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Abstract. The purpose of research is to analyze the reasons and effects of disintegration with
Russia for Ukraine and its association with the EU. Expected results of the Association Agree-
ment with the EU and conflict with Russia in previous research are compared with the actual ef-
fects. Export losses of the opposing countries from the economic conflict are calculated and
compared. The EU-Ukraine Association Agreement has marked the choice of Ukraine to follow
the European social and economic development model. It aimed at decreasing trade barriers,
making reforms and engaging Ukraine in international production networks by foreign invest-
ment inflows. But the EU and Ukraine did not foresee the severe economic, political and mili-
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tary reaction of Russia, which is a barrier to efficient implementation of the Association Agree-
ment. Decrease in exports to Russia and other CIS countries has not been offset by better ac-
cess to the EU market. Severe reaction of Russia is politically motivated and is not substantiated
economically. All the conflicting parties faced losses from the economic war. Ukraine and Rus-
sia were the most affected countries, while Western countries faced minor losses. Restoring co-
operation and integration is not possible without changes in foreign policy of Russia or / and
other parties.

Key words: European economic integration, association agreement, economic disintegra-
tion, economic sanctions, economic war, foreign trade.

AHoTauisg. Memoio 0ocniodcenns € ananiz npuyun ma HAcliokie desinmezpayii Ykpainu i
Pocii ma acoyiayii Yxpainu 3 €C. Ouixysani pezynomamu Y2o0u npo acoyiayito 3 €C i KoH-
@nikmy 3 Pociero y nonepeonix 00CcnioHceHHsaX NOPIBHIOIOMbCA 3 pakmuyHumMuy Hacriokamu. Pos-
paxoeaui i nopieHIOIOMbCA 6mpamu 0Jisi eKCNopmy Kpain-y4acHuyb eKOHOMIYHO20 KOHQIIKNY.
Yeo0a npo acoyiayito Yrpainu 3 €C nosnauuna eudbip Yxpainu crioyeamu €8poneiicoKin Mo-
oeni coyianbHO-eKOHOMIUH020 po36umky. Bona mana ma memi 3HUdICEHHA MOP208ENbHUX
bap ‘epis, nposedenns pegpopm i 3anyuents YKpainu 8 MikcHapoOHi 6UPOOHUYL MepexCi WIAXOM
3anyyenns inosemuux ingecmuyiu. Ane €Ci Yxpaina ne nepedbauunu cyeopoi ekoHomiunoi, no-
Jimuyunoi ma 8iticbko6oi peakyii 3 6oky Pocii, wo cmano 6ap’epom na winaxy egpexmugHoi im-
nremenmayii Yeoou npo acoyiayiro. Ilokpawanns oocmyny na punok €C He KoMnency8ano
ckopouenns ekcnopmy 0o Pocii ma inwux kpain CH/[. Cysopa peaxyis Pocii € nonimuuno mo-
MUB0BAHOIO | He OOIPYHMOBAHA eKOHOMIUHO. Bci konghnixmyroui cmoponu necyms empamu 8i0
eKoHoMIuHOI 8itinu. Yxpaina i Pocis noneciu naubinoui émpamu, y moti 4ac Ax 3axioui Kpainu
8I0UYIU 3HAYUHO MeHwli émpamu. Bionoenenns cnispobimnuymea ma inmecpayii Hemodciuge
0e3 3minu 306HiWHbOI nonimuku Pocii ma /a6o inwux cmopin.

KurouoBi ciioBa: esponeticoka ekonomiuna inmezpayis, y2o0a npo acoyiayito, eKOHOMiuHa
oezinmezpayis, eKOHOMIUHI CaHKYii, EKOHOMIYHA BIlIHA, MINCHAPOOHA MOP2IBIIAL.

