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Martin Gress'

IS UKRAINE READY FOR THE OECD MEMBERSHIP?"

The OECD, bringing together 34 economies geographically covering almost all continents of
the world, was established in September, 1961 and is known as the "Club of the Rich". Regarding
Ukraine, in July, 2013 the Prime Minister M. Azarov announced the intention of the country to join
the organization. The aim of this paper is to analyze the status of Ukraine's economy and the
economies of OECD member states. Based on the results, we try to formulate the measures in the
macroarea to ensure and promote convergence of Ukraine's economy with the economies of OECD
members.
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Maprtin Ipec
YU I'OTOBA YKPATHA CTATH YJIEHOM OECP?

Y cmammi noxazano, sx OECP, 3acnoséana y eéepecni 1961 p., 3iopasa é co6i 34 documo
PDI3HI eKOHOMIKU Ha NPAKMUMHO 6CIX KOHMUHEHMAX, i MaKum 4UHOM CMAia m.3e. <«Kiyoom
samoxchux». Y aunni 2013 p. npem ‘ep-minicmp Yxpainu M. Azapoe 3as6ueé npo namip Yipainu
npueonamucs do OECP. Y maxomy Konmexcmi npoanaiizoéano cmamyc eKoHomixu Yxpainu 6
nopieuanni 3 exonomixamu Kpain-uaenie OECP. Cnuparuuco na pesyibmamu awnaaisy,
npedcmaeaeHo MaKpo3axoou, w0 MO3Cymv CRpusmu adanmauii YKpaincokoi exonomixu ma it
nabauxcennro do noxasnuxie 4aenie OECP.

Karouogi caoea: navionanvnuii 6anranc paxyukie; spocmannsi BBII; ingaauis; OECP; Ykpaina;
be3pobimmsi.
Puc. 2. Taba. 5. Jlim. 18.

Maptun Ipec
I'OTOBA JI1 YKPAMHA CTATb YJIEHOM O3OCP?

B cmampve nokaszano, kaxk OICP, ocnosannas ¢ cenmsope 1961 2., cobpasa ¢ cebe 34
pazautnvle IJKOHOMUKU HA NPAKMUYECKU 6CeX KOHMUHEHMAX, U CMaia m.;. «kaybom 6o2amotx».
B uroas 2013 e. npemvep-munucmp Yipauna H. Azapoeé 06vs6uir o namepenuu Yxpaunvt
npucoedunumocs k ODCP. B céa3u ¢ wem npoanaiusuposan cmamyc 3K0HOMUKU YKpaunot no
cpasHenuio ¢ IKonomuxamu cmpan-4ienos OICP. Ocnosvisasice nHa pesyibmamax anaiusd,
npedocmae.nenvt MaxKpomepolt, Komopovle 06ydym cnocobcmeosamv adanmauyuu YKpauHcKou
IKOHOMUKU U e€ npubauxcenuio k noxazameaam 4ienoé OICP.

Karoueevie caosa: nayuonanvuwiii 6asanc cuemosg; pocm BBII; ungaayus; OICP; Yipauna;
be3pabomuua.

Introduction. Ukraine officially intends to become one of the OECD members
as proposed by the Ukrainian Prime Minister M. Azarov during the visit of
F. Lombardi, the president of the Council of States of Federal Assembly of
Switzerland, in Kyiv (Government portal, 2013). Ogutcu and Kinach (2002) assessed
the potential of Ukrainian economy to become one of the OECD members. The first
steps of joining the OECD were in 2006, when Economics Ministry was placed in
charge of strengthening the cooperation with the OECD with possible moves towards
full membership (Government portal, 2006). Concerning the accession to the
OECD, steps and proposals for full membership were articulated by official represen-
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tatives of Ukraine as mentioned in Government portal (2007, 2009, 2010, 2011, and
2012). By opening the accession negotiations Ukraine committed itself to improving
the nation's economy in the future in order to reach the level of other OECD mem-
ber states. One of the areas, where the OECD concludes improvements in Ukrainian
economy is the field of competition law and policy as stated in "Country Review:
Ukraine" (2011), even though there remain some weaknesses in the competition sys-
tem. Concerning industrial developments, R. Ahrend, D. de Rosa and W. Tompson
(2007) assess the development of competitiveness in Ukrainian and Russian industry
sector with the focus on possible threat of Dutch disease in Russian manufacturing.

