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Abstract

The article casts light onto the current state of foreign trade between
Ukraine and the EU in the conditions of a free trade area. Having analyzed the
structure of merchandise exports and imports, the author reveals major chal-
lenges that arise as current tendencies persist into the future. Special attention is
paid to seizing the opportunities provided by the EU-Ukraine Free Trade Agree-
ment for realization of export potential of the agricultural sector on the markets of
these countries. The author suggests ways to create conditions for diversification
of merchandise exports, facilitation of access to European markets for the ex-
porters of finished agricultural goods, as well as taking measures for constraining
the inflows of non-critical merchandise imports, in particular pharmaceutical
products.
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Setting the problem

The prospects for the development of Ukraine’s foreign trade are currently
determined by how successful it is in adapting to constantly changing environ-
ment of international economic relations.

This is the context, in which it is worth to consider the development of
Ukraine’s foreign trade relations with its current foreign partners, in particular the
reorientation of Ukraine’s exports towards the common EU market with seizing
the opportunities provided by the Association Agreement and the free trade area
(FTA) with the EU. At the same time, it requires the introduction of essential mac-
roeconomic principles and public policy targets, the implementation of European
standards and technical norms, the creation of common «value chains» by the
EU countries, the imports of advanced production technologies, etc.

Even today, the national economic community continues to debate on the
opportunities and threats brought in by the FTA with the EU: Some experts high-
light only its positive effects, other experts point out that Ukraine inadequately
uses all the opportunities offered by open markets of the EU, whereas others
agree that the improved EU-Ukraine trade dynamics is only temporary in nature
and may change at any point in time leading to worsening foreign trade balance
in case protection measures are imposed on major exports from Ukraine.

Tracking the current state of foreign trade relations between Ukraine and
the EU in the conditions of an FTA is an important task with a view to strengthen-
ing the positive results and finding ways to resolve urgent problems in this area.
Such information is extremely important for shaping an effective public policy
aimed at both full utilization of opportunities offered by the Agreement and mitiga-
tion of risks and challenges related to its implementation. The future development
and strengthening of foreign trade cooperation should come into play on the eco-
nomic, social and political situation of Ukraine.

Another urgent task is to realize the export potential of agricultural prod-
ucts (which currently make the largest share of Ukraine’s exports to the EU) on
the EU markets thanks to trade preferences that induce growth of the national
markets for grain, oil and fruits and create a basis for development of the meat
sector and, later, the dairy complex of Ukraine.
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Review of recent literature

The problems of research on Ukraine’s European integration and trade
and economic relations with the EU are highlighted in the works of many Ukrain-
ian scientists, in particular Bazhenova (2019), Haidutskyi (2013), Heyets (2010),
Kasych (2015), Nepriadkina (2018), Melnyk (2013), Yarosh-Dmytrenko (2017),
and others. Paying due respect to advances in foreign trade research performed
by Ukrainian scientists, there remains a need for an in-depth analysis of the ten-
dencies in foreign trade between Ukraine and the EU after implementation of the
FTA in the context of shifting product and geographical structure of merchandise
exports, review of usage of EU’s annual tariff quotas on Ukrainian products, es-
pecially agricultural products and foods, which account for almost one third of to-
tal merchandise exports; the dynamics and structure of imports from the EU,
which affect the trade balance and shapes the dynamics and quality of economic
growth in Ukraine.

Setting the goal of the article

The main goal of this work is to identify the tendencies in foreign economic
relations between Ukraine and the EU in the context of FTA implementation.

Main Findings

The Association Agreement between Ukraine and the EU is the largest
package of agreements in the history of independent Ukraine. The economic part
of the Agreement covers major sectors and industries of the economy, which, if
successfully implemented, will substantially approximate the economic system of
Ukraine to that of the European Union based on mutual liberalization of the
movement of goods, capital and services and harmonization of a significant part
of l1Jkraine’s legislative framework with norms and practices established in the
EU".