AHHoOTauMA. [lenvio ucciedosanus A6AAemMca aHAIU3 NPUYUH U NOCIeOCEUl Oe3unmes-
payuu Yxpaunvl u Poccuu u accoyuayuu Yxpauner ¢ EC. Oxcuoaemvle pezynomamsi Coena-
wenusa 06 accoyuayuu ¢ EC u xongnuxma c Poccueii 8 npedvloywux uccieoo8aHusx
CPABHUBAIOMCSL C (haKkmuuecKkumu nocieocmeuamu. Paccuumansi u cpasnugaromes nomepu 0714
9KCNOpma CMpau-yuacmuuy sKkoHomuyeckoeo Kougnukma. Coznawenue 06 accoyuayuu
Ykpaunwr ¢ EC ob6o3nauuna evloop Ypaunuvl ciedosams e8ponetickou Mooenu CoyuaibHo-3Ko-
Homuueckoeo pazeumus. OHa umena yenvio CHUNCEHUs Mop2osblx 6apbepos, nNposedeHus pe-
@opm u npusneuenus Yrkpaurul 8 mencoyHapoOHble NPOU3800CHEEHHbIE CemuU nymem npusieye-
Hus unocmpannvix uneecmuyuil. Ho EC u Ykpauna ne npedycmompenu dcecmkol SJKOHOMuUYe-
CKOU, NOIUMUYeCKoU U 80eHHOU peakyuu co cmoponsl Poccuu, umo cmano 6apvepom Ha nymu
apppexmuenoil umniemenmayuu Coenawenus 06 accoyuayuu. Yiyyuienue 00Cmyna Ha pelHOK
EC ne xomnencuposano cokpawenue sxcnopma 6 Poccuto u opyeue cmpanwvt CHI JKecmras
peakyusa Poccuu sagnaemcsa nonumuyecku MOMuSUpOBAHHOU U He 000CHOBAHA IKOHOMUYECKU.
Bce kongpnuxmyrowue cmopoHuvl necym nomepu om 3KOHOMUUeCKol 8oliHbl. Ykpauna u Poccus
nonecau Hauboabuiue nomepu, 8 Mo 8pems KaxK 3andaonvlie CmMpaHvl OWYMUIU 3HA4UMenbHO
MeHbulue nomepu. Boccmanosnenue compyonuuecmsa u unmezpayuu HeBO3MONCHO Oe3 ume-
Henus eHewnel norumuky Poccuu u / unu opyeux cmopo.

KiroueBble ci10Ba: esponetickas 9KOHOMUYECKAs UHMe2payus, co2iauenue ob accoyua-
Yuu, SKOHOMUYecKas Oe3uHmezpayusi, IKOHOMU4ecKue CaHKYuu, IKOHOMUIeCKas 6OUHA, MediC-
OYHAPOOHAsI MOP2OBIIAL.



84 Actual problems of international relations. Release 130. 2017

Introduction. Ukraine as an open economy is objectively interested in developing mutually
beneficial economic relations with its partner countries. The Association Agreement between
Ukraine and the EU (AA) [European Atomic Energy Community, European Union, The Mem-
ber States, Ukraine: 2014] aimed at enlarging the area, where Ukrainian exporters can trade
with minimal barriers and at implementing best-practice standards of the EU economic regula-
tion in Ukraine. But in 2014 traditionally skeptical attitude of Russian Federation towards Eu-
ropean aspirations of Ukraine transformed into a confrontation, which also resulted in tension
between Russia and Western countries. Economic and political reaction of Russia turned out to
be excessively hard relatively the potential risks of the AA for its economy. As a result the ex-
pected benefits of the Deep and Comprehensive Free Trade Area between the EU and Ukraine
(DCFTA) could not be fully exploited under the shrinking market, disintegration with Russia and
downward trends in foreign investments.

The purpose of research is to analyze the reasons and effects of disintegration with Rus-
sia for Ukraine and its association with the EU.

Analysis of the latest publications. There is a large variety of works analyzing the effects
of trade liberalization between Ukraine and the EU, e.g. [Brenton: 2000; Emerson et al.: 2006;
ECORYS: 2010; Frey and Olekseyuk-Viber: n.d.; Maliszewska, Orlova and Taran: 2011;
Movchan and Shportyuk: 2011; Shepotylo: 2010; The Institute for Economic Research and Pol-
icy Consulting: 2011]. They used various methods, assumed various depth of integration, and
provided different estimated effects. In most cases the works pay more attention to the effects
of tariff liberalization, avoid accounting for change in demand and supply elasticities or corre-
lation between various factors of economic growth. Sometimes the estimated effects are close
to statistical error. On the other hand, deep integration (at least DCFTA and customs unions)
should be treated as a part of regional models of social, economic and political development.
Therefore decisions about deep integration should not be rationalized by trade liberalization
only.

Oxford Economics analyzed the effects of various types of integration scenarios between
Ukraine and the EU. Ukrainian researchers were a part of their team. They considered three sce-
narios: classical FTA, DCFTA and Customs Union with the EU. All the scenarios would provide
substantial benefits for Ukraine. DCFTA was assessed as the most beneficial realistic scenario.
But the authors stated that the large benefits would appear only if Ukraine made economic re-
forms and approximated its regulatory environment to the EU (by the way, one of the reasons
of the recent financial crisis in Southern Europe was weak government policy and slow adapta-
tion of the real and financial sectors to new conditions of regional and global competition). The
main beneficiaries would be textile and food industries, construction, agriculture and trade.
Smaller effects would be for mining, chemical and metallurgy industry [Oxford Economics:
2012].