Nevertheless, what is the economic performance of Ukraine today? Is Ukraine
ready to participate in the activities and functioning of the OECD as a full member
from the economic point of view? From Table 1 it is clear that Ukrainian GDP p.c.
is significantly lower than the OECD average (the difference is more than 15-fold). If
we take into account the GDP p.c. of Luxembourg, which is the highest among all
OECD members, the difference is almost 39-fold. Conversely, in the case of Mexico,
as a country with the lowest GDP p.c. within the OECD, the difference would be only
the 4-fold. Based on the level of GDP p.c. it is questionable, whether Ukraine is ready
to become a full member of the OECD at present.

The aim of this article is to analyze the status of Ukraine's economy in compa-
rison with the OECD members' economies. Based on the results, we try to formulate
measures in the macroarea to ensure and promote convergence of Ukraine's econo-
my within the OECD.

Table 1. Economic performance of Ukraine and OECD countries,

constant 2005 USD
Rank Country GDP p.c. Rank Country GDP p.c.
1. Luxembourg 80915 19. Italy 29156
2. Norway 64534 20. | New Zealand 27139
3. Switzerland 55123 21. Spain 25638
4. Iceland 52854 22. Israel 22273
5. Denmark 46699 23. Korea, Rep. 21226
6. Ireland 45867 24. Greece 19809
7. Sweden 44079 25. Slovenia 19127
8. United States 42447 26. | Portugal 18386
9. Netherlands 41366 27. Slovak Rep. 14730
10. Austria 39815 28. Czech Rep. 14415
11. Finland 38926 29. Estonia 11318
12. | United Kingdom 38032 30. | Hungary 11147
13. Germany 37271 31. Poland 10387
14. Belgium 36941 32. Chile 9019
15. [ Australia 36585 33. | Turkey 8413
16. Japan 36161 34. Mexico 8038
17. Canada 35794 OECD Average: 31707
18. France 34405 Ukraine 2083

Source: Author’s own calculations based on the World Development Indicators.

Methodology and data. As a basis for analyzing the data, we used the online data-
base of the World Development Indicators of the World Bank (WDI, 2013). We chose
the year 2011 as the base year for the analysis. We were able to obtain all necessary and
relevant data for this year for all the OECD members and Ukraine. The 2012 data
were incomplete, which did not allow adequate analysis of the state of the economies
in the analyzed countries.
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For the analysis of the economies of the OECD members and Ukraine, we
selected the macroeconomic indicators as in Table 2. We decided to use the indica-
tors that are part of Kaldor's magic square as the picture of the state of the economy
in a given time period (in our case the state of the economies of the OECD members
and Ukraine based on the 2011 data). For more information on the background and
construction of magic square, see N. Kaldor (1971) and R. Medrano and J. Teixeira
(2013). Nevertheless, we did not use the magic square proposed by R. Medrano and
J. Teixeira (2013). Instead, we used the variables proposed by J. Lisy (2002: 70) with
the lowest value for each analyzed variable at the beginning of the axes (depending on
the OECD average and Ukraine data for 2011) without normalization as proposed in
Medrano and Teixeira (2013).

Table 2. Summary of the input variables, author's

Variable Unit Name
GDP growth (annual) % GDP_ gwth
Unemployment (total labor force) % U _total
Inflation, GDP deflator (annual) % P_def
Current account balance (% of GDP) % CA bal

We measure the GDP growth as the aggregate data based on 2005 constant
prices, expressed in USD. In case of unemployment, we focused on the overall unem-
ployment rate, measured as a proportion of the total labor force. For inflation, we
decided to use the GDP deflator, which reflects price changes in the economy as the
consumer price index. In the analysis of external economic relations, we chose share
of current account balance to GDP, calculated as the sum of net exports of goods and
services and net primary and secondary income expressed in current prices in USD.

