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ABSTRACT

MYTHSANDREALITIES OFTHEROLEOFOFFICIALDOM
IN ECONOMICDEVELOPMENTIN UKRAINE:

TWOCASESTUDIES IN SMALLBUSINESSCREATION,
KHARKIVANDTRANSCARPATHIA

SEPTEMBER2006

ROBERTJ. O'MEARA. B.A., CLARKUNIVERSITY

M.A., CALIFORNIA STATEUNIVERSITY SACRAMENTO

M.B.A., CALIFORNIA STATEUNIVERSITY SACRAMENTO

M.A.. UNIVERSITY OF MASSACHUSETTSAMHERST

Ph.D., UNIVERSITY OF MASSACHUSETTSAMHERST

Directed by: Professor George Sulzner

Ukraine's official goals and policies regarding European integration are presented, and

the European Union’s conditions of accession are examined. Because Ukraine seeks

membership in the EU, democratization and marketization, receive focused attention. Problems

of Ukraine's “quadruple transition" are also examined. The meaning of the Orange Revolution

is discussed, as its significance is challenged.

In many extensive interviews, administrative officials from two selected oblasts

express optimistic and hopeful assertions of Ukraine's development of a market economy , and

officials claim to facilitate economic development and, at times, even small business

development. These claims are put to the test by use of two in-depth case studies of small

business creation. The two case studies take place within the two contrasting oblasts of

Kharkiv and Transcarpathia. Extensive interviews of professors, small businessmen, lawyers

and others tend to corroborate the findings of a recent IFC study by Yacoub and Senchuk, and

corroborate the experiences of the two directors of the small businesses, Oksana Degtyarenko

and Olha Zinchenko. The myths of officialdom in economic development and small business

creation are evident in an inconsistency between claims of higher level administrative concern

vii



and support tor entrepreneurs and small business development and the actions of officials

within lower levels of administration. Instead of functioning as a chief catalyst for small

business development, and development of a market-based economy more broadly, the

administration and its officials are often acting as impediments.

The reality, for entrepreneurs, appears to involve a high degree of state interference,

specifically extraordinarily complicated processes of gaining an exhaustive number of

approvals, permissions, and official acts. The administration, at its lower and mid levels,

portrays an extreme lack of interest in the development of entrepreneurs, and visible

incompetence and extortion. While some very worthwhile administrative reforms are evident

in these oblasts, the destructive and impeding actions of the lower and mid level officials are

inconsistent with the hopeful and claims of goal-oriented higher level officials, many of which

are well-educated, skilled, and genuinely well-intentioned. In the drive toward a market

economy and economic development, Ukraine continues to face difficult challenges.
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CHAPTER1

INTRODUCTION: PURPOSE,METHODOLOGYANDSIGNIFICANCE OFTHE
TWOCASESTUDIES

1.1. Statement of purpose

It is the purpose of the proposed dissertation to inquire as to whether and to what extent

the current administrations in the two Ukrainian oblast's of Kharkiv and Transcarpathia

(Zakarpattya) mgfacilitating or impeding economic development, with particular attention

given to development of legitimate domestic small businesses in those oblasts. Since the

1950s, early developmentalist scholars from the United States and Western Europe have written

about economic development as essential and necessary to political development, both being of

the model set by advanced industrialized countries. Yet, while the early developmentalists,

many of whombecame known as “modernization theorists”, have been debunked for their

assumptions of linear stages of development, universalism, and inevitability, it seems as though

we have ignored or forgotten the lessons of their errors. The current post-Soviet political and

economic paradigm for the world to follow appears to resemble the submissions of the former

developmentalist project, which had largely been a quest for a ‘non-communist manifesto' (see

W.W. Rostow, who’s first edition of The Stages of Economic Growth: A Non-Communist

Manifesto , which was published under Eisenhower's Presidency, and has resurfaced in 1990 as

a third edition). However, the officials within Ukraine's administration have shown little

interest in matters of political development. Rather, their attention readily peaks regarding

topics of economic development, the prospect of prosperity, and integration into the European

Union.

Personnel in Ukraine’s oblast administrations, and in Kharkiv and Transcarpathia

specifically, readily express an interest in economic development in a general sense, and often

in terms of investment involving larger corporations. Regarding the meaning and interpretation

of economic development, there appears to be no consensus in Ukraine, as evidenced by the

1



various political and economic visions of the competing political parties. In Ukraine, ideals of

Socialism are still in competition with ideals of political and economic liberalism. Thus, in

Ukraine, “economic development” is an ambiguous term that carries universal appeal but no

precise meaning. Weought to recognize also that, within the academic literature there is no

consensus on the meaning of economic development (see Richard Peet with Elaine Hartw ick,

1999). The prevailing paradigm of neoliberal thought, such as the ‘Washington Consensus’

(Peet, 1999: 52), is just that: a paradigm, a popularly accepted and touted model of the West.

Efforts to attract foreign direct investment from the world's private sector and to attract

assistance from foreign governments are readily visible in both oblasts, and in others as well.

In various oblasts of Ukraine, ‘economic development’, with reference to large-scale

investment, appears to be a matter of great interest for administrators and their agencies.

However, it is also apparent that economic development with respect to small business

development is far less salient as an issue or topic. At a minimum, such issues of small

business development do not always seem to resonate with the administration.

Why not? Perhaps inattention to small business creation and development is merely an

oversight due to a longstanding habit of focusing on large-scale heavy industry? Perhaps it is

due to an imperfect understanding of the importance of small business? Perhaps the legacy of

an anti-bourgeois ideology and mentalitet, or mindset, is a factor? Or, perhaps the selt-interest

of the political, administrative, and economic elite (distinctions are not always apparent in

reality) trumps all other issues; great rewards may be measured and gained by large-scale

foreign direct investment in the significant domestic heavy industries.

The intent of this research is to inquire whether the expressed views of the

administrators, regarding their optimism and explicit claims of support for economic

development, and to a lesser extent, small business development, seem to hold true in terms of

the actual experience in the creation of a small business in each of the two oblasts of Kharkiv
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and Transcarpathia. Thus, two issues are raised: (1) to what extent do officials claim support

for small business? (2) Do their actions match their words? This research is not intended to

establish the generalization that small business growth is necessary as part of every economy in

the world. Rather, the relevance of a competitive market economy and the administrative

facilitation of creation and growth for small and medium sized enterprises in Ukraine is implied

by Ukraine’s declared objectives of European integration and European Union (EU)

membership, specifically, and the Western economic paradigm more broadly. Kharkiv was

selected as an oblast of study as the officials of the Kharkiv administration presented

themselves and their organizations as strongly facilitating economic development. Officials

from Transcarpathia have offered similar claims of support for economic development.

However, are the officials' claims of facilitation of small business and economic development

an accurate depiction of reality for entrepreneurs? Does the optimistic view that is so

consistently expressed by administrators reflect the reality of the situation on the ground in the

industrial, prosperous and populous oblast (and city by the same name) of Kharkiv? Do such

positive viewpoints of administrators in the much poorer, rural, and geographically western and

mountainous oblast of Transcarpathia (and the central city. Uzhgorod) seem to reflect, in

reality , administrative support?

A series of interviews with administrative officials, entrepreneurs, and lawyers in each

of the two oblasts, Kharkiv and Transcarpathia, is followed by two in-depth case studies of

small business creation in those oblasts. The experiences of the case studies enable the

researcher to better distinguish truth from fiction. Interviews with individuals removed from

the administrations also offer a corrective lens, as we examine the claims of officials. The

purpose of this dissertation is to produce a descriptive and experiential understanding of the

challenges faced by entrepreneurs in Ukraine. In doing so, the dissertation illuminates the

degree of corruption that operates at the local level ot administration and the roadblocks that
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remain to be passed for the rule of law to be practiced in Ukraine. The dissertation’s focus on

the role of officialdom with regard to economic development, small businesses, and the

challenges faced by Ukraine’s entrepreneurs is important as a ‘window’ into the politics and

administration in Ukraine.

1.2. Methodology

In order to facilitate our understanding of how some administrators of Kharkiv and

Transcarpathia perceived and responded to change since Ukraine’s independence in August of

1991, primary data in the form of personal interviews and personal communications has been

utilized extensively. This dissertation aims to shed light on the extent to which the Kharkiv and

Transcarpathia administrations either facilitate or impede the creation of legal entities of small

business. A non-random sample (with all the limitations of a “small sample”) of personal

interviews with a variety of officials from administrations in both oblasts has been conducted.

Selection of interviewees was dependent upon their relevance to the issues of administrative

organization, economic development and related programs, as well as upon referrals and

accessibility. These interviews establish the administration’s stated organizational “mission”,

or “missions”, and the officials’ proclaimed goals.

Secondary data and findings from a recent study, authored by Yacoub and Senchuk of

the International Finance Corporation, also known as the “IFC”, are presented in order to

provide an external perspective on the state of small business creation and development, as well

as the level of ‘state-interference’ in Ukraine generally. This IFC-sponsored study focuses on

the broader environment in which small and medium sized businesses (SMEs) must operate in

Ukraine, and draws conclusions that indicate a very high level of state interference in the

operations of SMEs(Yacoub and Senchuk, 2000). As the IFC is an organization affiliated with

the World Bank, the influence of the United States may be embedded to some degree in the

study’s findings. Nonetheless, Senchuk, one of the two authors of the study, is Ukrainian, and
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the study was based in Kiev. It is important to note that the survey’s data represents the actual

responses of 900 Ukrainian SMEs. It is this viewpoint that is most relevant for an assessment

of the business environment tor SMEs, including the degree of support or impediment offered

by the administration in Ukraine. Presently, information on the experiences of SMEs in

Ukraine is not readily available, and Yacoub and Senchuk’s study is, at present, over five years

old. Detailed case studies of the creation, operation, and experiences of SMEs in Ukraine may

provide corroboration and depth to their findings, but simply are currently not available,

creating a void of documentation.

The IFC survey, however broad, did not include any firms from the Kharkiv Oblast or

the Transcarpathian Oblast. Indeed, the IFC study enables us to draw only speculative

applications regarding Kharkiv and Transcarpathia. Thus, the need for further evidence is

partially satisfied by the two case studies (and all related interviews) of the small business

‘start-up' firms: one in Kharkiv and one in Transcarpathia.

Why select the oblasts of Kharkiv and Transcarpathia for the location of the case

studies? The eastern oblast of Kharkiv allows a window into a very large city that has been the

capital of Ukraine for a brief period in the twentieth century. Only a few minutes from the

Ukraine’s eastern border with Russia, for generations Soviet mentatlitet has had an impact on

Kharkiv; one politology professor, Oleksander Fisun, firmly claimed that even today, “We are a

Soviet city’’. One administrative Director in Kharkiv, Irena Reaka. acknowledged that many of

the current officials were also administrative officials under the guidance of the Communist

Party during the Soviet Union’s existence. Many of them are still in the same offices that they

occupied twenty or more years ago in today's main oblast administration building, which was

the Oblast’s Communist Party Headquarters during the Soviet Union. Thus, if small business

development is actually facilitated there, it may serve as an indicator that Ukraine is moving

toward economic independence based on a more Western European economic model, such as
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that which is embraced within the EU. Last, some officials in Kharkiv’s economic branch of

administration have asserted that Kharkiv is one of the country’s fastest growing oblasts, with

one of the country's highest rates of economic growth.

The much poorer and rural oblast of Transcarpathia is situated on Ukraine’s western

borders of Hungaria, Slovakia and near Poland. Deep in the eastern mountainous regions of

Transcarpathia live a people known as the “Hutsuls” that have been regarded as native to the

area, with some still-standing and functioning churches that are over 500 years old.

Figure 1.1. A Hutsul family returning from the Village of Yaseenya by wagon, 13km north of
Rhakiv (2001).

On one particular occasion, regarding the Soviet Union, one elderly Hutsul man from the

remote town of Rhakiv was clearly pained to discuss the Soviet Union. Yet, with a slight smile

he commented to the researcher, “We knew it (USSR) would someday not last. No state lasts

forever. States come and go. Wehave been here for many hundreds of years. The Soviet

Union was only here for about 50 years (Mr. Meshko of Rhakiv, March 200
1

). It may be

argued that, in regions such as Rhakiv, the legitimacy of a state is not always apparent, not

accepted as a given. The horse-drawn wagons with wooden wheels have outlived the USSR.
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The Carpathian mountains run throughout the oblast, leading northwest into Slovakia

and Poland. One can ride a motorcycle along the mountain ridge in the western-most Ukrainian

regions and see both Slovakia and Poland at the same time. Many villages along these borders

had been split during the development of the Soviet Union, as the territory of the neighboring

states had been revised. Presently, such villages remain divided between geographically

redrawn states, including the severance of many family ties. In fact, Uzhgorod is still called

“Ungvar” by its Ukrainian citizens of Hungarian descent (frequently Transcarpathia’s

Hungarians can be found to set their clocks on Budapest time, an hour in advance, as according

to their reminiscent view, Ungvar should rightfully be part of Hungary). It is noteworthy that

many people in this western region reject Russification. Nonetheless, Russian is the language

that is typically heard in the offices and halls of the administration in Transcarpathia, as well as

in eastern oblasts such as Kharkiv. These two oblasts, in some ways, then, are situated at the

opposite ends of a continuum, Kharkiv leaning toward Russia and Transcarpathia somewhat

leaning toward Europe. The case studies within the two oblasts enable the researcher to

identify similarities and differences in organizational mission, attitudes, behavior, level and

means of corruption, policy and policy implementation. The comparative analysis yields useful

insights into the realities faced by would-be entrepreneurs in Ukraine.

Primary source material includes personal interviews with administrators, but also the

case studies of two small businesses, ‘Koodreashka" in Kharkiv and ‘Russki Chai' (which

would later become ‘New Horizons Transcarpathia’) in Uzhgorod, Transcarpathia. These two

distinct case studies offer a significant amount of detail, thus providing a window through

which we may better understand the extent to which the administrations’ claims are true or

false regarding the extent to which they support business development in Kharkiv and

Transcarpathia. Each case study supplies the perspectives of people involved in an actual

7



attempt to create a legitimate small business, and their actual experiences are compared against

the claims ot facilitation and support by the administrations in the two oblasts.

In the case studies, which include interviews with administrative officials, other

interviews with several professors and representatives from non-government organizations

(NGOs) from each ot the two oblasts have been conducted in order to corroborate and validate

evidence derived from the case studies and from the IFC survey. In short, the IFC study, the

small business case studies, and views of various professors have been employed in order to

separate the wheat from chaff, the truth from fiction.

In the interviews, regarding economic development, administrators in Kharkiv and

1 ranscarpathia were asked to discuss any successes and problems of economic development in

their oblasts, and more generally, in Ukraine. Administrators were asked to posit what, in their

views, are the greatest challenges for economic development. The nonrandom sampling

technique of “snowballing” was employed for the sake of benefiting from enhanced access to

higher-level administrators. Snowball sampling, a form of nonrandom sampling, is also known

as network sampling or chain-referral sampling, where initial selections of interviewees lead,

by referral, to further subjects for interview (for in-depth discussion regarding snowball

sampling see Neuman, 1999: 199-220). While departments in the Kharkiv and Transcarpathian

administrations were selected based on their relevance to economic development or to the

organization of administration itself, staff-members' perspectives, ideas, and suggestions for

possible interviews were welcomed. It is noteworthy that a well-placed phone call by one

official seemed to open otherwise closed doors. Opportunities for interviews with officials and

professors were simply taken advantage of whenever relevant referrals occurred.

All interviews employed the methods of “soaking and poking “. "Soaking and poking

offers the benefit of gaining perspective, insight and understanding of what is important to

administrators. Interviews were loosely structured around broad questions. Hence, the
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expected result is a deepening of our understanding of the problems and challenges of

economic development as faced by Ukrainian administrators.

The first case study consists of the establishment of a small business start-up company

in the city of Kharkiv, Kharkiv oblast. That business, the beauty salon ‘Koodreashka’, is

directed by a local Ukrainian woman, a ‘working’ woman that possesses no significant personal

ties to political or administrative officials, and no ties to wealthy business people. The second

case study is of a small start-up firm, initially intended to be “Russki Chai”, an upscale tea and

coffee cafe in Uzhgorod Transcarpathia that would later become an entirely different business,

“New Horizons Transcarpathia”, due to difficulties encountered. This firm would be directed

by a woman who finished the equivalent of a Masters degree in economics at the State

University in Uzhgorod. She, also, has no significant political or economic connections in her

oblast or elsewhere.

The case studies are intended to shed light on the question of whether the two

administrations actually do as they claim in respect to fostering economic development and the

growth of legitimate domestic small businesses. Both firms aspire to meet all standards of law

and administrative regulations rather than relying on corruption and criminal involvement for

the creation of the firm and for profit. The researcher, as a silent partner, provided financing of

each project, while each Ukrainian ‘director' made all contacts and arrangements with the

administration, the adminitratsia. As a result, the entrepreneurial experience of Ukrainian

citizens without personal political, administrative, or criminal ‘connections’ (assuming that

there could be a difference) was displayed.

The first of the two case-studies of domestic small business start-ups, “Koodreashka”,

revolves around the experiences of the director of the business, a twenty eight year old Kharkiv

woman with a high school education, but her years of experience working in small businesses

such as beauty salons and operating a small retail market (a “ magazin . akin to a neighborhood
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convenience store) proved valuable. As previously noted. Oksana Degtyarenko, the director of

the Kharkiv firm, has effectively no significant personal or family connections in politics,

administration or in business. This divorced mother of two young boys has made a modest

living as a highly regarded hair stylist and beautician. Her clients follow her with great loyalty.

Until the attempted creation of the beauty salon that serves as the small business ‘start-up' case.

Ms. Degtyarenko has had only limited experience with the local administration's officials

during her previous employment as a manager of a small store and as a beautician. Clearly, she

is a working person of Kharkiv. As mentioned earlier, the second of the two case studies,

“Russki Chai/New Horizons”, follows the experiences of Olha Zinchenko, a woman of 22

years, in Uzhgorod, Transcarpathia. Ms. Zinchenko received her Masters equivalent in

economics with an emphasis in international finance. While Olha Zinchenko’s educational

experience is of a higher level than the first director, Olha has had no actual business

experience. Olha, as the director of “Russki Chai”, shares in common with Oksana the fact that

she has no significant personal relations with political, administrative, or business elite. Olha,

like Oksana from Kharkiv, speaks both Russian and Ukrainian, and both women prefer

Russian. Regardless of geographic proximity to Russia or to the west (Hungary and Slovakia,

the EU), both women assert themselves as Ukrainian, despite their preferences to speak

Russian.

The underlying questions of the two case-studies are: how easy or difficult is it for a

somewhat typical Ukrainian citizen, with no real ‘connections’ to any brokers of influence, to

establish her own legitimate, domestic small business? Do their experiences, including those

with administrators and officials at any level or office encountered during the start-up phase for

each business, seem to validate the assertions of the administrators in each oblast as expressed

during interviews with the researcher? Are the administrations and officials in Kharkiv and

Transcarpathia really facilitating the start-up of small business?
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1.3. Significance of the Dissertation

In addition to the purpose of testing the claims of support offered by the administrative

officials, the two case studies are aimed at the following broad inquiries;

1 . Is it possible to create a small business in Kharkiv and Transcarpathia oblasts
by making only payments that are required by law, in avoidance of “extra
money’' paid as bribery or extortion? If not, do bribed officials “stay bought”,
or to what extent does the extortion come regularly and perhaps unpredictably?

2. Can this attempt to create a small business in Kharkiv and in Transcarpathia
otter evidence that Ukraine s political-legal environment is becoming more
stable and predictable in terms of rule of law?

3. Is there any indication that these oblasts (and perhaps Ukraine more generally)
are developing a reasonably free competition-based market economy that lies

within the context of the rule of law?

If the outcome to the above questions is affirmative, it could be argued, with some degree of

probability, that evidence of a competition-based market-economy represents a limited but

partial indication of Ukraine's potential of success in its ambition of linking with Western

Europe, and perhaps joining the EU in the future.

At worst, negative results may still be deemed useful, as suggestions may then be put

forth in support of political and administrative reforms in an effort to halt and reverse

corruption and to ensure rule of law. Absent any sign of stemming corruption and building a

resilient rule of law, a market economy in Ukraine will neither be free nor competitive. If such

negative conditions persist, if administrators are understood as impediments to business

creation or as a ‘barrier to entry' into the market, prosperity is likely to be elusive for typical

Ukrainians, as the oligarchs (often administrators and politicians as well as non-government

organized criminals) continue to maintain their economic power. As Robert Dahl noted in

Polyarchy , concentrations in wealth tend to lead to concentrations in political power (Dahl, a

central theme in Polyarchy , 1971 ). Under such conditions, the implications for democracy,

however one chooses to define the concept, seem remote.
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1.4. On the paucity of published information

The literature spanning Tsarist Russia through the Soviet Union to the current post-

Soviet days is very broad and deep. However, significantly less literature exists on Ukraine, as

a state and country that is distinct from Russia and the USSR. The lack of literature on Ukraine

is particularly noticeable with regard to the topics and issues of Central and Eastern Countries

(CEECs), and very importantly, regarding Ukraine and matters of European integration and the

role ot administration and officials in the promotion of economic development and small

business creation.

First, there is disagreement over which territory and countries constitute Central and

Eastern Europe (See Timothy Garton Ash, “The Puzzle of Central Europe”). Ukraine is not

always, and perhaps even not often, included in political-economic discussions of Eastern

Europe. Published works that focus on topics of EU enlargement for Central and Eastern

European Countries, while recognizing various perspectives on the composition of the CEECs,

often minimize or completely exclude Ukraine. For example, in East European Transition and

EU Enlargement , edited by Wojciech Charemza and Krystyna Strzala. a compilation of 23

articles by 41 contributors, even Russia and Belarus are mentioned briefly in a discussion of

strengthening trade and foreign exchange restrictions (Russia in 1998), price controls, and an

increasing state share in commercial banks (Belarus from 1995 to 1998). Yet, in this otherwise

comprehensive work of quantitative economic analysis, Ukraine is consistently omitted, even

from such discussions regarding impediments to EU enlargement for Eastern European

countries. In 2001, Julie Pellegrin published a very informative book. The Political Economy

of Competitiveness in an Enlarged Europe , in which her economic perspective is supplemented

with a political view. Unfortunately, she defined Central and Eastern Europe to include only

the following: “The Czech Republic, Hungary, Poland, Slovakia, Bulgaria, Romania, Estonia.

Lithuania, Latvia, and Slovenia (Pellegrin, 2001 : xii). " While many ponder how to classify
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Russia, with its European as well as Central Asian aspects, it seems that Ukraine (as well as

Belarus) is mysteriously not part of Eastern Europe.

I he trend is apparent in some otherwise very worthwhile literature on the topic of the

EU and enlargement or integration. In EU Enlargement and its Macroeconomic Effects in

Eastern Europe: Currencies, Prices. Investment and Competitiveness , edited by Hubert

Ciabrisch and Rudiger Pohl, Poland, Slovakia, Hungary, and Romania are frequently discussed.

Even the "‘Soviet Union" is included in several analyses, but Ukraine is omitted throughout. In

Europeanization and Regionalization in the EU’s Enlargement to Central and Eastern Europe ,

by James Hughs, Gwendolyn Sasse and Claire Gordon, all from the London School of

Economics, much is offered regarding Hungary, Poland, Slovakia, as well as discussion of

Czech Republic, Estonia, and Slovenia, but Ukraine suffers a complete omission from

discussion, despite appearing twice on regional maps in the book. Ukraine appears once in a

parenthetical reference as one of the EU’s neighbors in Carol Cosgrove-Sacks’ Europe,

Diplomacy and Development (Cosgrove-Sacks, 2001 : 22), and once in a mere listing of

countries with partnership and cooperation agreements with the EU (in Marco Giorello's “The

Clauses of Democratic Conditionality in the European Union’s External Relations”, in

Cosgrove-Sacks, 2001 : 85). In 2004, Ukraine was mentioned very briefly in EU Development

Cooperation , edited by Karen Arts and Anna Dickinson. Unfortunately, the slight reference to

Ukraine was only within an article entitled “The ACP(African. Caribbean and Pacific) in the

EU’s Regional Relationship” (by Karen E. Smith). Smith made the point that the EU must give

special attention to Ukraine, as “Ukraine’s independence needs support (Smith, in Arts and

Dickinson, 2004: 76)”.

Much of the coverage of Ukraine is within the context of Ukraine as a part or former

part of the Soviet Union. While this fact seems relevant to the ideology, mentalitet, formal and

informal institutions of Ukraine, and while such literature is relevant to an understanding of the
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broad context of Ukraine within its Soviet aspect of heritage, what is lacking includes

information and analysis on the role of small and medium sized business in Ukraine, and also

information and analysis on the role and actual behavior of the administration and its officials

in the facilitation of small business creation and sustainability. There is virtually nothing

published that can help us to understand the extent to which the administrative officials actually

either facilitate or impede economic development and the creation of legitimate small business.

On this topic, Yacoub and Senchuk’s work deserves careful consideration. Regarding the

affect of the Ukrainian administration on entrepreneurs, the International Finance Corporation

(IFC) study by Yacoub and Senchuk stands alone, as 900 firms were surveyed in some detail.

To a great extent, their work is useful in helping us understand the concerns and challenges

faced by entrepreneurs, as well as the high level of state interference imposed upon small and

medium sized businesses by the administration’s officials.

The administrators’ declared intent to enhance and promote economic development,

even with attention to small businesses, can be found without difficulty in their official

statements. Yet, aside from the contributions of Yacoub and Senchuk, there is an overall

paucity of information on what the administration is actually doing to either assist or impede

the efforts of entrepreneurs. Little is offered that may corroborate (or refute) the claims of the

officials, which tend to outwardly present a comfortable image of a highly democratic and

market oriented state, operating effectively and efficiently within the rule of law in support of

small business development (all of which is arguable). This lack of published first hand

knowledge seems understandable, since criticism of the administration, administrative officials,

or of political officials may be construed as financial suicide for entrepreneurs, if not much

worse. Fear of retaliation is nearly ubiquitous in Ukraine, and seems to be a plausible

explanation for the lack of written testimony regarding the attitudes and actual behavior of

officials. According to the view of Oksana Degtyarenko, director of the small business in
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Kharkiv, which is featured in the first case study, “ administratsia mafia ”, or in English, “the

administration is the mafia”. The experiences of the two case studies in Kharkiv and

Transcarpathia are helpful in filling the void of published information and analysis regarding

the aforementioned topics.

Granting the gains made by the IFC study, the two descriptive case studies of small

business creation in Kharkiv and Transcarpathia contribute to a deeper level of understanding

that may only be reaped through experience, and provide a clearer understanding of the

cultural, political, administrative, and economic environment in which entrepreneurs must

operate. I hrough the case studies, the optimistic claims of the administrators as committed

supporters of a competitive market economy and, to a lesser extent, small businesses, have been

put to the test. Thus, the myths and realities of the role of administrative officials in economic

development and small business creation may be better distinguished. Not only do the case

studies contribute to literature on Ukraine and EU enlargement issues, but the case studies help

to reveal the extent of corruption and deficiencies of rule of law as seen at the local level. The

findings contribute to the discussion on political, administrative and economic reforms, and

perhaps, may promote the facilitation of Ukraine’s journey toward EU integration.

1.5. Outline of the Dissertation

In addition to this introduction, the dissertation will involve the following chapters:

Chapter 2

An Economic Overview: On the transition toward the West, economic development,

marketization, and the environment for small business development in Ukraine

Economic development warrants attention for at least four reasons: I . The question of

political and economic independence from Russia remains unresolved, while the official

position of commitment to integration with the EU has been proclaimed, 2. Improvements in

Ukraine’s standard of living require economic development. 3. Consolidation of democracy

may be reasonably expected to benefit from the support of economic development. 4.
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Conditions tor accession set forth by the EU require economic development. Economic

conditions for accession, or for membership in the EU, will be discussed, as will be risks

resulting from EU enlargement. This includes the EU’s ability to absorb new members and

Ukraine's ability to cope with competitive pressures and market forces. The interconnection

between economic and political reforms will be examined, including the relevance of

administrative officials. 1 he role of small business in the EU s economy will be examined as

an indicator of the salience of small and medium sized businesses (SMEs) in the context of a

changing Ukrainian economy. Yacoub and Senchuk’s “The State of Small Business in

Ukraine; An IFC Survey of Ukrainian Small Enterprises”, a study that was sponsored by the

International Finance Corporation (member of World Bank), will be presented and analyzed in

depth. This IFC survey offers substantial evidence for the level of state interference with

entrepreneurs and SMEs in Ukraine, and for the degree to which actions of officials may be

regarded as impeding the creation and operation of SMEs.

Chapter 3

A Political Overview. On the transition away from the structure and mentalitet of a

Soviet Ukraine: a newly independent Ukraine faces tough issues and multiple challenges

(transitions).

This chapter will discuss the impact of the former Soviet Union on today’s Ukraine.

Soviet ideology and ‘mentalitet’, as well as the structure of the political and administrative

system, may be relevant to understanding attitudes and behaviors of administrative officials and

entrepreneurs. Background on Ukraine’s political and administrative system will be presented

in this chapter. Ukraine’s ongoing and so-called “quadruple transition”, involving political and

economic liberalization, as well as nation-building and state building, will be discussed in

context of a country currently w ithout a coherent social vision. Problems of corruption and the

shadow economy will be examined, as will be the insufficiency of state revenues that are

necessary for the state's administration of public services. Accountability and suppression of

tyranny will be doubtful at best, as high-level officials are guaranteed immunity under the
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Ukrainian Constitution's articles 80, 105, and 149 (immunity for legislative, presidential, and

judicial figures). Much emphasis will be given to description and analysis of events and the

arguably limited significance of the “Orange Revolution” of early winter 2004-January 2005, in

order to more fully appreciate the political circumstances, trends, and political environment

faced by entrepreneurs.

Chapter 4

Administrative viewpoints of economic development: Kharkiv Oblast, Ukraine.

Interviews with administrative officials from the Kharkiv Oblast will establish their

claims and disposition of support for economic development and SMEs, particularly. The

structure, objectives, and problems relevant to administration, as claimed by higher and mid-

level officials, will be examined in this chapter. Officials’ claims will be put to the test by the

case study of small business creation in Kharkiv, as we compare officials’ words with the

behavior of officials throughout the broader offices and departments of the Kharkiv Oblast

Administration.

Chapter 5

Case study of the creation of a small business ‘start-up’ in Kharkiv: the salon

“Kood reash ka”

The case study of the creation of “Koodreashka”, a small beauty salon in Kharkiv, w ill

provide an understanding of the experiences of an entrepreneur, Oksana Degtyarenko, in her

efforts to create a small business in the Russian-oriented oblast of Kharkiv. Those experiences

will shed some light on the accuracy of the very positive and optimistic claims made by

officials.

Chapter 6

Administrative viewpoints of economic development: Transcarpathia, Ukraine.

In a similar fashion to Chapter 4, this chapter will examine interviews with

administrative officials from the Transcarpathia Oblast as they establish their claims and

disposition of support for economic development and SMEs, particularly. Again, as in the
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chapter on the Kharkiv administration, the structure, objectives, and problems relevant to the

I ranscarpatluan administration, as claimed by higher and mid-level officials in the oblast, will

be examined in this chapter. Similar to the first case study in Kharkiv, Transcarpathian

Officials’ claims will be put to the test by the case study of small business creation in

Transcarpathia, as we compare officials’ words with the behavior of officials throughout the

broader offices and departments of that oblast Administration.

Chapter 7

Case study of the creation of a small business ‘start-up’ in Transcarpathia: from cafe
“Russki Chai” to the firm “Novi Gorezonti Zakarpattya”, or “Houi ropmoHTH
3aKapnaTTH”.

Interviews with administrative officials from the Transcarpathia Oblast will establish

their claims and disposition of support for economic development and SMEs. Officials’ claims,

in this second oblast, will be put to the test by the case study, as we compare their verbal

assertions with the behavior of officials throughout the broader offices and departments of the

Transcarpathian Oblast Administration. The case study of “Russki Chai”, a Russian tea

room/cafe in Uzhgorod Transcarpathia, will become the case study of “New Horizons

Transcarpathia” after the nature of the firm was redirected. Yet, the second case study will

highlight the experiences and challenges faced by Olha Zinchenko in her efforts to create a

small business in Transcarpathia, the more westward leaning oblast of the two. Again, it is

expected that the case study should shed light on the claims made by officials in that Oblast of

Transcarpathia.

Chapter 8

Findings and Conclusions

This final chapter will include an assessment of the claims of officials, as they have

publicly and privately suggested that they support economic development, marketization, and

small business development. As myths are separated from the reality of administrative
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officials behavior, an improved understanding for the administration as either catalyst or

impediment to small business creation is anticipated. Thus, the results of this research may

suggest further implications for political, administrative, and economic reforms in the short to

mid term, and ultimately, assist Ukraine in achieving its stated goal of European integration in

the longer term.
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CHAPTER2

ANECONOMICOVERVIEW:ONTHETRANSITION TOWARDTHEWEST,
ECONOMICDEVELOPMENT,MARKETIZATION, ANDTHE

ENVIRONMENTFORSMALLBUSINESSDEVELOPMENTIN UKRAINE

2.1. Section 1: Economic development, marketization and reasons for small business in
Ukraine

Figure 2.1. Lenin

Figure 2.2. A sample of Ukraine’s first post-Soviet currency, 1991 . Forerunner to today’s
grivnea. Figure is a likeness of the Independence Square statue in Kiev, centrally located base
of the Orange Revolution on Khreshchatyk Street, Kiev, 2004.
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2.1.1. The significance of ‘economic development’ as an issue

With the collapse of the Soviet Union, the world saw the painful failure of the Soviet

version of Communism as a political, an economic, and a social system. While most non-

USSRcountries have, in the past, enjoyed the luxury of experiencing either political or

economic transitions ('liberalization') severally, Ukraine and other post Soviet states must

suffer through simultaneous transitions of the political and economic type. In addition,

Ukraine’s concurrent need for state-building and nation-building have complicated Ukraine's

problems. While concepts of political and economic liberalization may be easily severed in our

minds, it is tolly to assume that, in the actual world, the political sphere and the economic

sphere are not well intertwined. In fact, matters of the economy are inseparable from matters of

the state. ..from political involvement. Jeffrey A. Frieden and David A. Lake have expressed

this necessary connection quite well:

"In the most general sense, the economy can be defined as the system of producing,

distributing, and using wealth; politics is the set of institutions and rules by which

social and economic actions are governed. Political economy has a variety of

meanings. For some, it refers to the study of the political basis of economic actions,

the ways in which government policies affect market operations. For others, the

principal preoccupation is the economic basis of political action, the ways in which

economic forces mold government policies. The two focuses are on a sense

complementary, for politics and markets are in a constant state of mutual interaction

(Frieden and Lake, 1991: 1).”