Thus the majority of works that we know evidence in favor of positive effects of the AA.
But mostly they did not assumed the severe reaction of Russia. The EU also did not foresee such
a reaction and was not ready for it.

Oxford Economics: 2012 was one of the first research works to consider possible effects of
Russian reaction to the AA. Under several assumptions economic pressure of Russia would have
a negative impact on Ukrainian economy during 4-5 years. It would curb consumption and in-
vestment flows [Oxford Economics: 2012].

Therefore under scenario of signing the AA Russia could substantially influence economic
development of Ukraine. It could curb economic growth or even initiate a crisis. Positive ef-
fects of DCFTA would not offset completely the new Russian trade barriers in the short and
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middle-term period. The loss-to-benefit ratio would depend on the depth of integration with the
EU, types of measures used by Russia and efficiency of adjustment of Ukrainian economy.

P. Havlik stated that if Russia used trade measures against Ukraine, the most sensitive in-
dustry would be machine building mostly located in the Eastern Ukraine [Havlik: 2014]. L. V.
Shynkaruk forecasted losses for Ukrainian exports ($4.6 billion) and imports ($2.1 billion). Neg-
ative impact on GDP would be between -0,8% and -0,5% [Shynkaruk: 2014]. S. Kulik, A. Spar-
tak, E. Vinokurov and I. Yurgens estimated losses of Ukraine as high as $33 billion per year in
the coming years under worsening relations with Russia and the EAEU [Kulik et al.: 2014].
Therefore we see that better access to the EU market under the AA would not compensate the
loss of the CIS markets as a result of hard measures of Russia.

Experts of Higher School of Economics and Central Bank of Russia estimated the losses
from sanctions to be $170 billion during 3 years. A. Kudrin compared the losses with the cost
of Olympic games in Sochi: at least $200 billion during 2-3 years [PBK daily: 2014]. The esti-
mates of the Ministry of Finance of Russia were $40 billion from sanctions and $90-100 billion
from low oil prices. The European Commission’s estimates envisaged lower GDP growth by
0.6% in 2014 and by 1.1% in 2015. According to Dealogic, Russian bond issuers were able to
receive only $9.5 billion at the international markets in 2014 ($53 billion in 2013), equity issuers
— $1.9 billion ($10.3 billion) [Txaues, Cyxapesckas: 2014]. B. M. Cheskidov claimed that fi-
nancial sanctions were the biggest burden as they negatively affected investment attractiveness
and the ability to refinance existing debt. Other problems were the burden to finance the Crimea
and Sevastopol, higher military costs and investments in import substitution [ Yecxudos.: 2014].

The important research results. 7he EU and EAEU as competing and complementary in-
tegration projects and integration policy of Ukraine. The fundamental reason for economic op-
position in the EU-Ukraine-Russia triangle is existence of competing integration attractors —
Western Europe and Russia. The EU and EAEU (Eurasian Economic Union) are often consid-
ered to be rival integration blocs, especially in Eastern Europe. But we also can treat them as
complementary blocs, which in some scenarios can increase efficiency of each other.

Under establishment of megaregional and interregional integration blocs, countries and blocs
based on closed regionalism tend to face the risk of trade diversion effect. The EU signed pref-
erential trade agreements with various countries to become a ramified integration hub in order
to decrease the risk of trade diversion. The EAEU also seeks to use a similar approach, but it is
a much less ramified integration bloc. Considering geographical proximity many third coun-
tries tend to seek a cross-membership in FTAs (free trade areas) with the EU and EAEU or other
blocs.

Foreign trade of Ukraine used to be almost equally divided into trade with the CIS, EU and
the rest of the world. Ukraine enjoyed free trade with the CIS countries. DCFTA provided free
trade regime for another important part of foreign trade of Ukraine. Instead of enlarging trade
diversion, DCFTA rather decreased trade diversion caused by the CIS FTA. As a result in 2014-
15 59% of Ukrainian exports enjoyed free trade regime because of various FTAs and the EU au-
tonomous preferential treatment [ hypaxoscoxuti et al.: 2016].

Nowadays it is preferable for Ukraine to have FTAs both with the EU and the CIS countries
and to minimize negative reaction of Russia to the AA. Other regional integration scenarios
(without AA with the EU) were also possible, but they are second best scenarios because of
curbing structural changes and economic modernization especially in the long run. They would
preserve the periphery status of Ukrainian economy.

The ideal scenario of a network of FTAs between Ukraine and all its main trade counter-
parties (including between the EU and EAEU) would also decrease the risks of political and
economic confrontation. M. Emerson: 2014 considered a moderately deep FTA between the EU
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and EAEU as a realistic scenario. It could be a solution for Ukraine, which would benefit from
westward and eastward integration [Emerson: 2014].