In January 2016, the implementation of the trade part of the EU-Ukraine
Association Agreement was launched. Title IV «Trade and Trade-Related Mat-

! Report on implementation of the Association Agreement between Ukraine and the Euro-
pean Union in 2018. Retrieved from https://eu-ua.org/sites/default/files/ inline/files/ asso-
ciation-agreement-implementation-report-2018.pdf. (in Ukrainian).
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ters» was supposed to take effect at the end of 2014, but due to opposition from
Russia its launch was delayed in order to hold tripartite consultations (Delegation
of the European Union to Ukraine, n.d.).

The provisions of the EU-Ukraine Association Agreement are not reduced
solely to setting zero tariffs in bilateral trade. In addition, Ukraine should imple-
ment European technical standards, phytosanitary rules and other regulations
with respect to safety of manufactured goods and food products (Delegation of
the European Union to Ukraine, n.d.).

All these changes have certainly brought in shifts in the geographical
structure of export and import flows between Ukraine and the EU: The analysis of
statistical data (Figure 1) shows that, since 2014, the EU’s share has considera-
bly grown in both Ukraine’s overall merchandise exports (from 31.5% to 42.6% in
2018) and imports (from 38.7% to 40.6% in 2018).

Figure 1

Dynamics of EU share in Ukraine’s foreign merchandise trade
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Source: Developed by the author based on data of State Statistical Service of Ukraine
(2019).
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On the whole, the highest growth of Ukrainian merchandise exports in
2018 was observed for the EU countries (a 15% increase from 2017) compared
to other regions (+5.6%), which suggests a reorientation of domestic producers
towards European markets. However, the rate of growth has slowed down com-
pared to 2017 (Table 1). At that, it is worth to note that the deficit of trade with
this region has decreased (-6.3% from 2017) (State Statistical Service of
Ukraine, 2005).

Table 1
The dynamics of foreign merchandise trade with the EU

Indicator 2016 | 2017 | 2018 YoY change, %

USD million 2017/2016 | 2018/2017

Foreign Trade Turnover | 30637.1 | 38332.8 | 43373.5 25.1 13.1
Exports 13496.3 | 17533.4 | 20157 29.9 15
Imports 17140.8 | 20799.4 | 23216.5 21.3 11.6
Balance —-3644.5 | —3266 | —3059.5 -10.4 —6.3

Source: Calculated by the author based on data of State Statistical Service of Ukraine
(2019a).

This tendency was observed in 2019 as well. Thus, exports to the EU
countries increased by USD 251 million in Q1 2019. However, the share of EU
countries in Ukraine’s total exports decreased to 38.3% (39.0% in January—
March 2018). Over this same period, the highest change in the volume of imports
into Ukraine was observed for the EU with USD 628 million (+13.8%) compared
to other regions. Also, the EU increased their share in total imports to Ukraine
(from 36.4% to 38.8%) (State Statistical Service of Ukraine, 2005).

Moreover, the statistical data show (Table 1) that the reorientation of do-
mestic producers towards the European market has become more pronounced in
2018.

The recent years were marked by the processes of de-industrialization of
exports and escalation of their agrarian specialization. The domestic economy
continues to establish itself in the international markets as a key agrarian player.
In 2014-2018, food products and agricultural raw materials finally established
themselves as the basis for Ukrainian exports, reaching 34% in 2018 (and 38.3%
in QI 2019) of exports compared to 12.8% in 2007 (State Statistical Service of
Ukraine, 2019b). At the same time, the successful entry of agricultural producers
into foreign markets comes against the backdrop of large-scale de-
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industrialization of merchandise exports. Metallurgical products now account for
only 26.3% of exports (44.5% in 2007), whereas the share of technological ma-
chine-building products in total exports is 6.9% (16.4% respectively) (State Sta-
tistical Service of Ukraine, 2019b).

At the same time, the increasing share of foods and agricultural raw mate-
rials in exports (22.9% and 19.1% respectively in 2016; and 24.6% and 17.4%
respectively in the 1st quarter of 2019) limits the ability of Ukraine to ensure its
foreign economic security in view of the fact that traditional market risks that are
typical for all raw commodity trade are coupled with risks of continuous prohibi-
tions and limitations on access to foreign agricultural markets, most of which
have strong protective tariffs and other barriers.