Those interested in economic development in Ukraine must recognize the relevance of the

political and legal aspects and influences within Ukraine.

As this study concerns economic development, primarily with regard to Kharkiv and

Transcarpathia, several issues need to be addressed.

2. 1.1.1. The question of political and economic independence from Russia is unresolved

while the official position of commitment to integration with the EU has been proclaimed.

First, following the Soviet Union’s attempted coup of August 1991, just after Ukraine's

Declaration of Independence on August 24, 1991, and after the official collapse of the USSRin

December 1991, the wisdom of Ukraine's status as an independent state is still the subject of
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serious disagreement in Ukraine. Some Ukrainian citizens maintain a strong loyalty to Russia

and a fond recollection tor traditional Soviet Communism. Others share a sense of either

indifference or bitterness toward Russia as a so-called motherland. Instead, nationalistic

Ukrainians recall how, millions of their ancestors had been slaughtered, imprisoned or

relocated by the Stalin s Russian-oriented Soviet conquerors. For these people, economic

development is some assurance of Ukraine ’s status as an independent state. It is not

uncommon in the streets across Ukraine, and especially in the central and western regions, for

people to explain that they do not want to go back toward Russia. Many hope for a form of

economic development that enables Ukraine to be as independent as possible from the direction

and control of Russia.

Regarding the fairly recent political crisis involv ing ownership of the island of Tuzla in

the Kerch Strait, a news agency reported that one Ukrainian official, Anatoliy Halchunskyy,

firmly indicated the intent of Ukraine to integrate into European institutions such as the

community of the EU and NATO, while asserting independence from Russia. In fact,

Halchunskyy alleged that Russia had been stirring up a false border dispute in order to interfere

with Ukraine's drift toward the West, toward the EU:

“EXPERT SAYSTUZLA ROWAIMEDAT STOPPINGUKRAINE'S EURO-
ATLANTIC INTEGRATION. Anatoliy Halchynskyy, director of Ukraine's National

Institute of Strategic Studies and President Kuchma's adviser, told Interfax on 29

October that the questioning by Russia of Ukraine's ownership of Tuzla Island in the

Kerch Strait (see "RFE/RL Poland, Belarus, and Ukraine Report," 29 October 2003) is

intended to hamper Ukraine's integration into Europe. "Under NATO's statutory

documents, the political demands of the countries striving for membership in the

alliance include, among other things, the settlement of external territorial

controversies," Halchynskyy said, adding that the "artificial problem of sovereignty"

over Tuzla "will most probably be fueled by the Russian side over a long period of

time." Halchynskyy noted that the construction of the controversial dam in the Kerch

Strait, which he called "the Tuzla provocation," was started by Russia a week after the

Ukraine-EU summit in Yalta, which in his opinion "clearly and unequivocally

confirmed the invariability" of Ukraine's Euro-Atlantic course. JM (RADIO 1-REE

EUROPE/RADIOLIBERTY, PRAGUE,CZECHREPUBLIC; RFE/RL NEWSLINE
Vol. 7, No. 206, Part II, 30 October 2003, available online at: http://www.rferl.org/ .)
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As early as October 2003, even if Halchunskyy is mistaken about Russian intent, he is yet

another official recently offering testimony that Ukraine intends to integrate with the West.

Through his second and final term. President Kuchma expressed an interest in European

integration, though his frequently expounded commitment to a competitive market, democracy,

and rule of law remain highly questionable at best, and completely hollow at worst. He

continued to court Russian partnership while speaking of integration with the EU (note his so-

called free trade zones in four selected oblasts).

Kuchma affirmed his policy of integration with the European Union and linked it to

even broader free trade commitments in an official press release entitled: Leonid Kuchma: Our

Policy is European Integration, dated from April 13-19, 2003 and available at an official

website “Ukraine-European Union, Official site of the Mission of Ukraine to the European

Communities". In that press release, Kuchma's statement included the following affirmations

of Ukrainian policy toward integration:

1. “...we proceed to call on the EU do not limit itself in relations with Ukraine only to the

political framework of neighbourhood A neighbour is not a member of family. We
cannot accept this term in its symbolical meaning. Weare aspiring to become a fully

fledged member of the EU family at some point in the future. Wewould like to work
in the direction of conclusion an Association Agreement but not a neighbourhood one.

Particularly this would be a strong political signal for Ukraine (h ttp://ww\\ .ukraine-

eu.mf a . gov.ua/cgi-bin/valmenu_miss.sh71p010380.html )
.”

2. “In our case we can only be sure that without Ukraine neither the political map of

Europe can be considered integral nor the creation of All-European common home
completed. Weare convinced of it... Eurointegration aspirations become louder and

more persuasive. Weexpect that a number of Ukraine's supporters in the EU will

continue to grow. In this respect I can only say that political signal - received last

month in Brussels within EU-Ukraine Co-operation Council -- "the door of EU in the

long-term is open for Ukraine" can also be added to our achievement on the way of

implementation of our Eurointegration ambitions ( http://ww\v.ukra ine-

cu.m fa.gov . ua/cgi-b i n/valmenu_miss.sh71 pOl 0380 . html ).”

3. “The European and Euroatlantic integration is and remains a priority for Ukraine. The

interests of Ukraine demands the integration in the EU and NATO. But our interests

are not limited only to that. Weclearly declared our goal to create the area of free trade

on the basis of the WTOand the APCwith our eastern as well as with our western

neighbours. The mentioned initiative to create the Commoneconomic area is aimed

particularly at the deepening of multilateral economic co-operation in order to use
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existing potential of these relations to the maximum with the creation, as a final goal, a
zone of free trade. This does not contradict but enlarge our Eurointegration course.
Ukraine will never agree to any proposals contradicting this course. In the foundation
of the creation of the Commoneconomic area will be a free trade basis for performance
of aligned economic policies in some spheres. As a final aim it should help to earn
concrete economic profit for our countries and peoples. Ukraine as well as Russia care
about their national interests and will pursue their policies proceeding only from these
interests (httpj//wy

!
^u kraine-eu.mfa.gov.ua/cg miss.sh71p010380 .html.”

Clearly, Kuchma has declared integration as a high priority, recognizing that such economic

policies are of national interest.

The new President Victor Yushchenko, inaugurated on January of 2005, has

continuously made European integration central to his personal beliefs and to his campaign

platform (see his website for a number of statements tat demonstrate this commitment). Yet,

while independence from Russia must coincide with such a quest for EU integration,

Yushchenko seems to recognize that Ukraine is a Slavic country that can never nor should be

fully separate from Russia. At a minimum, trade relations must continue. The pursuit of EU

membership requires political and economic liberalization specifically, as will be discussed in

more detail shortly.

Yushchenko has offered several statements in support of EU integration during his

2004 campaign for the Presidency, as well as after his inauguration: See the selections below,

taken directly form the BBCNews on January 25
th

, 2005, in an article titled “Yushchenko seeks

EU membership”. For a concise video and audio of Yushchenko’s speech, the reader may click

on the link below (if reading an electronic copy), titled “How Yushchenko proposes to win EU

membership”, or simply type the web address as it appears following the article's excerpts

below:
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Figure 2.3. Yushchenko seeks EU membership (BBC Worldnews)
“Yushchenko seeks EU membership”
Ukraine's President, Viktor
Yushchenko, has vowed to make
democratic reforms irreversible

and prepare Ukraine for

eventual EU membership.

He told the 46-nation Council of
Europe in Strasbourg that his

reform plan was geared towards the

"strategic foreign policy goal of EU, r .
. v ,

. . _

membership".
V ktor Yushchenko: Committing
Ukraine to market disciplines

Mr. Yushchenko, who took office

on Sunday, said he would try to make "the democratic changes...

irreversible".

BBCNEWS:VIDEO
ANDAUDIO
How Yushcnko
proposes to win EU
membership

|

- VIDEO
|

(if the reader has an

electronic copy of this

document, click on the

link above)

He was speaking after visiting Russia, which had backed his bitter

rival.

The EU has refrained from offering Ukraine the prospect of eventual

membership, but stressed that it wants to deepen the existing

partnership.

Integration agenda

Mr. Yushchenko said Ukraine's government would be "reorganised to

add a real, rather than rhetorical, dimension and content to the process

of integration into the European Union".

"We welcome the EU's intention to

develop a new strategy of relations

with Ukraine. I am convinced that

it should contain the prospect of

membership."

Georgian President Mikhail

Saakashvili was with Mr.

Yushchenko

(Directly selected from the above BBCnews article, available online at

htt p://news.hbc.co.Uk/2/hi/europe/4204149.stm# ) .

At his personal website, Victor Yushchenko has made clear his commitment to

integrate Ukraine into Europe, he has specifically addressed the issue of Ukraine’s sovereignty.
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independence, and 'liberty'. Yushchenko has posted a full text online article that he co-wrote

with Adam Michnik, entitled “For CommonEurope”, available at

l^t pj AA^ Z.v us clienkitxgni.ujFenu'preseM n/AnaK tics/bO?/ . The following excerpt makes clear

Yushchenko’s position (italics mine):

“Ukraine gained its sovereignty in 1991. During the past years it demonstrated that it

played a large part in Central and Eastern Europe, approved the processes providing the
security and stability both in the region and throughout the whole continent. The
sovereignty of Ukraine and its entry into the EUand NATOwill secure against the
emergence of the imperialistic trends over the territory of the former Soviet Union.

In the early nineties Ukraine got rid of its nuclear weapons and presently it takes an
active part in the U.N.O and NATOpeacemaking missions and in addition, it

accomplishes solving its last but not eliminated territorial problems with the Russian
Federation. Ukraine managed to find the peaceful approach to the settlement of the

Crimean peninsula and Pridnestrovie problems that had emerged in their time.

According to its history, economic interests and ethnic structure Ukraine can be
regarded either the Central Europe state or the Eastern Europe one. Due to its

(presence) at the Black Sea shore Ukraine has a connection with the countries of
Eastern Europe, the Caucasus, the Balkan Peninsula and Turkey. Together with

Georgia, Uzbekistan, Azerbaijan and Moldavia, Ukraine participated in the foundation

of the regional association GUUAMmeant to be the center of democracy and market
economy advancement all over this territory.

Wehighly appreciate the neighbourly relations with Russia. Our countries are

interested in the democracy protection in Russia. Stable and predictable Russia would
be a significant element of a new world order and rather advantageous partner of the

European Union. Polish and Ukrainian cooperation within the framework of the EU
will enable the development of these relations and favor their consolidation.

Weare aware of the problems that will emerge after defining the European prospect for

Ukraine. Weknow the EU integration of ten new members demands enormous costs

and cooperation in the problem solving. Notwithstanding such difficulties shouldn't

interfere with the achievement of new objects, where the most important one is the

future of Ukraine and consolidation of its liberty

( http://ww2.vuschenko.coin.ua/eng/present/AnaKtics/607/ ).”

2. 1.1.2. Improvements in Ukrainian’s standard of living requires economic development

Second, improvements in the standard of living in Ukraine are of great concern for

everyone. Regardless of one’s political leanings, it seems safe to suggest that every Ukrainian

wants to see his/her standard of living improve. People round the country are anxious for better

employment and steady pay. Workers such as teachers often have been paid poorly if at all,

and have been paid with goods rather than money. Manufacturing laborers are often in search
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of any work, but many manufacturing plants have either closed or pay a meager wage. Doctors

and nurses often hold extra jobs of any sort in order to complement their incomes. Hospitals

are typically undersupplied in every aspect, from medicines to equipment and materials. AIDS

is rampant in Ukraine, and alcoholism seems almost ubiquitous. The life expectancy is far

lower than in the Western countries, due to problems of health and healthcare.

2.1. 1-3. Consolidation of democracy may be reasonably expected to benefit from the
support of economic development

I hird, we perhaps ought to consider economic development as important for the sake

of consolidation of democracy in Ukraine. Accepting ‘consolidation' as a deep and penetrating

belief that democracy is ‘the only game in town’, we must understand that many Ukrainians,

whether elites or ordinary citizens, are still waiting to see if democracy is a better political

system. Weought to question the extent to which people of Ukraine will embrace democracy if

economic development is not experienced. Democracy, however defined or practiced, must

bear fruits. If not, or if economic woes should be perceived to worsen in the eyes of

Ukrainians, one might anticipate the hard-core Communists or authoritarians to muster support

in opposition to the chaos associated with the new democracy. Allow me to explain in detail.

Given the consideration of democracy as an ‘ideal type' that may be difficult to

perfectly and completely achieve in practice, how is it possible for us to know when Ukraine or

any other applicant state to the European Union has satisfied the second “condition for

accession” of the EU, which requires that the state has achieved stability of institutions

guaranteeing democracy , the rule of law, human rights and respect for the protection of

minorities (Copenhagen European Council, see Senior Nello and Smith: 1998, 1)? This issue

must be addressed as a problem for determining the point at which the applicant state to the EU

has satisfied the second condition of accession to the EU. Of course, such an issue of

democracy is relevant as long as Ukraine pursues accession to the EU. Shortly, more will

follow on the EU’s “conditions for accession”.
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•Democracy’, ‘democratization’, ‘transition to democracy’ and 'political liberalization’

are terms and concepts that are often disputed. According to J.C. Sharman and Roger E. Kanet,

a transition ’ to democracy may be understood as a “changeover from an authoritarian to an

elected representative government no longer beholden to the previous authoritarian rulers

(Sharman and Kanet, 2000: 228).’’ Yet, it is expected that some transitions may be reversed.

Defining
‘

consolidation ’ of democracy is difficult, as it “is indeed an inexact science (Sharman

and Kanet, 2000: 229)”. ‘Consolidation’ of democracy has been a term that has escaped

concrete definition that may be agreed to by all.

Sorensen has commented: “What is consolidation? There is no agreement about the

proper definition (Sorensen, 1998: 44).” Consolidation “most often refers to the process by

which democratic arrangements become stabilized, institutions take root, and actors’

expectations and goals are modified to work within the strictures of the prevailing system (of

democracy) (Sharman and Kanet, 2000: 229).” Consolidation
, though difficult to determine

precisely, may be present when three broad criteria are evident, including:

1 ) “those relating to the degree to which the exercise of power is institutionalized and

consistent with formal rules laid out in the constitution,

2) the development of a stable party system and appropriate links between a stable civil

society and the political system, and

3) the extent to which democratic ideals and institutions have gained acceptance and

legitimacy among both political elites and the population at large (Sharman and Kanet,

2000: 229).”

Sharman and Kanet credited Juan Linz and Alfred Stepan with the 'most representative work

on the subject, in which they relate to behavioral, attitudinal, and constitutional factors.

According to Linz and Stepan, ‘consolidation ’ refers to the following:

“Behaviorally, democracy becomes the only game in town when no significant political

group seriously attempts to overthrow the democratic regime or secede from the

state... Attitudinally, democracy becomes that only game in town when, even in the

face of severe economic crises, the overwhelming majority of the people believe that

further political changes must emerge from within the parameters of democratic

formulas. Constitutionally, democracy becomes the only game in town when all of the

actors become habituated to the fact that political conflict will be resolved according to
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established norms and that violations of these norms are likely to be both ineffective
and costly (Linz and Stepan, 1996: 5, quoted in Sharman and Kanet, 2000: 229).”

Sorensen claimed agreement with a similar definition of consolidation put forth by Juan Linz.

which represents the ‘only game in town' version as discussed previously (see Linz,

“Transitions to Democracy”, 1990: 158, also quoted in Sorensen, 1998: 44).

Sorensen noted Robert Dahl's five conditions viewed as most favorable for a stable

democracy (or polyarchy as ‘democratic’ rule):

1 . "‘Leaders do not employ the major instruments for violent coercion, notably the police
and the military, to gain and maintain their power;

2. A modern, dynamic, organizationally pluralist society exists;

3. The conflictive potentialities of subcultural pluralism are maintained at tolerable levels;

4. Among the people of a country, particularly its active political stratum, a political

culture and a system of beliefs exists that is favorable to the idea of a democracy and
the institutions of a polyarchy;

5. The effects of foreign influence or control are either negligible or positively favorable

(Dahl, 1989, quoted in Sorensen, 1998: 52).”

Dahl's delineation of favorable conditions is comparable to the suggested definitions of

consolidation previously noted. It must be emphasized that such adherence to democratic

processes and principles requires a strong dedication to a rule of law. Arbitrary judiciary

systems are insufficient to foster and maintain such conditions and democratic institutions in a

meaningful way. If economic development is to be the result of widespread and legitimate

participation of Ukrainians, freedom from the arbitrary exercise power and from the organized

criminals is essential. The ordinary citizens must be allowed to ‘participate' in the political and

economic realms, and consolidation of democracy and rule of law will offer the consistency

and reliability of a protective environment. It is thus argued that consolidation of democracy,

while not necessary for all paths possible of economic development (China, for example), may

facilitate the free individual's thirst for prosperity by legitimate means, and largely free from

illegitimate pressures by providing the predictable environment of rule of law.
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2. 1.1.4. Conditions for Accession set forth by the El) require economic development

Fourth, and of great focus in this project, is the matter of the European Union’s

"conditions for accession" regarding achievement of a market economy. In order to hold a

more fully informed perspective on the need for economic development in Ukraine, it is

imperative that we properly identify and understand the EU’s “conditions of accession” as a

whole. Since the official position of Ukraine is to strive toward inclusion in the EU, a

significant justification for our attention to matters of political as well as economic

‘liberalization’, or political and economic ‘development’ in a ‘Western style’, is linked to the

EU’s “conditions for accession” and the Ukrainian objective of inclusion.

Susan Senior Nello and Karen E. Smith outlined the EU’s membership conditions in

1998. According to Senior Nello and Smith, “Enlargement will depend on whether the

applicant state meets certain conditions, which were laid down in June 1993 by the

Copenhagen European Council (Senior Nello and Smith, 1998: 1)”. Worth quoting in full text,

the accession conditions are as follows:

1 ) “The applicant state must have a functioning market economy with the capacity to

cope with competitive pressures and market forces within the community;

2) The applicant state must have achieved stability of institutions guaranteeing

democracy, the rule of law, human rights and respect for the protection of minorities;

3) The applicant state must be able to take on the obligations of membership, including

adherence to the aims of economic and monetary, and political union; and

4) The EU must be able to absorb new members and maintain the momentum of

integration (Senior Nello and Smith, 1998: 1).”

Thus, four major reasons for considering economic development as a salient issue are:

1 . the question of political and economic independence from Russia.

2. standard of living for citizens of Ukraine,

3. consolidation of democracy,

4. conditions for accession set forth by the EU.

With these four considerations in mind, we will proceed to discuss the meanings and concerns

relating to the above “conditions for accession” into the EU, with emphasis on the
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establishment of what the EU means by a “functioning market economy” and the necessary

stability of political and legal institutions.

2.1. 1.4.1. Economic conditions for membership in the EU

Regarding the first set of economic conditions for accession
, we must address how to

determine the meaning and measurement of a “functioning market economy”, and at what point

a state may be deemed to have the capacity to cope with competitive pressures and market

forces within the European community. The Jive conditions for a functioning market economy,

enumerated within Agenda 2000, are as follows:

1 ) “Equilibrium between demand and supply is established between the free interplay of
market forces, and prices and trade are liberalized;

2) There are no significant barriers to market entry or exit;

3) The legal system is in place;

4) There is broad consensus about the aims of economic policy; and

5) The financial sector is sufficiently well developed (Senior Nello and Smith, 1998: 6).”

Macroeconomic performance may be analyzed in order to evaluate the realization of such

economic conditions for each particular country. Senior Nello and Smith also provided us with

the Maastricht convergence criteria for such measurement, although these are not equivalent to

accession criteria.

Regarding macroeconomic performance , the five convergence criteria of the

Maastricht Treaty include the following:

1 ) “Inflation rates at a level no more than 1 .5% above the average of the three countries

with the lowest inflation rate in the community.

2) Long-term interest rates should be no more than 2%above the average of that of the

three lowest inflation countries (...to ensure that inflation convergence is lasting...).

3) The exchange rate of the country should remain within the ‘normal’ band of the

Exchange rate mechanism (ERM) without tension and without initiating depreciation

for at least two years (+/- 1 5%since 1993).

4) The public debt of the country must be less than 60% of GDP.

5) The national budget deficit must be less than 3%of GDP(Senior Nello and Smith,

1998: 6,7).”

Naturally, the above criteria are designed to assist in the evaluation of macroeconomic stability

and health.
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However, the appropriateness of stabilization/austerity measures for post-communist

countries such as Ukraine may be questioned. On one hand, strict criteria seem to make good

sense, at least for attempts at measurement. On the other hand, however, we must ask if it is

very reasonable to expect that the full array of post-communist countries should be able to

approximate the performance levels of the top three European Community countries with

regard to inflation and interest rates.

It would appear to be erroneous reasoning to draw an analogy between the

macroeconomic performances of the three most successful European Community countries and

the C EECs that have been struggling to advance after the demise of their previous economic

and political systems. It may be prudent to expect that such countries as the CEECsthat are

disanalogous to the most successful Western European states might therefore be in need of

different policies and levels of spending on welfare and investment (particularly in human

capital)... not to mention problems of state-building for some. As mentioned by Senior Nello

and Smith, "At times success in meeting the convergence criteria may be at the expense of

forgone growth (or recession) and higher unemployment (Senior Nello and Smith, 1998: 7).”

1 hus, tension between social needs and measure of economic performance may create a

dilemma for such states. Within the liberal economic paradigm, one might argue for

stabilization programmes contingent upon specific and unique mitigating circumstances of each

particular post-communist country. Naturally, the arguable utility of general/universal

standards or criteria, however strict or loose they may be, includes a sense of fairness and

consistency in measurement across countries. ..an attempted avoidance of arbitrariness in

determinants of accession.

2.1.2. Risks resulting from EU enlargement, the EU’s ability to absorb new members and

Ukraine’s ability to cope with competitive pressures and market forces

Regarding the capacity to cope with competitive pressures and market forces within the

European Union's community, we may note two alleged directions of risk, or danger: risk to the
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firms ot the CEECs, and risk to the present EU's firms and employees. Regarding the first.

“the risk is that with the removal of the barriers many firms in the CEECswhose output was

destined tor the former CMEAmarkets would be unable to survive in an enlarged EU market

(Senior Nello and Smith, 1998: 12).” This would be due to established competitive edge and

current advantages of economies ot scale enjoyed by firms in the EU. Granted, the CEECsmay

enjoy their own advantages insofar as lower wages, thus arguably lower production costs (at

least regarding that factor of labor cost). However, advantages to CEECfirms may be lost due

to “structural shortcomings of industries (Senior Nello and Smith, 1998: 12).”

On the side of risk to at least some EU firms, one may expect some degree of fear:

“With the removal of barriers there is a risk that some of the EU firms would no longer be able

to compete with low cost production in the CEECs, so the EU would experience higher rates of

unemployment and closures (Senior Nello and Smith, 1998: 12-13).” Recall the fourth

accession criteria: The EUmust he able to absorb new members and maintain the momentum of

integration. Hence, actors in post-communist countries may be wise to anticipate ‘fear' to play

a role in the EU's determination as to whether or not it is able to absorb new members. It

appears that subjectivity and perception may be important.

In order to determine the so-called ability of each applicant country such as Ukraine to

‘cope with competitive pressures and market forces in an enlarged Community’, Senior Nello

and Smith have suggested analysis of each country's progress in the follow ing nine areas:

1 ) “The creation of a stable and competitive economic environment, inter alia through

the privatisation process and the introduction of an adequate legal framework with

regard to property rights, contracts, competition and company law;

2) The evolution of banking and financial sectors;

3) The development of a modern efficient administrative system and a role of the state

appropriate to a mixed economy;

4) Restructuring and modernization of industries in decline such as coal, steel,

agriculture and shipbuilding;

5) Success in developing industries characterised by growing demand and high

technology which are at the core of an information society;
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6) Widening of the industrial base and the diffusion of small and medium
enterprises;

7 ) Demonopolisation and/or the development of a suitable regulatory framework for
sectors dominated by former sate-owned enterprises, such as energy and
telecommunications;

8) The introduction of measures to encourage R&D(Research and Development) and
technological innovation; and

9) Measures to promote foreign investment (Senior Nello and Smith, 1998: 14-15).”

The areas enumerated above are intended to provide one with the understanding of a

country’s ability to ‘cope’ with competitive pressures and market forces. Yet, we must note

that focus on economic capacity and development, on the economic environment overall, has

often become the primary point of interest. Of course, the conditions and future for each

CEEC’s economic environment is of paramount importance, as with any country. This is

granted.

However, one must be careful not to downplay the role of state and administration. Of

terrific importance is Senior Nello and Smith’s sixth determinant of Ukraine’s ability to cope

with competitive pressure and market forces, a
‘

widening of the industrial base and the

diffusion of small and medium enterprises. ’ Thus, they have argued that small and medium

sized businesses are, at a minimum, highly important (if not critical) to the development of a

functioning market economy. If Ukraine is actually intent on joining the EU, perhaps genuine

attention to small business development by the administration is highly advisable, if not

critical. Senior Nello and Smith’s position lends seems to lend support for the claim that the

findings of this dissertation may prove significant for the design of Ukraine’s future reforms.

Development of a legal system that is predictable, not arbitrary, and the refining of

effective property rights and corporate law are not possible without consideration of state-

involvement in change. Promoting careful privatization, the evolution of banking and finance,

creating a suitable regulatory environment for former state-owned industries (or any industries

for that matter) cannot be accomplished without efforts of the state and administrative officials.
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Creating an attractive climate for foreign investment requires state activity. Weshould note

that domestic investors should also be considered as necessary players... too often

overshadowed by concerns for foreign direct investment (FD1).

Widening of the industrial base, fostering the growth of small and medium sized

business, and encouraging R&Dall require involvement and decision-making on the part of

the state, rather than leaving the oligarchs to monopolize and manipulate resources in an

apparently laissez-tair market. Decisions regarding the allocation of public resources are not

only economic in nature, but are necessarily political. ..no matter what type of political or

economic system serves as context. Influence of a stronger civil society will make preferences

of groups and individuals better known to state actors. Without an effective state, bound by rule

of law, rather than one exhibiting arbitrary decision-making of political and administrative

officials , the economic environment will be non-competitive, sub-optimal, and will remain

largely deficient for the purposes of meeting the EU's accession criteria delineated earlier. So,

politics really does matter for economic development. The politics of administration in

Ukraine is key to economic development and future integration into the EU.

2.1.3. The interconnection between economic and political reforms

Joan Nelson has offered her insight on the significant interconnection between the

economic and political reforms in "How Market Reforms and Democratic Consolidation Affect

Each Other", in her book Intricate Links ( 1 994). Nelson put forth her definition of the essence

of a market economy as “a system that protects a broad range of property rights, relies

primarily on market mechanisms to allocate resources, and is reasonably open to international

trade and investment (Nelson, 1994: 3).” Nelson understood democracy as: “a system that

permits substantial political competition, encourages widespread political participation, and

protects civil and political liberties necessary for meaningful competition and participation

(Nelson, 1994: 3).”
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Lastly, Nelson proposed that the transitions toward these types of political and

economic systems need not be expected to be universal istic, or need not be manifested in the

same exact sense in any two countries: “Successful simultaneous transitions will create varied

forms of democratic polities and market economies (Nelson, 1994: 3).” In order for any future

analysis to provide an indication of how successful any country’s transitions may be, important

considerations should include conceptualizations of each ‘transition’ and its uniqueness,

problems of measurement and bias, possible factors and impediments to change, and issues

related to suggested ‘impacts' and conflicts.

Joan Nelson asserted that the beliefs and attitudes of people are perhaps most important

to the progress and success of ‘reforms’. She claims the:

“psychological dynamic of the economic reform process put a premium on a broadened
programmatic appeal. The launch phase of economic reforms is often accompanied by
a ‘negative consensus the urgent desire to get a crisis under control, and sometimes
the further conviction that old economic strategies and institutions have failed. Later

stages require the building of a more 'positive consensus

'

regarding the principles that

should guide further reforms. A positive consensus requires at least a rough sense of
the kind of society that is sought— a ‘vision’ of the goals of reform (Nelson, 1994:

19).”

Political concerns must involve problems of distributional equity, necessary tolerance of some

degree of inequality, and the necessary rehabilitation (or restructuring) of the ‘disintegrated'

state. The state must not lose sight of whatever the country’s fundamental social values may

be... or should be: “Market mechanisms are acceptable in open democracies only with

considerable mitigation of inequality (Nelson, 1994: 20).” It is argued, in this paper, that when

focusing on economic matters, it is quite important for those in post-communist countries such

as Ukraine to keep in mind the urgency of such political matters.

Thus, even if Ukraine and other post-communist countries can sustain an economic

‘comeback’, each post-Soviet country must develop a ‘positive consensus’, a coherent social

‘vision’, and political institutions to further those goals. The difficulty involved in social,

political, and economic ‘reorganization’ is almost incomprehensible. As institutions, policies,
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and programmes must be made to reflect the dynamic myriad of values, attitudes, and interests

within Ukraine, it w'ould seem that social, political, and economic reorganization will be more

of an art form than a predictable science. The chief problem that we Westerners must

recognize is that positive ‘consensus’ is arguably lacking in Ukraine. There is lively

disagreement about the proper ‘social vision and goals that must embraced in Ukraine. While

the Americans, British, and French may dispute among themselves issues such as the proper

role of the state in healthcare, or issues such as the needed level of spending on welfare

programs, some Ukrainians are in disagreement about the very type of political and economic

system that should be pursued! Certainly, among elites as well as citizens, a strong and

coherent social vision is not yet apparent in Ukraine overall.

2.1.4. Administration as either catalyst or impediment to economic development and EU
integration

In the proposed dissertation, the administration is being studied as catalyst or

impediment to economic development and thus, EU integration. Why look at the

administration? The administration, at the national level but particularly at the oblast level,

such as that of Kharkiv and Transcarpathia, is critical to the distribution of services to the

public. The extent to which policy is autonomously formulated at the level of oblast

administration may be questionable, as many would argue. However, none can deny that the

distribution of resources takes place at this level, where “the rubber meets the road'’, so to

speak. It is certainly not assumed, in this research, that politics can be entirely removed from

administration, and that administration may be entirely separated from politics. Such would be

a false dichotomy. The national and oblast level administration, acting within the wider

political and legal environment of a newly independent and somewhat chaotic Ukraine,

employs the rhetoric of economic development and marketization. This paper intends to

explore viewpoints from within the administration, and to determine the degree to which the
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administration and its officials actually foster economic development (as is often claimed by

officials) or impede it. Which is the reality?

Wemust inquire as to the treatment of entrepreneurs and a spirit of innovation.

Economic development in the fashion of a market economy of the West tends to assume an

important role for small business. Since the pressures of corruption and organized crime must

be understood as very serious barriers to entry into the market for any business (large or small),

the nature and role of the administration in the new economic liberalization demands

examination. If would-be legitimate small businesses (or any businesses) are preempted from

or effectively discouraged from gaining “entry” into the market due to risk of uncertainty,

corruption and extortion, then , it is argued here, a healthy Ukrainian market economy

CANNOTbe established, and whatever degree of market economy that now exists CANNOT

flourish in any openly competitive sense. Thus, the administration may be understood as either

facilitator or impediment to such development depending on its level of legitimacy, expertise,

and willingness to enable people to engage in business activity without penalty or extortion.

Does the administration in each oblast tend to remove barriers to market entry, or act as a

barrier itself? In this work, it is hoped that the actions and intents of the officials of Kharkiv

and Transcarpathia will successfully support such market entry by entrepreneurs. Kharkiv has

been selected as one oblast of study due to its apparent success in economic terms. According

to claims of officials in Kharkiv’s economic branch, Kharkiv is one of Ukraine’s leading

oblasts in terms of economic growth, and the administration claims to do much to foster such

growth. Transcarpathia contrasts Kharkiv, with its westward bias and poorer and more rural

composition. Though Kharkiv seems more explicitly connected to Soviet politics,

administration, and mentalitet, Transcarpathia has a fantastic reputation for corruption and

widespread, if not ubiquitous, smuggling.
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2.1.5. Political economy, small business, and the task for administration

Whobenefits from economic development, from prosperity? The workers, the firm,

and the state benefit. According to Adam Smith, one of the celebrated founders of classical

economics and thus contemporary liberal economic thought, ‘political-economy’ has multiple

purposes, from which we may subsequently glean the importance of political economy in

regard to fostering contemporary small business in national economies. Adam Smith defined

Political Economy in his 1776 world renown book. An Inquiry into the Nature and Causes of

the Wealth of Nations, in Book IV ‘Of Systems of Political Economy’:

Political economy, considered as a branch ot the science of a statesman or legislator,

proposes two distinct objects; first, to provide a plentiful revenue or subsistence for the
people, or more properly, to enable them to provide such a revenue or subsistence for

themselves; and secondly, to supply the state or commonwealth with a revenue
sufficient for the public services. It proposes to enrich both the people and the

sovereign (Smith in Heilbroner 2, 258).”