Traditional disincentives for creating the EU — EAEU FTA were trade structure and tariff es-
calation. All other things being equal, exporters of raw materials (or energy goods in case of
Russia) tend to face lower import tariffs, than the EU exporters of manufactured goods face in
the EAEU customs union. This would shift cost to benefit ratio of the FTA in favor of the EU.
But energy prices and devaluation decreased importance of this disincentive. Also national in-
terests are something larger than government revenue: they include interests of consumers and
investors, who buy imported goods [Emerson: 2014]. On the contrary the effect of larger bene-
fits of trade integration for relatively smaller economies would favor the EAEU.

But nowadays an important disincentive is political and economic tension at least within
the following dyads: Western countries — Russia, Russia — Ukraine, “mainland Ukraine” — un-
controlled territories (the Crimea and regions under anti-terrorist operation). The modern con-
frontation was preceded by trade wars, but they were local and affected few industries.
Nowadays more than 50 countries in various continents participate in the economic war affect-
ing wide range of industries [byakin: 2014].

Motivation for reaction of Russia to the Association Agreement. Russia declared about sev-
eral economic risks of the AA for its economy:

* importing goods from the EU, which could formally be considered as Ukrainian;

* large inflow of Ukrainian goods, which would be uncompetitive with the European ones;

+ adoption of the EU technical regulations by Ukraine would hinder traditional trade flows
between Russia and Ukraine;

+ erosion of Russia’s goods competitiveness at the Ukrainian market;

* partial deprivation of Ukraine’s economic sovereignty in favor of the EU institution;

+ impossibility for Ukraine to join the EAEU customs union.

The declared risks are mainly based on possible negative trade diversion effect for Russian
producers. Indeed it can happen, but it is rather small [Shnyrkov, Rogach and Chugaiev: 2015]
and can be offset by a potential EU — EAEU FTA, investments in modernization, harmonization
or mutual recognition of technical regulations and growth of effective demand in the EU and
Ukraine. Therefore objections of Russian Federation to the AA were mainly politically moti-
vated, and not economically. It wanted Ukraine to join the EAEU. Meanwhile other EAEU
Member States has not declared official objections to the EU — Ukraine AA.

Actual effects of confrontation. Thus the negative economic reaction of Russia to the EU-
Ukraine AA could be predicted. Its absence would be rather an optimistic scenario. But military
and political reaction of Russia was unexpected. It substantially worsened the investment po-
tential of Ukraine. We should note that European and other foreign investments were expected
to help Ukraine to adjust its economy to implementation of the EU regulations. Partial facilita-
tion was provided by the EU autonomous preferential treatment in 2014-15, international as-
sistance and falling energy prices.

All the participants of the economic war and even third countries suffer losses from it. Con-
sidering economies of scale, in all the dyads (Western countries — Russia, Russia — Ukraine,
mainland Ukraine — uncontrolled territories) smaller parties face disproportionally larger losses.
They include:

+ transformation costs (due to changes in regulation and redirection of trade flows);

 transaction costs (increased formal and informal trade barriers).

They explain artificial trade diversion effect due to restrictive trade and financial measures
(actually economic disintegration) and uncertainty. This effect may not be compensated by trade
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creation effect in the middle-term perspective (for Ukraine — by the AA with the EU and FTAs
with third countries, for the EAEU — by enlargement and FTAs with third countries).

Restrictive economic measures. The recent 10 years was a period of gradual exacerbation of
economic disintegration between Russia and Ukraine. The most recent 2 years was a time of deep
crisis in the bilateral economic relations. The disintegration was marked by:

* hybrid economic war of Russia against Ukraine;

e mutual economic sanctions;

+ forced integration of the Crimea and part of Donbas to the EAEU;

* MFN instead of free trade treatment of Ukrainian exports in Russia since January 1,
2016.

The hybrid economic war of Russia aiming at retarding reforms and deepening social and
economic crisis in Ukraine includes the following components:

* more than 40 trade wars and 4 gas wars against Ukraine in 2004-16;

* breaking subregional production networks with Ukrainian companies in industry and
agriculture;

* increasing external debt of Ukraine by holding up gas prices and refusing to restructure
part of the debt;

+ affecting devaluation of hryvnia;

* new restriction and barriers for Ukrainian labor since 2015;

+ destroying enterprises and partial occupation of Donbas region as an anchor to retard
European integration of Ukraine (about 8 thousand people were killed, 1.5 mln. persons were
temporarily displaced, 25% enterprises stopped operation, 10% plants were destroyed, rebuild-
ing the destroyed enterprises would cost $1.5 billion; military actions can recommence at any
time, which blocks national and foreign investments);

 increased military expenditure in Ukraine instead of financing improvements in the so-
cial, infrastructural and other civilian sectors;

* restrictions on transit of Ukrainian goods to the Central Asian countries.