Then we apply cluster analysis for the selected set of variables for individual
OECD member states and Ukraine. We analyzed 35 complete cases, which allowed
us make conclusions about the similarities and dissimilarities from inside the OECD
and among Ukraine and the OECD members. We chose cluster analysis based on its
design to group observations or variables into clusters based upon similarities between
them. The aim of the decomposition was to create several rather homogenous groups.
We concentrated on joining statistical units (countries) in each cluster that were the
most similar to each other. Units in different clusters were, however, the most dissim-
ilar. The analysis consists of several steps: 1. Selection of distance metric (which is
used to measure the distance between clusters); 2. Selection of the type of clustering
process; 3. Selection of clustering method (used to derive clusters); 4. Determination
of the number of significant clusters; 5. Interpretation of outputs. Before the distance
calculation, we standardized all the variables in the analysis by first, subtracting sam-
ple mean and second, dividing by sample standard deviation. When choosing a dis-
tance metric, we used squared Euclidean distance. As a type of clustering procedure,
we used an agglomerative hierarchical procedure with the Ward's clustering method.
This type of procedure begins by placing each observation into a separate cluster.
Clusters are then joined, two at a time, until the number of clusters is reduced to the
desired target. At each stage, clusters joined are the pair of those that are closest
together. Ward's method defines the distance between two clusters in terms of the
increase in the sum of squared deviations around the cluster means that would occur
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if the two clusters were joined. Based on the results, we decided to determine the
number of significant clusters as 5. We provide interpretation of clusters in the next
part of this paper. In discussion and conclusion, based on the synthesis of output
analysis, we formulate conclusions regarding the state of Ukraine's economy in order
to check its convergence with the current OECD member states.

Output analysis. Here we analyze the composition and dissimilarities of clusters
of the OECD member states and Ukraine grouped on the variables from Table 2. In
the first step of output analysis, we identify and analyze the structure of individual
clusters. In the second step of analysis, we identify the main differences between the
clusters based on input variables. For the identification of dissimilarities among clus-
ters, we used the centroids of the variables for all the clusters in the selected year.
Table 3 summarizes the basic information on individual clusters; Appendix A shows
the cartographic interpretation. Table 4 provides summaries of the characteristics of
each cluster based on the analyzed variables.

Table 3. Summary of cluster characteristics, author’'s own calculations

Cluster | Members | Percent Countries
1 6 17.14 | Australia, Canada, Chile, Estonia, Mexico, Poland
9 10 98,57 Austria, Denmark, Germany, Israel, Korea Rep., Luxembourg,

Netherlands, Norway, Sweden, Switzerland
Belgium, Czech Rep,, Finland, France, Hungary, Iceland, Italy,

3 12 3429 Japan, New Zealand, Slovenia, United Kingdom, United States
4 5 14.29 | Greece, Ireland, Portugal, Slovak Rep., Spain
5 2 5.71 | Turkey, Ukraine

Total: 35 100

Table 4. Cluster differences, author's own calculations

Cluster GDP_gwth U total P_def CA bal
1 4.56 7.83 4.56 -1.73
2 2.46 3.08 217 3.93
3 1.45 7.76 1.64 -1.77
4 -0.72 15.98 0.87 -4.32
5 6.94 8.85 11.50 -7.98

From the cartographical perspective (http://fmv.euba.sk/files/ukraine-
oecd_map.png), we can identify only one homogenous cluster, which is cluster 4.
This is the only cluster comprised of the countries from one continent. In this case,
these are the countries from Europe. All other clusters consist of the countries locat-
ed on two or more continents. Since the OEEC's aim was helping to restructure
European economies, there are 24 out of 34 OECD member states coming from
Europe. The rest of the countries include the countries from North and South
America, Australia, and Asia. There are no OECD members in Aftrica.