Thus, the ‘task' for elected and administrative officials in Ukraine is to facilitate economic

development not just for the sake of themselves, not only for the state as a whole, but primarily

‘to provide a plentiful revenue or subsistence’ for the citizens’ of Ukraine.

The issue of economic development suggests that attention must be given to small-

business development in Ukraine as important for a competitive market economy.

‘Small business development" is widely accepted as important to healthy economies in the

West, as Senior Nello and Smith have written (discussed above in detail). The justification for

the belief in small business as supportive of a healthy market economy of the West
,

particularly

in the US. may be understood, first, by reference to some recent work by an esteemed Professor

of Management at California State University of Sacramento (CSUS), Dennis Tootelian.

Tootelian has recently concluded research involving the role of small businesses in the US

economy. Tootelian asserts that “small businesses represent a major economic force in the

United States (Tootelian, 2003).” In addition, he holds that small firms are the biggest job

creators in the US economy, they improve product quality, create new goods and services.
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develop new technologies, and help reduce prices through competition (Tootelian, 2003).

Tootelian also found that ‘small business lending’ generates business activity and increases tax

revenues: “These small business expenditures— on things such as rent, wages, materials,

supplies, advertising and insurance— in turn create more business activity, in a process known

as the ‘multiplier effect’ (Business Futures, 2003: 6).” For example, in 2001, mid-sized lending

institutions loaned about $186.9 million dollars to small businesses. This lending resulted in

"about $367.8 million in expenditures, the creation or preservation of about 1 1,150 jobs and

about $1 1.7 million in taxes paid (Business Futures, 2003: 6).” Of course, Tootelian’s analysis

is of the US. Yet, perhaps the lessons may be applied abroad.

Tootelian presented general facts that are useful to our understanding of the role of

small business in the U.S. economy. Among the most important of these facts is that 98%of all

businesses in the United States employ fewer that 100 people. Generally, and at a minimum,

small businesses are responsible for about half the jobs created in the United States. In

addition, the small businesses are important in times of economic recovery, as they create

approximately 75%of new jobs in rebounding economies (Business Futures, 2003: 6).

Financial institutions help small business to grow by enabling investment through multiple

lending products, such as revolving credit in business or personal credit cards, lines of credit, or

outright installment loans. Ukraine’s economy may, at least, be considered a "rebounding

economy”, as it is obviously rebounding after dissolution of the Soviet state and its centrally

planned economy.

Though Tootelian’s research has focused on SMEs in the US economy, the European

Union also demonstrates a high percentage of SMEsparticipating in its economy. According to

an official EU press release on justification of microcredit (25,000 Euros or less) to small

businesses in the EU, it was noted: "In Europe, more than 90% of enterprises are small
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enterprises (EU Press Release, “Commission highlights need to boost availability of microloans

to SMEs”, September 21, 2004).”

The EU s official website offers strong support for entrepreneurship and SMEs. In

discussion of the main points of the Communication entitled “Thinking small in an enlarging

Europe", the importance of small and medium sized business for the EU is clearly stated.

SMEsare understood to be the backbone of the EU economy.

“On 21 January 2003 the Commission adopted a package of documents outlining policy
towards small and medium-sized enterprises across Europe, the so-called SME
package. The package analyses how the Member States, the candidate countries and the
European Commission are implementing the principles embodied in the European
Charter for Small Enterprises. The Commission has recently taken several initiatives to
support SMEs. In this context, the newly nominated SMEEnvoy has a crucial role as
co-coordinator.

Erkki Liikanen, European Enterprise Commissioner said: ‘SMEs are the backbone of
EU economy. The implementation of the European Charter for Small Enterprises is an
essential part of the Lisbon strategy to make Europe the most dynamic economic area

of the world. The candidate countries have a major role to create a friendly

environment for the creation and the growth of enterprises. Action has been taken

everywhere in 2002, but further effort is needed in critical areas such as access to

finance or the representation of SMEs interest at all levels’ (EU, “Thinking small in an

enlarging Europe”).”

The main findings of the SMEpackage are in the Communication "Thinking Small in an

Enlarging Europe". Please refer to the full citation in the references for the online PDF file.

Clearly, the EU is taking the role of small businesses in its economy quite seriously.

The European Union has, in the last three years since 2002, been focusing on the

importance of small business (micro sized, small, and medium sized enterprises) in the business

economy. In doing so, “Eurostat has started a mini-series (3 issues, one per year starting in

2002) on “SMEs in Europe”. The first issue is dedicated to “Competitiveness, innovation and

the knowledge-driven society” and presents the latest available statistical data of relevance to

this politically important topic (EU Official website,

http://europa.eu.int/comm/enterprise/entrepreneurship/promotim> entrepreneurship/index, h tn i ) . A
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primary objective of the published research of the EU is stated straightforwardly on their

official website: “Prerequisites for creating an environment favourable to businesses include

improving the knowledge on the SMEpopulation (italics mine, EU Official website,

h!fB;!_euroj3a^mt'comni/en terprise/entrepreneurship promoting entrenreneurship/index.htm V”

The following statistical breakdown, represented in pie charts, has been taken directly

from the EU website under European Commission, Promoting Entrepreneurship and SMEs,

subtitled EU policies and activities for Small and Medium-sized Enterprises”. Overall, the

statistics in each of the following three figures demonstrate that “SMEs play a major role in the

European Union's business economy, accounting for approximately two-thirds of employment

and 60% of value added in the EU (EU official website,

htt py' /europa.eu.int/comm/entei'prise/entrepreneursh ip/promoting entrepreneurship index. litm T” What

follows is, according to the EU, a breakdown of the main indicators in the EU’s business

economy by enterprise size as a percent share of total. The data is from 2000, and the

percentages do not add up to 1 00 due to rounding effects, according to the EU. Broken down

by size of enterprise, we may examine data that is as current as 2000. Percentages are as a

share of total (given rounding of percentages). Given the EU’s categories of business size,

Micro enterprises
, with 1 to 9 employees, constitute the great majority of SMEs. Small

enterprises are those with 10 to 49 people. Medium sized enterprises are those with 50 to 100

people. Large enterprises boast 250 or more people. As the three figures reveal, although the

valued added by large enterprises is great, the combination of all micro, small, and medium

enterprises into one category of Small and Medium Sized Enterprises (SMEs) demonstrates

clearly that SMEsare significant components of the EU’s business economy.
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Figure 2.4. Each C lass ot Enterprises as a %of Total Number of Enterprises in the EU
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Figure 2.5. Each Class of Enterprises as a %of Number of Persons Employed in the EU
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Figure 2.6. Each Class of Enterprise as a %of Value added in the EU
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Source oj data used to reproduce above pie-charts: Structural Business Statistics (theme
4/SBS/sizclass), Eurostat (estimates based on incomplete country data). See the EUwebsite,
European Commission, Promoting Entrepreneurship and SMEs, subtitled "EU policies and
activities for Small and Medium-sized Enterprises ” (EU officicd website,

hup: europa.eit.inl/comni enterprise/entrepreneurship/promolim: entrepreneurship/index. him) .

”

Thus, especially during the last three years, the European union has begun to treat the smaller

enterprises are critical elements of the EU’s overall economy. Amazingly , as Figure 2.4

portrays, SMEs, and the Micro Enterprises particularly (at 89%), constitute approximately 99%

of the total of business enterprises in the EU. Figure 2.5 reveals that SMEsare responsible, in

recent years, for approximately 66% of the total of persons employed in the EU’s business

economy. Figure 2.6 reveals, as noted above, that the large firms deliver the most value added

in terms of each individual category of business size. However, when the three categories of

Micro, Small, and Medium sized enterprises are combined into one group known as SMEs, we

may see the significance of their contribution of roughly 60%, a figure that outpaces the larger

firms. It seems very likely that the EU will be spending an increasing amount of time and

financial resources in order to more fully understand the role and relationships of the various

sized small businesses in the EU. As Ukraine steers in the direction of integration with the EU,

under the commitment of Victor Yushchenko and Yulia Tymoshenko, Ukraine will no doubt
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need to consider how it may further facilitate the development of small and medium sized

business. It seems likely that political and administrative officials must not minimize the

importance of micro enterprises, such as the salon Koodreashka and the cafe Russki Chai (New

Horizons), as several families in both Kharkiv and Transcarpathia are expected to improve their

living standards though such employment.

The difference between the economy of the US or economies of the EU countries, and

Ukraine's post-Soviet economy presents an arguable point of disanalogy. Granting this

substantial point of disanalogy, perhaps we may still reason by analogy, and with very limited

probability, however imperfectly, that small business are likely to be important to Ukraine and

its quest for job creation and economic development generally.

The implications of the recently published findings regarding SMEs in the EU's

economy, and the implications of Professor Dennis Tootelian's work (from the perspective of

the US economy) may be limited in terms of application to Ukraine. The financial institutions

of Ukraine operate within what might be euphemistically termed an inconsistent legal

environment, and have been the subject of much internal debate, as scholars and officials

attempt to argue for sweeping banking and credit reforms. Laws on investment and taxation are

frequently changing, and banks typically do not offer affordable long term lending (though

interest rates on loans are dropping into percentages of the high teens). Such lending is

supportive if not necessary for small business start-ups, survival, and growth.

The political and administrative officials of Ukraine might enhance small business

start-up ventures and subsequent growth by fostering a consistent and reliable environment for

small business lending. This may include accessibility to private lending institutions as well as

government sponsored agencies and programs, as the Small Business Administration (SBA) in

the United States acts in the interest of developing small businesses as essential for the

American economy. Of course, one problem is that significant reform of financial and banking
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institutions and legal environments requires a strong rule of law. But, without the tax revenue

to implement and sustain the institutions of an effective rule of law, such a favorable legal

environment for contractual relations will be a challenge. It remains to be seen how such a

competitive legal environment for small business can be achieved before the benefits of

significant increases in state revenue may be experienced.

2.1.6. History is not ‘over’, it is ‘in the making’.

Have we found the end of ‘history’, or ideas, as Francis Fukuyama contended over a

decade ago? Have we found an end of political, social, and economic ideas and ideologies? It

is argued in this research that no, we have not all the answers. Treating the current paradigm as

the final ‘end' of mankind’s experience not only fails to facilitate creativity, innovation, and

improvement generally, but it is also a kind of thinking that is arguably inconsistent with the

modernization^’ assumption that we must strive for innovation, for social advances and

improvements in efficiency and effectiveness. Wemust learn from our deficiencies, from our

errors, and seek to improve our political and economic systems (models) not for the sake of a

‘final answer' and all the accolades that might go with it, but instead for the sake of society

itself. The critique must never end.

The twentieth century’s early developinentalists, some fancying the terminology and

‘theory’ of modernization, had been widely disputed since the 1960s. Their writings, often

sponsored with US government funding, touted a political and economic paradigm of universal

applicability and validity. Development, in the political, social, and economic sense, seemed to

be understood as the result of specific and linear ‘stages of growth’, representing the movement

from a traditional, ‘backward’ society to one that is more efficient and modernized, making

optimal use of the technological sciences. Assumptions were universalistic, linear, irreversible,

and very importantly, inevitable. Yet, even though the reality of experience of LDCs produced

a multitude of positions against such a universal paradigm. Even though scholars adeptly
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pointed out that the ‘ developmental^’ completely ignored that international factors may

influence domestic politics and economics (many wrote on political economy from a variety of

perspectives, and world systems theory), the drive for liberal democracy and free markets has

arguably taken on assumptions of a universalistic, linear, irreversible, and inevitable nature.

Culture is often ignored, and differences in values and meaningfulness of life are being

lost in favor of a ‘universal medicine' (see austerity programs of our Bretton Woods Twins,

IMF and World Bank). Richard Peet and Elaine Hartwick reminded us in 1999 that the

critiques against the essence of the model of development offered by the advanced industrial

countries have been nothing new.

“Such self-congratulatory views of modern development have been challenged several
times— by romanticism, anarchism, and Marxism in the nineteenth century; by
existentialism in the early twentieth century; and by post-modernism and feminism in

the late twentieth century. Critics say that Western Modernism and Developmentalism,
exactly by monopolizing dreams of progress, destroy alternative conceptions of the
future based in the ancient cultures found in the world’s regions other than Europe...
Then too, progress leaves basic needs (like housing and food) unmet even in the

citadels of modernity, in the inner cities of the United States, which are filled with the

homeless, plagued by drug addiction (despite the incarceration of millions of addicts),

let along the cities at the fringes of the modern world, teeming with desperate hordes of
rural migrants (italics mine, Peet and Hartwick, 1999: 2).”

Peet and Hartwick have clearly pointed out that we do not in fact, seem to have found the

perfect model of development, since even our most 'advanced' have been with such unsolved

problems. Perhaps Fukuyama should not assume that we have nothing of importance to learn

regarding our model, our paradigm, of political, social and economic development.

After the fall of the Soviet Union, the Soviet version of Communism, the chief

ideological competitor to our Western political and economic thinking (is it ideology?) was

finally buried alongside of Lenin. But, it seems ridiculous to argue that the post-Soviet states

such as Ukraine have come from the same ‘starting points’ that Western states experienced,

with the same resources, opportunities, sanctity for privately owned individual property, and

mentalitet of individualism that has so characterized Western innovativeness.
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It is with these cautionary remarks, and with the understanding that it has been, at least

according to the official statements offered by Ukraine’s leadership since the 1990s, a primary

aim of Ukraine to integrate with the EU. With this in mind, it is hoped that this dissertation

may largely (though imperfectly) avoid the trap of ethnocentricity that so damaged the

advanced industrial countries' early developmentalists. As long as Ukraine’s officials and its

people appear to be interested in integration with the EU, political and economic development

must proceed along the lines of those Western European expectations. The conditions for

accession, even it at times vague, require that Ukraine and any other applicant countries follow

the path of development that is outlined within them. The path depends not on universalistic.

linear, irreversible, or inevitable assumptions. The path depends on the choice that has already

been selected by Ukraine's leadership.

How can the case studies and interviews of this dissertation help? Given Ukraine’s

ambition to join the EU, Ukraine must seek to develop democracy, rule of law, and a market

economy. Regarding the facilitation of small and medium sized business and a competitive

market economy, it is the aim of this research to identify the gap between what the

administration claims to be true and citizen's reality of experience. Perhaps, the findings of

this research will better enable us to understand the extent to which the administration in

Ukraine either facilitates or impedes economic development, particularly in terms of small

business creation and sustainability. Weshould be better able to understand the administrative

officials as the entrepreneurs of Ukraine's would-be SMEsexperience during their daily

business dealings. In doing so, this research will utilize experiences and personal interviews in

order to attempt to check against the officials’ statements and rhetoric that is so often boastful

of how the administration supports and facilitates small business. Thus, after separating

‘myths’ from the ‘realities’ regarding the actual role of officialdom in Ukraine's economic
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development, it is hoped that Ukraine may benefit from a more effective dialogue on the

subject of appropriate reforms, political and economic.

2.2. Section 2. An external viewpoint of Ukraine’s administration: IFC survey of 900
firms finds excessive ‘state interference’ is an impediment to economic development

The State of Small Business in Ukraine: An IFC Survey of Ukrainian Small

Enterprises was published in 2000. The IFC, or the International Finance Corporation, is a

member of the World Bank Group in Washington, DCand shares the World Bank’s mission.

The IfC s official mission is “to promote sustainable private sector investment in developing*

countries, helping to reduce poverty and improve people's lives (htt p://www.ifc.org . see ’About

us’, click on ’Mission Statement’) The authors of the publication. Max Yacoub and Bohdan

Senchuk, from the IFC Business Development Project in Ukraine, were funded through the

United States Agency for International Development and the Ministry of Foreign Affairs of

Norway.

The IFC’s assumptions regarding poverty reduction and the role for small business are

clearly stated, and provide us with an understanding for the IFC’ ideological position:

“Our Shared Principles and Practices:

1 . IFC, a member of the World Bank Group, is a global investor and advisor that is

committed to promoting sustainable projects in our developing member countries that

are economically beneficial, financially and commercially sound, and environmentally

and socially sustainable.

2. Webelieve that sound economic growth is key to poverty reduction; that it is grounded

in the development of entrepreneurship and successful private investment; and that a

conducive business environment is needed for the latter to thrive and contribute to

improving people's lives.

3. Weseek to continuously improve our performance by responding to clients promptly,

sharing our successes and learning from our experience (http://w ww.ifc.org ).

Thus, IFC asserts that the development of entrepreneurship and private investment is key to

‘sound economic growth and poverty reduction’, and that a ‘conducive business environment’
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is critical. 1 he impact of Ukrainian administrative organizations on the development of small

business is central to understanding the deficiencies and opportunities within the business

environment. The 1FC study, though published in 2000, reflects on such concerns through a

survey ot 900 small businesses, with an average of 26 employees. The IFC study sampled

businesses from twelve Ukrainian cities. Six were oblast centers, and six were rayon (district,

or county) centers.

According to the authors, the small and medium business enterprises, or “SMEs”, are

relatively low in number:

SMEs in Ukraine are still struggling as evidenced by the large size of the shadow
economy and the low number of active official SMEs. There are still only three active
SMEsper 1,000 people (in Ukraine), compared to around six in Russia, 25 in Estonia,
and 35 in Poland. Entrepreneurs are united in their belief that the tax system needs
urgent reform and would do the most stimulate SMEdevelopment in Ukraine (Yacoub
and Senchuk, 2000:5).”

Yacoub and Senchuk looked at the following indicators in an effort to assess the overall

environment tor SMEs: “business registration, licensing agreements, state inspections of

private business and tax burden (Yacoub and Senchuk, 2000: 5).” The authors asserted that the

tax environment served as a chief obstacle, or 'barrier' to the creation and development of

SMEs. The tax environment is also linked to problems such as “excessive levels of state

interference in private sector activities and poor macroeconomic conditions (Yacoub and

Senchuk, 2000: 5).”

Yacoub and Senchuk arrived at meaningful conclusions regarding the lack of national

level administrative control over the oblast and local level administrative organs. Lack of state-

level control and inability to force oblast level compliance with national laws enables officials

to act in an arbitrary manner, effectively free from influence from national levels and from the

private sector:

“It is also apparent from the data that the amount of state interference in business varies

quite markedly in different cities, implying that there is little control or supervision of

various state bodies locally. This is a troublesome sign, as it demonstrates that local
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officials and bodies do not feel accountable to entrepreneurs, the public or central
government, and may blunt the effects of national reform. Conversely, it also
demonstrates that local authorities can do the most to stimulate local SMEdevelopment
(Yacoub and Senchuk, 2000: 5).”

I hey argued that implementation of national level economic reforms warrants much greater

attention, and their recommendations included the creation of independent institutions that can

monitor the performance of organizations’ compliance to national laws. Of course, where the

presence of corruption is still very strong, such ‘independent’ oversight is likely to be quite

difficult at best. I he authors, however, fail to address the fact that there is an incentive for

extortion, tor corruption, in the administration. For many officials, it must be expected that

any increases in efficiency and effectiveness that may be associated with the cutting of 'red

tape may be in contradiction to the official s perceived self-interest in the informal extortion

that corresponds with doling out written approvals, or ‘permissions’. Those that enjoy the

benefits of arbitrary use of power and ties of personalism may not be so eager to either

command or comply with measures of accountability and responsiveness. Nonetheless, their

IFC survey presents worthwhile discussion of Ukraine’s obstacles to small business

development.

The authors presented some interesting findings. Regarding registration process for

business firms, the nationally and legislated defined limit for the process of the certification is 5

days, though only three towns studied by Yacoub and Senchuk met this goal. Some

administrations required up to 32 days, and 25 days just to deliver the certificate (Yacoub and

Senchuk, 2000: 5). Regarding licensing, the authors found that between 1998 and 1999, the

percentage of firms required to have multiple licenses more than doubled, from 1 8% to 37%

(Yacoub and Senchuk). The time needed to obtain a license averaged 19 days, with up to 29

days in some oblasts. They also found that “there is strong evidence that a 'pay for speed'

system exists in acquiring a business license, in that those cities where licenses were issued

quicker than in others had higher licensing costs (Yacoub and Senchuk, 2000: 6).” Fifty-three
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percent of those businesses surveyed reported that additional permits had to be obtained before

operating the business, and one third admitted that they “incurred unofficial costs in doing so

( Yacoub and Senchuk, 2000: 6)." Such unofficial costs were required by “the State Committee

on Certification, Fire Inspection, and Local Departments of Architecture, the State Committee

on Land Resources, etc. (Yacoub and Senchuk, 2000: 5).” Such agencies will be encountered

in this dissertation’s two small business case studies, as unofficial payments are required to

produce results from the administrative officials in Kharkiv and Transcarpathia.

Inspections are also a problem in Ukraine, as the authors asserted. Data showed that

SMLs have been experiencing a rising trend of increasing costs associated with administrative

inspections, for example, the costs in 1998 were $173 on the average, and nearly doubled to

$338 in 1999 (Yacoub and Senchuk, 2000: 6).” The tax authorities, known as the tax police.

pronounced Nalogavaya Politcia in Russian, were very 'active’, averaging “2.8 tax inspections

per firm, lasting (an average) of 5.6 days in total (Yacoub and Senchuk, 2000: 6).” In one

eastern oblast, Kerch, the average number of tax inspections was 2.3 per year, but lasted 20.3

days! Overall, only 1 0%of those entrepreneurs surveyed contested any of the claims or

penalties of the inspecting organizations. Also of significance, 3/ 4 of the successful contests

against results of inspections came from ‘unofficial’ appeals within the inspecting

organizations themselves. The authors stated:

“Entrepreneurs rarely decided to turn to the courts in pursuit of complaints against state

officials, preferring instead more unofficial methods. Respondents justified this by

stating that they feel that courts are biased against them, or they are afraid of the state’s

punitive powers if they decided to go to court (Yacoub and Senchuk, 2000: 6).”

There were also tremendous variations in regional variation of the number and duration of

inspections. The average number of inspections in 1 999 ranged between 5 and 1 5, while the

average duration of all inspections was from 6 to 24 days (Yacoub and Senchuk, 2000: 6).”

Regarding the number of taxes and state duties that SMEsmust pay, Yacoub and

Senchuk reported a 25% decline from 1998 to 1999, to an average number of nine different
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taxes. There was variation among regions again, as averages ranged from six at the lowest (in

Lutsk) to 1 7 at the highest (in Lugansk) (Yacoub and Senchuk, 2000: 7). The burden of tax

payments overall is heavy as illustrated by small businesses in Kozyatyn: “Entrepreneurs in

Kozyatyn faced the highest tax burden with almost half of al respondents stating that taxes

represent more than half of their entire turnover (revenue); in Kerch, 73%of entrepreneurs face

taxes in excess of 40%of their turnover (Yacoub and Senchuk, 2000: 7).” It is unclear whether

the report takes ‘entire turnover' to mean actual turnover, or only turnover that is actually

declared to the state authorities.

Concealed turnover
, is economic activity or revenue that is officially undeclared

and concealed from the state and the tax police. Concealed turnover represents the ‘shadow

economy', and implies a loss in tax revenue for the state. According to the IFC study, “The

vast majority of respondents (85%) concealed turnover from state authorities (such as tax

police), with half of them concealing between 20% and 50% (of actual turnover) (Yacoub and

Senchuk, 2000: 7).'' It is also noteworthy that the remaining 15% of respondents that did not

admit to concealing revenue simply did not respond at all to that particular question of the

survey. These entrepreneurs refused to provide any information on that matter (Yacoub and

Senchuk, 2000: 36). Regarding the question of how close to 100% of SMEsmight be

concealing turnover, we can only speculate. Thus, a minimum of 85% of SMEsconcealed

turnover as they admitted to doing so. Yet, perhaps closer to 1 00% of SMEsconcealing

turnover seems to be more realistic. It is arguable that the 1 5% in question merely concealed

the fact of their hidden revenue through their non-responsiveness during the survey. The

authors of the study claim that three taxes were to blame for “capital flight into the market

economy, profit tax, payroll tax, and VAT (Yacoub and Senchuk, 2000: 7).”

Regional variation was again present for concealed turnover, as “45% of enterprises in

Kerch concealed more than 50% of their turnover, while 87%of respondents in Kozyatyn
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concealed up to 60% of their turnover (Yacoub and Senchuk, 2000: 7).” Obviously, the true

figures of the actual revenue that is concealed in the shadow economy cannot be accurately

known. As a result, one might argue that the official figures for national productivity would

thus be rendered largely irrelevant. Nonetheless, the 1FC study cites the World Bank:

"According to the World Bank, the size of the shadow economy is 71% of officially quoted

GDP(Yacoub and Senchuk, 2000: 36).” The IFC study focused on the shadow economy in

terms of the revenue of business that is concealed from the state and its administrative

organizations.

While this is consistent with a typical and accepted understanding of a ‘shadow

economy', ‘underground economy’, or ‘informal economy’, as some refer to it, it seems that the

IK' has no concept of the administration as a central feature of the shadow economy. Insofar

as Ukraine s administrative organs and officials are involved in earning money by extortion or

acceptance of extra money
,

or unofficial payments, perhaps it makes sense to consider the

extent to which the state's administration and political officials become a meaningful elements

of Ukraine's shadow economy by concealing revenue from the state itself.

I here exists a problem of measurement regarding the amount of revenue that the

various state officials hide from the state, including the concealed earnings of the tax police

themselves, as receivers of ‘extra money’, apparently common knowledge among Ukrainians.

Such concealed revenue may be difficult to ascertain. Getting accurate primary data about such

extortion and bribery would be nearly impossible due to disinterest in criminal self-implication

or job loss, and secondly, attempting to gain such information is likely to be imply a negative

impact on the health or longevity of the researcher.

One last finding is the lack of SMEinvolvement in associational life. According to the

IFC survey, “less than 1 in 20 SMEs(4.2%) actually belong to any business association with

more than half of all respondents stating that they do not think that they would receive any
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practical benefit from associations (Yacoub and Senchuk, 2000: 7).” This is not surprising for

Ukraine, as the country offers no evidence of the existence of a strong civil society anytime

during or since the Soviet Union. Informal channels are relied on for resolution of most

problems, according to the IFC study.

Yacoub and Senchuk posited that the number of and complexity of tax laws, the

changing and inconsistent nature of them, and the secrecy of the non-published tax law changes

make it virtually impossible for the businesses of any size to stay abreast of the implications.

For instance, the IFC authors noted:

"In the last quarter of 1999 alone, 27 pieces of legislation were introduced or amended
that affected SMEtaxation (24 of which contradicted the law 'On the system of
Taxation’, the main document that regulates tax issues, including one act that was
retroactive). Furthermore, the state tax administration adopted 137 new tax regulations
- none of which were made public and were only published in their own internal

journals (Yacoub and Senchuk. 2000: 38).”

Awareness and understanding is also not apparent among the citizenry, as even the Tax Police

themselves are not always aware of the intricacies and changes of the constantly modified tax

laws. In fact, the nature of the tax police as a self-regulating organization, compounded with

the high number of tax regulations and laws that are affected, exacerbates the problem of

arbitrary application of laws and regulations by inspectors that have imperfect knowledge of

them.

“A further problem is that, while the State Tax Administration receives broad policy

guidelines from the government, it regulates itself and decides on the best methods of

executing tax policy. While in and of itself this is desirable and indeed the function of

the STA, it leads to a massive amount of tax regulations, instruction, letters, rules, etc.

This allows a great deal of scope in interpretation by inspectors themselves. The

amount of regulations and the frequency with which they change mean that not even

the specialists within local offices of the tax administration fully understand or even

know all of the regulations, let alone entrepreneurs (Yacoub and Senchuk, 2000: 38).”

'Interpretation’ of laws and regulations seems to enhance the arbitrary application of power, to

the detriment of entrepreneurs.
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As the IFC sponsored study asserted, problems with the tax system and the Tax

Administration (or Tax Police) are significant obstacles for private industry and small business

particularly. For this reason, a well-deserved focus on the Tax Police should incorporate an

enumeration of the kinds of authority that is wielded against the SMEs, cementing an

adversarial relationship between the public administration and the private entrepreneurs. Note

the following lofty powers of the Tax Administration, as they have the power to:

1 . Inspect dwelling premises of any individual, if said premises are used as a legal address
or commercial activities take place within the premises.

2. Arrest the bank accounts of enterprises.

3. Without recourse to a court decision, debit from enterprise bank account arrears,
penalties, and fines.

4. Implement (the)
‘

kartoteka ’ system for an enterprise whereby any credits to an
enterprise s bank account are automatically used to cover arrears and fines to the state
budget.

5. Financial penalties can be levied as either a percentage (from 1 0%to 500%) of the
taxes due or other financial infringement.

6. Levy penalties on individual management of an enterprise, irrespective of form of
ownership or limited liability.

7. Confiscate and sell the property of an enterprise in tax arrears.

8. 1 ax Police have the right to conduct "operational-investigative' activity against

taxpayers, i.e. covert monitoring of telephone conversations, mail, pay informants, etc.

(Yacoub and Senchuk, 2000: 30).”

The implications of the arbitrary exercise of power by the Tax Police are great: ‘"Inspectors in

Ukraine, especially tax inspectors, are the most dreaded form of state interference for business,

and are one of the top reasons causing entrepreneurs to flee into the shadow economy (Yacoub

and Senchuk, 2000: 30).” The state insists that activities of the Tax Police reap tax revenue for

the state, yet the IFC sponsored authors disagree, stating '"The more inspectors and the state

interfere with businesses, demand and extort money, close businesses, freeze bank accounts,

the more 'unofficial' activity there is (Yacoub and Senchuk, 2000: 31).”

The level of "state interference', in general, is rather high. Evidence includes the

extensive time required for managers or owners of small businesses in Ukraine to attend to the

satisfaction of state organizations is formidable:
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The time burden alone on management (in Ukraine) is the highest in the CIS (as 1FC
cites EBRDTransition Report 1999, pi 24), with up to a fifth of senior management
time spent on dealing with government officials. Due to the broad powers of local
officials and state bodies in interfering with business, the level of corruption and rent-
seeking behavior on behalf of state officials is also extremely high. Within the CIS
Ukraine has one of the highest levels (of corruption), exceeded by the Caucauses.
Obviously, this interference (by the state) hits smaller firms proportionately much
harder than larger firms. Anecdotal evidence suggests that some managers of smaller
businesses need to spend more that halt of their working timed dealing with the ‘state’
in its various forms (Yacoub and Senchuk. 2000: 54).”

C learly, the environment for economic development in terms of the creation and sustainability

of small and medium sized enterprises is, in reality, quite hostile, and requires substantial

reform.

Such research seems to challenge if not contradict the claims made by several

administrative officials in the administrations of Kharkiv and Transcarpathia. Yet, these two

oblasts and their main cities (Kharkiv and Uzhgorod, respectively) were not included in that

IFC study, thus, such survey data for Kharkiv and Transcarpathia simply does not exist. The

administration officials interviewed in Kharkiv, and most of the officials in Transcarpathia,

have asserted the existence of a new and positive environment for economic development and

small business. Perhaps the environment for small business creation in Ukraine, or at least in

Kharkiv and Transcarpathia, has dramatically improved in the past few years since the study?

Are the claims of the administrative officials accurate depictions of reality in these two oblasts?

To what extent are their officials' claims of support for small business creation and

development more myth than reality? In each oblast, Kharkiv and Transcarpathia, the officials’

claims of administrative support may be tested by a case studying the creation and development

of a local small business.
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CHAPTER3

A POLITICAL OVERVIEW. ONTHETRANSITION AWAYFROMTHESTRUCTUREANDMENTALITETOFA SOVIET UKRAINE: A NEWl YINDEPENDENTUKRAINEFACESTOUGHISSUES ANDMULTIPLE
CHALLENGES

3.1. Soviet ‘

mentalitet ’ gives way to the administrative officials’ claims of approving and
embracing radical new concepts of a market economy

"Present-day society is a capitalist society, which exists in all civilized
countries, more or less free from medieval admixture, more or less modified by the
special historical development of each country, more or less developed. On the other
hand, the present-day state’ changes with a country’s frontier. It is different in the
Prusso-German Empire from what it was in Switzerland, it is different in England from
what it is in the United States. The 'present-day state’ is, therefore, a fiction.

Nevertheless, the different states of the of the civilized countries, in spite of
their manifold diversity of form, all have this in common, that they are based on
modern bourgeois society, only more or less capitalistically developed. They have,
therefore, also certain essential features in common. In this sense it is possible to speak
of the present-day state ', in contrast with the future (state), in which its present root,

bourgeois society, will have died off.
”

Karl Marx
From Critique of the Gotha Program, IV section A.

Subtitled “the free basis of the state” (also in Tucker.

1978 : 537 )

Since the passing ot the Soviet Union we may, arguably, be witnessing the

abandonment of an ideology as political and administrative officials are engaged in a quest for

an improved state and a new political-economic paradigm for Ukraine. That model, though

Ukrainian opinions are not in consensus by any means, currently appears to be one of the West,

specifically of the European Union's taste for a more liberal democracy and increasingly more

liberal economics. A competitive market based economy has prevailed in thought in the

advanced industrial countries, as the role of states in the economy has receded markedly.

Thus, with the dissolution of the USSRin 1991, one might argue that Marx was wrong.

Bourgeois society has not died off. On the contrary, what Marx called 'bourgeois society’ has

become increasingly popular as an ambiguous element of today’s political-economic paradigm:

more liberalized political systems accompanied by more liberalized economic systems. A

strong and entrepreneurial 'middle class’, complete with an understanding for individual rights
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and property rights, has been widely accepted as indicative of, if not critical to, a stable

democratic political system, a market economy, and resulting economic development (recall the

early Developmentalists of the late 1950s and 1960s, see refernces). It is precisely this

entrepreneurial spirit and commitment to an array of individual rights centered on individual

liberty that enables the always upwardly mobile middleclass, the ‘small businessman’, to

represent the practical nexus of democracy and a market economy. For. both of these political

and economic systems, as varied in practice as they are in theoretical interpretations, must

embrace the common and unifying acceptance of individual rights as being of paramount

importance.