E.g. in 2014 over 90% Ukrainian exports to Russia were discriminated in various forms.
Under MFN treatment instead of free trade, Ukraine could suffer more from asymmetric tariff
barriers. MFN tariffs are higher in Russia than in Ukraine for bilateral trade flows [World Trade
Organization: n.d.].

At the same time it was more difficult for Ukraine to apply restrictive measures against Rus-
sia because:

* Ukraine depended more on Russian market than Russia’s dependence on Ukrainian one;

* Ukrainian economy is more open and therefore more vulnerable to economic disinte-
gration;

* thus Ukraine would suffer more from distortion of prices and decreasing foreign trade;

* Russia had better margin of safety at least earlier under higher energy prices;

+ retaliation by Ukraine could provoke Russia to use more severe measures.

Moreover G. C. Hufbauer, J. J. Schott, K. A. Elliott and B. Oegg stated that economic sanc-
tions are more efficient against small countries. In their sample the median ratio of the initiator
country’s GDP to the target country’s GDP was 105 [Hufbauer et al.: 2007]. Ukrainian restric-
tions of financing Russian banks, high-tech exports, entrance of Russian celebrities, and im-
posing fines for flights to the Crimea can have only a minimal effect [beppec: 2014].

It was an economic rationalization for lagging in launching economic sanctions by Ukraine.
But a more efficient measure is joining sanctions of Western countries. In this case the initiator
countries’ GDP to the target country’s GDP ratio is not favorable for Russia. Although the ef-
fect of those sanctions was limited by the following factors:
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 limited range of target entities and economic sectors;

 interdependence of Russia and Western countries;

+ political and ideological influence of Russia;

* Western countries are not ready to use military force or other non-economic actions
[Sharov: 2015].

But efficiency of the sanctions will probably increase as they continue. But lack of accord
in the EU Member States considering support of the sanctions questions the effectiveness of the
AA implementation. Nowadays the sanctions against Russia have achieved the effect of joint re-
sponsibility of the country, but have not achieved the political objective to settle the conflict and
to ensure personal responsibility. But they managed to stop escalation of breach of territorial
integrity of Ukraine and are a disincentive for further similar violations of the international law
globally in the future. Easing or cancellation of the sanctions would be a barrier to the efficient
implementation of the AA.

Economic losses of Ukraine. A smaller and more open economy of Ukraine suffers from
relatively larger losses. Post factum we may say that the deep economic crisis in 2014-15 in
Ukraine was largely caused by discriminatory economic actions, military operations and polit-
ical pressure of Russia, as well as by accumulated internal economic and political problems.
The GDP fell by 6.5% and 9.9% in 2014-15. As a result of devaluation inflation reached 25%
and 43% respectively. Unemployment reached 9.5%. But the current account deficit almost dis-
appeared in 2015 thanks to the devaluation of hryvnia [International Monetary Fund: 2016].

During several years Ukraine lost $98 billion mainly as a result of Russian restrictions
[WTO: 2016]. In 2016 only 42% Ukrainian exports enjoyed free trade instead of 59% in 2015.
Exports of agricultural products, metals and machines turned out to be the most vulnerable [The
IER, Sergii Koziakov & Partners Law Firm: 2016].

As for uncontrolled territories of Ukraine, they are de facto separate small economies. As a
result of military and political risks, at best these territories can use the MIRAB strategy (mi-
gration, remittances, aid and bureaucracy — according to the definition by [Baldacchino and
Bertram: 2009]) instead of the strategies of more successful small economies based on tourism,
financial services, niche production, transport services, resource management, and advantages
of citizenship and residency. Absence of reliable statistical data does not allow us to apply a
more detailed analysis in this case.

Under these circumstances economic recovery in Ukraine is possible as a result of fast and
efficient regulatory convergence with the EU, at least stabilization of demand for Ukrainian
goods and services in the EU and third countries. But the issue of efficient adjustment of Ukrain-
ian producers and consumers to the EU regulations remain topical (cost-to-benefit ratio).

Nowadays the benefits of the AA still do not offset the losses caused by actions of Russian.
In 2015 (base year — 2013) Ukrainian export to Russia decreased by $10 billion, to other CIS
countries — by $4 billion. On the other hand, the EU planned to provide $11 billion of financial
aid in 2014-2020 (from the EU budget, EIB and EBRD). But bilateral trade with the EU de-
creased by $15 billion (although the EU share increased from 32.2% to 37.5%), the Ukrainian
exports to the EU decreased by $3.8 billion (the EU share increased from 26.5% to 34.1%). We
observe a relative redirection of Ukrainian exports to the EU and the rest of the world from Rus-
sia, instead of absolute redirection under stable exports. There were also structural changes in
the Ukrainian exports to the EU. The share of agricultural products and machines increased at
the expense of decreasing share of mineral and metal products [Emerson and Movchan: 2016].

