive services sectors where production takes place under increasing 

returns to scale.  

For the imperfectly competitive goods and services sectors, the model applies Chamberlinian large 

group monopolistic competition within a Dixit-Stiglitz framework, resulting in constant mark-ups over 

marginal costs. Firms set prices such that their marginal costs equal marginal revenues and free entry 

implies zero profits. Individual firms regard themselves as too small to influence the composite price in 

their group. Moreover, the composition of fixed and marginal costs is identical for all firms producing 

goods or services under increasing returns to scale, leading to constant output per firm for all firm types. 

As the number of firms in a sector increases, the larger number of available varieties means that output 

can be more efficiently put to use in the economy. This implies that the effective cost function for users 

of these goods and services declines in the number of total firms in the industry. Following Jensen, 

Rutherford & Tarr (2007), there is a one to one correspondence between firms and their differentiated 

varieties, i.e., each firm is assumed to produce one single variety. 

On the consumption side, the model distinguishes between public, investment and intermediate 

consumption as well as final household consumption. Contrary to Copenhagen Economics et al. (2005), 

the project models features one representative household instead of four different types of households 
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embedded in the original model. Among other incomes, households get all rents in the economy, 

generated by tax wedges in imperfectly competitive sectors. 

Consumers treat imported and domestically produced goods as imperfect substitutes while producers 

regard sales on domestic markets or exports as imperfect alternatives (Armington (1969) assumption). 

Exports and imports are disaggregated into different trading partners and modeled with constant 

elasticities of transformation and substitution. Direct taxes/subsidies are modeled as sector-specific 

taxes/subsidies on the use of primary input factors. Indirect taxes/subsidies are modeled as a commodity 

specific tax on private (household) and investment demand. Import tariffs are commodity- and region-

specific and apply for all imports. 

The government receives income from public capital endowments and collects a variety of taxes. These 

taxes and the associated ad-valorem rates include taxes on output, taxes on intermediate inputs, tariffs, 

taxes on public demand, taxes on investment demand, taxes on exports, and taxes on consumption. Total 

government revenue is used for public investments and the provision of public goods. The balanced 

budget is achieved via lump-sum transfers from households in the case the state revenues reduce. 

The model uses two closure procedures. First, on the macro economy level, total investments must equal 

the sum of depreciation, public and private savings and the current account balance. Second, on the 

government level, fiscal revenue from various direct and indirect taxes must increase to offset the lost 

revenue from tariff reduction in any counterfactual in which tariffs are reduced. In other words, there is 

an equal government yield constraint. This is achieved through adjustment of the level of lump sum 

transfers to households. 

The steady state formulation of the model developed by Copenhagen Economics et al. (2005) allows for 

an analysis of potential long run gains by allowing the capital stock to adjust to new steady state 

equilibrium. This adjustment is driven by the assumption that investors demand a fixed rate of return on 

investment. In the model, the rate of return on investment is defined as the rental rate on capital divided 

by the cost of producing a unit of the capital good. The implication is that if a policy change results in an 

increase in the rate of return on capital (relative to the cost of investment), investors will respond by 

increasing investment and thereby expanding the capital stock. The increase in the capital stock will lead 

to a fall in the rental rate on capital. Investors will keep investing, and expanding the capital stock, until 

the rental rate on capital has fallen to a level where the rate of return on investment is back to its initial 

level.  

Results using the comparative steady state formulation are normally considered as upper bound 

estimates (if the capital stock increases). The reason is that the steady state calculation ignores the 

foregone consumption required to obtain the larger capital stock. However, Rutherford & Tarr (2002) 

show that a fully dynamic model with similar features (and that takes into account foregone 

consumption) can produce welfare gains of the same magnitude as comparative steady state results. 

3.2 Data discussion 

The CGE model is based on the social accounting matrix (SAM) for Ukraine. The SAM predominantly 

relies on information provided by the State Statistics Committee of Ukraine, in particular input-output 

tables in consumer and basic prices, matrices for imports, trade and transportation margins, and for taxes 

and subsidies. Also, the National Accounts for Ukraine are used to calculate the transfers between 

institutional agents in the SAM. The aggregate SAM is presented in Table 2.  
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Table 2: Aggregate SAM for Ukraine with base year 2008, UAH m 
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  a b c d e f g h Total 

Activities a   2333576             2333576 

Commodities b 1483351     589739 169163 250504 14379 444859 2951995 

Factors c 831274             18983 850257 

Households d     840217 0 179998     -10039 1010176 

Government e 18951 97831 10040 245217 0     -625 371414 

Savings-investments f       175220 22253     67410 264883 

changes in 

inventories 
g           14379     14379 

Rest of the World h   520588   0 0 0     520588 

Total   2333576 2951995 850257 1010176 371414 264883 14379 520588   

Source: State Statistics Service of Ukraine, constructed by authors 

Key issue for the study is information about current trade barriers between Ukraine and the EU on the 

one hand, and between Ukraine and Russia, Belarus, and Kazakhstan on the other, as assumptions and 

estimates how these barriers will change under different regional integration options that Ukraine might 

choose. According to preliminary estimates, the following import tariffs are currently in place in 

Ukraine, EU and in the RBK CU. 
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Table 3: Imports duties of Ukraine, the EU, and the RBK CU, % 