Of course, a keen Marxist might correctly point out that the Soviet version of Socialism

was not truly Marxist Communism or Socialism. For, Joseph Stalin had sidestepped Marx’s

anticipated ‘stage of capitalist development. In an effort to create socialism in a country that

was largely agrarian, and with a long history of Tsarism and authoritarian rule, Vladimir Lenin

hastened to forge a ‘dictatorship of the proletariat' (using Marx’s words) amidst w idespread

political turmoil and discontentedness. Joseph Stalin, the ‘man of steel’, rendered his own

brutal interpretation of Marx’s ‘dictatorship of the proletariat', and embarked on the rapid

industrialization of Russia and Ukraine, as well as other states in the newly formed Soviet

Union. Political and social development was arguably absent, as roughly 16 to 20 million

Ukrainians perished under Stalin. Purges, forced emigration, and starvation under an artificial

famine were part of the means to Stalin’s ends of industrial development.

Of course, this type of Soviet style economic development was aimed at the

development of heavy industry, often with an eye toward security, as opposed to targeting

growth of small and medium sized business. So, if the contemporary Marxist objects that

Marxism had not been properly attempted, we must notice that the Soviet leaders and

Communist Party elite were consistent with Marx in at least one important way. Their
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emphasis on economic development under socialism, due to the obvious role of the state in the

command economy, focused on heavy industry and ignored, if not discouraged, small business

development. The entrepreneurs of small business, composing the “ bourgeois society, will

have died off in the future state of socialism, according to Marx. The mentality of Soviets had

been imposed through many decades of Marxist rhetoric and social-political indoctrination that

embraced the crushing of the widely detested bourgeois society. As young members of The

Pioneers* in grade school, then as members of 'the KomosoV in later years through secondary

school, and finally as members of the Communist Party, young children became adults through

two decades of political-socialization, of reinforcement of anti-bourgeois political-economic-

social ideology.

1 oday, approximately fifteen years after the collapse of the USSR, Ukraine is a post-

Soviet country with leaders and administrative officials that are openly claiming to push toward

integration with the primarily Western European Union (EU). Yet, in many eastern oblasts

such as Kharkiv, citizens often view their great city as a Soviet city, as has been mentioned

above. Interestingly, those fondly reminiscing of, if not pining for, the fallen Soviet Ukraine

are frequently the same people calling for integration with the West. Many of these leaders are

former Communists who are still holding political or administrative offices, and they must now

confront the dilemma. They are faced with a difficult decision: to adhere to their old

Communist ideology and rhetoric that holds contempt for ‘bourgeois society', or to embrace

new (new to them) and contradictory Western concepts (contradictory to their previously

professed values and ideals), of political and economic liberalization. To adopt such radically

new political and economic systems and principles is to admit failure of so much of what some

have believed for so many years, in some cases for up to three generations.

While many Ukrainians may currently support ‘economic development’, the concept,

for them, often carries with it the connotation of economic development related primarily to
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larger scale industrial production, or heavy industry. Still, as before, the smaller entrepreneur

does not seem so important. This will probably need to change if a competitive market

economy is to be successfully established. The mindset, or mentalitet (a word often used by

Ukrainians and Russians in regard to mindset, mentality, or a way of thinking) of the political

and administrative officials might preferably come to acknowledge the role and significance of

the small business as a critical element and foundation of a healthy market economy. As the

older generations of Ukrainians are influential and still hold offices, the ideals of Marx must be

released from the loyal minds of these older people (particularly some officials) in order for

this new economic liberalization to come to fruition. For the newer generations, less hampered

by the effects of so many decades of Communist Party rhetoric regarding mentalitet
, it is more

a matter of taking on an additional area of emphasis when considering ‘development’. This

additional area of emphasis regarding development might be understood as the recognition and

support for domestic involvement in a market economy, with attention given to small business

creation and sustainability as part of it.

So, it appears at present that Marx was wrong. Instead of dying off, ‘bourgeois society’

appears to be here to stay, at least until the ‘capitalist stage' is completed, as orthodox Marxists

might contend to this day. Perhaps we have just not achieved Marx’s ‘future state', in the long

view. Of course, the trouble with the long view is that it has no end. Due to the infinite nature

of Marx's long view, he leaves us with a non-falsifiable assertion. This is a genuine problem

for Marx and his followers. For, at any point in time, one might argue that Marx's vision has

not materialized yet, as he intended for it to be realized in the long term. But, at what point will

we know if “the long term” has arrived?

3.2. Ukraine’s political system and administrative units

Some brief background on Ukraine's political system is warranted. Ukraine is

composed of 24 administrative units, or oblasts, two municipalities that have status equal to
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oblasts (Kiev and Sebastopol), and one autonomous republic (Crimea). Though some people

(within and without Ukraine) refer to Ukraine’s republic as a 'federal' political system, with a

prime minister appointed by the president, the nature of its unicameral legislature and

centralized system of national administration, complete with presidentially appointed

governors, may arguably suggest that 'national' or 'unitary' are better descriptors of the state

than federal . The legislature, the “ Verkovna Rada” is composed of 450 seats, with 225

dedicated to single member districts and the other 225 dedicated to proportional representation

based on the national vote with a 4% threshold for parties. Independent candidates are popular,

while political parties have numbered as high as 151. depending on the month or year.

While the legislature is vaguely reminiscent of Germany’s insofar as it’s split electoral

system, and the broader political system is similar to Russia’s, the unicameral Verkovna Rada

denies oblasts an upper house that might guard oblast interests, with equal representation

though an upper house, or a senate. Each oblast, or administrative unit, has its own governor

and Rada, or oblast legislature. Yet, any semblance of federalism is overwhelmed in terms of a

strong, highly centralized domination at the national level, driven by the Ukrainian President,

the national Verkovna Rada, and the national administration. Oblasts must conform to the

directives originating from the national level, autonomy is seriously limited for oblasts, and

budgets are handed downward from Kiev. For the last two years, oblast administrations and

legislative bodies have been seeking to gain influence over the creation of the budget. Reforms

have been slow to materialize under Leonid Kuchma, although the newly elected President

Victor Yushchenko promises significant improvements. After the Orange Revolution, one

expression can be heard across Ukraine: ‘pas-motrim ’

,
meaning 'we'll see'.

Though the formal electoral system regarding representation in the Verkovna Rada

reminds one of Germany's Bundesrat, and Russia's lower house, the Duma, the unicameral

Verkovna Rada seems arguably more chaotic than even the French Assembly had been before
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Charles DeGaulle (or even its predecessors). The concentrated powers asserted by the

President of Ukraine, such as issuing decrees, seems, in the best light, comparable to those

asserted by General Charles DeGaulle... and at worst, reminiscent of an authoritarian figure

such as a Russian Tsar or Ukrainian "HedmarT. For example, we may recall the concentration

of power in one man, famed Ukrainian Hedman Bogdan Khmelnitsky of the medieval years of

the sixteenth century.

In fact, Ukrainians often have referred to their recent leader, the President Leonid

Kuchma, as the Hedman . The boolivar ’, a mace-like wooden weapon that is essentially a

wooden battle club with a solid spiked ball at the business end, is still a predominant symbol of

authority in Ukraine. See the example of a small boolivar in the photo below:

Figure 3.1. A traditional Ukrainian “boolivar”

The boolivar is a symbol of authority may be interpreted as a reminder of the centuries of top-

down authoritarian culture from which Ukraine's broader political, administrative, social and

economic system has evolved. As Max Weber held throughout his writings on the subject of

authority, authority may be understood as legitimate when founded on tradition, charisma, the
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rational-legal appeal to reason, or some mix of any two or three of these types of ‘legitimate

domination’ (see Weber's “
The Three Types of Legitimate Domination ”, which may be found

ma compilation of Weber’s essays. Ess ays in Sociolog y, 1999). Perhaps in the near future, in

the state of Ukraine, we shall see fewer “boolivars” decorating the offices of administrators.

Perhaps, legitimate authority in Ukraine will be more rational-legal than traditional or

charismatic, as people's fond allusions to authoritarian Hetmen and their “boolivars” may give

way to new thinking and new political-economic formal institutions, and rule of law rather than

rule of men.

3.3. Facing Ukraine’s “quadruple transitions”

I he intent of this dissertation is to inquire as to whether and to what extent the

Ukrainian administration, with emphasis on the administrations in the two oblasts of Kharkiv

and Iranscarpathia, axe facilitating or impeding economic development. Particular attention is

given to the issue of development of domestic small businesses in that oblast. Personnel in

Ukraine's Oblast Administrations readily express an interest in economic development in a

general sense, and often in terms of investment involving larger corporations. Efforts to attract

foreign direct investment from the world’s private sector and to attract assistance from foreign

governments are readily visible. In various oblasts of Ukraine, ‘economic development’, with

reference to large-scale investment, is a matter of great interest for administrators and their

agencies. However, it is also apparent that economic development with respect to small

business development is far less salient as an issue or topic. At a minimum, and with respect to

the ordinary citizens of Ukraine, such issues of small business development do not always seem

to resonate with the administration. An appreciation for what has been termed as the

‘quadruple transition' is appropriate for the consideration of the perils faced by Ukraine and its

population as they attempt to benefit from the fruits of an ambiguous concept, economic

development.
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Since the collapse of the Soviet Union and the achievement of Ukraine’s independence,

Ukraine has suffered over a decade of what has been termed a -quadruple transition’ (an

incomplete transition). Widespread economic decline was experienced during the 1990s,

though some growth has been evident (and observable on the ground) during the last few years.

With the failure of Communism, the state and its people have been forced to attend to drastic

changes in their political and economic system. Perceptions and expectations, traditional

attitudes and values, and political cultures found among citizens and leaders are relevant to how

people respond to such changes to political and economic systems.

Unfortunately, the country is still without a coherent social vision (D'Anieri, 1999).

Frequently, it has been well argued that post-Soviet countries have been experiencing, or have

conclusively experienced, so-called simultaneous ’dual transitions’. Thus, it is clear that

Ukraine is only one post-Soviet country that has suffered the pains of change. This more

commonly understood "dual transition’ commonly refers to first, a political transition from an

authoritative to a more democratic system of governance and political culture.

Second
,

it refers to an economic transition from a statist or centrally planned economy

toward a primarily liberalized, or market based economy. Paul D'Anieri, Robert Kravchuk, and

Taras Kuzio present to us an argument that post-communist countries such as Ukraine also

experience two additional transitions : one of ‘state-building ’ and one of 'nation-building'

(D'Anieri, 1999: 4-5). Thus, Ukraine, they argue, has been experiencing a ‘quadruple

transition ’. While nation-building is important, as it relates to a transition toward a new and

somewhat ambiguous Ukrainian ‘identity’ (regarding not only civic but ethnic and religious

elements) (D'Anieri, 1999: 5), state-building is critical to the capacity to administer Ukraine's

policies and programs. Their analysis deserves much attention herein, as they are the key

contributors of this position. There is a paucity of scholarly literature on specifically Ukrainian
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transitions, though this will likely change, since the three-month “Orange Revolution” made

politics in Ukraine a fashionable topic in 2005.

Why the concern for ‘state-building’? D’Anieri notes: “In the absence of established

traditions of democratic self-government, developing the core political institutions will turn on

the crucial problem of increasing the capacity of the state to govern (D'Anieri, 1999: 5)
”

Ukraine is in a position distinct from that of Russia. While both countries are supposedly in

transition from socialism to something more politically and economically liberal, Ukraine is

one of the many post-communist countries that are also transiting away from a “foreign,

imperial, and colonizing power (D'Anieri, 1999: 5).” Russia, on the other hand, was in fact,

that colonizing power.

What D'Anieri perhaps should have elaborated on is the fact that Ukraine’s national

and oblast level administrations are still controlled by people that have held administrative

positions for decades. Typically, Ukrainian citizens that are administrative officials view

themselves as Russians, even in Western oblasts. In administrations, the Ukrainian language is

on official documents, but the language of common parlance is nearly always Russian.

Nonetheless, D'Anieri holds that implications for state-building are arguablv more

significant for Ukraine, in its struggle to enhance newborn independence:

“1 he disintegration of the Soviet state left an administrative and institutional void in

Ukraine of magnificent proportions that has taken considerable time to ‘backfill'. The
political transition thus involves not only development of civic organizations, a free

press and media, political parties and interest groups but also building the capacity of
the ‘quasi-state' inherited from the USSRto enable it to perform even the most

minimal functions of modern governance (D'Anieri. 1999: 5).”

Thus, it is within this larger problem of such an administrative void of capacity to ‘perform

even the most minimal functions' that the issues and problems of the effective administration of

Ukraine's state (involving all policies, programs, or services) are based. Thus, how officials in

administrations of Kharkiv and Transcarpathia have been responding to such changes of

magnificent proportions is of great relevance to maximizing the efficiency and effectiveness of
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the delivery of services to its citizens, such as in the instance of facilitating economic

development.

It is widely known that Ukraine has suffered through many ‘challenges’ (to be

euphemistic) ot the political and economic transitions of liberalization, however partial or

incomplete they may be. In the years following the demise of the USSR, it seems to be

commonknowledge among scholars and citizens of Ukraine that insufficient revenue has been

available for the funding of government programs of any kind. Wemay also notice the limited

impact of political discourse within an arguably liberalizing political system, as is evident from

the chaos arising from competing ideologies within in the Verkhovna Rada. Such discourse

may serve to raise issues of expenditures at the national level, and views will no doubt continue

to be competitive, with disagreement visible. In addition, we must accept that a devastated

economy cannot readily afford a meaningful revenue-base that is requisite for the maintenance

of social services and pensions in any state.

Ukraine has been widely criticized for its legal system's inability to guarantee political

and economic rights under current and existing institutions and laws. Thus, the ambiguous,

exorbitant, and prohibitive tax laws, arbitrarily enforced by a notorious ‘Tax Police’, cannot

possibly yield sufficient resources to fund even the most critical of services or programs such

as healthcare. The problem of corruption has reached a magnitude that is difficult to measure,

yet nonetheless is affirmed by many as a major impediment to effective administration, to

effective funding of services, and reform of any kind. So, in such circumstances of a

‘quadruple transition', we come to the problem of a largely impoverished citizenry that cannot

support the required revenue base for the state. The ‘quadruple transition' has presented

Ukraine’s leaders and officials with a great challenge.

The political system is one that affords the ‘elected' president a high degree of

authoritative power. He may appoint ministers and the Prime Minister, appoint oblast
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governors, and effectively require (though instruction and threat) that governors help to bring

him votes. The president may rule by executive decree, as had become the norm for former

President Leonid Kuchma. The president may dismiss the Verkhovna Rada. The ‘judiciary

branch' is more an instrument of manipulation than a branch of government. Instructions are

still handed down in tight control to the oblasts.

It at all, democratization is proceeding at a crawl. Paul Kubicek described Ukraine as a

delegative" democracy, where requirements of democracy such as those set forth by Dahl,

Sorensen, Diamond, or many others, have been mostly 'met' in some formal sense, but where

"actual practice resembles that of an authoritarian state (Kubicek cited in D'Anieri, 1999:

144).” Political culture and civil society are critical subjects for those of us interested in why

transitions such as democratization are either slow or stagnant in Ukraine (or elsewhere for that

matter):

...the inchoate state ot Ukrainian political culture and the absence of a firm tradition
of civil society are important to understanding the institutional shortcomings of the
Ukrainian state and the slow pace at which the democratization appears to be taking
place. Only by understanding this relationship we understand why, for example, an
electoral system quite similar to that used in Poland and Germany leads to a very
different sort of party system and a parliament that is divided and ineffectual (D’Anieri,
199: 145).”

D'Anieri (et al.) notes that an autonomous civil society, clearly distinct from the state, is not

often apparent. He claims, "The right to private property, a middle-class with its own business

interests separate from those of the state, and plurality of autonomous spheres in religion,

economics, culture, and the intelligentsia are still absent (D'Anieri, 1999: 146).” The state is

also expected to protect civil society and civil liberties while limiting its scope of influence and

activities (D’Anieri, 1999: 146). Thus, it is suggested that the middle class is important in

terms of political liberalization as well as economic liberalization.
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3.4. Significance of immunity from prosecution as an impediment to reform

It seems plausible, at a minimum, to argue that economic reforms require a reasonably

supportive political climate in order for reforms to be meaningful. In Ukraine, leadership of the

President and Prime Minister is key regarding formulation of policy objectives. The

disposition of political figures generally, including those in the Verkovna Rada and officials

within the administration (it is argued that administrative officials are often very politically

involved), may be expected to influence the design and implementation of economic policy. It

seems to be common knowledge that in Ukraine, corruption among political and administrative

officials is rampant, the shadow economy is so firmly established that it may be argued that

every Ukrainian citizen engages with it regularly, and organized •‘criminality’' is so ubiquitous

that rule of law may be said to be largely absent.

The probability of success for reforms that may actually counter the widespread

corruption among Ukraine s public officials seems dismal as long as the Ukrainian constitution

continues to protect high-level officials from the National and oblast level legislative and

executive branches. If the President, national lawmakers, and the judges of the highest court

continue to have immunity from prosecution, no expectation that corruption at the higher levels

of public offices may be reduced or largely eliminated seem justifiable. Articles 80, 105 and

149 of the Constitution of Ukraine must be corrected if Ukrainians are ever to hold their

officials accountable, if tyranny may ever be held in check.

Article 80 of the Constitution of Ukraine states, in translation, that the member’s of

Ukraine’s parliament will be protected against the reach of the law:

“National Deputies of Ukraine are guaranteed parliamentary immunity.

National Deputies of Ukraine are not legally liable for the results of voting or for

statements made in Parliament and in its bodies, with the exception of liability for

insult or defamation.

National Deputies of Ukraine shall not be held criminally liable, detained or arrested

w ithout the consent of the Verkhovna Rada of Ukraine (Constitution of Ukraine).”
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Similarly, the president is specifically shielded from the law, but also from dissent. Article 105

protects the president of Ukraine from prosecution and even protects him against criticism:

The President of Ukraine enjoys the right of immunity during the term of authority.
Persons guilty of offending the honour and dignity of the President of Ukraine are
brought to responsibility on the basis of the law (Constitution of Ukraine).”

Article 149 protects judges of the Constitutional court from prosecution:

Judges of the Constitutional Court of Ukraine are subject to the guarantees of
independence and immunity and to the grounds for dismissal from office (Constitution
of Ukraine).”

Serious political reform, which is likely to have significant impact on legitimacy and

effectiveness of any economic reforms, must eliminate immunity from prosecution. Officials

must not have the complete freedom to engage in and benefit from illegal activity. This would

be helpful in, for instance, determining President Kuchma’s responsibility for ordering the

kidnapping and murder of a journalist, Heorhiy Gongadze, in 2000 through his Minister of the

Interior, or for selling off the Ukrainian state steel company to his son-in-law for what was a

low bid. Kuchma has been unaccountable for such behavior. He has been above the law, as

have been his highest officials in the Verkovna Rada and the highest Court.

Thus, articles 80, 105, and 149 prevent any effective check on tyranny by key elite

officials. It is argued that such articles have had and will have serious implications, such as

seemingly infinite incubation of political and administrative corruption. In addition, such

articles guaranteeing immunity might be expected to have negative implications for authority

and representation in government, as the outcome must necessarily minimize transparency and

avoid accountability by officials. Instead of steering toward democracy, these selected articles

of the Constitution of Ukraine may further authoritarian and oligarchic interests, for the

political and administrative elite have been at the helm of privatization (perhaps to a version of

a rather clannish state-led capitalism).

Regarding the implications for a competition based market-economy, immunity of the

elite is, at least indirectly, a barrier to market-entry if and when the elite anticipate that their
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own interests may be imposed upon by competition. Thus, immunity is an impediment to real

competition in a market economy, as the market is not at all ‘Tree”. It is anticipated that

reforms must be realized in the near future, if a more democratic and genuinely competitive

market economy are true goals of Ukraine's leaders and her people. The question remains, just

how serious are Ukraine’s leaders about facilitating a truly competitive market economy or a

democratic state? Perhaps if their rhetoric is genuine, they may reform the immunity clauses of

the constitution. The two case studies featured in this dissertation assist in the evaluation of

oblast administrative officials’ sincerity, as the national level political officials remain more

distant from the oblast reality.

3.5. Events and limited significance of the “Orange Revolution” of early winter 2004-
January 2005

After fraudulent presidential elections in the fall of 2004, the protests of Ukrainian

citizens, which took place in Kiev and in many cities throughout the country, became known as

the Orange Revolution. Orange was the primary color of candidate Victor Yushchenko's party.

Our Ukraine, and also of his campaign. The first round of two scheduled rounds of elections

was held on October 3 1, 2004. The second round, which was intended to be the final round,

and which must take place if no candidate should win greater than 50% in the first round, was

held on November 21, 2004. Due to rampant fraud in both the first and second round, and

enabled by protests beginning in November 2004 and continuing through most of January 2005,

Viktor Yushchenko was able to secure an election victory in a third round of elections

(previously unscheduled, but insisted on by the Yushchenko/ Tymoshenko coalition and their

unwavering protestors).

Despite the changes in leadership, changes in administration have been observable yet

limited. The interviews with officials in Transcarpathia will highlight changes in

administration, many of which are changes instructed from the national level and intended to

affect all oblasts. Unfortunately, it will also become evident in the second case study that.
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while newly appointed higher-level officials may offer a hopeful and very positive outlook,

many mid and lower level officials have maintained not only their positions but also their grip

of extortion on ordinary citizens. Corruption has not yet been successfully reined in. The

following segment offers some detail of the evolution of the Orange Revolution, and suugests

the possibility of a new and promising beginning for bottom-up political participation in

Ukraine.

The RFE/RL Newsline staff, primarily featuring the work of Jan Maksymiuk

(responsible for regular analysis regarding Poland/Belarus/Ukraine, MaksvmiukJf«)rferl.or<A

and Aleksander Maksymiuk (freelance staff for RFE/RL) have done exceptional work in

reporting developments of the 2004 Ukrainian presidential elections as events unfolded. While

the BBChas also done an exceptional job, Jan Maksymiuk, Aleksander Maksymiuk and others

have been particularly insightful in their presentation of relevant facts and careful analysis. For

this reason, the staff at RFE/RL deserves not only praise but also a chronological presentation

of their efforts. Though the main points of their work will be referenced in summary fashion,

those readers interested in the more complete texts of the observations and insights of Jan and

Aleksander Maksymiuk, as published in their RFE/RL contributions, may consult the appendix

of this dissertation.

3.5.1. Before the first round of elections: “The People's Power Against Lies and
Falsification.”

Even before the first round of elections, people of Ukraine had been paying attention to

what they considered to be a very important election and the probability of fraud. They had

become accustomed to election fraud, so the subsequent events marked an unusual moment of

change in the mentalitet of many Ukrainians; they became willing to participate in some form

of political action. A sense of political efficacy had eluded Ukrainians throughout history. But

in 2004, the young students were joined by people of all ages as they called for their votes to be

counted. Consider:
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“UKRAINIANS DEMANDHONESTELECTIONS IN HUGEOPPOSITION RA1 LYAn estimated crowd of 100,000-150,000 people took part in a rally organized by
People s Power, a coalition of forces backing the presidential bid of opposition
candidate Viktor Yushchenko, in Kyiv on 23 October, Ukrainian media reported. The
demonstration, seemingly the largest in Ukraine since the breakup of the Soviet Union,
was held near the Central Election Commission headquarters under the general slogan
"The People's Power Against Lies and Falsification. " "We demand honest elections,"
Yushchenko told the crowd. "

I he people will force [the government] to recognize their
choice.... The candidate of the authorities has no chance whatsoever for an honest
victory [in the 3 1 October presidential ballot]." On 22 October, Yushchenko attended a
20,000-strong rally in Dnipropetrovsk, and on 24 October he met with 18,000 people in
Simferopol (Jan Maksytniuk, Radio Free Europe/Radio Liberty, Prague, Czech
Republic. RFE/RL Newsline Vol. 8, No. 202, Part II, 25 October 2004).”

Protests drew violence from an apparently state sponsored mob. Protesters managed to grab

some of their attackers, only to find out that they had been attacked by individuals of the

Policemen in plainclothes.

“...AS OPPOSITION SUPPORTERSAREATTACKEDBY MOBINCLUDING
POLICE OFFICERS. A group of some 100 Yushchenko supporters, who picketed the
Central Election Commission headquarters on the evening of 23 October, were attacked
by a mob of some 50 unidentified men, who were armed with flails and plastic bottles

filled with some hard mixture, the Mass Information Institute website
(htt p://www.im i .oru.ua ) and UNIAN reported. The picketers, along with opposition

deputies, managed to detain three attackers - two of them turned out to be police

officers. The Interior Ministry has not yet commented on the attack. Twelve picketers

were reportedly hospitalized following the attack (Jan Maksymiuk, Radio Free

Europe/Radio Liberty, Prague, Czech Republic. RFE/RL Newsline Vol. 8, No. 202,

Part II, 25 October 2004.”

As it was later revealed, the so-called hard mixture in the plastic bottles was cement. Thus, the

police and others had been using cement filled plastic bottles as weapons against the

protesters
,

providing implications for the arguable existence of effective rule of law.

One friend of the researcher, a woman that later worked as an election monitor, noted

in an email from Transcarpathia: “But here most of people are afraid of these elections, me

inclusive. I cannot imagine what will happen if the elections will be falsificated. , and they will

be...(01ha Cheshchevska, email dated October 3 1 , 2004).” She was right, elections were very

obviously falsified. Antagonistic state authorities were responsible for carrying out violence

against citizens during what had been peaceful protest. Unfortunately, not all hopes and
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optimistic expectations of the protestors would be fulfilled in the coming year of the

Yushchenko presidency. Shortly, in this chapter, Yushchenko’s political compromises will

discussed, as his compromises crushed the hopes of supporters, and arguably killed the Orange

Revolution and any positive changes in the protesters new mentalitet of political efficacy .

3.5.2. After first round of Ukraine’s presidential elections, the protests begin

It did not take long tor the allegations of election fraud to arrive, as the RFE/RL

published on November 1, 2004.

“UKRAINIAN PRESIDENTIAL BALLOTPROVESINCONCLUSIVE... With 94.2
percent ot the ballots counted, the Central Election Commission announced on 1

November that Prime Minister Viktor Yanukovych won 40.11 percent of the vote,
while his main rival Viktor Yushchenko obtained 39.16 percent of the vote in the 3

1

October presidential election... Oleksandr Moroz was backed by 5.77 percent of voters,
Petro Symonenko by 5.02 percent, and Natalya Vitrenko by 1.54 percent. Turnout
stood at 74.38 percent. These results suggest that, as predicted by analysts and
pollsters, Yanukovich and Yushchenko will tight for the Ukrainian presidency in a
runoff on 21 November. (Aleksander Maksymiuk, Radio Free Europe/Radio Liberty,
Prague, Czech Republic. RFE/RL Newsline Vol. 8, No. 206. Part II, 1 November
2004).”

Also, the first round of voting revealed distinctive splits of loyalty for candidates (splits

had been anticipated), as the eastern and southern regions voted overwhelmingly for

Yanukovych, while the west and center voter for Yushchenko. During November and

December of 2004, the possibility of civil war, or at least secession of the eastern oblasts from

Ukraine, had been a very serious and hot political issue.

“GEOGRAPHICALLYDIVISIVE... Yanukovych was overwhelmingly supported in

eastern Ukrainian regions, while Yushchenko received the most support in western

Ukraine. With more than 90 percent of the vote counted, the Central Election

Commission said Yanukovych obtained (in the following eastern and southern

oblasts) 86.74 percent of voters in Donetsk Oblast. 80.53 percent in Luhansk Oblast,

69.19 in Crimea, and 57.63 in Kharkiv Oblast. On the other hand, Yushchenko

garnered 89.38 percent of the vote in Ivano-Frankivsk Oblast, 87.98 percent in

Ternopil Oblast, 87.42 percent in Lviv Oblast, and 76.97 percent in Volhynia. In

Kyiv, Yushchenko was backed by 62.36 percent of voters, while Yanukovych got

14.69 percent. (Aleksander Maksymiuk, Radio Free Europe/Radio Liberty, Prague,

Czech Republic. RFE/RL Newsline Vol. 8, No. 206. Part II, I November 2004).

"
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Very significantly, perhaps 10% of voters had been unable to vote due to

“irregularities”. Exit polls conflicted regarding winners and losers. The following passage

explains:

"YUSHCHENKOALLY (Yulia Tymoshenko) DEMANDSEMERGENCY
PARLIAMENTARYSESSION OVER'MASS FALSIFICATIONS'... in the 3

1

October (2004) presidential ballot... According to an exit poll by the Kyiv International
Institute of Sociology and the Razumkov Center, a total of 44.4 percent of respondents
voted for Yushchenko and 38 percent for Yanukovych.... KVUhead (Committee of
Voters of Ukraine) Ihor Popov said up to 10 percent of voters could have been unable
to exercise their election right because of... irregularities (Aleksander Maksymiuk,
Radio Free Europe/Radio Liberty, Prague, Czech Republic. RFE/RL Newsline VoF 8.

No. 206, Part II, 1 November 2004).”

Another exit poll put Yanukovych ahead by several points (see the above passage in full text in

appendices), but nonetheless the challenges about fraud were widespread, and many were

denied the right to vote.

Also of interest, former President Leonid Kuchma, then incumbent and overseeing the

elections, declared that the outcome of the election would not affect the path that Ukraine had

been on. However, he did not make specific reference to the type of path that he considered

Ukraine to be on at that time. European integration may be presumed as part of his intended

meaning, but with caution.

“OUTGOINGPRESIDENTSAYSUKRAINEWON'TCHANGETACKAFTER
ELECTIONS. Incumbent President Leonid Kuchma said after casting his vote on 3

1

October that Ukraine's strategic course will not change after the presidential election,

irrespective of who becomes the country's next president, UNI AN reported. "Ukraine's

European choices have been, and will remain, [the same] for the president and society,"

Kuchma said. "Today nobody doubts that -- the path has been determined." Kuchma
rejected journalists' suggestion that he might become prime minister following the

presidential elections (Aleksander Maksymiuk, Radio Free Europe/Radio Liberty,

Prague, Czech Republic. RFE/RL Newsline Vol. 8, No. 206, Part II, 1 November
2004).”

November 3, 2004 may be interpreted as the actual moment, or start date, of what

would become the "Orange Revolution”. Election results for the first round were widely

understood as false, and the protests began with approximately 5,000 students. See below.
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"EUROPEANMONITORSSAY UKRAINIAN VOTEDID NOTMEFTDEMOORATICSTANDARDS.The International Election Observation Missionwhich mcluded some 600 observers... said in a statement posted on the OSCEwebsite
(hU ^/Vvww.osce.org

) on 1 November that the 3 1 October presidential ballot in
Ukraine d.d not meet a ‘considerable number’ of OSCE, Council of Europe, and otherEuropean standards for democratic elections. According to the mission the
presidential elections were tainted by bias in the state media, interference by the state
administration in favor of Prime Minister Viktor Yanukovych, the disruption or
obstruction of opposition campaign events by the state authorities

, and inadequacies in
the C entral Election Commission's handling of complaints. ‘This election process
constitutes a step backward from the 2002 [parliamentary] elections,’ (Jan Maksymiuk.
Radio Free Europe/Radio Liberty, Prague, Czech Republic. RFE/RL Newsline Vol. 8
No. 208, Part II, 3 November 2004).”

Wide spread irregularities" may be an understatement, as the Supreme Court Deputy

Deputy Chairman Anatoliy Yarema, as of only November 1st, 2004, counted over 42,500

complaints of irregularities or fraud that had taken place on October 3 1, 2004.

“UKRAINIAN ELECTION CHIEF ACKNOWLEDGESEXTENSIVEERRORSON
VOTERLIS TS. Central Electoral Commission head Serhiy Kivalov said on Ukrainian
television on 1 November that there were widespread irregularities regarding electoral

registers in the 3 1 October presidential poll. ‘There are citizens who have appealed to
courts, territorial commissions, the Central Electoral Commission, [and] district

commissions, Kivalov said. ‘Some had their problems solved and were entered on the
register, while others remained outside and were denied their constitutional right [to
vote]' ...Supreme Court Deputy Chairman Anatoliy Yarema said on 1 November that
Ukrainian courts have examined some 42,500 complaints linked to the right of citizens
to take part in voting in the 3 1 October ballot. According to Yarema, this number of
electoral complaints was unprecedented for Ukraine (Jan Maksymiuk, Radio Free
Europe/Radio Liberty, Prague, Czech Republic. RFE/RL Newsline Vol. 8, No. 208,
Part II, 3 November 2004).”

An unprecedented number of complaints is indicative of worsening political fraud for Ukraine.

It is important to note that fraud was alleged by Yanukovich as well as Yushchenko and

Tymoshenko, as well as many other political leaders. Perhaps the fraud was not at all one

sided, as the protestors implied. Yanukovych received the harshest accusations that had been

cast about. Nonetheless, the elections would go on to the second ballot. Yanukovych had been

declared the winner by only 0.66% over Yushchenko. Victory was not certain, and a runoff was

essential.

‘‘WHO WONUKRAINIAN PRESIDENTIAL BALLOT?... With 97.67 percent of the

ballots counted, the commission said on 2 November that Prime Minister Viktor
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Yanukovych won 39.88 percent of the vote, while main rival Viktor Yushchenko
obtained 39.22 percent, meaning that there will be a runoff between them on 21
November. ..Meanwhile, some 5,000 students demonstrated in Kyiv on 2 November,
protesting what they allege were falsified results from the 3 1 October vote. ‘An all-out
falsification of election returns is going on.’ Yushchenko's campaign manager
Oleksandr Zinchenko, told the rally. According to Zinchenko, the Central Elections
Commission has stopped announcing elections returns ‘since it has realized that no
report will be in favor of the authorities.’ (Jan Maksymiuk, Radio Free Europe/Radio
Liberty, Prague, Czech Republic. RFE/RL Newsline Vol. 8, No. 208, Part II. 3
November 2004”

3.5.3. The plot thickens with extensive violations and blackmail of election officials by
“authorities”

The problem of fraudulent behavior was clearly evident as election officials and, on

occasion, their family members, were subjected to threats.