Economic losses of Russian Federation. Our estimates of Russia’s losses from shrinking
market in Ukraine (largely due to Russian actions) include decrease in exports to the mainland
Ukraine by $9 billion in 2014 and $13 billion in 2015 (base year — 2013) and decrease in trade
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surplus by $6 billion and $7 billion respectively (calculations based on [State Statistics Service
of Ukraine: 2016]). In these estimates we tried to account for the loss of territorial integrity. We
should state that these losses have not been caused by the AA, because Ukraine provided par-
tial free trade treatment for the EU exports only in 2016. Thus losses of Russia from its actions
are several times larger than its potential losses from the AA. The actual losses from the AA will
be even smaller because Ukrainian market already had shrunk before 2016. Russian exports to
Ukraine decreased as a result of worse image of Russia, trade restrictions, lower demand, cheaper
labor and devaluation of hryvnia in Ukraine. In 2014 the most vulnerable exports from Russia
to Ukraine turned out to be products of energy, chemical and shipbuilding industries [UNC-
TADStat: 2016].

But the largest losses were caused by sanctions of Western countries, falling oil and gas
prices, growing military expenditure, costs to support the occupied territories, and worsening in-
vestment potential. The GDP growth in Russia slowed down to 0.7% in 2014 and became neg-
ative (-3.7%) in 2015. Inflation increased to 13% in 2015. However the trade surplus increased
to 5% GDP as a result of ruble devaluation and decreasing imports (IMF 2016). Thus the total
losses of Russia from economic war are several dozens times larger than its potential losses
from the AA. Besides direct economic losses, Russia suffers from worsening reputation. It is
treated as an unsafe and unpredictable partner. All these facts show that the decision of Russia
to start a massive hybrid economic war against Ukraine is not substantiated economically.

Estimation of losses at the Ukrainian and Russian markets adjusted for size of economies.
In Table 1 we provide results of our calculations of losses in a sample of countries (Ukraine, the
EU and EAEU Member States and several large countries). We calculated fall in exports to
Ukraine and Russia in 2015. We used 3 types of indicators: in % of exports in 2013, in billion
dollars and in % of GDP (exchange rate based) in 2013. We have not adjusted for loss of terri-
torial integrity.

Table 1
Export losses of countries from shrinking of the Ukrainian and Russian markets
(2015 to 2013)
GDP. $ Losses in Ukrainian market | Losses in Russian market
Country bln, 2013 "/(;ne);g(l);ts $bin |% GDP (’/‘i’ne’;g‘l’;ts $ bin |% GDP

Ukraine 180 - - - 68 10.24 | 5.70
Russian Federation 2232 61 14.52 0.65 - - -

Austria 429 59 0.55 0.13 49 2.83 0.66
Belgium 522 54 0.55] 0.11 50 341 0.65
Bulgaria 56 64 0.36| 0.65 43 0.33 0.60
Croatia 58 57 0.02| 0.03 43 0.16 | 0.28
Cyprus 24 51 0.01| 0.03 69 0.02 [ 0.09
Czech Republic 208 63 1.05( 0.50 47 2.77 1.33
Denmark 339 56 0.22] 0.06 60 1.25 0.37
Estonia 25 54 0.07] 0.29 54 1.02 | 4.03
Finland 270 53 0.25] 0.09 51 3.62 1.34
France 2811 49 0.62| 0.02 51 520 | 0.18
Germany 3746 54 3.85| 0.10 49 2333 0.62
Hungary 134 45 1.18 0.88 50 1.69 1.25
Greece 240 14 0.04| 0.02 56 030 | 0.13
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GDP. $ Losses in Ukrainian market | Losses in Russian market
’ 0 0
Comntry 1y, 2013 A;lf’;g‘l’;ts $bln | % GDP A;lf’;g‘l’;ts $ bin |% GDP