Contrary to trends in exporting, the structure of Ukrainian imports in 2018
shows an increased share of machine-building products (from 28.9 to 30.6% in
Q1 2019), whereas the share of mineral products decreased to 24.8% (20.3% in
Q1 2019) (State Statistical Service of Ukraine, 2019b). And traditionally, chemical
products were the third largest group of imports (12.3% in 2018). The overall
share of these product groups has remained virtually unchanged over the last
decade, reaching 66% in 2018 (65.7% in Q1 2019).

In view of this, an important issue today is the commodity structure of ex-
ports and imports between Ukraine and the EU. As Figure 2 shows, since 2016
almost no changes have been observed in the structure of merchandise exports
to the EU. As before, in terms of trade volume, the top five exported products
from Ukraine to the EU were agricultural products, metals, mineral products, and
machinery (State Statistical Service of Ukraine, 2019a).

Ukrainian agricultural products are purchased most actively by the Nether-
lands, which account for 15.5% of total exports, Poland — 14.5% and ltaly —
13.8%. Ten EU countries purchase 90% of total food exports. In 2018, exports
increased to the majority of these countries, except for France (due to decreased
sales of oil and rapeseed), Romania (due decreased sales of sugar) and Bulgaria
(sunflower oil). The Netherlands hold top position in terms of exports of food
products, primarily due to a significant increase in purchases of rapeseed, soy-
beans and corn. Also, a significant increase was observed in export sales of
poultry meat (2.4 times in 2017) and butter (4.2 times in 2017), although their
share remains rather small.

In 2017-2018, exports to Europe were growing at a high rate thanks to
both physical volumes and favorable prices. In particular, food export growth was
mainly driven by an increase in physical volumes, whereas exports of metallurgi-
cal products grew thanks to favorable prices (Yevropeiska Pravda, 2017).
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Figure 2
Main product groups of Ukrainian exports to the EU countries
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O Iron and steel (72)

@ Electrical machinery (85)

0O Other products

Source: Developed by the author based on data of State Statistical Service of Ukraine
(2019a).

Throughout this period, the exports of «specific» food products (blueber-
ries and cranberries, jam and jams, snails and shellfish, beeswax, roses, etc.)
have grown. Exports of wood and wood products and furniture exhibited dynamic
growth. Despite relatively small volumes, exports of certain types of machine-
building products (wires, batteries, water heaters) increased; however, their dy-
namics remains sensitive to one-off deals, which means that they are character-
ized by absence of long-term contracts.

One of the main advantages of EU FTA for Ukrainian companies is the
ability to import and export certain amounts of goods at zero tariff rates. The quo-
tas are used up in a matter of months. Thus, already in the middle of 2018, the
annual quotas for exports of wheat, corn, apple and grape juice, malt, tomatoes,
honey, and butter have been fully used up. On the other hand, Ukrainian produc-
ers of niche crops, as before, cannot provide sufficient volumes of exports to fill
the duty-free quotas. For example, quotas for garlic, oats, sugar, mushrooms,
processed milk products, and sugar syrups were not used up in full. Often this is
due to the fact that companies are not ready to engage in the certified production
of niche crops: As they have enough buyers domestically, they are not willing to
obtain all the necessary permits to trade in the European market (UCAB, n.d.). It
should be added that the EU-Ukraine Association Agreement provides that the
sizes of quotas should increase by 10% annually over a five-year period.
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It should also be noted that in 2018 the growth of agricultural exports
slowed down, the rate of its growth decreased. Industrial goods, in particular,
metal products, machinery and equipment, exhibited the greatest growth in sales.
Several factors worked here: A decrease in the supply of cereals and sunflower
oil due to decreased harvests in the previous year, and the fact that Ukrainian
companies are gradually starting to produce products that meet the expectations
of European buyers. One example is an increase in the exports of automobile
spark plugs. The sales of these products in the EU increased by one-forth, thus
becoming the largest product group in exports after corn as measured in value
terms. This became possible after attracting investment to enterprises which pro-
duce spare parts for vehicles. Since 2015, nine new car cable manufacturing
plants have been opened in Ukraine, and several more are under construction.
However, as before, the EU demonstrates demand only for those Ukrainian
goods, the production of which involves manual labor, but not technology (such
as the production of car cables, where «technology» is reduced to manual twist-
ing of wires and fastening them with plastic ties). Ukraine does not yet export
«real» technological products. Enterprises which sell high-technology finished
goods such as drones and electric bicycles to the European Union are only small
startups that export small batches of goods (Yevropeiska Pravda, 2017).