“UNCERTAINTYHOVERSOVERUKRAINIAN VOTECOUNT... Central Election
Commission (TsVK) head Serhiy Kivalov told journalists in Kyiv on 3 November that
the 31 October presidential ballot may be declared invalid in some constituencies,
1 1 AR-T ASS reported. ‘About 50 election constituencies did not submit their protocols
or the protocols they submitted were not properly executed. Courts are now considering
violations in some of the [225] constituencies,’ Kivalov said. The TsVK stopped the
vote count on 2 November

, announcing that with 97.67 percent of the ballots counted
Prime Minister Viktor Yanukovych won 39.88 percent of the vote, while opposition

candidate Viktor Yushchenko obtained 39.22 percent. Meanwhile, Ukrainian news
agencies reported on 3 November that the TsVK has decided to verify 30 percent of the

polling-station protocols in 132 constituencies. Yushchenko's campaigners have
charged that the verification was ordered to steal what they believe to be a win by
Yushchenko.... AS CHIEF ELECTION OFFICIAL (was) SAID TO BE
BLACKMAILEDBY AUTHORITIES. Lawmaker Oleh Rybachuk from Yushchenko's
Our Ukraine parliamentary caucus, said in Kyiv on 3 November that TsVK chief

Serhiy Kivalov has not yet announced the final vote count in the presidential election

because the presidential administration has threatened to instigate a criminal case

against his daughter if he fails to ensure a 'necessary election result ’for Premier

Yanukovych , the ‘Ukrayinska pravda’ website (www2.pravda.com.ua) reported on 3

November. (Jan Maksymiuk, Radio Free Europe/Radio Liberty. Prague, Czech

Republic. RFE/RL Newsline Vol. 8, No. 209, Part II, 4 November 2004).”

This intimidation, allegedly by incumbent authorities, if it truly occurred, may have been very

effective. Perhaps the election official refused to verify the election results for fear of

involving his daughter in an investigation that would have entailed a forgone conclusion. The

official appears to have resisted declaring any results.
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With widespread accusations of fraud including abuse by means of absentee ballots and

frequent voting by dead people, accusations of blackmail of high level election officials,

alleged kidnapping (and, at least, obstruction) of observers at the polls, denial of voting rights

b\ living registered citizens, and poor transparency in the vote counting and reporting, Ukraine

is faced with serious challenges regarding possible integration with the EU...if the EU strictly

hold to its conditions of accession, which include democracy. Some may argue that the actions

of the Orange Revolution's protesters yielded positive results with a more 'valid' third election.

However, the fact that Yushchenko would later compromise away much authority in the guise

of constitutional reforms (through barter with the alleged fraudulent opponents) and the nearly

universal perception (that would prevail later as of the spring of 2006) that Yushchenko failed

to follow through with his promised political-administrative reforms should cause us to

withhold any assertion of democratic consolidation in Ukraine. As we shall see in the

following subheadings, and later as will be supported by the details and interviews of the two

case studies of small business creation in Kharkiv and Transcarpathia, the elation of protestors

was followed by disillusionment and disappointment. Perhaps the question should be raised:

Was the new leadership's promise of serious reform realized, would there be support for

greater transparency in government and administration, greater efficiency and effectiveness

with a reduction of corruption and red tape, and increased support for small businesses? Or,

would Ukrainians simply receive the same old vodka in new bottles? The blackmail of election

officials may, arguably, be representative of corruption that would outlive the Orange

Revolution. In the following segments, protests and popular pressure may be understood to

indicate some positive aspects of a new mentalitet of political participation and a sense of

efficacy.
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3.5.4. Do students matter? On November 18, 2004, more protests from youth groupssprung up. & 1

Wemust keep in mind that the students, who took an early and active role in the

protests, were not hampered by adult memories of Soviet repression under security services

such as the KGB. Perhaps they did not have the same understanding of fear and intimidation

that their parents and grandparents may have had during the USSR. Perhaps the iron curtain,

which had begun to crumble (at least) in the 1980s by the time glasnost , an “openness” had

art iv ed under Gorbechev, would soon be forgotten by the younger generations. By November

of 2004, the students had begun to adorn themselves in the orange color of Yushchenko’s

campaign in their protests against the incumbent leadership.

“UKRAINIAN STUDENTSDEMANDFAIR PRESIDENTIAL RUNOFF. The youth
organization Pora (It's Time) announced on 1 7 November a nationwide strike campaign
among Ukrainian students to urge the authorities to conduct a fair presidential runoff
between Prime Minister Viktor Yanukovych and opposition candidate Viktor
Yushchenko on 21 November, Ukrainian news agencies reported. The same day, some
5,000 students rallied in Ivano-Frankivsk to demand fair presidential elections... Also
the same day, 4,000 students picketed the local police headquarters in Lviv... Many
participants in the protests... Pora... Chysta Ukrayina (Clean Ukraine) and Studentska
Khvylya (Students' Wave) youth organizations - had the orange bands and stickers of
the pro-Yushchenko election campaign (Jan Maksymiuk, Radio Free Europe/Radio
Liberty, Prague, Czech Republic. RFE/RL Newsline Vol. 8, No. 217, Part II, 18

November 2004).”

Following is Jan Maksymiuk’s analysis of events in Ukraine just prior to the second

ballot in the presidential elections of November 21, 2004. For the sake of an understanding of

the significance of the “Orange Revolution” in terms of advancing civil society, the following

analysis is a segment from the full text that is available in the Appendices, and very much

worth reading.

Ukraine ’s Time to Remember,

“Ukraine is once again living through an exceptional period, much similar to that

on the eve of its independence 13 years ago. Then, a new state was born out of political

and social turmoil in the crumbling Soviet Union. Nowwe are witnessing the troubled,

but definite, birth of a vibrant civil society in this state. All this is happening because of

a presidential election in which Ukrainians for the first time since their independence

seem to have a genuine political alternative to the ruling regime. This fact alone makes

their situation very exceptional in Eastern Europe. In the short term, there is no
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possibility tor such an alternative in Belarus or Moldova. And no apparent need for it
in Russia.

On 21 November, Ukrainians will go to the presidential polls to choose
between Prime Minister Viktor Yanukovych, who vows to ensure the political
continuity to the regime of outgoing President Leonid Kuchma, and Viktor
Yushchenko, who has promised to make a new start for the country. Yushchenko and
Yanukovych competed in a neck-to-neck race in the first round on 31 October,
obtaining 39.87 percent and 39.32 percent of the vote, respectively. It is widely
expected that the runoff will be very close, too. It is also expected that turnout, which
was 75 percent three weeks ago, will be distinctly higher on 21 November.

However, one thing is perfectly clear. Irrespective of who will emerge as a
winner of the 21 November runoff, the country' will not be the same as before the 2004
election. The ‘people's election campaign' conducted by Yushchenko has raised such a
huge wave of spontaneous civic activism in his support that it is hardly conceivable that
this activism will fizzle out even if he loses the vote on 21 November. The 2004
presidential campaign has formed a civil society in Ukraine, the core of which consists
of a vast community of Yushchenko backers who seem to have eventually woken up
from the Soviet-era political and social lethargy for good. It would be close to
impossible to ensure a semblance of Kuchma-like continuity in Ukraine's political and
social life for Yanukovych or Yushchenko even if they chose to do so....

This year's Ukrainian election, like several other ballots in the past, seems to be
offering a clear-cut choice between Russia and the West. But, as in the past, Ukraine's
future will turn out to be a compromise between the Russian and Western paths of
development for the sake of an independent Ukraine. The true test will be the extent to
which ordinary Ukrainians will influence the decisions made by the ruling elites in the
postelection period. It will be hard for the future president, be it Yanukovych or
Yushchenko, to ignore the will of the voters who have finally become citizens.

( Ukraine 's Time to Remember, by Jan Maksymiuk, published online in Radio Free
Europe/Radio Liberty, Prague, Czech Republic. RFE/RL Newsline Vol. 8, No. 218,
Part 1, 19 November 2004).”

It seems that the Orange Revolution was the mark of an undeniable civil society, a great impact

indeed. Perhaps Maksymiuk’s estimate that activism would not ‘fizzle out' in the post-election

years will prove to be mistaken. As of approximately one year after the so-called Orange

Revolution, in January 2006, as we shall see in the Transcarpathian case study, particularly,

professors and entrepreneurs complain that the protest activity in late 2004 had little or no

effect. Not only do many interviewees express disappointment and a sense of helplessness, but

they can be heard to express a belief that they had been not only let down but even betrayed by

the new leadership.
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3.5.5. Just after the second ballot of November
in full scale, on Monday, November 22, 2004

21, 2004, the Orange Revolution took off,

Even as late as November 22, 2004, election results had not been fully counted.

Perhaps there was truth to the allegation that the authorities intimidated the election officials

into ignoring any Yushchenko ballots that might place him as the winner. Results would not be

delivered or finalized. Fear of authorities appears to have been a factor. At that point in

November, at least, two exit polls agreed that Yushchenko had won by a minimum of 3%and

perhaps as much as 1 1%.

"UKRAINIAN OPPOSITION CANDIDATEALLEGESPRESIDENTIAL-VOTE
FRAUD, URGESPOPULARRESISTANCE... Opposition presidential candidate
Viktor Yushchenko appealed to Ukrainians at a rally in central Kyiv on 22 November
to organize popular resistance against what he believes to have been blatant fraud by
the Central Election Commission (TsVK) in the counting of votes in the previous day's
presidential runoff, Ukrainian and international news agencies reported. With 99.14
percent of the vote counted

, the TsVK reported that Yanukovych won 49.42 percent of
the vote to Yushchenko's 46.69 percent. Exit polls organized by two separate groups of
Ukrainians pollsters had suggested that Yushchenko beat Yanukovych by 54 percent to

43 percent and by 49.7 percent to 46.7 percent, respectively. Yushchenko called on
Ukrainians to pitch tent camps in Ukrainian cities to protest the alleged electoral fraud

peacefully and defend what he described as his election victory. Reuters estimated that

60,000 people attended the opposition demonstration on Independence Square in Kyiv
(Jan Maksymiuk, Radio Free Europe/Radio Liberty, Prague, Czech Republic. RFE/RL
Newsline Vol. 8, No. 2 1 9, Part II, 22 November 2004).”

The photos below, from the Orange Revolution in Kiev, November 2004 through

January 2005, pay tribute to the willpower of some who remained in subzero temperatures

protesting fraudulent elections and repression by incumbent authorities during the presidential

elections. It may be argued that "citizens” were made from “subjects” in November of 2004.
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sWfl SIDE

Figure 3.3. Keeping warm in Kiev’s tent city. These people reported that they have been in

Kiev’s Tent City protesting since November 2004 through mid January, 2005, and they
had no intention of going home until the inauguration of Victor Yushchenko.
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Figure 3.4. More hardcore protesters show no intention of packing in and going home towarmth. Note the universal “peace-sign’' offered by the man in the middle/rear. January
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Figure 3.7. A long view of Tent city on Khreshatyk, the central street of Kiev
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Figure 3.8. Walking around the tent city on Khreshchatyk Street, Kiev
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Figure 3.10. A woman gives out orange flags at the Tent
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3.5.6. After the second round of presidential elections, held November 21, 2004

The following analysis was published online on November 23, 2004, by Jan

Maksymiuk, and deserves attention. Maksymiuk offered insight on the unfolding crisis in

Ukraine. Optimism was not abundant. As the election irregularities were widely believed to

include kidnapping (of election monitoring officials, as had been alleged in the Transcarpathia

Oblast), the protesters swelled in numbers, and a semi-permanent tent camp, as shown above,

was established in the center of Kiev, not far from the government buildings for parliament and

the administration. On the events:

"Ukraine in Turmoil after presidential vote”:

“A crowd estimated to number at least 100,000 took part in a rally on
Independence Square in Kyiv on the evening of 22 November to protest what they
perceive to be government fraud during the previous day's presidential runoff between
Prime Minister Viktor Yanukovych and opposition candidate Viktor Yushchenko. With
99.38 percent of the vote tallied, the Central Election Commission (TsVK) had
announced earlier in the day that Yanukovych won 49.42 percent of the vote to

Yushchenko's 46.7 percent. Meanwhile, Yushchenko told the crowd on Independence
Square that by resorting to massive fraud, primarily in Ukraine's eastern regions, the
authorities stole 3.1 million votes from him and, consequently, his election victory.

Speaking to some 60,000 people at the same rally earlier in the day, Yushchenko
called on Ukrainians to organize popular resistance against the alleged vote fraud and
defend what he described as his election victory. In addition, Yushchenko's political

ally Yuliya Tymoshenko has called on Ukrainians to launch a nationwide strike.

Yushchenko’s hackers have pitched some 300 tents along Khreshchatyk, Kyiv's main
thoroughfare , and have reportedly vowed to stay in them until Yushchenko is declared

the country's elected president... Yushchenko's supporters are coming to Kyiv from the

provinces despite police blockades of the roads around the capital and elsewhere in the

country, while the authorities are bringing Yanukovych’s adherents to Kyiv in busses.

In the meantime, local councilors in several cities in western Ukraine, including

Lviv and Ivano-Frankivsk, have adopted resolutions claiming that they will recognize

only Yushchenko as the legitimate president and supporting the opposition call for a

general strike. The Kyiv City Council passed a resolution expressing distrust in the

Central Election Commission. The opposition has also managed to collect 150

signatures among parliamentary deputies calling for an emergency session on 23

November to discuss the situation in the country and move a vote of no confidence in

the commission.

Both Western and domestic independent election monitors have concurred that the

21 November vote in Ukraine was far from democratic. The Committee of Voters of

Ukraine (KVU), a nongovernmental electoral watchdog, reported on 21 November that

illegal voting by absentee ballot was the biggest problem in the runoff... ‘Our

observers have registered more than 100 buses carrying these people [voting illegally],

and one can gather that tens of thousands [of people] have voted in this way,' KVU
head Ihor Popov told journalists.
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The KVUalso reported numerous incidents of assault on observers and
journalists, and even kidnappings. 'Up to a dozen people have been kidnapped today bycriminal-looking individuals,’ Popov claimed. Other alleged irregularities included

'

preventing observers, both domestic and international, and journalists from entering
polling stations, the use of counterfeit ballots, and the failure to sign or stamp ballot
papers by some commission members.

Yet, irrespective of the final outcome of the current standoff in Ukraine, it will be
problematic, it not impossible, for Kuchma to assure political continuity for his regime,
something he repeatedly urged during the election campaign. Ukraine seems to have
awakened to a new political life in which millions of people are no longer prepared to
mutely endure electoral manipulation

. official lies, and autocratic governance.
Seen from this perspective, Ukraine's presidential election of 2004 appears to offer

an opportunity unprecedented in Ukraine’s 13 years of independence for politicians,
from both the pro-Yanukovych and the pro-Yushchenko camps, to practice the difficult
art of political compromise in order to ensure the unity of their bitterly divided country
(Jan Maksymiuk, Radio Free Europe/Radio Liberty, Prague, Czech Republic. RFE/RL
Newsline Vol. 8, No. 220, Part I, 23 November 2004).”

Thus, the scandalous events of the second ballot helped not only to cement the will of the

opposition, but resulted in an increase in political participation in the form of protest by

supporters ot all parties. The dramatic rise in popular political participation, which required

that the voices ot the voters to be heard, is evidence that mentality can change rapidly.

3.5.7. Protests grew increasingly stronger after election results were first posted, then
cancelled

The numbers of protesters continued to grow, but by the end of November, 2004,

people ot all ages had begun to form human chains in order to block the entrances to significant

government building, such as where the President’s Kabinett meets, and at the Verkovna

Rada’s parliament building. Violence was not an issue, as the armed forces opted to remain

aloof.

“YUSHCHENKOADHERENTSBLOCKGOVERNMENT,PRESIDENTIAL
ADMINISTRATION OFFICES. Tens of thousands of people came to Independence

Square in Kyiv on 29 November for the eighth consecutive day of protests against what

the opposition deems to be massive fraud in favor of Premier Viktor Yanukovych in the

21 November presidential vote... two separate groups of pro-Yushchenko backers have

been blocking the government offices and the presidential administration headquarters

by forming "living chains" before entrances to these buildings since last night....

YUSHCHENKODEMANDSNEWPRESIDENTIAL BALLOT. Yushchenko told a

crowd of his backers demonstrating for the fifth consecutive day in Kyiv on 26

November that he wants a new presidential vote on 12 December in order to overcome

the current standoff over the official results of the 21 November presidential runoff...
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(Jan Maksymiuk. Radio Free Europe/Radio Liberty, Prague, Czech Republic RFE/RL
Newsline Vol. 8, No. 222, Part II, 29 November 2004).”

Yushchenko would get his wish for a third presidential vote under reformed election guidelines

The vote would take place on December 26, 2006. He was on his way to victory, the crowd’s

willpower was strong and numbers of supporters continued to climb. Pensioners and workers

ot all ages, men as well as women, stood by the students that initiated much of the political

action.

In a very important moment, the Supreme Court acted in support of new elections by

refusing to publish the verdict of Yanukovych's supposed victory . In Ukraine, the verdict is

not official and final until published. The greater implication for Yushchenko was that the

officialdom in the courts, at least, had begun to hear the voices of the people who stood for

months in subzero temperatures in order to have a political impact.

“UKRAINIAN SUPREMECOURTSUSPENDSVERDICTAWARDINGVICTORY
TOYANUKOVYCH.The Supreme Court on 25 November blocked the publication of
the official presidential election results awarding victory to Yanukovych, Ukrainian
media reported. The decision means that until the court has finished examining
complaints about alleged massive election fraud from the Yushchenko election staff,

Yanukovych cannot be inaugurated as president. The previous day, the Central

Election Commission announced that Yanukovych won the 21 November runoff with

49.46 percent of the vote (15.1 million votes) to Yushchenko's 46.61 percent (14.2

million votes). Yushchenko claims that the election authorities stole more than 3

million votes from him, primarily in Ukraine's eastern regions of Luhansk and Donetsk.

The Supreme Court began reviewing Yushchenko's complaints on 29 November. (Jan

Maksymiuk, Radio Free Europe/Radio Liberty, Prague, Czech Republic. RFE/RL
Newsline Vol. 8, No. 222, Part II, 29 November 2004).”

It was significant that the court officials appeared to be acting in the public’s interest, and not

merely guided by the interest of the incumbents. This success in the legal system was not fully

anticipated by the opposition and their supporters, and suggests hope for the rule of law in

Ukraine. If a new and lasting confidence in the legal system can be spurned as a result of the

Orange Revolution, this will no doubt be a tremendous boon to the creation and sustainability

of small businesses throughout Ukraine, as entrepreneurs' assessments of risk may be expected

to decline. This may be a sign of a positive, if unintended, consequence of the Orange
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Revolution. The next few years should reveal the degree and sincerity of the higher court's

judicial independence. At that time, we may better evaluate the public’s perceptions and

confidence in the rule of law.

For Ukrainian voters, a change in political culture may be very real. In Kiev, during the

protests of the Orange Revolution, the BBC interviewed Tatiana Ivanuk. a recent Masters

graduate in Public Policy and Administration from the University of Massachusetts Amherst.

Tatiana offered a considered yet impassioned view of the events of the Orange Revolution. She

summed up the point of the Orange Revolution and the activity of the people of Ukraine. Use

the following BBC link to hear her interview in English, which was then published for the

world to see and hear: httBl //ww'w .t heworld.org/latesteditions/l 1/20041 123,shtml . Since the

weblink to her November 2004 interview may not be maintained indefinitely, it is important to

note that 4 atiana explained that the people of Ukraine are simply tired of being lied to, won't

stand for it any longer, and that want to be able to choose their own leader. Tatiana

enthusiastically underscored the people's commitment to victory on this matter.

3.5.8. Yanukovych is on the way out, as lawmakers in the Verkovna Rada distance
themselves from him: the protests pick up even more momentum with a vote of ‘no-
confidence’ from 229 deputies in the Rada

While protests and Kiev's tent city remained strong, many protesters helped maintain a

round the clock presence in a successful effort to intimidate the supporters of Kuchma,

Yanukovych, and his Kabinett. 1 he passage below shows how many parliament members

began to gain enough confidence in themselves to pass a no confidence motion in the

incumbent Yanukovich's Kabinett. This no confidence vote, though barely passed with a

narrow majority, indicates a new sense of independence on the part of the parliament members,

the deputies. Ukrainians seemed to take this as evidence that the deputies would not act only in

compliance to the instructions of the incumbent leadership. This, in turn, bolstered the

confidence of the protesters.
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ES1DENT1AL BALL0T - Some 100,000 backers of opposition
leader Viktor Yushchenko gathered in front of the Verkhovna Rada building in Kyiv on
1 December as the parliament was debating once again a no-confidence motion in
Yanukovych's cabinet and the situation in the country after an abortive vote the
previous day (see "RFE/RL Newsline,’ 30 November 2004), Channel 5 reported.
Groups of Yushchenko supporters also continued to block the presidential
administration and government offices in the Ukrainian capital. On 1 December 1991
Ukrainians voted overwhelmingly in a referendum for their country's independence
from the Soviet Union. UKRAINIAN PARLIAMENTPASSESNO-CONFIDENCE
MOTIONIN GOVERNMENT.The Verkhovna Rada on 1 December passed a no-
confidence motion in Prime Minister Viktor Yanukovych's cabinet, Ukrainian media
reported. The motion was supported by 229 deputies, three more than required. It is
not clear for the time being whether the vote is legally binding since the parliament
cannot dismiss the prime minister within a year following the approval of a government
program submitted to it for approval. The Verkhovna Rada approved such a program
by Yanukovych's cabinet in March. Flowever, the parliament on 1 December in a
separate vote annulled its March resolution on approving the Yanukovych government’s
program. The parliament's resolution may be appealed in the Constitutional Court...
(Jan Maksymiuk, Radio Free Europe/Radio Liberty. Prague, Czech Republic. RFE/RL
Newsline Vol. 8. No. 224, Part II, 1 December 2004).”

Thus, the pressure of the protests seemed to provide effective pressure on the Verkovna Rada.

1 heir vote of no-confidence in the Prime Minister Yanukovich and his government was verv

reassuring to the protesters. This display of parliamentary independence from the pressures of

the President and Prime Minister may, in the mid to long run, contribute to a consolidation of

democracy, an increased perception in a rule of law not rule of men, or of autocratic rule. Such

an outcome, if possible, may in turn be perceived to offer a more stable and predictable

environment for entrepreneurs by fostering a stronger climate for legitimate business through a

lesser degree of corruption and extortion. Yet, whether the parliament will continue to respond

to the citizens and their interests remains to be seen.

3.5.9. Compromise by Yushchenko and Yanukovych over Constitution and a shift of

power to the Prime Minister yielded a limited victory for opposition.

In a very insightful and well considered position, Jan Maksymiuk published online the

following in depth-analysis of the events in ‘Who won Ukraine ’s Orange Revolution

Maksymiuk’s writing on this topic is worth a thorough presentation, as it succinctly yet

comprehensively covered all relevant considerations of a compromised shift of power that have
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been viewed as not only concessions , but perhaps betrayal of his supporters that had braved the

cold for so long. Had he bargained away his power in return for the presidential office? Later

in this dissertation, some professors from Transcarpathia will assert the event was a betrayal b>

Yushchenko, and that this may be the point at which the Orange Revolution had actually died

(or at least suffered a mortal wound).

“Two weeks of anti-government protests in Kyiv by backers of opposition
presidential candidate Viktor Yushchenko culminated in the passage on 8 December of
legislation that appears to have ended Ukraine’s political impasse and paved the way
for a democratic vote on 26 December.

At a dizzying pace, lawmakers adopted a constitutional-reform bill to limit
presidential powers in favor of the prime minister and the parliament, amended the law
on presidential elections to safeguard against abuse and fraud, approved a bill of
constitutional amendments ‘in the first reading’ to reform local self-government, and
replaced the Central Election Commission that awarded a dubious victory to Prime
Minister Viktor Yanukovych following the flawed 21 November presidential runoff
with Yushchenko.

There have been many surprises in Ukraine's political and social life over the past
two weeks - including the momentous invalidation of the runoff by the Supreme Court
on 3 December - but they pale in comparison with the events of 8 December.

Yushchenko commented that 8 December 2004 should be recorded in national
annals as a day of historic compromise. He also predicted that the decisions taken on
that day cleared a path for his victory on 26 December in 1 8-20 Ukrainian regions,

presumably enough to secure a Yushchenko presidency. Given that the amended
election law severely reduces the number of voters authorized to cast their ballots from
home and places tight controls on absentee ballots (thus minimizing the risk of massive
electoral fraud of the type that marred last month's runoff), Yushchenko's optimism
ahead of the new vote is perhaps warranted.

But there was also a bitter undertone to his address to 100,000 orange-clad

supporters on Kyiv's Independence Square on 8 December when he interpreted what
happened in the parliament earlier that day and thanked the public for its decisive

contribution to Ukraine's ‘orange revolution.'

The constitutional reform suggests that the balance of power in the country will be

radically shifted from the president to the parliament and the prime minister. Most
Ukrainian commentators agree that Ukraine is poised for a transformation from its

current presidential system to a parliamentary one. If Yushchenko eventually becomes

the head of state, he will thus have significantly curtailed his prerogatives in

comparison with those of outgoing President Leonid Kuchma. The power shift will

occur on 1 September 2005 if the Verkhovna Rada approves the bill on local self-

government ‘in the second reading' prior to that date, or, failing such passage, it will

automatically go into effect on 1 January 2006. Yushchenko is apparently disconcerted

with that prospect. He avoided any reference to the constitutional-reform bill while

recounting the events of the day to his sea of orange on Independence Square. Indeed,

he even was not among those 78 deputies of his parliamentary caucus who supported

the package of bills intended to resolve the political crisis. What's more, the

parliamentary caucus headed by his staunch political ally and prominent firebrand
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V uliya Tymoshenko voted against the reform bill.

Ironically it was Kuchma - whose handpicked successor was denied thepresidency on the strength of opposition outcry and subsequent events - who assumedhe role ot a victor on 8 December. Kuchma claimed the lion’s share of the credh forthe histone political compromise as lie signed the reform bill immediately after itspassage. Kuchma and Ins aides devised the political reform as a stratagem for
remaining in the political game beyond 2004 through their leverage in a parliament
reinforced with extensive powers regardless of who wins the presidency. At first
glance everything appears to point to a scenario in which a Yushchenko victory is
offset by a parliament filled with Kuchma cronies: Yanukovych has arguably lost
credibility in the eyes of voters, and the parliament is set to become a pivotal player in
the country- a year from now. But what of the Ukrainian people, whom the ‘orange
revolution' has miraculously transformed from a pliant electorate into mature and
responsible citizens? It is difficult to imagine them allowing Ukrainian politicians to
play backstage political games on the scale of the Kuchma era.

1 he belief that the Ukrainian president will become a figurehead following the
implementation of the constitutional reform is an obvious misconception. This
misconception might have originated and been nourished for both domestic and foreign
consumption by Yushchenko's camp, which entered the 2004 election campaign in an

al 1-or-noth mg-at-al 1 mood. True, the president loses the right to nominate all cabinet
ministers under the constitutional reform. But the president retains the right to propose
the country's prime minister, defense minister, and foreign minister for parliamentary
approval. No less important, the president has the sole right to appoint all regional
governors. And the president's right to dissolve the parliament if it fails to form a viable
government coalition can be an effective tool for defusing political conflicts and
shaping government policy.

On the other hand, the reform offers an increased set of checks and balances in

government, making many important decisions dependent on concerted agreement
between the presidency, the legislature, and the cabinet. What can be seen as an
impediment to an efficient presidency is in fact an indisputable gain for Ukrainian
democracy. It appears that in the long run, the most important achievement of Ukraine's
orange revolution in 2004 will be neither the democratized presidential-election law

(that can be changed at any time by a simple majority in the Verkhovna Rada) nor even
Yushchenko's likely presidency. The key accomplishment just might be the

constitutional reform that seeks to dismantle the authoritarian executive system of
power, so characteristic of many post-Soviet states, and recast it into something more
similar to European-model democracy.

Last but not least, providing the parliament with a decisive voice in most political

decisions in Ukraine seems the best possible way to heal the country's troubling east-

west divide. That rift is more likely to be healed if the responsibility for such decisions
lies with 450 deputies elected all across Ukraine, rather than by one man elected by
half the country.

It was thus unwise for Yushchenko to remain silent about constitutional reform on
Independence Square, implying that the reform represents a Kuchma victory within a

broader ‘orange revolution.’ First and foremost, it was a victory for hundreds of
thousands of Yushchenko supporters who have been taking to the streets for the past

two weeks despite the cold and snow. And the political reform fits well indeed into the

stunning transformation of Ukrainians, for whom Yushchenko's likely installment as

president will be only one stage -- albeit a crucial one —on their path toward Europe.
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(Jan Maksymiuk Radio Free Europe/Radio Liberty, Prague, Czech Republic. RFE/RLNewsline Vol. 8, No. 230. Part I, 9 December 2004).”

It may be argued that the Yushchenko's compromise with Yanukovych was a betrayal of the

protesters, but also a step (through seemingly unintended) toward greater democracy by

providing for a reduction of presidential powers. But, the questions remains, will such reforms

last? By bargaining away much of his authority, Yushchenko no doubt lessened his ability to

carry out bis intended reforms in government and administration. By compromising away

authority, Yushchenko's declared ambitions to minimize corruption, make administration more

effective, and create a political environment that is supportive of small businesses seem to be at

risk. Perhaps, in bargaining for victory, he made himself largely irrelevant to his expressed

objectives. In this way, the orange supporters may have both won and lost, in the moment of

Yushchenko's concessions.

3.5.10. Third ballot election results declared Yushchenko as clear winner (though
Yanukovych continued dispute)

Victor Yushchenko reaped nearly 52% of the vote that resulted from the third and final

ballot. The third ballot, it was argued, corrected for several avenues of fraud, such as closing

opportunities to vote from home, restricting use of absentee ballots, etc. It was hoped that

fewer dead people voted in this round, and that living people voted only once.

“YUSHCHENKOOFFICIALLY DECLAREDUKRAINE'S PRESIDENT-ELECT...
The Central Election Commission announced officially on 10 January that Viktor

Yushchenko won the 26 December repeat of the late-November presidential runoff in

Ukraine with 51.99 percent of the vote (15.1 million voters) versus Viktor

Yanukovych's 44.2 percent (12.8 million voters), Ukrainian media reported. Turnout
was 77 percent. Yushchenko won in Kyiv and 16 western and central regions, while

Yanukovych won in Sevastopol and nine eastern and southern regions. The official

results of the vote need to be published in two official newspapers, ‘Holos Ukrayiny’

and ‘Uryadovyy Kuryer,’ to become irreversible (Jan Maksymiuk. Radio Free

Europe/Radio Liberty, Prague, Czech Republic. RFE/RL Newsline Vol. 9, No. 6, Part

II, 1 1 January 2005.”

However, one interesting point that is usually missed by commentators is that the Communists

and the Socialists joined forces in an informal coalition with Yushchenko's ‘Our Ukraine
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Party' and Tymoshenko’s party in an effort to elect Yushchenko. Since the combined share of

the Communist and Socialist votes totaled approximately 1 1%of all votes cast in Ukraine’s

presidential election, and since Yushchenko’s coalition beat Yanukovych by only 7.79%

(5 1 .99% - 44.2% = 7.79%), it should be realized that Ukraine’s so-called Orange Revolution

could not have succeeded without the effort and commitment of the Communists and

Socialists!

Paradoxically, if not for the Communists and Socialists of the old order, there would be

no ‘democratic’ victory over the incumbent Prime Minister Yanukovych. The results were

published, thereby becoming final, and Yushchenko was inaugurated near the end of January

2005. His test had only just begun. Yushchenko built his campaign on promises of radical

reforms that were expected to, in part, eliminate corruption and deliver a political-

administrative system that will perform for the benefit of the citizens of Ukraine. As the

second case study suggests, there has been little change in the behavior of the lower and mid

levels of administration, even though some higher-level official's have been replaced with well-

intentioned successors. Yushchenko s compromise with Yanukovych over the issue of

presidential powers was viewed by some as betrayal, and perhaps even the death of the Orange

Revolution (see interviews to follow in the second case study). Sadly, disillusionment, rather

than widely perceptible reforms, including reforms that may support small business

development, has prevailed from east to west in Ukraine. The case studies and interviews will

reveal evidence that will substantiate this claim.
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CHAPTER4

ADMINISTRATIVE VIEWPOINTSONFACILITATION OFECONOMICDEVELOPMENT:KHARKIVOBLAST, UKRAINE

As one professor stated in Kharkiv during an interview in March 2003, “We are a

Soviet city . 1 he gigantic statue ot Lenin below is a daily reminder for all. Kharkiv

University, which is oft to the left in the background of the statute, a few hundred meters

beyond, stands about 10 floors high.

Figure 4.1. Lenin stands proudly in Kharkiv's main square, across from the Oblast’s
Administration building, he is at the true center of the industrialized city.
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Figure 4 2. Kharkiv Oblast Administration Building (formerly Communist Party
Headquarters in the Kharkiv Oblast).

4.1. Introduction to Kharkiv Administration

I he structure of Ukraine s Kharkiv Oblast Administration may be understood as a

mirror of the national level of administration. While some new economic administrative

branches, or offices have opened, such as agencies geared toward the attraction of foreign

direct investment or EU integration, the fundamental structure of administration illustrates

much continuity with that of the Soviet era, as officials and professors will attest. In this

section, beginning with the first presented interview with an official, the structure and aspects

of administration will be addressed. Additional interviews with officials will be presented, as

they expand on topics that include small business and economic development. In this way, by

learning from seven interviews with administrative officials from Kharkiv, we may gain insight

into the perspectives inside administration and note, firsthand, their claims regarding the

manner in which the administration facilitates economic and small business development.