Ireland 238 60 0.06 0.02 52 043 0.18
Italy 2131 60 1.48 0.07 45 6.42 0.30
Latvia 30 38 0.06 0.21 41 0.96 3.18
Lithuania 46 37 0.42 0.90 46 2.99 6.44
Luxemburg 62 69 0.02 0.03 40 0.08 0.13
Malta 10 62 0 0 92 0.04 0.42
Netherlands 864 54 0.87 0.10 49 5.21 0.6
Poland 524 42 2.40 0.46 47 5.08 0.97
Portugal 226 27 0.01 0 50 0.17 0.08
Romania 192 73 0.94 0.49 40 0.74 0.38
Slovakia 98 46 0.29 0.30 50 1.70 1.74
Slovenia 48 62 0.22 0.46 40 0.62 1.31
Spain 1370 54 03 0.02 50 1.88 0.14
Sweden 579 25 0.09 0.01 52 1.88 0.32
The U K. 2713 50 0.42 0.02 40 2.5 0.09
Armenia 11 59 0.01 0.08 32 0.11 0.98
Belarus 73 40 1.67 2.29 38 6.45 8.82
Kazakhstan 232 83 1.7 0.73 - - -

Kyrgyz Republic 7 51 0.01 0.07 35 0.04 | 0.48
Canada 1837 19 0.04 0 67 0.9 0.05
China (mainland) 9519 55 4.33 0.05 30 14.8 0.16
India 1863 48 0.23 0.01 27 0.6 0.03
Japan 4909 64 0.37 0.01 53 5.88 0.12
The U.S. 16663 55 1.07 0.01 36 4.06 0.02
Turkey 823 49 1.07 0.13 48 3.37 041

Source: authors’ calculations based on [IMF: 2016; IMF: n.d.].

The largest losses in the Ukrainian market were in Kazakhstan, Romania and Luxemburg
(in % of exports to Ukraine in 2013), Russia, China, Germany, Poland, Kazakhstan and Belarus
(in billion dollars), Belarus, Lithuania, Hungary, Kazakhstan, Russia and Bulgaria (in % of
GDP). Canada, Malta and Portugal had the lowest export decrease relative to their GDP.

The largest losses in the Russian market were in Malta, Cyprus, Ukraine and Canada (in %
of exports to Russia in 2013), Germany, China, Ukraine, Belarus, Italy and Japan (in billion dol-
lars), Belarus, Lithuania, Ukraine, Estonia, Latvia and Slovakia (in % of GDP). The U.S., India
and Canada had the lowest export decrease relative to their GDP.

Total relative export losses in Ukrainian and Russia market were the largest in Belarus
(11.1% of GDP), Lithuania (7.4%), Ukraine (5.7%), Estonia (4.3%) and Hungary (2.1%). Ro-
mania and Bulgaria had more export losses from shrinking of the Ukrainian market than from
the Russian one. The largest losses in the Russian market relative to the Ukrainian one were in
Malta, Canada, Sweden and Portugal, but these losses relatively their GDP were small enough.

The simple average of export losses of all the countries in our sample in the Ukrainian mar-
ket was 0.25% GDP, in Russian market — 1.1% GDP. Thus nominally losses in the Russian mar-
ket were 4 times larger than in the Ukrainian one. But considering the ratio of Russian to
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Ukrainian GDP (12.4 in 2013), the relative losses in the Ukrainian market were 3 times dispro-
portionally larger.

We noticed that the largest losses are in small countries. Partially it is explained by the sam-
ple selection and distance: if we excluded large distant economies the correlation would be
smaller, especially in case of Ukrainian market. The correlation between the losses in the Russ-
ian market (in % of GDP) and log of GDP was -0.34 (it is the only significant correlation), in
the Ukrainian market it was -0.24. As for losses in % of exports in 2013 the correlations are

-0.21 and -0.02 respectively. Therefore small economies are especially sensitive to the losses
in the Russian market, while large economies are not. In Ukrainian market both large and small
economies had similar export losses.

Comparative analysis of export losses of Russia and its main trade partners. Table 2 proves
that asymmetry of size does not allow Ukraine to efficiently influence Russia with individual
sanctions. Decrease of Russian exports to Ukraine was only 0.65% of Russian GDP. Moreover
the decrease was caused mainly by fall in effective demand, loss of territorial integrity and wors-
ening image of Russia instead of actions of Ukrainian government. In relative terms Ukraine suf-
fered much more from economic disintegration with Russia (5.7% GDP), although its absolute
losses are 30% less than the Russian ones.

Table 2
Export losses of Russia in the markets of its main trade partners
and the losses of its main trade partners in the Russian market (2015 to 2013)

Losses of Russia Losses of trade partner
s Lt %i’lf’;g‘l’;ts $bin | % GDP (y‘i’lf’;g‘l’gts $bin | % GDP
EU 42 117.89 5.28 48 76.64  0.39
China (mainland) 20 7.02 0.31 30 14.80 | 0.16
The U.S. 15 1.64 0.07 36 4.06 | 0.02
Ukraine 61 14.52 0.65 68 10.24 | 5.70
Japan 26 5.17 0.23 53 588 0.12

Source: authors’ calculations based on [IMF: 2016; IMF: n.d.].