Cluster 1 is the most heterogeneous one, consisting of the countries from 4 con-
tinents. Cluster 2 is more homogenous than cluster 1. However, in its structure we can
identify the countries located on more than one continent. Out of 10 countries in this
cluster, 8 are in Europe and 2 — in Asia. We observe almost the same in cluster 3,
where 9 countries come from Europe and 3 — from other continents. Concerning the
economic performance in basic macroeconomic indicators, Ukraine is a part of clus-
ter 5 together with Turkey. Cluster 5 is the smallest one (comprising only two units).
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Its share on the total number of the analyzed countries is only 5.71%. In comparison,
cluster 3 as the largest one, with the share of 34.29%.

Based on the geographical distribution of the analyzed countries, we note that
Ukraine's economy is mostly similar to the economy of Turkey. If we take into
account the economic welfare of the examined countries (Table 1), we observe that
GDP p.c. of Turkey is 4 times higher than the GDP p.c. of Ukraine. Surprisingly, the
economy of Mexico with even lower level of GDP p.c. (8038 USD) than Turkey is not
a part of cluster 5, instead it belongs to cluster 1, where economies with higher level
of GDP p.c. are included. This suggests that despite different levels of GDP p.c.,
these countries share similar macroeconomic indicators in 2011. This is also the case
of Ukraine and Turkey. Out of 4 analyzed indicators, in 3 of them these countries are
similar. The only exception is inflation. Ukraine reached significantly higher level of
inflation than Turkey in 2011 (14.43% for the former, 8.58% for the latter).

As for the general evaluation, the worst results were obtained for clusters 4 and 5.
Within cluster 4 the average GDP fell by -0.72% and there was the highest unem-
ployment rate (15.98%). Cluster 5 reached the highest inflation rate (11.5%) and the
highest share of the current account deficit to GDP (-7.98%). Cluster 2 appeared to
be the best. It reached the lowest unemployment rate (5.8%) and the highest propor-
tion of positive current account balance to GDP (5.93%), while the average inflation
rate was lower than GDP growth.

Regarding the GDP growth rate, cluster 5 reached the highest value (6.94%).
Turkey, which was a part of this cluster, reached the highest value of GDP growth at
8.77%. Ukraine was in the fourth place with the value of 11.5%. Cluster 4 reached the
overall decline in GDP at average -0.72%. 2 of the 3 countries with the highest
decline in GDP growth are part of this cluster (Greece -7.1% and Portugal -1.55%).
Another country with decline in GDP growth was Japan (-0.57%). In all other
monitored countries, there was positive GDP growth.

In unemployment, we observe relatively same values for all the clusters with
exception for cluster 4, which reached the average unemployment rate of 15.98%,
while the average value for the OECD was 8.25%. Conversely, the lowest average
unemployment rate reached cluster 2 (5.8%). Looking at individual countries, we
note that Spain, Greece, Ireland, Slovak Republic and Portugal reached the highest
unemployment rate (from 21.6% to 12.7%). In addition to the countries of cluster 4
only Estonia and Hungary reached the level of unemployment over 10%, which was
above the OECD average. On the other hand, the countries in cluster 2 reached the
lowest level of unemployment of all the clusters, while Norway, Korea, Switzerland,
Austria and the Netherlands reached the average unemployment rate of 3.86%. We
can consider this value to be the natural rate of unemployment.