During the subsequent case study of small business creation in Kharkiv, seven professors, four
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lawyers, the director of the new firm Koodreashka, a director of an ‘intermediary firm’, and

others offer external viewpoints of the administration.

4 - 2 Structure and continuity of Kharkiv Oblast Administration, and discussion ofproblems: An mterview with Director Irena Reaka, of department of “Administration
rganization of the Kharkiv Oblast Administration. Interviewed March 21st, 2003.

In March, 2003, the Director of “Administration Organization” (of the Kharkiv Oblast

Administration), Irena Georgeeyevna Reaka, participated in a free flowing interview with the

researcher. Several open-ended questions were posed, and she responded thoughtfully and with

apparent sincerity. Irena Georgeeyevna is responsible for all matters pertaining to the structure

and organization of the oblast’s administrative branches and offices, and is one of the seven

highest-level directors in the Oblast. She explained that the current Oblast administration

building, an elaborate and beautiful building, had served as the location for the Oblast's

Communist Party Offices during the Soviet Union. Currently, it serves as the main building for

the Oblast Administration. Irena Georgeeyevna claims to be a “conservative person”, and has

been in the same office for over 20 years, since 1982.

Figure 4.3. Director Irena Reaka at her desk in her Kharkiv office (March 2003).
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When asked about how the overall administration has changed in structure, or perhaps

been evolving, she offered the following: -‘At first, in USSR, we had to give papers in Moscow.

Nowwe give i, to Kiev. All the politics is in Kiev.” Irena Georgeeyevna discussed the

national level of administration as a federal level, and described the administration as

subordinate to the Verkovna Rada, and flowing from the Cabinet of Ministers. In other

elements ol our discussion, there seemed to be little distinction between the spheres of the

political and the administrative. In Ukraine, as has been suggested in the West, to assume that

we may separate the politics from administration and visa versa would be inaccurate. Irena

Georgeeyevna asserted that “the aim of our system is (threefold, pertaining to solving for):

I ) social problems, 2) political problems, and 3) budget problems. The Cabinet develops the

programs, after that, we develop our programs within the region (Irena Reaka, March 21
st

Interview, 2003).”

When asked “In your opinion, what are some of the most important changes in

structure (since USSR) regarding your administration?” Irena Georgeeyevna gave the following

meaningful response: “I have worked many years in this sphere, and the structure (of

administration) has not changed in general, only in some executive bodies (Irena Reaka, March

2

1

st

Interview, 2003).” Note that she speaks of “executive bodies” as being departments under

the main divisions ot administration according to ministries. According to Director Reaka, the

structure of administration not only mirrors the national level, but also is largely contiguous

with that ot the Soviet era. The official organizational mission of the Kharkiv administration,

as she otters, is to solve for social, political and budgetary problems.

T o illustrate the structure of the administration’s main directors and departments, Irena

Georgeeyevna was kind enough to make available a diagram of the organization of Kharkiv’s

main branches of administration. Next, the structure of the Kharkiv oblast administration is

presented in Ukrainian as a scanned of a document supplied by Irena Georgeeyevna Reaka.



The chart has been also been translated into English and appears immediately after the copy of

the Ukrainian original.



F ' 8Ure 0nginal Ukrainian version, flowchart of Structure of Kharkiv Oblast
Administration, March 2003. Supplied by Director Irena Reaka.
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Figure 4.5. Translated flowchart of Structure of Kharkiv Oblast Administration. March 2003
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In response to another open-ended question, “what do you see as the main problem of

the Oblast’s administration”, Irena Reaka replied: “The main problem facing regional

administration is specialists... finding enough of the right specialists (for) administration. We
seek abilities, opportunities, and knowledge (Irena Reaka, March 2

1

st

Interview, 2003).”

Having been to the United States twice, visiting Cincinnati, Ohio, and the state of Wisconsin.

Reaka stated “your system (USA) is better, more developed (Irena Reaka, March 21
st

Interview,

2003)." When asked what she likes about the US system, she spoke of “the economical branch,

the budget.” Reaka praised the fact that budget requests in the USAcan be made from the

lower tiers of administrative levels. In Ukraine, local levels are not involved at all in making

budget requests or proposals.

Reaka steered the discussion to her concerns about the budget, and the problem of

minimal influence in the design of oblast s budgets. Speaking to her desire for budget reforms

she claims: “We are trying to model after the USA, with our (Ukrainian) oblasts participating in

the budget system (Irena Reaka, March 21 ' Interview, 2003)." Reaka explained her displeasure

with the fact that budgets have been created at the national level in Kiev, budgets being handed

from the top (in Kiev) down to the oblast level. She insisted that oblasts must participate from

the bottom up in formulation of the oblast budget. The Kharkiv administration, Reaka

understands, has not yet solved tor the social, political, and budget problems.

Reaka linked these broader problems, such as resolving budget issues, to the need for

skilled specialists. Though the structure of the oblast administration is much the same as it was

under the USSR, she explained: “Everyone with great experience may work here, there is a

difference from the Soviet Union (Irena Reaka, March 21
st

Interview, 2003).” In demonstrating

contrast in personnel management from the Soviet days to present, she addressed changes in

hiring and tiring procedures for staff: “Every year the person who has worked here has

competition against other workers. Maybe (then) its possible, the decision about employment
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(to maintain or to terminate employment)... not like the USSR, where they could stay (Irena

Reaka, March 2

1

st

Interview, 2003).”

Howdoes the administration hire mid and lower level employees, and what does she

mean by competition? The director explains, “There is a test-system... (they) must have

knowledge and experience. After testing, if they are suited to administrative organs, they will

work here. Weare looking for expertise (Irena Reaka, March 21
st

Interview, 2003).” When

asked how people learn of lower level employment openings, and if they are publicly

advertised, Reaka responded in the affirmative: “Yes, local newspapers are used for ads.. .since

1993 (Irena Reaka, March 21
st

Interview, 2003).” Reaka’s concerns and responses appear to

refect recognition of needs for new and verifiable expertise in the years following the collapse

of the Soviet Union. If such claims refect reality, perhaps officials’ mentalitet can also change

with the acceptance of new expertise.

Reaka also noted that there is a strong incentive for people to gain employment in the

administration, as “the government worker is better paid than the other workers (factory

workers)... about three times higher than other workers (Irena Reaka, March 2

l

sl

Interview,

2003).” She noted that “higher level officials”, such as herself (a director), “earn about $300

per month, while lower level workers earn $100 per month (officially) (Irena Reaka, March 21
st

Interview, 2003).” Yet, unfortunately, according to another official in Kharkiv’s newly

established small business development organization (a new sub-department under the

economic organization of the municipal administration as of late-summer of 2003), the cost of

living in Kharkiv requires a minimum of just under US$250 per month in net income.

In further discussing the main problems of administration in Kharkiv, Director Irena

Reaka noted, “economic development is a big problem (Irena Reaka, March 21
st

Interview,

2003).” After briefly acknowledging concerns for investment and development, she

immediately brought the discussion back to what she viewed as being of key importance, the
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budget, and asserted, "a bigger budget is needed to assist and encourage (economic)

development (Irena Reaka, March 21
st

Interview, 2003).” She proposed that “budget reforms”,

which would place more autonomy in the hands of each oblast for the sake of designing

budgets, would “...take a long time. ..three to ten years maybe. ..no, much more than a few

years (Irena Reaka, March 21
st

Interview, 2003)!”

Briefly, on the topic of integration into the EU, Director Reaka focused on the

economic matters, rather than the political, or democratic conditions: “They (in the EU) think

we haven't enough developments in the economical part (the market developments). Weare

only in the neighborhood of the EU, not part (of it) (Irena Reaka, March 21
st

Interview, 2003).”

In response to the question “in your view, is corruption still a problem?” Director Irena

Reaka very candidly affirmed: “Yes, there is a problem of corruption (in oblast administration)

...we struggle with this very much (Irena Reaka, March 21
st

Interview, 2003).” She explained

that there is a “law on corruption”. “Are those laws effective?” she was asked. Reaka

responded, Yes, very effective. The situation is improving. Irena Reaka explained that, in

her opinion, it (the corruption) will be better if salaries of people in administration are

increased... so that they won't need to be so corrupt (to live) (Irena Reaka, March 21
st

Interview, 2003). It is difficult for lower level officials, such as various inspectors, to survive

on $100 per month.

To place the monthly income of $100 in proper perspective, one must understand the

local market and the costs of living in Kharkiv. For example, modest apartments may require

rental fees from US$50 to $250 or more per month in the busy city of Kharkiv. Even the lower

figure of $50.00 is more than double the price of apartments available in urban areas of less

sophisticated and urbanized Oblasts. A common Russian automobile, the “Niva”, requires

approximately US$4500 for purchase. A luxurious and powerful auto, the “ Volga ”, seems to

be priced at approximately $14,000 new, and at least $4000 to $6000 for a decent used model



w ithin a few years of age. To purchase a one-bedroom apartment in Kharkiv, requires at least

$8000 or more for anything in livable condition, and two bedroom apartments are available

perhaps from US$12,000 to 16,000. Prices will be higher toward the city center, reaching

values of $30,000 to $40,000 for a two-bedroom apartment. In such light, what we call

corruption, extortion, and bribery seems to be merely a means of supplemental income, one that

low-level officials may want, if not require, in order to survive. Reaka stated "we try' to get off

(fire, terminate) people that take extra money (money from bribery, extortion) (Irena Reaka.

March 2 1 Interview, 2003), but the tension for the workers seems obvious. They simply

cannot live on what their official, or ‘formal’ salaries are. The informal income, or income

horn the officials share of the ‘shadow economy’, is essential. The administration has too little

revenue to enable employees at any levels in the oblast organization to survive upon only

official and legitimate income from public funds. Again, it is, at least partially, a problem of

revenue and the budget.

Director Reaka’s expressed views suggest that she holds a considered and balanced

approach to public management. At no time did she express any sign of personal belief in the

arbitrary application of the law, regulations, or administrative authority generally. Though

Reaka did not discuss ‘ mentalitef or culture per se, she painted the image of a new and

improved administration existing in the spirit of a modernized rational-legal Weberian

administration, at least insofar as a Ukrainian oblast administration where corruption and

arbitrary use of power have been in rapid decline (due to recent legislative efforts in Ukraine,

according to Reaka). Weber's understanding of a modern society can be found in many of his

works, such as those sources listed in references). In effect, according to Director Reaka, a

more professional innovative administration has been developing out of the ashes of the USSR.

Although the structure of administration has not significantly changed, according to Reaka, the



mission and methods of the Kharkiv oblast’s administration, reflecting efforts at the national

level administration, have indeed changed for the better.

faatnri*

V ' e
?

fr0m ,h< ?r. i ' branch 0f ,he Kharkiv Oblast’s Administration,featuring interviews with officials from economic agencies:

MihaH Georgiyevich Ctanchyev, Chief (first manager, director) of the
Administration of Foreign (International) Trade and Economic Investments;

Vladeslav Mekoliavich Monastirneyeh, “Leading Specialist (economics) for
Investments, Integration and International Technical Assistance” for the Asencv
lor Economic Investment; J

Volodimir V’yachyeslavovich Souhinin, “Chief Specialist” of the Department of
Investments, Kharkiv, Ukraine (this department supports the goal of EU
integration). Interviewed March 18

th

, 2003.

Interviews conducted in March 2003 included officials from economic agencies.

One session included Dr. of History and professor, Mihail Georgiyevich Ctanchyev, holding

the significant position ot "Chief (or first manager, director) of the Administration of Foreign

(International) I rade and Economic Investments, which includes over 20 departments. In

addition, 1 also had the pleasure of meeting and interviewing with two “specialists”, or experts

in the field ot economics. Vladeslav Mekoliavich Monastirneyeh holds the position of

Leading Specialist tor Investments, Integration and International Technical Assistance” for the

Agency for Economic Investment. Volodimir V’yachyeslavovich Souhinin, “Chief Specialist”

ot the Department of Investments, which deals with and supports EU integration.

Volodimir V'yachyeslavovich Souhinin made the point that Ukraine is currently

preparing as a candidate for integration into the EU, with ambitions for EU inclusion within 5

or perhaps 10 years. Volodimir mentioned that many seem to perceive freedom of the press a

significant problem for accession into the EU, but maintained, “I don’t think its true (Volodimir

Souhinin, March 18
th

Interview, 2003)". Rather, Chief Mihail Georgiyevich Ctanchyev

explained the importance of market status: “If we can improve market status, it would be easier

to attract investment. The Minister of Economy visited mid March (from EU) ... international
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(economic) relations with the EU are getting closer, getting better (Mihail Georgiyevich

Ctanchyev, March 18
th

Interview, 2003).”

Chief Mihail Georgiyevich Ctanchyev explained the significance of the Kharkiv Oblast

for Ukrainian economic investment: “Last year (2002), Kharkiv took 6'" place in (terms of) total

investments in Ukraine. It took l

sl

place for increases in investments, and 1

st

place in

innovation (Mihail Georgiyevich Ctanchyev, March 18
th

Interview, 2003)!” When asked.

“Since 1991, how has your administration responded in order to promote this economic

development?” Mihail Georgiyevich Ctanchyev asserted that innovation and technological

parks were central, and the creation of “Free Economic Zones” has been successful. He

offered, “The first Ukrainian Free Trade Zone was created in 1995 (Mihail Georgiyevich

Ctanchyev, March 1 8 Interview, 2003)." In addition, Kharkiv’s was only just created in 2000.

just over 2 years before the interview. He exclaimed, “it develops so quick... only 2 years! It

works a profit in only 2 years... most take 5 to 7 years (Mihail Georgiyevich Ctanchyev, March

1

8"’ Interview, 2003)!” According to Mihail Georgiyevich, as of March 2003 there were about

20 or more businesses involved in Kharkiv’s Free Trade Zone.

Given the open-ended question "how do you (your organization) try to develop the

economy (of Kharkiv)”, Mihail Georgiyevich explained, "We shouldn’t destroy old relations.

Wetry to build new relations with countries such as those in the EU. Our agency works with

over 1 00 countries. Wework for improving programs in our district (Oblast) (Mihail

Georgiyevich Ctanchyev, March 18
th

Interview, 2003).” Mihail Georgiyevich and his staff

assert that the key to economic development is the development of relations with foreign

countries and their larger investors, including their inclusion in recently created Free Trade

Zones. Innovation is also of paramount importance, yet is only discussed in the interviews as

being relevant to larger investors and technology (research) parks. For Mehail Georgiyevich

Ctanchyev, integration into the EU is seen as a mid to long run goal which would further
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facilitate and maintain higher levels of economic development, and the efforts to secure larger

scale investments represent the primary means to that end of integration and economic

development.

Yet, while economic development had been largely discussed only in terms of

investment and larger firms, and in terms of integrating trade relations with many countries.

Mihail Georgiyevich also asserted support for the small-scale entrepreneurs, “we pay attention

to small business (Mihail Georgiyevich Ctanchyev, March 18
th

Interview, 2003).” In that

interview session, Leading Specialist Vladeslav Mekoliavich Monastirneyeh went on to

describe programmes for the development of small business, referencing the “Project for

Strategic Planning for the Small and Medium Business”. Through programmes such as this

project, Vladeslav Mekoliavich, claimed:

“the administration:

1 . organizes discussions and conferences,

2. invites different specialists,

3. collects materials (economic) for discussion,

4. discusses how to create/develop our situation

5. print some books and materials for sale, regarding:

a. how to help young companies
b. how to create a business plan, etc.

6. is available for consultations for business of all sizes (Vladeslav Monastirneyeh,
March 18"' Interview, 2003).”

On this last point, Vladeslav Mekoliavich affirmed that “Yes, consultations are available to any

type of business... (no matter) size, or industry (Vladeslav Monastirneyeh. March 18
lh

Interview, 2003).” Furthermore, he noted that a ‘center office' known as the 'Kharkiv

Partnership’, an association for economic development, works with the US Embassy. This

center “deals with small and medium businesses, and all industries”, according to Vladeslav

Mekoliavich (March 1

8

lh
Interview, 2003). It consists of one main office and nine other offices

within the Kharkiv region (oblast). As claimed by the interviewees, the administration in

Kharkiv appears to have made tremendous improvements superior to most oblasts in Ukraine.
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In a subsequent interview with Volodimir V’yachyeslavovich Souhinin. “Chief

Specialist" of the Department of Investments, he demonstrated his view on economic

development as linked to the significant issue of European integration. The goals of the

economic administration are ambitious, and definitely Westward-leaning. Volodimir

V’yachyeslavovich remarked that in the last three years, as of 2003, there had been a “60%

increase per year for investment growth (Volodimir Souhinin March 21
st

Interview. 2003)”.

Part of that success seems linked to a Kharkiv law that “allows (for) discount for taxes... taxes

tor land is zero, and there are discounts on customs taxes also (Volodimir Souhinin March 21
st

Interview, 2003).” Volodimir V’yachyeslavovich explained: “there are nine special zones in

Ukraine, each zone has its own conditions, some autonomy. Kiev and Donetsk are leaders in

investment region. Kharkiv (does well) in manufacturing, but not much in raw materials

(Volodimir Souhinin March 21
st

Interview, 2003).”

Volodimir V’yachyeslavovich explained that international technical aid includes

financial help, consultation, and different types of equipment. The Agency for International

Development in the Embassy of Ukraine "deals with economic matters in Ukraine... some

typical problems. It is also involved in programs from Germany, (but) the USA is the main

activity source (Volodimir Souhinin March 21
st

Interview, 2003).” He reported his views on

the main mission of his branch of the economic administration, the Department of Investments

as follows: “we work on problems for EU integration... we try to work on economical questions

and juridical questions. The main target of Ukraine is to enter into the EU (Volodimir Souhinin

March 2

1

sl

Interview, 2003)!” To this end, Volodimir V'yachyeslavovich asserted that

proposals for integration into the EU are in the process. There is much collaboration with other

departments and Universities.

As Volodimir V’yachyeslavovich brought the discussion to the national level of

administration, specifically to the Ministry of Economy and European Integration, he
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mentioned that many regions are working toward this goal of EU integration. However, “there

are still some questions... customs, visas, accounting, juridical, transportation of goods, and

labor migration between Ukraine and the EU (Volodimir Souhinin March 21
s

' Interview.

2003).” Practical and active inclusion of Ukraine’s citizens into the actual development of

small business did not seem to make the agenda of such concerns of “economical questions”.

Volodimir V y achyes lavovich was also asked: “In your view, what are the biggest

problems tor economic development?” He replied without any hesitation that “there are four

main problems" (for economic development):

first, the budget situation... it works from top to bottom, whereas in the USAyou
have from bottom up. It would be better if our region (Kharkiv Oblast) could build
(the) budget and take it to the government. (To this end) Kharkiv and other oblasts are
working with the help of universities and different administrations. Many conferences
are held. In June, (2002), we had a conference for economic development in
Kharkiv... for all Ukraine (Volodimir Souhinin March 21

st

Interview, 2003).”

Second, Volodimir V’yachyeslavovich noted that there may be another problem with the

division of administrations among each district, or ‘rayon ’, as it is called in Ukraine: “Each

rayon will have its own administration and departments, and also, they have another budget

system. I bird, there is no market of land, soil cannot be sold (Volodimir Souhinin March

21 Interview, 2003)! I his too, is understood in this agency as a major impediment to

economic development as well as an impediment to integration into the EU. Yet, according to

these administrative officials, there appears to be no sign of change on the visible horizon.

Fourth, Volodimir V'yachyeslavovich explained his view on another problem that had not been

touched on by anyone interviewed in Kharkiv as of March 2003: “We have some problems of

regulation of our government, of government generally. The problem is between the region

{oblast) and the district {rayon)... the regulation of our laws between different governments.

There are no conflicts, but we have some misunderstandings in and about the laws (Volodimir

Souhinin March 21
st

Interview, 2003).”
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Unfortunately, only one official expressed concern for the impact of small business in

the broader economic development. As much focus is on the large-scale and •external' sources

of economic development and foreign investment and trade, very little emphasis seems to be

given to the internal (domestic) sources of economic development such as small businesses. It

seems arguable that more emphasis should be placed by the administration on the ‘internal’

aspects of domestic small business development, in contrast to the predominantly external

focus on securing large-scale investment and trade that seems to be the highest priority for the

few yet relevant Kharkiv officials that were interviewed.
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4.4. References for Chapter 4 on Kharkiv Administration
Administrative Officials Referenced in the Kharkiv Interviews

Irena Georgeeyevna Reaka, Director of “Administration Organization”
Administration. Interview, March 21st, 2003.

of the Kharkiv Oblast

Mihail Georgiy evich Ctanchyev, Doctor of History and Professor, Chief (first manager,
director) ot the Administration of Foreign (International) Trade and Economic Investments
overseeing over 20 departments. Interview, March 18

th

, 2003.

Vladeslav Mekoliavich Monastirneyeh, “Leading Specialist (economics) for Investments
Integration and International Technical Assistance” for the Agency for Economic Investment
Kharkiv Ukraine. Interview, March 18", 2003.

Volodimir V’yachyeslavovich Souhinin, “Chief Specialist” of the Department of Investments,
Kharkiv, Ukraine. This department supports the goal of EU integration. Interviewed on March
18 and subsequently on March 21

st

, 2003.
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CHAPTER5

CASESTUDYOFTHECREATIONOFSMALLBUSINESS 'START UP' INKHARKIV: THESALON "KOODREASHKA"

5.1. Introduction to the case study in Kharkiv

Funding for the start up of business by a Ukrainian citizen, in a partnership, is provided

by the researcher in a manner that promotes an attempt to conceal or at least de-emphasize the

researcher’s involvement. This is done for three reasons. First, it is an attempt to avoid bias and

a possible facade by Kharkiv Oblast administration, one that presents a falsely positive image

of what the administration is actually doing to foster economic development, particularly with

attention to domestic small business. It is expected that am American, as foreign investor, may

be treated differently (positively or negatively) from an ’ordinary’ citizen. Secondly, it is an

attempt to ascertain whether the officials’ words, as expressed in interviews, are consistent with

their actions in day-to-day affairs, regarding economic development and the supposed concern

tor any individuals interested in domestic small business development. Third, but by no means

insignificant, this case study is an attempt to provide friends with the means to escape poverty;

that is, the start-up small business is this politologist-entrepreneur’s attempt to improve the

lives of eight families. It is more than just research, more than a merely a view from the

outside looking in. As Ruth Lane has commented, politics is an art as well as a science:

Comparative politics requires, in short, art —the ability to pursue science not under the heavy

hand of authority but under the lighter mantle of individual creativity (Lane, 1997. p vii)
.”

Regai ding the heavy hand of authority. Lane referred to a “Euclidean base of assumptions,

axioms, postulates, and conclusions” upon which students “can depend (Lane, 1997. p vii)”.

With this case study, one goal is to practice the ’art’ for the benefit of those with little hope for

the future, the politically disconnected.

I he nature of the small business is a beauty salon, Koodreashka (in Latin letters),

pronounced “KOO-dree-YASH-ka” (with connotation of a beautiful curly haired woman).
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Coverage will involve my partner and director, Oksana Degtyarenko, several people involved in

consultations, and their attitudes and experiences with oblast/municipal administration. Topics

include the probability of creating a legitimate tax-paying business, the concerns for likely

bribes and extortion (‘extra money'), informal relations (including ‘payments) with tax-police

inspectors each month, and organized crime.

In addition to my Ukrainian business partner, other people encountered but not

necessarily interviewed in the small business case study include: several lawyers, (discussed

extensively as they noted options for creation of business), realtor, repair and construction

firms, translators, neighbors of the salon (more extortion for the sake of their permission,

another problem for development of domestic small business). In addition, in a following

segment we will consider whether the opinions of several professors seem to run in a consistent

fashion to the claims of the oblast administration. Wewill consider whether their views reflect

positive changes in the administration, or perhaps in contrast, few meaningful changes since the

Soviet days.

Ukrainian nationals have often expressed how difficult if not impossible it is to start a

legitimate small business. Fear of ‘organized criminality’ is supplanted by fear of the arbitrary

application of laws by a tax police who carry sidearm weapons... on-site tax auditors with guns

and power. The common perception of the administration suggests little faith in any oblast or

municipal administration's ability to act in the public interest, to assist or protect the interests

of citizens. Instead, a widely accepted understanding seems to be one of distrust. The

administration is commonly seen as helping itself to riches at the expense of the state and its

citizens. In short, an element of fear persists among the ordinary citizens, and is coupled with

hardened cynicism toward the administration. They hold an expectation that extortion is the

tool of administrative officials, while bribery is the means to obtaining one’s goals. One
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common phrase that has become somewhat of a popular proverb from east through west in

Ukraine is "if you have money, you can do anything”.

still, the question remains: is it possible to start a legitimate small business in Ukraine,

a business that is able to be created and operated successfully without any involvement in

bribery and extortion by people inside or out of the administration? Perhaps the citizens are

simply overly mired in a mentalitet of the Soviet era that is no longer applicable to the current

administration and its practices? Or, perhaps they are correct, in what seems to be a near

universal opinion of ordinary citizens, a strong belief that starting a legitimate small business

without being subdued by the corruption and rent-seeking ‘informalism’ of the administrators is

'not possible'... ‘ eta nee moshna ’ (its not possible).

During January of 2003, my business partner, Oksana Degtyarenko and 1 began to

discuss the possibility of opening a beauty salon. At first, she refused to believe that a

legitimate business that could actually avoid corruption in the form of extortion and briber) ,

but she eventually became interested in discovering whether it was possible. Oksana is a

woman of 28 years, divorced with two children. She is a talented worker in the beauty salon

industry (including of all aspects of cosmetology) in the city of Kharkiv. Before her divorce

several years ago, she managed a convenience store that she owned with her husband. Due to

an eai 1\ marriage and creation of her family, she. like so many young Ukrainian women, went

into the workforce without an opportunity for a university education. For the last few years,

she has lived in a one-room apartment with her two boys, age 1 0 and 6.
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Oksana Degtyarenko is a citizen of ordinary status, with a broader family of working

class origin, and without any meaningful ‘connections’. Like so many Ukrainians, she has been

struggling to work in order to make ends meet. Her work ethic is terrific. She holds a cautious,

suspicious and street-wise understanding of how the administration *‘works”. It is accurate to

describe her as having a cynical outlook toward the administration generally, but certainly no

more cynical than most other Ukrainians that 1 have met. Generally, the attitude of Ukrainians

toward the administration seems quite often to be cynical for those on the outside the

administration, and very optimistic and positive for those inside the administration.

5.2. Initial consultations with lawyers: Vitaly Chernish outlines three variants for legal

establishment of a small business, including estimates on ‘extra money’

By March of 2003, Oksana and I had only somewhat worked out the forecasting of

costs and revenues that may be expected. 1 his process included best-case and worst-case

scenarios, with realistic and more probable expectations lying in between. Yet, the problem
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with developing a business plan in Ukraine is that Ukrainians are often so confident that

administrative extortion will result in bribes that are unpredictable in number and in amount,

and that the procedures for necessary permits and approvals are so complex, numerous, and

non-transparent, that true costs cannot be accurately forecasted. In addition, the mentalitet

toward business is often not one that embraces careful planning in any sense, or even feasibility

studies. 1 here is not much of a competitive market-oriented culture in the business sense, little

sense of marketing concepts or resource allocation as derived from the needs and demands of

consumers.

In Ukraine, accurate forecasting and generation of a business is difficult at best. In

addition, across Ukraine generally, paper contracts mean little or nothing, as there is little

confidence in the court system’s ability to adjudicate fairly. As Audrey Dorochuk, a Ukrainian

lawyer that has worked for the police department in Uzhgorod, Transcarpathia Oblast,

explained in the spring of 200
1 , “in a dispute, whoever is able to offer the most money to a

judge will win the case”. In the same month, this view was also supported by a second well-

established lawyer from Uzhgorod, one woman that is married to a judge of many years. I

consulted w ith her in an attempt to determine an estimate of taxes to be paid by another

proposed small business, for the sake of aiding in the determining that business’ feasibility.

Yet, the lawyer, a judge s wife, could offer no guidelines of the ever-changing tax system.

Instead, she commented, “It depends on you, and how much you want to make. You must pay

something (as a token), but you decide how much.” So, she was suggesting that a businessman

must pay some reasonable amount that would be left up to him, since the burdensome tax

structure and ‘unofficial payments' cannot be expected to leave an entrepreneur with much

profit, if any.

Lawyers, as well as the public, seem to hold a view of the tax system as a tool to be

used by the tax police for their own enrichment by their arbitrary application of those laws and
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regulalions. Thus, i, is not possible ,o accurately forecast revenues, expenses and taxes, or

profits for the sake of considering a potential small business’ feasibility and business plan. For

such small and less significant firms, the evidence seems to suggest that the information for

forecasting' that is requisite for any meaningful business plan is simply not accessible in such

an environment of infonnalism. For Ukrainians, if one knows what kind of business is desired,

and if one has money and even a wildly rough idea of the costs for various permits (both legal

and extra-legal costs), he may attempt to start the business with a ’let’s see what happens

attitude’. Perhaps a somewhat ‘fatalist’ element of the Slavic culture may play a role. If a

start-up firm does not succeed, one may assume that nothing could have been done to prevent

the failure.

Oksana and I met several times with a Kharkiv lawyer named Vitaly Chernish, who

discussed a variety of ways that we might choose to create the business. He included his

expectations of necessary bribes, the ‘extra money’, that must be paid to the administration. It

appears that the avoidance of paying bribes in the start-up of the small business was only an

unrealistic fantasy.
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Figure 5.2. Lunch break with Oksana on left, the researcher, Vitaly (lawyer) on right and atalented translator named Avlnrm y y ’ d a

Vitaly Chernish explained that there are three ways for us to create a business entity.

The first is the formation of a “private enterprise
,

' if there is only one investor involved.

Second, it there are two or more investors, the firm must become a “limited liability

partnership . 1 hese two forms of business entities share the same opportunity for selection

from three choices of possible of tax schemes. The third type of firm is that of the “private

owner", which Mr. Chernish recommended for its simplicity and ease of avoiding taxes by

hiding salaries paid to employees.

The “limited liability partnership” differs from the “private enterprise" of a single

investor by requiring that 5,550 rph (about US$1,000) must be placed into a “special fund" of

the company. The company may have access to this bank account. According to Chernish:

"During the year, you must add 1 8,500 rph into the account. .. like insurance for the state that
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you are a legitimate business. If you go out of business, investors must only cover (be liable

for) this amount. Your account can be arrested, but nothing else.”

The "private enterprise” and the “limited liability partnership” firms must also select a

tax scheme’, representing a firm’s preferred method of paying taxes. The firm may select its

tax scheme from three possible tax structures, according to Chernish. First, and best for

manufacturing firms with low profit margins, are the “common taxes on profit”. Second, the

general (or universal) tax” presents a similar option. The third option, or variant, is the “10%

flat tax” on total revenue.

The variant of “common taxes on profit" assumes that profit is revenue minus costs.

This is important, as many people in Ukraine refer to profit as total revenue, an equivocation of

terms. The firm that chooses this variant will pay 30% of the profits to the state as tax. Mr.

Chernish explains: “It is profit times 30%= taxes. Plus, you pay 20% of profit for ‘added

cost', (which is) an added cost for land, etc. You also pay a ‘city tax' for roads, water, sen ices.

It is about 1,000 rph per year, and depends on where the business is, and the square meters.

Also, there will be taxes for any cars owned (by the firm).” Chernish also explained that the

firm must pay the "employee wage tax, taxes per employee, if you pay them... and it depends

on how much you pay them.” Thus, the firm must pay between 1 0%and 40% taxes on

payments made to each employee, depending on how much they earn. In addition, the

employers must pay into the “Fund for Social Insurance” (retirement). With the total payment

per paycheck being "between 36% and 38% of the employees wages, an employee loses only

about 4%of his wages. The employer pays the rest, 32%.” For the Ukrainian firms that can

show a very minimal level of profit each year (not revenue), this scheme may be appropriate.

Still, the firm will have a fairly heavy burden regarding the payment of the employee wage tax

( 1 0%-40%) and the retirement tax of 32%.
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The second variant that may be selected, the “general (or universal) tax”, demands that

the firm “will pay 6%of all income, that is, all revenue per month”, according to Vitaly

Chermsh. In addition, he reports, the firm will pay the same 20% ‘added cost’ as described

under the “common taxes on profit”. The firm that selects this variant of the “general tax” must

also pay the same employee wages tax of 1 0%-40%, but will not be responsible for all of the

retirement tax, “you will not pay all the 36-38%” of the tax for the Fund for Social Insurance.

This tax scheme may be good for a firm that is confident that it will have consistently strong

profits, as the tax is based on revenue, not profit. Thus, if a firm should fail to earn profits in

any given month or months, it must still pay a tax of 6%of its revenue. So, losing firms will

lose more under this general tax scheme, as zero profits and real losses cannot justify tax relief

under this scheme. Firms experiencing real losses will find survival increasingly more difficult

during the firm s infancy. As most start-up companies experience difficulty with cash flow and

profits during early stages of business development, selecting this tax variant could predictably

enhance the chances for early failure. Of course, this assumes that the firm involved actually

needs to interact with ‘demand' during participation in a competitive market. Investors with

•connections' or engaging in criminal activity may arguably avoid such profitability issues that

start-up firms in a competitive market will face. For all firms, yielding to the temptation to

conceal revenue turnover may help firms to maintain real profit.

The third variant, the “10% flat rate tax” was recommended by Chernish as the best of

these three options for either the private enterprise or the limited partnership. He offered:

“Here, you pay 10% from your income, your total revenue. You do not pay 20% added tax.