But losses of Russia in other markets (owing to sanctions, falling oil and gas prices, wors-
ening image etc.) were much larger. On one hand losses in % of exports in 2013 were smaller
in Russia than in its partners as a result of ruble devaluation. But if we consider losses relative
to GDP, Russia suffers 2 times more than Japan and China, 3 times more than the U. S. and 13.5
times more than the EU. Thus Russia proved to be the most sensitive to export losses in the EU
market. We also must note that trade between Russia and China decreased despite the declared
shifting of Russian strategic interests to China.

Conclusions. The fundamental reason for political and economic confrontation in the West-
Ukraine-Russia triangle is the existence of two main integration attractors in Europe: Western
Europe / the EU and Russia / the EAEU. Despite competition between them, they also have
some complementary features. Under better geopolitical scenarios they could integrate with
each other or at least benefit from open bloc trade creation effect instead of trade diversion and
disintegration.

AA is only a minor challenge for Russian economy despite the fears expressed by Russian
government. We considered structural difference of exports, incomplete preferential treatment,
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possibility to protect Russian producers with more civilized measures, and potential benefits for
Russia from growing market in Ukraine under better geopolitical scenario.

But Russia had several times more export losses from its own actions against Ukraine and
several dozens more losses caused by sanctions of Western countries, falling oil and gas prices,
investments in import substitutions, high military expenditure and cost of supporting occupied
territories. The largest damage was inflicted on energy sector, financial sector and defense in-
dustry. Devaluation of hryvnia and decreased wages in Ukraine have more negative effect on
Russian exports than preferential treatment under the AA, although in the middle-term period.
Worsening image of Russia is another negative effect for it, which is related to decreasing eco-
nomic links of Russia and the rest of the world.

In the West—Ukraine—Russia triangle Ukraine suffered from the largest relative losses (es-
pecially for exports of agricultural products, metals and machines to Russia). Uncontrolled ter-
ritories as the smallest economies are especially vulnerable. Thus benefits of better access to
the EU market, its financial aid and new export destinations has not been able to offset the mas-
sive pressure of Russia.

Russia, China and Germany had the largest absolute losses from shrinking of the Ukrainian
market; Belarus, Lithuania and Hungary — relatively their GDP. Germany, China and Ukraine had
the largest absolute losses from shrinking of the Russian market; Belarus, Lithuania and Ukraine
—relatively their GDP. The U.S. had the lowest losses among the large economies. Bulgaria and
Romania had more losses form shrinking of the Ukrainian market than of the Russian one. On
average countries lost 4 times more from shrinking of the Russian market than of the Ukrainian
one (but disproportionally much more in the Ukrainian market considering asymmetry in size
of Ukrainian and Russian economies). Shrinking of the Russian market inflicted damage mainly
on small economies. In the Ukrainian market the difference between the effects on small and
large economies was insignificant.

Ukraine suffered much more (relatively GDP) from bilateral disintegration than Russia,
however the absolute export losses are larger in Russia. But Russia’s relative losses from disin-
tegration with its main trade partners are larger than losses of Ukraine in the Russian market. Rel-
atively GDP Russia faced 3 times more damage than the U.S. and 13.5 times more than the EU,
despite that the EU had the largest losses among the Western countries.

Revival of investment activity of domestic and foreign enterprises is a crucial factor of
restoration of economic growth in Ukraine under development of integration and disintegration
processes. The AA should be treated as an important instrument of Ukraine’s integration into in-
ternational production networks, because tariff liberalization only will not provide large positive
effect for the national economy. Investors should be provided with the guarantee of territorial in-
tegrity, sovereignty and security of Ukraine. Unless it is guaranteed, there are serious risks for
participation of Ukrainian enterprises in international production networks, and thus efficient im-
plementation of the AA and DCFTA in particular can be questioned.

Settling the issue of territorial integrity of Ukraine and return to a non-confrontation in in-
ternational economic relations could provide benefits for all the affected countries thanks to eas-
ing tension in international relations, decreasing trade diversion and better integration prospects.
But it largely depends on the position of Russian Federation on supporting or de-escalation of
the conflict.

It is important for Ukraine to have a cross-membership in FTA with its main trade partners
including the EU and the CIS. In ideal scenario the EU-Ukraine AA could be a link between the
EU and the EAEU as a pilot project on the way to their cooperation and integration. In particu-
lar a moderately deep FTA between the EU and EAEU could decrease stakes in geopolitical and
geoeconomic struggle for Ukraine.
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Integration is also about values and institutions. There are two main models of social and
economic development in the region: European and Eurasian ones, and Ukraine had to make a
choice between them. By signing and implementing the AA instead of classical FTA Ukraine
made also a choice in favor of the European development model.
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