For the inflation rate, we used the GDP deflator, which includes changes in
prices of all goods and services realized in the economy. Based on the available data,
we see that cluster 4 reached the lowest average inflation rate (0.87%). We note con-
firmation of the modified Phillips curve thesis, validating the inverse relationship
between unemployment and inflation. Increase in the price level (inflation) leads,
ceteris paribus, to decrease in the unemployment rate, and vice versa. We observe that
the state of the OECD economies is in line with economic theory. The average value
of inflation in the clusters with high average unemployment is low and vice versa. The
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clusters with lower average unemployment rate reached higher inflation rates. The
exceptions are clusters 1 and 5, where there was both high unemployment and infla-
tion. In particular, cluster 5 has significant difference with other clusters. It reached
the highest average inflation rate (11.5%) and the second highest average unemploy-
ment rate (8.85%). High value for inflation was mainly due to the absolute highest
inflation rate of Ukraine (14.43%) of all the countries. The second country with the
highest inflation rate was Turkey (8.58%), which is, together with Ukraine, in cluster
5. Conversely, two countries from cluster 3 reached deflation — Japan (-1.88%) and
Czech Republic (-1.01%).

The last input variable was the state of foreign trade measured as a share of cur-
rent account balance to GDP. In case of positive value there is a trade surplus, in case
of negative value there is a trade deficit. Based on the data we conclude that from the
sample of 35 countries only 15 representing less than half of the sample reached the
current account surplus. The average share of the current account surplus to GDP
was 4.35%. Norway (12.84%) and the Netherlands (10.12%) achieved the highest
share. For the remaining countries, the current account deficit averaged at -3.76%.
Greece reached the highest share of deficit (-9.87%). Among the top 5 countries with
the highest share of the current account deficit to GDP was also Turkey (-9.69%) and
Ukraine (-6.26%), causing cluster 5 to have the highest average share of the current
account deficit to GDP of all the clusters, reaching -7.98%.

Discussion and conclusion. Based on the output of cluster analysis, we found that
the structure of Ukrainian economy is mostly similar to the structure of the Turkish
one. Both these countries are located in cluster 5, which represents 5.71% of all the
observed countries. Table 4 summarizes cluster characteristics. Table 5 demonstrates
Ukrainian ranking within input macroeconomic variables. Out of 5 basic macroeco-
nomic characteristics, Ukraine is the worst in two of them — GDP p.c. and the infla-
tion rate. Concerning GDP p.c., Ukraine's value was 93.43% below the OECD aver-
age. In case of inflation, Ukrainian rate was 501.25% of the OECD average. On the
other hand, Ukraine placed fourth in GDP growth, which was 133.33% above the
OECD average. If we assume this growth as stable for both Ukraine and the OECD,
Ukraine would catch up with the OECD average GDP p.c. in 97 years (year 2108). In
case of achieving the level of 50% of OECD average GDP p.c., it would take 25 years
(2036). Outlook for Ukrainian GDP p.c. is better when considering zero growth in
the OECD average GDP. In this case, Ukraine would catch up with the OECD
average in 55 years (2066) and with 50% OECD average p.c. — in only 14 years (2025).

Table 5. Ukraine ranking in the input variables, author's own calculations
GDP p.c. GDP_gwth U_total INF_def CA_bal
Rank 35. 4. 22. 35. 32.
Note: Highlighted are the lowest and the highest rankings of Ukraine.

Based on the data in Table 5 and Figure 1, we can formulate some recommen-
dations for further development of Ukrainian economy to achieve the growth of well-
being at the state level and at the level of individual households. It is mainly to achieve
the increase of GDP p.c. to reach at least 50% GDP p.c. of the OECD average as
quickly as possible. To achieve this objective, Ukraine should ensure that in the future
key macroeconomic indicators would develop in accordance with the following:
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- GDP growth — if possible, sustain the level of growth from 2011. If there is not
a possibility to sustain current GDP growth in the long term, we propose to introduce
measures to ensure GDP growth, in particular real GDP p.c. growth at the level high-
er than the growth of average OECD GDP p.c. This will promote convergence of
Ukrainian economy with the OECD economies. However, the role of state in sus-
taining growth should be revised, since the size of state may be identified as one of the
key barriers to growth, as proposed by C. Gianella and W. Tompson (2007).