SAM 

code 

Sector Ukraine import 

duties after WTO 

accession 

CU-RBK import 

duties 

EU import duties for 

Ukraine 

A01 Agriculture, hunting 5.5 9.7 6.1 

A02 Forestry 0.6 12.8 0.2 

A03 Fishing 1.6 9.2 6.0 

A04 Mining of coal and peat 0.0 5.0 0.0 

A05 Production of hydrocarbons 0.0 0.0 0.0 

A06 Production of non-energy 

materials 

2.7 3.5 0.0 

A07 Food-processing 10.7 21.6 0.3 

A08 Textile and leather 8.8 22.1 14.3 

A09 Wood, furniture, paper, 

publishing 

0.4 11.4 6.6 

A10 Production of coke 1.0 4.9 0.3 

A11 Petroleum refineries 0.0 4.9 0.1 

A12 Chemicals, rubber and plastic 5.5 9.1 0.7 

A13 Non-metallic mineral products 7.0 11.2 1.0 

A14 Metallurgy and metal 

processing 

0.7 10.1 0.7 

A15 Machinery and equipment 2.5 10.0 1.2 

A16 Other products 4.8 20.4 0.0 

А17 Electricity 2.0 0.0 0.0 

Sources: Ukraine Customs Tariff, RAKURS (2011), Market Access Map, authors’ estimates 

3.3 Scenarios and discussion of results 

In the framework of this study we consider the following three scenarios: 

Scenario 1a: Simple FTA with the EU: mutual elimination of import tariffs 

Scenario 1b: DC FTA with the EU: simple FTA + 2.5% reduction in border dead-weight costs 

on exports to EU + 2.5% reduction in border dead-weight costs on imports from EU  

Scenario 2: RBK CU: Ukraine's import tariffs vis-à-vis EU and ROW reach RBK CU level 

The modelling of two key scenarios of Ukraine’s regional integration (Table 4) reports net welfare gains 

for Ukraine in case of FTA between Ukraine and the EU. At the same time, joining the RBK CU and 

adopting their trade barriers results in net losses of welfare. In case of creation of simple FTA with the 

EU the total welfare of Ukraine will increase by 1.3% in the short run and by 4.6% in the long run 

ceteris paribus. While in case of joining of Ukraine to the custom union of Russia, Belarus and 

Kazakhstan, Ukraine will lose 0.5% in aggregate welfare in the short run and 3.7% in the long run.  
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Table 4: Economy-wide effects of different RTA scenarios, % cumulative change 

  Simple FTA EU 

  

DC FTA EU 

  

RBK CU 

  

  static steady 

state 

static steady 

state 

static steady 

state 

Aggregate welfare            

Change in welfare 1.3 4.6 4.3 11.8 -0.5 -3.7 

             

Trade            

Change in imports 1.0 2.4 2.6 5.9 -2.9 -4.3 

Change in exports 1.0 2.5 2.8 6.3 -3.1 -4.6 

             

Returns to mobile factors             

Change in the unskilled real wage 0.5 2.5 1.2 5.7 -0.9 -2.8 

Change in the skilled real wage 0.4 2.3 1.2 5.5 -0.9 -2.8 

Change in the rental return to capital 1.2 0.1 2.2 -0.4 -0.6 0.6 

             

Factor adjustments             

Unskilled labor adjustment 2.3 2.5 2.9 3.5 0.5 0.5 

Skilled labor adjustment 0.8 0.9 1.0 1.3 0.2 0.2 

Capital adjustment 0.8 0.4 0.9 0.2 0.2 3.2 

             

Capital in steady state             

Capital stock change   3.6   8.1   -3.4 

Source: Ukraine model, authors’ estimates 

Gains in trade and returns to labour (wage) and capital are also observed only in case of the first and 

second scenario. The RBK CU will lead for losses in trade volumes and decreases in wages of both 

skilled and unskilled labour and return to capitals in short and long runs (except for return to capital in 

short-run). 

Conclusions 

Currently Ukraine’s policy makers withstand strong pressure from Russia to join the RBK CU. The 

purpose of the paper was to assess pros and cons of basic regional integration options faced by Ukraine.  

The results of the assessment show advantage of the FTA with the EU over the RBK CU integration. 

The establishment of a DC FTA wit the EU would clearly be in the economic interest of the country. 

Ukraine’s exporters would have a better access to a large and stable market and, at the same time, 

Ukrainian companies would be able to import advanced capital goods at relatively lower prices, thus 

improving their competitive position. The participation of Ukraine in a customs union with Russia, 

Belarus and Kazakhstan would bring only limited advantages to particular exporters, since Ukraine 

already enjoys free trade with the CIS countries. 

Moreover, higher import tariffs in customs union mean that Ukraine in case of joining would face higher 

costs of imports and thus changes in regional trade patterns towards Russia, Belarus, and Kazakhstan, 
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causing trade diversion. Taking into account that the EU is the major supplier of investments and 

durable goods in Ukraine, more expensive imports from the EU would cause slower modernization and 

hamper long-term economic development. 

In addition, the membership in the customs union with Russia, Belarus, and Kazakhstan would be hardly 

compatible with Ukraine’s WTO commitments and with a continuation of DC FTA talks with the EU, as 

the customs union has its own Commission that is entitled to conduct new regional integration 

negotiations on behalf of the union member states.  

Summing up, from the economic point of view it seems unreasonable for Ukraine to become a member 

of the customs union, joining Russia, Belarus, and Kazakhstan in this regional integration initiative. 

Consequently, the strategic decision regarding Ukraine’s future trade and regional integration policy 

should be clearly in favour of establishing a DC FTA with the EU and deepening regional integration 

with the RBK CU via free trade agreement.  
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