It is worth to note that the products, which generate foreign exchange
revenues for Ukrainian enterprises, include furniture and textile clothes. This is a
great success for small and medium-sized enterprises (SMEs). Unfortunately, no
statistical data are available on foreign economic activity by size of enterprises,
but we can infer that the share of SMEs in exports has increased significantly
over the last three years.

Thus, on the whole, Ukrainian business already benefits from the introduc-
tion of Free Trade Area with the EU thanks to:

e the reduction of customs barriers (over 98% of customs duties on both
sides were removed). This is why goods and services imported from
the Single Market of the EU become cheaper in result of removal of
customs tariffs; Ukrainian goods are not subject to customs duties
when exporting to the EU;

e the harmonization of business conditions between Ukraine and the EU
by way of harmonization of legislation. Thus, this gives rise to competi-
tion between Ukrainian and EU businesses within convergent legal
frameworks, and moreover, changes are taking place in the functions
and work of some Ukrainian regulatory bodies so as to bring them
closer to regulatory standards of the EU;

e the use of new partner search tools, such as the European Enterprise
Network (EEN);
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e the use of EU tools and mechanisms for the development of small and
medium-sized enterprises (COSME);

e the alternative market, given the difficulty of access to traditional mar-
kets;

e the simplification of attracting technological and innovative solutions
from the EU countries;

e improved access to high-quality technologies, seeds and plant protec-
tion products;

e the application of zero tariff rate quotas (TRQs) to imports of products
into the EU (for specific product categories) (Bazhenova, 2019).

For the country as a whole, the implementation of European standards and
requirements is an advantage, which will encourage Ukrainian producers to in-
crease the quality of produced domestic goods. In its turn, improving the quality
of goods in the domestic market contributes to international competitiveness of
Ukrainian products, which creates the potential for increasing exports not only to
the EU, but also to other countries.

Thus, our analysis proves that the prevalence of raw materials, including a
large share of agricultural products, in Ukrainian exports creates significant risks
in view of the fact that commodities are sensitive to conjunctural changes in mar-
ket conditions and to introduction of various protective measures by trading part-
ner countries.

The Ukrainian government and producers cannot directly influence upon
the process of tariff quota distribution because the established procedure defines
that it is importing companies from the EU countries who initiate the application
of these tariff quotas as they have the right to submit an application for imports to
their governments. Subsequently, such applications are registered with the Euro-
pean Commission®. Thus, the task of Ukrainian sellers is to find a potential buyer
in the EU who could organize the submission of the relevant application, whereas
the task for the Government of Ukraine is to create the most favorable conditions
for domestic producers to find potential buyers. In this regard, it is particularly de-
sirable to create a database of potential buyers, which will simplify the process of
searching for domestic business partners in the EU countries.

Also, taking into account that quotas for agricultural products are used up
during the first several months of the year, there is a need in both increasing the
size of quotas and improving their administration. It will be possible to achieve
this goal by holding negotiations with the EU based on adequate mathematical
calculations.

2 The Eurointegration Portal. (n.d.). Free Trade Area. Retrieved from: https:/eu-ua.org/
zona-vilnoi-torhivli. (in Ukrainian).
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Another challenge for Ukraine in its foreign trade with the European Union
is a significant deficit of bilateral trade, which exerts pressure on the balance of
payments and the value of national currency. In this respect, it is necessary to
analyze the dynamics of European imports and its structure.