- Unemployment — since the unemployment rate is lower than the OECD
average, we propose the economy to sustain this rate of unemployment for the bene-
fit of the whole economy (mainly creating demand for goods and services in order to
increase the overall household consumption, which should result in the increase of
total GDP, and GDP p.c.). We also propose the creation of new jobs in order to
reduce the unemployment rate to achieve the natural unemployment rate.

- Inflation — we propose to introduce measures for inflation targeting in line
with the objective of achieving real GDP growth to keep inflation at the level of GDP
growth (preferably at a lower level than the GDP growth rate). The level of inflation
in 2011 was the highest in all the observed countries, and significantly higher than the
OECD average. Despite the relatively high GDP growth, it was not sufficient to
ensure the real GDP growth, since inflation rate was almost 3 times higher. We pro-
pose increasing productivity effectiveness of labor force in order to increase the pro-
duction of final goods and services while keeping the money supply stable, which will
lead to the decrease in inflation. For more details of inflation effect on growth as evi-
denced in transition countries (Gillman and Harris, 2010).

GDP_gwth

CA bal

— OECD average
Ukraine

P_def

Figure 1. State of macroeconomic indicators, 2011, author's calculations
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- Current account balance — we propose to introduce measures to encourage
exports thereby achieving the zero value, or surplus of the current account balance.
Export support from the state will also help to reduce the total unemployment and
will ensure the growth of total GDP and GDP p.c.

We are, of course, aware of some limitations of our research. Firstly, in the cho-
sen statistical unit. We used states as the main statistical unit. Secondly, the number
of variables for analysis. We used 4 main macroeconomic variables in the analysis of
the performance of the economies. Thirdly, the chosen period for our analysis. The
base year for the analysis was 2011, for which the data were available for input vari-
ables for all the statistical units. Despite these limiting factors, we consider our
research a basis for further economic analysis (from the macroeconomic and a micro-
economic perspectives), and we recommend future research with changing the statis-
tical unit. This may bring forth better identification of regional disparities and subse-
quent planning of public expenditures for regional convergence within the OECD.
We propose to include the units of analysis at the levels similar to the EU classifica-
tion (NUTS 2 and NUTS 3). The main objective should be a comprehensive analy-
sis of economic status of regions allowing more efficient use of state budget within the
observed economies. We also propose focusing on microeconomic analysis. We sug-
gest including the analysis from microeconomic perspective, which will allow analyz-
ing inequalities between households and individuals within a state. Based on the
analysis it will be possible to develop measures that could lead to a gradual conver-
gence and reducing disparities (especially income) between statistical units. In this
research, we used basic macroeconomic variables to analyze economic performance
of economies. In the event of a change of the statistical unit in further research, we
recommend to include other indicators that allow for better comparison of smaller
statistical units. The aim should be effective expenditure planning of state budget in
order to ensure the reduction of regional disparities within the OECD. We also pro-
pose focusing on temporal dynamics, especially through increasing the number of
observed years. Dynamics of changes in variables over time will allow for better
understanding of the development and direction of the economy than a static view of
one year. In our case, for example, it would be suitable to follow the development of
basic macroeconomic indicators of the OECD members before and after the finan-
cial crisis in the first decade of the 21st century.

In conclusion, we are aware of problems in macroeconomic performance of
Ukraine. Nevertheless, based on GDP growth, we assume that Ukraine has strong
economic potential that may lead to improvement in basic macroeconomic indicators
and therefore conclude that Ukraine should become a full member of the OECD. We
presume that potential full membership in the OECD will, in near future, lead to
gradual improvement in basic macroeconomic indicators leading to increased welfare
not only at national level (as growth of GDP p.c.) but also at microeconomic level of
households and individuals. All of the tasks leading to potential full membership in
the OECD will require an organized approach by various state actors of Ukraine,
mainly those responsible for economic diplomacy. Therefore, we suggest unified and
coordinated actions at all the levels of those responsible for economic diplomacy as
analyzed in M. Kunychka (2013).
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