You do not pay the other (many miscellaneous) taxes. You still pay 1 0%-40% on employees

(the employees wages tax). It comes out of the employees' paychecks. Employees pay out of

the wages check. The firm takes the money out, and gives it to the state but the money comes

from their wages (the bank that holds the firms account is the actual entity that will extract and
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transfer this money).” Chernish suggested that “this is the best variant for the

enterprises... lowest taxes.” Apparently, I was the last one at the discussion table to understand

the obvious. Given the obvious fact that, naturally, the firm will be underreporting its revenue,

this is the simplest and most advantageous tax structure to select for a 'private enterprise’ or

‘limited partnership’, as it minimizes taxes paid to the state (after all, no 20% ‘added tax' as

under the other schemes, and fewer employee taxes).

Yet, Vitaly Chernish offered an alternative to the more complicated legal entities of

‘private enterprise' or ‘limited partnership’. This third alternative is the firm of ‘private

ownership . Though a foreigner may be involved as an investor in a ‘limited partnership', he or

she may not be the sole investor in the creation of a ‘private enterprise’, and cannot create a

firm as the simple private owner’. In the service industry, as our beauty salon, a 'private

owner’, who is required to be a Ukrainian citizen, may employ up to 10 persons. This may cost

900 rph per month or less (about US$200.00 per month). According to Mr. Chernish. it is

"1 50rph (to be paid) for the private owner, and also 75 rph (to be paid) for each employee.”

Thus, underreporting the number of actual employees implies fewer taxes. The obvious

advantage to this tax structure is that by simply declaring fewer employees than one really has,

the ‘private owner’ can effectively minimize his or her taxes. This also is a way to sidestep the

tax police, at least until they catch on that the owner is underreporting employees. Frequent

bribes would then become the standard solution to the tax police problem. According to

Chernish, Oksana Degtyarenko, and two others present, the underreporting of employees is

customary, or at least commonplace in Kharkiv.

No one at the table seemed interested in paying into the Fund for Social Insurance for

the sake of the employees’ future. It appears that there is little confidence among those present

that employees will ever reap rewards from money paid to the state. At the same time,

employees often prefer to work 'under the table’, as we say in the USA, as they are able to net
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(or realize) more income than they would have if they were to pay taxes on that income. In

Ukraine, the 'private owner' can afford to pay a bit more to the unreported employee, since the

owner will save in tax payments. As Chernish stated: “If (you are the) private owner, then you

can pay extra to the employees, if you choose no. to declare all employees and (no, to) pay

taxes on each.” Yet, as the bribery issue was discussed. Vitaly Chernish pointed out: “without

documents for employees, you (must) pay ‘extra money’ to the tax police, whenever they come

around.. .each month." So. to save money, bribes must be paid. As the discussants agreed, this

sort of bribery is customary. It is simply how it works. For the small business entrepreneur in

Ukraine, the cos, of employee taxes must be carefully weighed against the costs of monthly

bribes should the firm choose to underreport the number of its employees.

Chernish suggested the firm of the ‘private owner' as our best alternative overall for

the type of legal entity to be formed. The next issue for Vitaly Chernish was to address the

matter of purchasing a small segment of a building, an apartment, and gaining permission to

convert it from officially recorded residential to business use. Next would be the design of a

plan known as the "project of reconstruction”, which must be approved by an assortment of

organizations in the administration in order to begin the construction work necessary to create a

salon. So, the best case scenario, according to Chernish involves just six steps and his

moderate estimates on the costs of extortion by the administration. Chernish described the

process of starting the firm of a ‘private owner':

1 . ‘‘Buy the property.

Register as a private owner (about $60.00 to register, whereas more formal
enterprises require over $200.00 for only registration).

3. Make document for lease from Robert O'Meara to Oksana Degtyarenko (small fee,

must be notorized also).

4. Pay approximately $200 to $300 to make permission to convert the apartment to the
workplace, a salon.

5. Hire and Pay for the design of a plan, the “project of reconstruction” (significant

document, detailing all aspects of construction and materials, architectural sketches,
and numerous permits from administrative organizations). 1 500 rph to 5000 rph (a

very conservative estimate, approximately $300 to $1000).
6. Pay $300 for the last document with all (above) mentioned documents.”
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It is important to note that Mr. Chemish suggested that his estimate “includes all consideration

for extra money”, or the bribes necessary to complete all permissions from the administration.

His estimates for the cost of such projects would later prove to be low.

Unfortunately, one problem had not been overcome. Sending and receiving money

from the US to Ukraine in order to accomplish the above tasks can be difficult. Chemish

suggested that all money transfers from the US must be in quantities smaller than $2000 in

order to go unnoticed by the tax police. Larger shipments of money, wired through the

Ukrainian banks, would draw attention and problems. Assuming the salon business succeeds

some day, it would be an even greater problem to get money out of the country. Chernish asked

how often I would visit, as he suggested that 1 could smuggle undeclared cash out of Ukraine

that way. If the tax police notice cash coming either in or out of the country, they may tax it, or

attempt to tax it as income. So, if profits should be realized by our firm one day, and even if

proper and legal taxes are to be paid by the firm as ‘private owner’ (Oksana Degtyarenko), the

outward transfer of money may again be taxed heavily, whether or not organized as income

from a possible leasing arrangement of the building from the investor and by the firm as an

entity.

5,3. Discussions with a team of Lawyers Vladimir Victorovitch Ostanenko, Sergei
Urevitch Stavrov (and later with lawyer Oksana Bobprovskaya): January 2004

5.3.1. On recommendations for a preferable manner of small business creation based on
the optimal ability to ‘conceal revenue’ and avoid taxes

After the ‘permission to turn the place of residence into the place of work’, after

securing the many permissions involved in completing the ‘project of reconstruction’, and after

the process of reconstruction had begun, a team of three very professional Kharkiv lawyers

reviewed the options for creation of the firm as a legal entity and the three main tax schemes.

Their opinions recognized the understanding of Vitaly Chernish, but they offered contrary

advice for reasons that deserve attention. In this paper, after reviewing such details of the legal
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entity and the selection of the salon’s tax scheme, which actually took place nine months after

meeting with Vitaly Chernish and after the process of construction had begun, we will return to

discuss the considerations of the interim months. In this section, the issue of selection of the

type of legal entity and the type of tax scheme will be concluded as a sub-topic.

On January 5, 2004, the three 'advocates’, or attorneys noted above, provided

information on the possible alternatives for the creation of a small business firm. The structure

ot the firm would be linked to possible alternative tax structures that may be selected, as the

previous lawyer Vitaly Chernish had suggested earlier in March of 2003. However, the

opinions of the new team of lawyers differed from those of Advocate Chernish. Sergei

Urevitch Stavrov and Vladimir Victorovitch Ostanenko noted the possibility of forming the

new firm around Oksana Degtyarenko, my partner, as the ‘sole employer’. However, they cited

problems lot her and such a firm. Under this scheme, although a small fixed sum (200rph)

must be paid as a tax per worker, the sum must be paid even during periods where there may

actually be no profit. During any company’s start-up phase, this consideration may potentially

present financial problems as a firm fights to survive without profit in the short run, while cash

flow is highly likely to be problematic. Another problem is that Oksana, as sole owner, would

be likely to have trouble in receiving transfers of money for the business from overseas. The

reason for this trouble, as pointed out by the team of lawyers, is that the Ukrainian Tax Police

will view investment transfers as it as ‘income’, and they will attempt to tax it at 20%.

Likew ise, movement of financial resources will be difficult when being transferred beyond

Ukraine’s borders.

As advocate Chernish pointed out in March 2003, the tax schemes of the ‘private

enterprise’, featuring two or more partners, may involve a 6%tax rate on profit, to be

accompanied by, as these lawyers stated, a 20% tax on services “for ‘selling services”. This tax

rate may be selected by firms that will earn profits up to 500,000 Euros per year. In addition.
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firms must have 50 employees or fewer in order to take advantage of this tax variant.

Alternatively, the tax scheme to be chosen may be the ‘10% flat rate' scheme. The three-

lawyer team agreed that the 1 0%Hat tax on income is a better system for the salon:

•This IS better, because you can report less income than real and pay less (fixesl Noone can control you. You pay 1 0%of income that you report You can nl v less' if voreport ess income. You could ‘no, record' sales from some clients mha ™c nreport less income, and pay less taxes.”
y

The lawyers offered wisdom on concealing revenue for the sake of the firm's survival and

profit.

Sergei Urevitch continued to offer to Oksana and me his expert advice as an advocate:

-Oksana and you can share the money that you don’t record, and you will not need topay tax on it, since it is not recorded. You take officially recorded money, put it in theank (required by law to be done every day of business), then pay 10% tax on it (asincome, not profit). Money goes to the bank, just the recorded money. All recordedmoney must go to the bank everyday. The bank may allow the ‘paydesk’ at tfhe
company to keep an agreed amount (on hand), such as 1000 rph. After paying 10% taxyou can remove your money from the bank.”

I he lawyers asserted that “the bank has great control”, and automatically takes the taxes from

you! account each month. I hus, another problem arises for small business in Ukraine. The

business firms under such a tax scheme effectively lose a great deal of control over the

management of their liquid assets. Cash flow management takes on a new and limited meaning

foi small business firms in Ukraine, since, under such restrictions access to available cash is

highly controlled though the banks. Entrepreneurs are limited in the manner in which they may

best determine the most advantageous way to allocating their resources. Their resources in

terms of inflows of cash are tied up and unavailable to them until the taxes are assessed and

paid by the bank. Here is a good example of ‘state- interference’ with firms, as mentioned by

the IFC study.

Nonetheless, contrary to Attorney Vitaly Chernish, the team of Kharkiv lawyers agreed

without hesitation that this variant of the 10% flat rate tax, not the 6%general or universal tax,

would be the most advantageous option for the creation of the salon. They asserted as a group.
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"You need to use the advantages of this system, the advantage is the 10% scenario, not the

fixed tax per employee (of (he fixed rph tax per month based on number of employees and the

business firm based on a ‘sole owner’).” The fixed tax based on the number of employees is

lucrative in appearance, but requires payment of taxes despite likely and very real monthly

losses during start-up (as opposed to profit).

Yet. one may expect that the 10% tax scenario would present the same danger of

payment of taxes during periods of actual loss. Not true. The reason is in the greater ability to

“cook the books" under the 1 0% flat rate tax variant. While the same dual bookkeeping may be

advantageous for the alternative tax scenario of the 6%profit tax, the accompanying 20% tax

added costs, or for ‘selling services’, under that scheme presents a comparative disadvantage.

Given the dual bookkeeping of true and false income data, the 10% minimizes taxes and

minimizes risk and length of examination by Tax Police. Simpler is better. The more complex

the tax variant, lawyers suggest, the more problems and irregularities the Tax Police may

discover and use against you in demands for ‘extra money’.

Under the 10%, scheme, according to the team of lawyers' advised plan of accounting

practices, “you will have (keep) separate records (of income). You will have records to show

the bank and the Tax Police, and you will have another set that you will keep for yourselves (to

record actual income). Private records.” The lawyers acknowledged that people sometimes

refer to the keeping of these distinct and varying records of income and expenses as keeping

"black books and white books'', typically done by entrepreneurs of small businesses in Russia

as well.

Is the keeping of two sets of books, the ‘black’ books for the entrepreneur, and the

innocent or sterile ‘white' books for viewing by authorities, commonplace? When asked the

extent to which businesspeople in Ukraine engage in the practice of the keeping of two sets of

books, the lawyers agreed it is not just common, it is universal: “Everyone in all business must
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do this, from factories to beauty salons.” Yet, only a moment after such an affirmation.

Vladimir Victoroviteh assured me that “If you have a company here, every thing will be legal

here.. . money, equipment, all paper (documents).” The fees for the attorneys to create

documents establishing and registering the firm, the salon ‘Koodreashka’, total 1310 rph. This

price covers all expenses for the task of officially setting up the company. However, the

attorneys explained that national laws require that entrepreneurs must invest a total of

20,000rph within the first year in order to create a small business of the variant selected, a

private enterprise of joint partnership' with a tax variant of the 10% of income (revenue)

declared. “You must invest 20,000 rph in order to have a company”, according to Vladimir

Victonvitch. This may be quite burdensome for would-be entrepreneurs interested in small

business, yet interested in doing so with minimal amounts of capital. Thus, people that may

wish to create an officially recognized small business enterprise in Kharkiv (or Ukraine, more

broadly), must overcome this rather tall ‘barrier of entry’: 20,000rph minimum investment

within the first year.

As an example and indicator of income, Ukrainian professors may earn the equivalent

ot roughly US$75 to $100 (approximately 530 rph) per month, with monthly living costs

approaching and often exceeding such figures in urban areas. As such, the typical or average

Ukrainian citizen will find it impossible to save 20,000 rph on his or her own. Only the

wealthy, or those that have access to significant amounts of capital for investment purposes,

may realistically consider creating a legally documented and registered small business in

Ukraine. With rather stiff interest rates (now as low as 1 7%at best, down from nearly 70% in

the mid to late 1 990s), and virtually inaccessible lending for the would-be entrepreneur that has

little or no ‘track record' in this rather newly post-communist country, the ordinary, politically

and economically disconnected Ukrainian has little ability to obtain external financing, and

cannot realistically hope for such an opportunity. The team of lawyers could offer no
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explanation or rationale for the 20.000 rph (approximately US$3773) minimum investment that

' S re<,Uired by l3W ' " WOuld seem that such a law itself, an effective ‘barrier to entry’ into

the market for many people interested in creating a small business start-up firm. Perhaps it

would be a rhetorical question to ask, why would lawmakers at the Verkovna Rada, Ukraine’s

national parliament, wish to enact a legal ‘barrier to entry’ into the market place?

tnven the choice of the 10% tax on income, far simpler than the 6%tax on profit and

its accompanying array of accompanying taxes such as the additional 20% tax, the team of

lawyers asserted that its simplicity minimizes risk in the face of Tax Police and minimizes the

firms tax expenditures and problems overall. But, will there be problems with any part of the

administration after the creation of the private firm? The team of lawyers asserted:

‘‘We will handle all problems with administration. No, there will be no problems, we
have many connections. You will not have any problems with the Tax Police,
administration, or anyone. Wewill decide, or solve, all problems here. Weknow
people.”

Thus, for the fairly reasonable sum of 1 3 1 0 rph (about US$220, two months pay for a typical

professor) the team of advocates assured that there will be no problems of extortion or

harassment by the administration. The lawyers did not wish to elaborate, to give detailed

information on such matters of how they solve all problems. Perhaps this would be an

interesting topic for future research.

5.4. Oksana Degtyarenko’s experience in seeking approvals within the Kharkiv
administration indicates the reality of the administration's low level of ‘assistance’

In an effort to begin the small start-up as a private ownership or otherwise, an

apartment was purchased in mid March 2003, as a down payment of $2000 was followed with

the balance in small payments (as Attorney Chernish suggested) during the following three

weeks. The purchase was uneventful. The apartment was found near the center of Kharkiv,

located in the first floor of a Soviet apartment building, in an enormous complex with dozens of

such apartment buildings. A footbridge would need to be built in order to gain easy street
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entrance near the sidewalk. This should afford great convenience for the public and enable the

salon to benefit from heavy pedestrian traffic and frequent tram passengers (suggesting a good

location in a reasonably nice area). The interior would require renovation in order to conform

to the requirements ot the salon, and the requirements of Kharkiv’s administrative

organizations. As very few current business locations were vacant and open for sale or lease

(leasing is legal, but nearly impossible due to availability of offerings), the burden of dealing

with the administration to convert an apartment from residential to commercial use, followed

by the challenge of having a -project of reconstruction’ finished and approved by the

administration, was inevitable. Vacancies of business properties ‘for sale' are quite slim in the

post-communist city of Kharkiv, a city that had, for so long, been greatly focused on heavy

industry, not boutiques and shops of all kinds.

For several months, Oksana Degtyarenko attempted to gain approval for the transfer of

the residence into a commercial setting, a ’workplace'. However, Oksana found that the

promises ot the previously interviewed Kharkiv administrators were not to be verified as true.

Degtyarenko was unable to locate the ‘one person' that people could visit in order to gain

efficient and effective assistance with the creation and registration of a small business. As the

officials stated in the interviews discussed earlier, a citizen should be able to find such

assistance at the municipal administration building. Such an understanding that one person

should be available for assistance to entrepreneurs interested in creation of a small business had

been corroborated by a group of professors during an interview that will be discussed at the

close of this paper.

However, upon visiting the administrative organizations, Oksana Degtyarenko

perceived a lack of assistance at best, and what might be termed "institutionalized extortion’ at

worst, as she attempted to make her way through the following organizations in order to gain
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the m'" al a PProvals - ln order <0 appreciate the administrative maze, please examine the

following list that she provided in an email dated May 24, 2003

"This is the list of documents and institutions to receive and visit for the
transfer of the residence to the place of work and for the approval of the
project of reconstruction:

approval of

proposed

1 • Official statement of the transference in the uninhabited housing resources for thename of the head of the city (Shumilkin) with an aim to reconstruct the building for thesalon and make the separate entrance.
2. Registration certificate.

3. An attested copy. Commercial treaty.

4. Decision of a commission of experts (architector's) of the possibility of the
reconstruction.

5.

Draft of an entrance which is coordinated with a department of
regional architecture.

an architecture and

6. The list of agreement (permissions).

i. fire prevention,

ii. sanitary-and-epidemologic institution,

iii. department of an architecture,

iv. department of consumerism of the market,
v. regional deputy,

vi. regional executive committee,
vii. economic planning administration.

7. A petition of regional executive committee.
8. An approval of the neighbors (of the flat, more extortion for their permission!).
9. An inquiry from housing committee that nobody lives in this apartment and nobody
is legistered here (in the city s master plan as living in the apartment)! Degtyarenko,
from email dated 5/24/03}.”

This attempt to gain approval for the transfer of the place of residence into the place of work,

with all its inclusive permissions and documents, is only one of the many approvals,

permissions and documents that would require signatures. In an effort to accomplish her

extensive mission of filing applications in the administration, Oksana Degtyarenko visited the

administration repeatedly. Each time, she sought help as she filled out the proper forms

(repeatedly), as she was seeking signatures for the permission to transfer The place of

residence' to The place of work’. Paperwork for the approval of the -project of reconstruction’

would follow such an application process that had no apparent end in sight for Degtyarenko.
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In an email from November 1 7“\ 2003, Oksana Degtyarenko wrote her story of

frustration regarding this task, which serves to depict the extent to which the administration

facilitates small business development:

"Hello Robert,

l‘d like to describe you on which level is now our business, repair and documents (1mean what do we have now). Now 1 have: 1) a packet of documents and a decision of
I own Council about the transfer of the flat (salon) from the living space. 2) the plan of
reconstruction of the salon with all schemes for inside and outside work (repair). Andnow these schemes are approving {being approved} by different offices. After this wecould start to build an entrance. 1 am waiting for this approval on this or next week

I hose documents and letters which I had, 1 have already sent you

Now I want to describe you how I passed different official channels. 1 had problems
right by {from the} first step. Vitaliy {Vitaliy Chernish, the lawyer} said I must write
a letter to the Town Council and give it to the secretaries in the Town Council (in one
room there are several secretaries and each one is responsible for separate region and
accepts such letters as mine). So they took it and asked me to come two weeks later.
When I come, they told me that they lost it. So I wrote one more time and wait 2 weeks
more. At this time I also tried to get some information about other offices, which might
take part in settling business.

In the main department of architecture, and land-relation, 1 took a list of necessary
things, only after these things will be done they could accept all other documents with a
letter from the head of administration. In the list there were different goods like: pens,
paper, pencils I bought them all with a hope to address in two weeks to this official
channel. But I haven't an opportunity to give it to them, because when 1 came back in

two weeks they told me that they lost the letter again! Then I started to ask an advice
°f my clients who had already opened a business, and all of them (my clients) told me
that it possible, but it will be more expensive and it will take a lot of time. My friends
gave me an advice to {find} address to the firm. All I needed is to find a firm with
suitable prices (in reference to a 'mediating firm' that can manage all tasks of dealing
with the administration and gaining all signatures for permissions, including the
payment of bribes).

I also talked to Andrew (the director of the firm { Veest}) about the bribes. He opened a
secret for me that no-one (in administration) will take a bribe if he don t know well a
person with whomhe has a deal. So that is why appeared these firms. Every I had the

same situation, when I brought a latter and they lost it, it was probably necessary to

give them a bribe. I {was} just surprised that’s all, they (secretaries) looked like they

never take the bribes. 1 was running through all official channels and nobody told me
anything! And you at that time was hurrying me and asking when will be ready the

document.

So 1 asked how much will it cost to draw up the documents with the mediator {Andrew
at Veest}. This step Lena advised me (Valentina’s friend). When Valentina was in the

USA, she told you about some people who could help me with a business. So when
Valentina came back to Kharkov she introduced me to Lena, because Lena also some
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time ago opened her business. So Lena told me that it is more real to address toob, am assistance from} the firm, otherwise it is impossible for me ,o do a'tvdL{through administration, independently}.

So 1 did. ] got through all organizations of Kharkov, which were dealing with openingie business and Andrew s firm gave me a hope. His prices were smaller than in otherfi™s, He very we" and q uick| y and when my friends noticed it they asked me tointroduce Andrew to them so they could also work with him (but it is theifown
business). I gave the documents in July and they are almost ready now. The director ofthe design studio {an acquaintance} said me that she was making all the documentsduring 9 months and 1 did it in 5 months! {Degtyarenko, email dated 1 1/17/03}”

Thus, several times Oksana attempted to obtain assistance. Each time she was rebuffed by the

administration’ staff, who held out until she followed customary procedure by paying an

outside non-administrative firm, a private firm know as a ‘mediator’, to do the legwork of

handling all work and bribes with officials. This way, no one is easily caught for extortion or

taking bribes. On the question of whether Andrew Zabiela and his firm ‘Veest' fulfill a

legitimate function, it may perhaps be argued that he is able to accomplish what citizens cannot.

He is able to arrange for the abundant permissions and signatures necessary to ‘transfer the

residence into a workplace’, and to approve the "project of reconstruction’. To Andrew’s

credit, he did manage to accomplish these feats by the close of December 2003.

Oksana explained in the next unedited email letter her understanding of how bribes are

handled in administration. Here is a vignette that should shed some light:

On Bribery and Administration:

“How appears the price of bribes:

When employer comes to the sanitary (for example) official channel and they tell you
that they can't receive you right now and ask to come the next Thursday. The next
Thursday they ask to come the next Friday. They could have any reason to refuse. It

seems rediciolus but it is true. Then you understand that they don't want to recieve you,
but higher the prices for the stamp, signature, inquiry {higher prices are what they want
to receive}. Probably you can somehow make a deal about the price (it is impossible to

do at first time) which could be $100, and $200 (no smaller $100) all depends from the

object, where the business is opening, from the region and many other inunderstandable
reasons. So you got necessary document and only now you need to go to the: Fire

guard department. The deputy of the Town Council, The law department. The main
architecture department, and many other channels about which 1 wrote you before
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(which I have already got through).
things, to waste time and money.

And in each department you have pass the same

Finally you pass the last official channel, you take all the documents and go to the mainoffice where you meet the chief of the organization. He takes your panel with all isignatures, stamps and other stuff, and thinks that if you have already pass them illyou have paid a lot of money and there is no way back. At this momenfhe can namethe price of the approval of this business. It is like a blackmail. This is quite simpledescrip,, 0 " „ ow „ looks like in real life. The lawyer can', tell you such hi„g7

Hi Tn Tu"
“"""* be by law and llow he •'’ink i, must be the rea Hty isd f erent. About the bribes I can’t tell you, but I can give you the Andrew’s number

I ml dT fn
P " y

°n ,

me (FaX: 70 °- 4 '- 12 email: sav nastSmail ,,,)
I talked to Andrew and he told me that he would like to speak with you with a great

Mm/03>
”° U Ca" aSl< h ' m Whatever y011 want (Degtyarenko, from an email dated

Hie understanding as expressed in the above two pieces provides the rationale for citizens to

rely on “mediator” firms that can perform the magic of getting what the citizen wants from the

administration.

Apparently, this service of firms such as Andrew Zabiela's company “Veest”, though

adding significant expenses for such an otherwise painful and exhausting type of legwork, is

welcomed by citizens for the competent ability' to make the otherwise impossible possible.

Such firms use their personal connections to deliver results. Unfortunately, the less desirable

feature of these firms is that they provide good protection for administrators that obviously

wish to demand bribes out of the public view. Thus, in the present, such firms can be praised

for assisting would-be small business owners in overcoming the obstacles of administration.

Yet, in the long-run, these firms such as Veest enable the indefinite persistence of corruption by

shielding the offenders, the administrative officials at a variety of levels.

5.5. Andrei (Andrew) Victorovitch Zabiela and his ‘mediator firm’ known as ‘Veest’

In order to utilize the services of a 'mediator' or ‘mediating’ firm, and upon

recommendation, Oksana Degtyarenko hired Andrei Viktorovitch Zabiela (Andrew) and his

firm "Veest”. Andrei, (or Andrew as he often calls himself) Zabiela, as director, explained in

some detail the processes and costs that are required for 'permission to make residence into
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place of business', approval of the Project of Reconstruction’. “Costs” is a term that includes

all negotiations and payments of ‘extra money’ to officials in administration.

The total cost for the ’permission to make residence into place of business’ was quoted

to be US$ 1 500. The total cost for the ‘ Project of Reconstruction’ was quoted to be US$ 1 700.

including the labor-intensive task of developing the plan, as well as the task of obtaining all

signatures and the many permits necessary. As some expenditures rose, supposedly related to a

low initial estimate of bribes, the total for Veesfs services including informal payments of

’extra money’ (bribes) rose to S3800. Andrew explained that the increase was related to the

price of the ‘project of reconstruction’.

Andrew and his firm performed architectural and design services, and was able to offer

construction services as well (though another construction engineer and firm were employed

for the actual reconstruction. Hence, Veest was to enable the start-up business to gain all

documents and permissions necessary to begin building and, for an additional US$1500, to

eventually to gain final permits from administration officials after completion of building.

Dealing with the officials is a strong and crucial part of Veest’s talent as a ‘mediator firm'.

On December 8, 2003, 1 spoke with Andrew regarding the procedures that he had

accomplished and would perform in the near future. He explained that the ‘project for

reconstruction' requires that the “architect prepares the plan in accordance with many

inspection agencies, such as fire department, health department (sanitary inspectors), and

others, but it does not include any actual construction work.” Andrew remarked that “the

project is finished— the project has many sides, such as electrical, water, and architecture. Now

the city (municipal) administration must read (the) project, it takes three weeks. Wemust wait

three weeks. Then, they approve, and say it is correct. After, we receive license (permit) for

building (actual construction at premises). Then, we may begin (construction).”
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Andrew continued to outline the process for me: “After construction (has been

completed), we prepare documents for administration regarding architecture. In order, there are

ten steps to completion of the final approval for the project's resulting construction.

1.

2.

3 .

4 .

5 .

6 .

7 .

8 .

9 .

10 .

Architecture

Sanitary Station

Fire Inspector

Ecolog Inspector

Inspector of Saving Energy (Energy Conservation, inspects doors and windows forsaving energy)

Inspection of work (people who work in Salon must be safe... employees)
Inspection of Building (government inspection of building)
Project Organization (Veest)
Building Organization (Nicolai's construction and repair firm “Electroservice”)
then... Final approval.”

Almost as an afterthought, Andrew explained, “you receive certificate of ownership of salon as

business property. After, we must take permit of inspection to trade inspectors... to get the

permit of the trade inspection, we must have and give (him) permits for Fire, Sanitary, and from

city government.” Certainly, Veest performed much work in negotiating and obtaining the

array of permits.

I asked Andrew to tell me about how the money was spent on a line-item basis. How

much went to legally justifiable permits, how much for the work performed by Veest, and how

much was ‘extra money' paid to officials? Andrew claimed to be willing to tell me everything,

including details of expenditures on extra money', including exactly how much was paid to

who in what offices, but he held back over the phone: “I will tell you about 'extra money’, all

in two days... Yes, but we cannot talk on the phone about this.” He offered to send an email

with the details. As ot that the following day, however, we mysteriously had the mutual

coincidence of having our emails to each other bounce back to our own addresses after

apparently hitting the internet proxy server in Ukraine. Wefailed to get through to each other’s

email box. Interestingly, one year earlier the Verkovna Rada legalized the monitoring of all

internet traffic by the Ukrainian Security Service (the SBU, or formerly known as the KGB), a
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practice that allegedly had been ongoing. Yet, from that point on, Andrew

interested in providing me with the details that I requested about the

was no longer

extra money’ payments.

On one hand, perhaps Andrew did not wish to disclose anything about the payments

due to the danger of having that information in the hands of someone that he did not really

know (me). On the other hand, perhaps he was simply protecting himself by refusing to admit

to how much he was actually charging for his labor. To reveal the prices of any two of the

three types of requested information, legal prices of permits, Veesfs price for labor, or the

details of administrative officials’ extortion, would be to reveal the third type of information,

for whichever reason, Andrew chose to avoid revealing the information.

Oksana Degtyarenko was not interested in the details of ‘extra money’, since as she

ottered, “that is the price, it is what we must pay if we want the salon.” The practical aspect of

the Ukrainian mentality, as Degtyarenko explained as common in this area of the country, is

that everyone thinks it necessary and common that ‘extra money’ must be paid, so the details

matter not. For Oksana Degtyarenko, all that matters is that the firm Veest, a ‘mediator’ firm,

was able to successfully get the necessary signatures, permissions, and documents that could

not be obtained without such a mediator firm. In other words, there was no real choice but for

her to hire a ‘mediator’ firm while at the same time being without information about all such

details of expenditures. The overall contract price is necessary in order to accomplish what

must be done. Hence, Ukrainians find great value in mediator firms, despite a complete lack of

transparency.

In January of 2004, approximately 1 0 months after the purchase of the apartment and

the first informational meeting with the lawyer Vitaly C hernish, not only was the ‘permission to

make the place of residence into a place of business' completed, but the ‘project of

reconstruction’ was approved by the administration and construction could begin. ..legally. The

project of reconstruction includes the following sets of 47 documents, permits (or permissions),
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conditions, and certificates presented in proper order as required by the administration in

Kharkiv, Ukraine.

accomplis hed bv the mediating firm •

Project of Reconstruction title page, by firm “ B1CT\ in Ukrainian
(pronounced Veest).

Statement by Chief Engineer
List of Executives

Context of project

Appendix of project

Text of the agreement of project of reconstruction ( 1
1

pages)
Project of Decoration and Refinishing: Exterior appearances and
aesthetics (4 pages).

Task of Project (name, addresses, details)
Technical Conditions

Permission, Organization dealing with heat
Details regarding water supply
Regarding territory outside of building
Re: toilet, sanitation, and sewerage
Permission for using electricity and heat
Report on Electricity Expenses
Signed promise not to spoil the nearby territory outside of the building.
Location map at building and grounds
Plan with Location map of neighborhood, with address.
Permission for Changing of the Toilet, and permission for changing
setup of shower tub.

2.

3.

4.

5.

6.

7.

8 .

9.

10

1 1

12

13

14

15

16

17

18

19

20

21

22 .

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

Approximate Calculation for Building Materials (2 pages)
Re: Permission for Communal Services (they solve different problems
of utilities, water pipe problems; Condition of owner responsibility for
external water pipes during phases of construction.
Re. promise not to spoil water pipes. If spoiled, they must be repaired at

expense of owner.

Agreement with Electricity Service

List of Electrical Devices

Technical Agreement
Technical Passport

Plan of Apartment

Sales Contract to Buy Apartment (copy)

Resolutions from the Architecture Department of Administration
Project (plan) for building the entrance (14 pages, including

specifications, agreements, maps.

a. Plan of Apartment

b. Technical Agreement (4 pages)

Condition to pay 500 rph for permission to use water, then to pay fixed

monthly rate for usage.

Organization of Water Supply Permission

Permission from a Municipal Deputy to open the salon at the location.

Permission from Doctors, regarding Health, Sanitary
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36.

37.

38.

39.

40.

41.

42.

35. Application for Permission to change Residence into Workspace and tomake the project of reconstruction with construction / repair. Note: 1 his
is the same type that Oksana Degtyarenko attempted to obtain three
times at the municipal administration.
Document that declares that nobody lives in the apartment of concern.
Permission to make a salon, or workplace, from a place that was a
residence. A critical permission, and it is composed of nine sets of
documents and seven distinct permissions from different agencies
(previously discussed in detail).

Package of detailed plans and specifics of the project and mapped
location for insertion into the cities “master plan”.
Details of Bridge construction plan for primary entrance from street.
Construction scheme concerning Electricity
List of Equipment and details of rooms
Architectural drawings of the salon, including details of design and
equipment outlay in each room. Various perspectives drawn.

fhe above number of documents that require signatures and permissions are burdensome, and

as items numbered 35 and 37 above note, a subset of several more specific permissions may be

included in such headings of approvals or documents. As Oksana Degtyarenko attempted on

her own to comply with all regulations by filing applications and seeking written approvals

form various organizations, she was overwhelmed and frustrated. Her frustration as an

entrepreneur interested in creating a small business in Kharkiv was due to her sense that the

various administrative organizations were acting as obstacles. She has offered examples of

administrative officials repeatedly suggesting that she should come back and fill out the same

forms two and three times, and she has described her difficulty in actually obtaining meetings

with the officials or staff that are necessary for permissions.

After several months of such time consuming attempts to gain assistance from the

administration, including the extensive hours that a citizen must wait in lines to see any official

or staff in an administrative office, Degtyarenko made progress only after obtaining the

professional help of the 'mediator’ firm Veest. Only when Veest began to make the direct

contacts with the administration, and negotiate all channels of extortion, was progress made,

fhe 'mediating firin' was necessary for the resolution and payment of all matters of ‘extra

money' in order to avoid the exposure the administration for its role in taking bribes.