When considering the structure of merchandise imports from the EU, we
can observe a tendency towards increasing volumes of imported gas and ma-
chine-building products, which makes Europe the leading importer of goods into
Ukraine with its share in total imports increasing to 41% in 2018. In particular,
European countries account for almost half of total imported machine-building
products (State Statistical Service of Ukraine, 2019a). An increase in imports is
driven by high demand on the side of agricultural producers (in particular, the
demand for agricultural machinery, such as tractors from Germany and France,
insecticides and fertilizers), as well by rising consumer demand (in particular, for
passenger cars, which was induced by easement of the tax burden).

The structure of Ukraine’s agri-food imports shows that the largest volume
of imports (6.2% in 2018) is finished foods, in particular fish and crustaceans
(frozen fish), various foods, oilseeds, coffee, and tea. Their overall share is al-
most half the value of all agricultural imports.

Figure 3
Main product groups of Ukrainian imports from the EU

@ Mineral fuels, mineral oils and
products of their distillation (27)

m Boilers, machinery (84)
0O Vehicles, other than railway
87)

0O Pharmaceutical products (30)

Electrical machinery and
equipment (85)

O Other products

Source: Developed by the author based on data of State Statistical Service of Ukraine
(2019a).
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Ukraine has started to remove import duties on imports from the EU since
January 1, 2016, that is since the launch of Free Trade Area between Ukraine
and the EU. For individual, «sensitive» commodity groups, Ukraine applies a
gradual reduction / cancellation of import duties on imports originating from the
EU within the framework of FTA between Ukraine and the EU during transition
periods of 3 to 10 years (Annex I-A of the Association Agreement). Ukraine also
set duty-free tariff quotas for 3 types of goods (pork meat, poultry meat and
sugar) and provided additional volumes for two of them (Ministry of Economic
Development and Trade, n.d.).

According to analysis of the data compiled by the State Statistical Service
of Ukraine (2019), the negative trade balance between Ukraine and the EU is
primarily caused by gas, oil, petroleum products, vehicles and pharmaceuticals.
Thus, if Ukraine did not import medicines and gas from the EU, it would instantly
transform the trade balance with the EU into a positive one. But there is an objec-
tive situation that only a new state policy can change.

Thus, the performed analysis suggests that the situation with trade be-
tween Ukraine and the EU does not seem to be absolutely straightforward. First
of all, despite the fact that exports to the EU countries increase, their commodity
structure continues to include predominantly raw materials and low-technology
products, thus creating risks related to price and market fluctuations. Second, the
reduction of EU import duties did not lead to significant changes in the structure
of foreign trade: Raw material imports from Ukraine and high-tech EU exports.
Third, the continuing negative trade balance by most product groups adversely
affects the balance of payments and economic growth.

Conclusions

Thanks to the implemented Free Trade Agreement, the European Union is
nowadays the leading trade partner of Ukraine. However, in spite of some posi-
tive developments, Ukraine’s deficit of bilateral trade in goods with the EU per-
sists due to a large share of high-value-added products in its overall imports,
whereas the expansion of Ukrainian exporters into the new markets is hampered
by a lengthy and capital-intensive process of bringing Ukrainian products in con-
formity with European standards. This problem could likely be solved by enhanc-
ing export-oriented product adaptation not only for raw materials, but also for
high-value-added products manufactured by food processing industry. It would
also be feasible to speed up the diversification of meat and dairy exports, which
has previously been supplied to the Russian market.
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Ukraine suffers from both exports and imports of raw materials. Excessive
dependency on these flows makes the country vulnerable to additional threats of
possible recession in the European Union and rising energy prices.

In order to promote growth of Ukrainian merchandise exports to the EU, it
is necessary to improve the administration of trade operations between Ukraine
and the EU by means of reducing the costs of exporting for domestic producers,
to increase the size of quotas, to defend the interests of Ukrainian exporters at
European institutions, and to reduce the supply of non-critical imports.
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