151



Apparently, the nonn of behavior involving such informal negotiations by ‘mediator' firms is

well established, or as some might suggest, institutionalized. It is simply the way to get things

done in the administration. “This is how it works here" is a relevant phrase used in order to

assert the regularity of administrative extortion. That phrase may be heard often from citizens

generally, foreign investors, entrepreneurs, shopkeepers, street vendors, and professors of

economics, politics, history of the state, and law. A supportive expression nearly always

follows, and is always offered with a shrug and raised eyebrows of helplessness: “ Ela

normal ia”, its normal.

The extortion is simple. An official typically 'holds out’ from signing approvals, not

performing or providing permissions and permits until 'extra money’ is received as an

unofficial payment. The logic is one of resistance and obstruction. The greater 'power' to

fiustrate and impede citizens via the authority to grant permits or approvals, the greater one’s

ability to reap the rewards of bribes, 'extra money". Whenever a signature is required,

especially if ’important’, the need for the signature seems to create the justification for such

extra money . Thus, the greater the perceived need for an approval signature, the greater will

be the official’s ability to demand more substantial sums of money. If nothing else, it may be

argued that we now have evidence that Ukraine’s administrative officials, and citizens alike,

seem to clearly understand the meaning and of what we call ‘supply and demand’, just in a

slightly different context than that of a competitive market. Herein lies a terrific two-sided

impediment to the creation of small business in Kharkiv: the mentalitet and informal, social

institutions (norms, practices) of the administration, coupled with a mentality of fatalist

acceptance by the citizenry.
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5.6. Nearing the completion of the creation and operation of a legitimate business

After the ‘project of reconstruction’ was fully approved, with actual phase of

construction not yet in progress, the firm pronounced “Koodreashka” (or Kudrjaska as spelled

by a Ukrainian translator) was established by “Statute” in January 2004. The ‘Statute’ is the

written agreement ot parties, but it is more of an acceptance by the parties of the state and

oblast regulations. Parties cannot deviate from the state concept of the enterprise under limited

liability partnership. Parties simply embrace the concept and structure as mandated and sign

the forms of the ‘statute’, all six copies. The ‘statute’ was submitted and approved by various

organizations within the administration during the month of January 2004. Finally approval of

the nine page ‘statute' was concluded in the third week of January 2004. The approval

contained the following multiple documents.

1 . “Registration Certificate”: Firm “Koodreashka” is officially registered in Kharkiv
Ukraine as a legitimate business.

2. “Certificate of Registration in Department of Statistics”: Certifies that an Identification
number for the firm has been assigned.

3. "Second Certificate regarding Registration in Department of Statistics”: Certifies that
company is registered in Department of Statistics. Also codes for type of economic
activity and characteristics of the company activity (service industry, beauty salon and
inclusive services).

These documents completed the registration process. This process, which the team of lawyers

claimed would take 15 days, was subjected to brief delay in January due to at least two factors:

first, all paperwork had to be filled out again after the administration made minor changes in

the required forms, effective in January 1 of 2004. However, the firm’s lawyers explained that

the new paperwork was not available from the administration until later in that month. Second,

as the lawyers explained, things moved very slowly and unpredictably during January, as the

Christmas is celebrated for three days from the 6
th

through 8
th

, and the “Old NewYear” is

celebrated on the 14
lh

. In accordance with the law, the process of registration of a firm must be

completed in five or less days, according to Yacoub and Senchuk's study.
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Oksana*! Bobprovskay ^
Pr ° CeSS ° f regiS ' ra,i °" ° f "™ Koo, Dashka, with lawyer

On January 8, 2004 Attorney Oksana Bobprovskaya presented process of registration,

as the creation of necessary documentation was begun. The interview offered insight into the

formal process of creating a small business company. She explained an ordering of steps,

necessary documents and approvals, and a reiteration of the entrepreneur’s need to avoid taxes

by hiding money (through two sets of books). After a nine page document called the “Statute”

is drawn up to create the structure of the firm, and after six copies of that document are signed

by the business partners in front of a notary public, the lawyers follow that document through

seven steps as part of the procedure of establishing the firm as a legal entity. The seven steps,

as of January 8, 2004, are as follows:

1. Town Executive Committee
2. Department of Statistics

3. Police (not Tax Police)

4. Contract tor creation of official stamp tor new firm with private companv
5. Tax Police

6. Pension Firm

7. Open bank account for deposit of income and tax withdrawals

Advocate Oksana Bobprovskaya explained that, after the document known as the statute is

drawn up and signed at the notary, detailing the structure of the enterprise as a legal entity, she

would then take the documents to the Town Executive Committee. This committee approves

documents for the registration of new firms: “It is for the recording of registration of

documents, it is an organ of administration in executive branch... works with all the municipal

administration. Three people sit on the committee.” When asked if there may be difficulties in

obtaining the Committee’s approval for registration, Oksana Bobprovskaya asserted, “We (the

three-lawyer team) have connections, and will have no problems.” She did not seem anxious to

elaborate on the type or extent of connections.

The second step, regarding the Department of Statistics, involves the actual registration

of the company. Advocate Bobprovskaya continued: Next, we will take the documents to the
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Department of Statistics. They register the company, and approve what you are going to do as a

service (salon).. .they record the address and service.” The third step involves a visit to the

Police. Bobprovskaya informs us: "Next, we take the documents to Police. Not Tax Police.

They give permission for making the stamp, which will include the name of our company. It is

a paper approval (stating) that they give permission.” The ‘stamp' is an officially approved and

unique rubber stamp that is used for all future company documentation, and is intended to show

authenticity.

There are three levels of protection for the sake of authenticity (more complexity

implies greater difficulty in counterfeiting the stamp, or at least greater chance of avoiding

confusion. Prices vary, from 50 rph for the “one color-one wheel stamp” to 1 1 0 rph, for the

stamps that are "harder to falsify... with three wheels (of decorative insignia)”. Whether this is

an appropriate task for the police may be worth considering. After the Police Department’s

approval is obtained, the lawyers proceed to the fourth step. “Next, we go to the firm where

they produce stamps. It is a private firm. In Kharkiv there are nine such firms... we know (and

select) a good one.”

The fifth step, as of January 8, 2004, involves the necessity for the entrepreneur to visit

and interview with the Tax Police, where it is necessary to obtain another approval. Advocate

Bobprovskaya discussed the forthcoming interview: “They check your passports, check your

face(s) to see that it is all real. It is to make sure that it is a real company. They verify, put

signature of approval that everything is good with the company. They approve.” Oksana

Bobprovskaya expressed a slight concern for this phase of the process, stating “I hope that there

will be no problems. They will interview you, ask questions. I don't know what they might

ask. They can ask anything.”

Assuming that one’s interview with the Tax Police goes well, the sixth step is for the

lawyers to visit the "Pension Firm, a national government organ of administration”, as
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Bobprovskaya commented. She explained the involvement of the Pension firm: Weneed to

take all documents to the Pension firm. After the company (such as our salon Koodreashka)

will exist, the owners must pay one time each month into the Pension Fund. In general, you

pay 1 0% in main income tax (selected tax variant). From this 1 0%tax. income tax, the Tax

Police tax a percentage (or appropriate a small sum) for Pension firm. You need only to pay

the 10%.”

The seventh step involves the setting up of a bank account so that the bank and Tax

Police may withdraw taxes from it regularly and automatically. According to advocate

Bobprovskaya:

"Next you need to open an account in the company’s name (Koodreashka). Everyday
(of business as usual at salon), you make deposits to bank account. At the end of each
month, you pay 1 0%. . .after that tax is paid, only then can you touch your money. The
bank takes the 10% automatically, and sends it to the Tax Police.”

The Tax Police would then extract a small percentage for the Pension Fund. Bobprovskaya

made it clear that it is a 1 0% tax on all reported revenue, not on profits: “It is 1 0%of all

money that comes to the bank, then (after it is withdrawn as tax payment by the bank), you pay

all expenses and utilities. Whatever is left is your profit.”

Advocate Oksana Bobprovskaya made clear with absolute certainty how one must

realize profits while doing business in Ukraine: “You will hide some money so that it won't be

taxed. The money you hide, you share (between owners, partners). The money that you show

the bank pays for expenses and costs, and the whole sum is taxed (10%).” She elaborated on

the fact, as she viewed it, that such a practice is not only frequent or commonplace, it is

ubiquitous: “You have the privilege, the advantage, that you can hide some money. All the

companies (in Ukraine) work in such a way. Tax Police only want to see 1 0%of what is in the

bank. They do not care about what is left, about whatever you may have for profits.”

The seven steps above, according to Advocate Bobprovskaya and her other two

colleagues, should take less than 15 business days if everything goes smoothly, though 5 days is
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the maximum by law. During that period, while waiting for the approvals noted above, a new

law created some changes. All documentation that we had already prepared had become null

and void, as the new law required new forms to be used. Old forms had become obsolete and

not acceptable. The lawyer also reported that it is possible that the Tax Police will no longer

require personal interviews with applicant business owners. If so, this may make the series of

approval steps a bit more manageable, and minimize the potential problems in seeking those

approvals. Simplifying the approval process, specifically by minimizing the number of people

and organizations that may interfere with the creation of a small business by means of refusing

or delaying approvals, can only be positive for the would-be entrepreneurs of Ukraine.

5.8. Administration is not the only source of challenge to small businesses: a perceived
threat of violence followed by a promise of assistance from the police department

The challenges to implementing a small business extend beyond the scope of the

administration and one’s need to seek and obtain the numerous approvals. In November of

2003, while the project of reconstruction was still underway, Oksana Degtyarkeno believed and

reported that she was being threatened by a man that was in the business of construction and

selling of construction materials. "Peter' Charkirov Evgienevich was one of several contractors

(an unlicensed one) that spoke with Degtyarenko regarding a bid for the entire construction

project. She reported that Peter told her that ‘"bad things will happen” to her if she failed to

submit the documents of ownership to him for his examination. Her interpretation of the events

led her to the conclusion that the contractor was interested in taking the property of the

apartment and manipulating ownership into his name. Degtyarenko’s understanding was that

he was attempting to scare her into giving up ownership and control. The contractor knew that

she was representing my interests, and Oksana believed that he may have actually been capable

of taking the documents of ownership into his ow n name if he should be able to assert pressure

over herself or the attorney Vitaly Chernish, both of whomheld a valid "power of attorney’ on

my behalf at that time. In an email, she asserted: “He (Peter) had threatened me, he talked to
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me very rude. Robert, I had to address to the police, because you can't help and protect me. I

did it because I’m afraid for my boys and me. I hope you can understand me.”

Thus, Oksana's fears were substantial enough for her to write a rather sobering letter to

the police department chief in Kharkiv. The letter is quoted in full below:

"To the Head of Kharkov Region
From Dechtiarenko O.A.
Kharkov region

Lybotine

Bluchera St. 8

address: Kharkov,

Pobeda avenue, 54/13

tel. 8-067-91 111-49

Statement

In January, 2003, I met a citizen of the USAO'Meara Robert John, who lives 188,
Chapman St. GreenField, MA, 01301 USA, who offered me to open private business to
open the salon. To realise it, it was necessary to have a building and to draw up the
documents (the decision of the transfer the flat from the living space, the project of
reconstruction, and the permission for work in this building). To make all these come
true, Robert O'Meara gave me the power of attorney, which was officialy registered by
notary Korniychuk O.V. in Kharkov, Girchman St. 19/44. BAE 639625. I bought lbd
flat in Kharkov, Acksarov St. 13/50, where now there is construction work and on
which I'm finishing to draw up the documents (the project of reconstruction) and the
permission for ringing in the utilisation of the salon. November, 2003 Peter Chakirov
Evgenievich, who lives in Kharkov, Astronomicheskaja 35/91 addressed with a demand
to draw up all the documents on his name. Also he has threatened me by physical
revench (revenge) if I refuse him. I'm asking (you) to protect me, because I'm afraid of
physical influence from him.

1 7.1 1 .2003 (written by Oksana Degtyarenko to Police Chief, November 1

7

th
2003).”

Oksana reported that the police told her that they would speak to Peter Chakirov Evgenievich,

and if he continues his behavior he may go to prison. 1 also warned the lawyer Vitaly Chernish

not to deal with Peter whatsoever. Problems ceased. The administration of the police

department seemed to operate on behalf of Degtyarenko, enforcing laws and protecting her

interest (and mine). It is unclear if the fact that she revealed an American as an

investor/sponsor had any affect on the actions of the police. While the perceived threat of

violence does not bode well in terms of an understanding of the overall environment for small

business, in terms of ‘rule of law’ it is reassuring that the police seem to have been successful
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in follow-up and protection in this case. In addition, the service of the police required no

payments at this time.

^:^°" ,

7
C,0 ^ iCOlai Nicolaiavich Gorobitz of the firm "Electroservice” and the usefan informal verbal contract in order to avoid the 30% tax on the negotiated price ofwhat would be a legal contract 8 pt ,te 01

In the tall of 2003, Oksana Degtyarenko, through her network of clients at her beauty

salon, proceeded to hire Nicolai Nicolaiavich Gorobitz after considering several bids on

contracting work. Nicolai’s professionalism, recommendations, observable past-performance

and reasonable price helped him to gain the ‘contract’. In every way, he has exceeded

expectations. Below is a picture of Nicolai:

Figure 5.3. Nicolai Nicolaiavich Gorobitz, owner and director of the very trustworthy firm
Electroservice is at his office atop of the excellent ‘Mir’ Hotel (‘World Hotel’),

reviewing details of the verbal contract.
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However, the contract had to be a verbal and informal one only. Written and legally

enforceable contracts, at least enforceable in -theory', with assumptions of operating rule of

law, would be subjected to a 30% tax payable to the Tax Police. According to Nicolai

Nicolaiavitch in a discussion between himself, Oksana Degtyarenko, and I, “If we make a

written official contract, then you must pay official tax of 30%.’’ The 30% would be based on

the price of the written contact for construction. On the other hand, by verbal, informal

agreement, we avoid the 30% tax. Since the written contract in Ukraine is (presently) only as

good as the meaningful and fair application of the laws in the Ukrainian judicial system, which

means almost nothing, there was little point to demanding a written contract for the added tax

cost of approximately US$3300. The informal agreement would have to suffice. Again, a

Westerner experiences some difficulty in such methods of doing business without the

protection ol contracts within a stable and legitimate ’rule of law’. Risk prevails, free and wild:

for the Slavic soul, again, “eta normalia’’. While still suspicious and cautious in business

interactions, many Ukrainians trust no one less than they trust officials of the administration

and the politicians.

5.9.1. Remont (construction and repair): Considerations of cost, taxes, informal
contracts and implications for contributing to the shadow economy

Using architectural plans and sketches for workers that had been drawn up by the

Project University of Kharkiv, which had been paid for through Andrew’s firm Veest, the

construction costs for outside and inside have been split into two categories.

Costs of “Remont" (construction and remodeling of salon):

Outside Construction costs:

1 . Outside work construction: 9 qqq ^
2. Metal grates, railings, walls with open railings (bridgework):

1 . 1 00 rph
3. Covering of Construction (roof, brick tile over bridge): 2,500 rph
4. Lights and painting, inside bridge, under roof: 1.200 rph
5. Concrete and work for preparing for concrete (digging, labor, etc); 3,000 rph

Total for outside work =
] 5 goo rph

Inside Construction costs:

1. Preparing of rooms, walls, doors, doorways. Destroying walls, cleaning. 1,500 rph
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2 .

3.

4.

5.

6 .

7.

8 .

9.

front doorway
Wa ** d °° rS ' maki " g d °° rWayS

’ S,mC,Ural walls
‘ a " d lengthening

Windows and doors ordered from “Globus” company. Hired to subcontract mice
<,rPh

Instant

f

f mS
*,
allatl0n - 2 doors with § lass

’ and 5 windows for balcony BOOrphInstallation of front door wall (involves cutting and refinishing of outside Jail)

Floor, ng
^

concrete under linoleum covering, as mandated for a salon. Stonework' “o^"walls and floors of bathroom.
" '

Three ‘simple doors' and complete installation of door casings (door to breakroom.

'

'

bathroom door, door between two main rooms) -> inn t

Inside electrical work (all labor and fixtures, 1 6 outlets. 8 lamps) 3 700rnh'S
|H

PPl * and Sanita 7' A " p |umbin «. pipes- heating supply and two radiators (tiedinto building s mamsupply of heat).
4 50Q hFinishing work on walls, prep for paint, ‘straightening’, painting, decoration work mid

supplies

Total for inside work
8,500rph

= 35,100 rph

Total for outside work
Total for inside work
Total for construction work (“remonf ’):

16,800 rph

35,100 rph

= 51,900 rph

(US$ 9774.01)

Thus, in order to avoid the 30% tax that would be demanded under a legitimate paper contract,

a verbal contract must be relied on instead. With such a practice being common, people in

Ukraine seem to rely on verbal contract, or 'agreements’. While some degree of risk may be

understood, it seems also to be recognized that the greater financial risk comes with the

alternative practice of actually conforming to the written laws. In fact, there is a certainty, not

merely possibility or even probability, or losing a greater quantity of money. So, according to

Nicolai Nicolaiavitch and Oksana Degtyareko, and supported by opinions of lawyers, small

businesses, which usually have limited resources, must avoid the commonly-perceived

'unreasonable' taxes. This is frequently (if not universally) understood as being necessary for

financial health and survival of the firm. Thus, we may have an example of how ‘legal' taxes

are, at best, questionably ‘legitimate’ taxes. At worst, they could be called legal but

illegitimate. Regarding such matters of perceived high and unreasonable taxation, evidence of

cynicism among Ukraine's citizens may be found rather easily. What is ‘legal’ is not always

viewed or accepted as ‘legitimate’ in Ukraine.
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Under (he verbal contact with Nicolai Nicolaiavi.ch, he agreed to fully ins, all all salon

equipment during (he reconstruction. The costs associated with purchase of salon equipment,

to be installed by Nicolai Nicolaiavitch’s firm, are as follows:

Three tables for hairdressers (3 tables times 520 rph)
Three chairs for hairdressers (3 time 250 rph)
Professional salon hair dryer
Couch for waiting area

Three large mirrors for hairdressers (3 times 120 rph)
1 able for manicure
Two chairs for manicure (2 times 250)
Professional chair for pedicure
Table for backroom

10. Profession sink for hairstylist ^ u
1 1 . Shelves for clothes (wardrobe) for workers (covered in Nicolai’s contract)

Shelves for medicines, etc (covered in Nicolai’s contract)
Tabic for waiting area, custom built into wall by couch (covered in Nicolai’s contract)

1 ota I for salon equipment (installed by Nicolai’s construction firm):

14,580 rph

2 .

3.

4.

5.

6 .

7.

8 .

9.

12.

13.

1 560 rph

750 rph

1 890 rph

1 000 rph

360 rph

1300 rph

500 rph

2500 rph

300 rph

4420 rph

Items that do not have costs associated within them above have been included in costs of

interior reconstruction costs as previously discussed. It is worth noting that the contactor has

been very professional, cooperative, and helpful during every phase of the reconstruction. He

has kept to his verbal promises, and work was done as quickly as possible, given the harsh

weather of a Kharkiv winter. This general contractor was highly efficient and effective. To his

credit, quality of workmanship and materials was never sacrificed.
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Figure 5.9. Nearing completion of Koodreashka's exterior work
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Figure 5.12. New window is installed.

Figure 5.11. Much work to do in mamrooms.
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Figure 5.13. All new brick walls in Koodreashka
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Figure 5.19. Construction of the modern walls in the salon's fmnt r™™

;

—r-i STrii

ms' i

Fl f^ e 5,2 °' Koodreashka's remont is finished, new advertisement is over the entrance.
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Figure 5.22. A view of the finished main room.
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Figure 5.23.

Figure 5.24.

From the main room, looking into the manicure/pedi lcure room.

area.
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Figure 5.25. Inside the finished and equipped manieure/pedicure room.

Figure 5.26. In the rear, the break room and supply area..
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Figure 5.27. The break room.

Figure 5.28. The newly installed water heater.
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Figure 5 29. The new toilet and remodeled WC. Toilet replacement required a Deputy’sApprov al, with signa ture.
p y s

mm

5.10. “Administratsia Mafia”

After meeting with the team of attorneys in January of 2004 to discuss how to conceal

revenue from the Tax Police (see earlier segment), Oksana Degtyarenko remarked on matters of

the administration and organized crime. Recall that the team of lawyers spoke of solving all

problems with administration regarding the registered business Koodreashka. Recall that,
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regarding the matters of permits for 'transfer of living space to work space' and the 'project of

reconstruction', Andrew Zabiela of the 'mediator' f.rm Veest explained that he had negotiated

and settled all payments of 'extra money' to undisclosed officials in the administration.

While initial payments for seemingly infinite permissions had been settled by the end

of jannao- 2004, to what extent would there be ongoing extortion? Even if it is true, as claimed

by the lawyers and by the mediator’ firm Veest, that there will be no more problems with the

administration, the question was posed to Oksana Degtyarenko, "But... will there be problems

with criminality, with mafia, outside the administration?” Oksana relied firmly:

“No, no problems with mafia, the great ‘extra money’ from (paid through) Andrey’s
t.rm (Veest), and also from our lawyers (Sergei, Vlodimir, and Oksana) make sure that
there are no problems with administration. Wenow have paid administration for
protection... paid so that they will give us no problems. If we (had) paid only legal fees
tor permissions (not the requisite ‘extra money’), we would have problems. 'But not
now (no more problems, since we paid the extra money). So, no problems with mafia.”

Oksana was asked, “But... since we paid extra money (indirectly) to the administration, what do

you mean about mafia?” She corrected my misunderstanding of administration and organized

crime as distinct. Oksana offered her view, “Mafia is not outside administration. Mafia (is, or

is equivalent to the term) administration. The extra money has been paid so that there will be

no problems.’' She repeated with great emphases, “Mafia (is) not separate from administratia ,

mafia administratsia. Recall how American thinking in the field of public administration

typically reflects an understanding that administration cannot be truly distinct from politics.

Rather, politics is part of ‘administration’. So it seems in Ukraine, in addition to what we think

of in the West as ‘politics’, organized crime may be interpreted as part of administration in

Ukraine. Just as a conceptual separation of politics from administration is perhaps best

understood as a false dichotomy, so too is the conceptual separation of organized criminality

from Ukrainian administration.
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F.gure 5.30. After a year and a half year of hard work and patience, Oksana Degtvarenko

12 2004
U y ° Pened er BeaUty Sal0 "' pr0n0unced “Koodreashka, officially on August
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5.11. Koodreashka case study
Separating the wheat from chaff: corroboration among ‘external' perspectives

5.1 1.1. The view from 900 small and medinm sized enterprises is corroborated by theperiences of Oksana Degtyarenko in the case study: administration is largely animpediment to economic development and for SMEs.

Interviews of the selected administrative officials in Kharkiv offered much information

on how the Kharkiv administration, at both oblast and municipal levels, promotes and

facilitates economic development, including small business development. Some officials

addressed specific economic achievements and recent programmes. It had also been claimed in

interviews that the administration has been in the process of being somewhat remodeled after

the United States version of administration, which might be described as more rational-legal

(recall Max Weber). One director claimed that significant improvements have been made in

the elimination of corruption and bribe-taking through the termination of employment of such

officials. Interviews with various Kharkiv officials strongly suggest that a newly stable and

freely competitive market had been established in what may be termed a rule of law

environment. In the interviews, the administration’s officials held themselves out to be

advocates of a deliberate effort to foster economic development and a free and competitive

market, as Ukraine sets its sights on integration into the European Union.

Howaccurate are the administrative officials’ statements about the extent to which the

administration of Kharkiv fosters economic development, about challenges to integration with

the EU, or improvements against administrative corruption? Do the claims of the officials of

the Kharkiv Administration represent reality, or myth? Perhaps ignorance could be the cause of

any inaccuracies? The perspectives that are external to the administration are of vital

importance. These external perspectives include the 900 firms of the IFC study, the in-depth

case study of the small business start-up in Kharkiv, and the supplementary views of professors

within Kharkiv. The views of several professors will be put forth in this segment, as they are

able to help ascertain the accuracy of the official claims while speaking to broader issues than
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.he small business case study allows, due to its specificity of expetience. The extent to which

.he administrative officials' expounded views can be corroborated or refuted by such externa,

(to administration) testimony from within Kharkiv enables

reality, between truth and fiction.

us to discern between myth and

In the State of Small Business in Ukraine: An IFC Survey of Ukrainian Small

Enterprises”, Max Yacoub and Bohdan Senchuk, from the IFC Business Development Project

in Ukraine of the International Finance Corporation (member of the World Bank Group in

Washington, DC), presented data that offers us a viewpoint that recognizes many impediments

for economic development and small business growth. The year 2000 survey included over 900

firms from 12 Ukrainian cities, but none were in the Kharkiv oblast. Recall that for every 1000

people in Ukraine there are only three small or medium sized enterprises (SME), compared to

Russia's 6, Estonia’s 25, and Poland’s 35. Yacoub and Senchuk found that processes of

business registrations, licensing agreements, state inspections of private business, confusing

and numerous taxes, and the overall heavy tax burden were all impediments to economic

development. They argued that the tax environment is the main obstacle, or ‘barrier’ to the

creation and development of SMEs. Yacoub and Senchuk linked the mind-boggling tax

environments to problems such as “excessive levels of state interference in private sector

activities (Yacoub and Senchuk, 2000. p5) The argument for the existence of excessive levels

of state interference has been clearly supported by the experiences set forth in the case study of

the creation of the salon “Koodreashka” in Kharkiv. The salon opened officially on August 12,

2004, instead of in July, after delays by administrative officials in the final approvals. It is

important to note that, since the opening of the Salon, as of March 2006, Oksana reported

having no trouble with the Tax Police and burdensome inspections by that department. This

represents a significant improvement over conditions reported in the results of Yacoub and
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Senchuk's study from several years earlier. It is a sign of progress in at least one area of

administrative reform.

Yacoub and Senchuk found that the national (state) level administration lacked control

over the oblast and local level administrative organs. Lack of state-level control and, thus, an

inability to force oblast level compliance with national laws, has enabled officials to act in a

highly arbitrary manner, effectively free from influence from national level authorities and free

from influence from the private sector. Local authorities do not always seem to be easily

accountable to Ukraine's national government, nor are they at all accountable to entrepreneurs.

Yacoub and Senchuk also suggested that these local-level officials may be relied on to blunt

any meaningful reform efforts, as they practice the art of ’arbitrary administration'. Officials

that enjoy the rewards of arbitrary use of power currently have little incentive to create or

comply with any measures of accountability or responsiveness. Hence, contrary to the claims

of officials in Kharkiv, the IFC’s report finds that Ukrainian administration and its high degree

of state-interference in Ukraine s business environment are in fact significant impediments to

the creation and growth of small business and economic development. Of course, Kharkiv was

not one of the cities sampled, thus raising a fair question of analogical relevance of the findings

for Ukraine’s sampled cities to the expectations for Kharkiv’s business environment.

Yacoub and Senchuk noted a number of agencies that typically require "unofficial

costs”, otherwise know as bribes, or more politely, “extra-money”, in Ukraine. Such agencies

include but are not limited to "the State Committee on Certification, Fire Inspection, and Local

Departments of Architecture, the State Committee on Land Resources, etc. (Yacoub and

Senchuk, 2000. p5).” As supported by evidence found in the case study of the small business

start-up in Kharkiv, such agencies in Kharkiv often require unofficial payments in order to

produce results from the administrative officials. Thus, people in Kharkiv, as elsewhere in
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Ukraine's oblasts, must “pay for speed" and effectiveness (favorable results) in dealings with

administrative officials.

Ukraine’s SMEshave been experiencing a rising trend of increasing costs associated

with administrative inspections. SMEsmay encounter more than two inspections by the Tax

Police inspections, lasting between 5 to over 24 days. Three quarters of firms surveyed

reported that penalties were successfully “appealed” informally by means of “unofficial

Payments”. So, in order to avoid the financial hardship of the arbitrary use of powers by

organizations such as the Tax Police, “unofficial payments”, or “extra money” is useful. Bribes

can satisfy the extorters, the officials. Although the salon “Koodreashka” has not suffered

significantly negative experiences with the Tax Police, such abusive inspections and demands

for bribes, some Ukrainians pessimistically suggest that they are only waiting for the business

to become more profitable so that it can afford such payments. This, however, while being

mere speculation, is attributed to experiences of other entrepreneurs. Only time can reveal

whether the apparent improvement regarding non-interference and non-abuse by Tax Police is

genuine and lasting. At this time, it is the optimistic opinion of the researcher that perhaps the

administration has actually begun to stem the roaring tide of corruption, at least in terms of the

Tax Police. Weshall see.

While Ukrainian SMEsare responsible for paying, on the average, nine distinct taxes,

the tax burden per small business remains high. The result of the tax laws, tax burden, and the

punishing inspections is that over 85% of Ukrainian entrepreneurs (surveyed) admit to

‘concealing’, or hiding, a high percentage of revenue, ranging from 20% to 60% of revenue.

Again, the concealing of revenue was admitted by 85% of 900 respondents in the 1FC study.

I he IFC study, by Yacoub and Senchuk, however, fails to involve the administration and its

activities of extortion into the “shadow economy, underground economy, or informal economy.

Wecan only speculate how great that economy of unreported income may actually be, after
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inclusion of the unascertainable figure of "unofficial payments”, or “extra money”. The

officials may be best understood not only as contributors to the shadow economy, but

significant as facilitating agents to its longevity. As Yacoub and Senchuk stated:

Inspectors in Ukraine, especially tax inspectors are the most dreaded for of state
interf erence for business, and are one of the top reasons causing entrepreneurs to flee
into the shadow economy... The more inspectors and the state interfere with
businesses, demand and extort money, close businesses, freeze bank accounts, the more

unofficial activity there is (Yacoub and Senchuk, 2000. p30-3
1

).”

Clearly, the level of state- interference in the creation and development of small businesses is

significant. 1 he small business case study supports such findings are relevant to Kharkiv.

Recall how the lawyers for the salon “Koodreashka” specifically explained how two sets of

books must be kept in order to conceal revenue. Not only is it commonplace for entrepreneurs

to conceal high percentages of revenue, but the practice of concealing revenue from the state

agencies is routinely advised by lawyers in Kharkiv. Lawyers help entrepreneurs to

circumnavigate Ukraine’s laws and regulations, as such laws and regulations (of tax police for

example) are often perceived to be unjust instruments of predatory officials at all levels.

'Civil society ' involving business associations cannot be relied on to counter the ‘state-

interference and self-interested actions of the officials, since there are so few non-state

associations in the commercial or private sphere. Recall that only 4.2% of Ukraine's SMEs

belong to any associations, as many entrepreneurs report that informal channels are the means

to achieving ones goals, and that they expect no benefit may be had from associations. Some

managers of small businesses report that they must dedicate approximately half of their time to

dealing with the state-interference known as inspections. It is, yet still, another heavy cost

incurred by small business managers and owners.

Thus, the IFC offers an external view of what seems to be a very hostile business

environment in terms of the impediments to the creation and sustainability of small and

medium sized enterprises. The claims of the Kharkiv administrative officials do not appear to
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resemble the reality faced by the 900 firms surveyed in other Ukrainian oblasts. Either Kharkiv

is an outlier, ottering a much different experience for its entrepreneurs, or their claims are

simply inaccurate. Another possible objection that administrators may offer to such a damning

implication ot the IFC study would be that, in addition to the fact that Kharkiv was not sampled

in the IFC study, the study was conducted approximately four years prior to the interviews.

Perhaps even if similarities had existed, the overall business environment, as well as the degree

and type ot state-interference, may have improved during the last few years... for Kharkiv as

well as for Ukraine. Without the aforementioned corroborating experience of the case study of

the small business start-up in Kharkiv, such doubt may have prevailed.

However, the experiences within the case study of creation of the small Kharkiv salon

named "Koodreashka" does, in fact, provide powerful first-hand evidence that corroborates the

findings of the IFC study for the environment for small and medium sized businesses in

Ukraine. The Kharkiv beauty salon substantiates the extension of the IFC finding to the oblast

of Kharkiv, an oblast that had not been included in the sample population. As the creation of

the small Kharkiv business has taken place during the past two years, the argument that the IFC

findings may be ‘outdated' is an objection that fails. For over one year, the salon awaited the

series of final approvals by the administrative departments and organizations that had been

involved in the process of the creation of their business. While over 42 stamps and signatures

had been required for documents in this particular effort to create and legally register as a firm

the beauty salon “Koodreashka in Kharkiv, the several final approvals, and permissions will

add to the figure, bringing it closer to 50. As of early July 2004, the salon was a “turn-key”

operation, except for the necessary “final approvals” which would be given later in the

following month of August. Unfortunately, not even the intermediary form “Veest” was able to

ascertain an exact date or week that all approvals may be obtained. Other start-up businesses

that do not require any reconstruction, or “remont”, or that do not need to gain permission to
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make a place of residence into a place of work, may experience a need for fewer signatures and

stamped documents. However, such convenient and available locations for business are

extremely rare. For the numerous approvals and permissions, entrepreneurs are at the mercy of

the administrative officials of the Kharkiv oblast.

The small business start-up offers strong evidence for the view that the state apparatus,

the administration in Kharkiv, has been and is still acting in a way that is clearly contrary to the

expressed claims of the several Kharkiv officials interviewed on matters relating to economic

development. While officials claimed that the administration was (and is) an ardent supporter

of economic development and a competitive business environment for entrepreneurs, including

those of small businesses, this claim seems to be more myth than reality. In reality, there may

be many laws and regulations such as the “Law on Corruption”, and perhaps it is possible

(while not visible) that corruption is slightly on the decline. Yet. the experience of the small

business start-up "Koodreashka suggests that state-interference and corruption is extremely

burdensome. As unofficial payments”, or "extra money" is often required, and as the informal

and non-transparent negotiations of “mediator firms” and officials appear to exemplify an

institutionalized form of corruption by extortion and bribe taking, officials appear able to avoid

accountability, at least to the ordinary citizens of Ukraine. Ultimately, the reality for the

ordinary Ukrainian, a Ukrainian that is politically unconnected, is that it appears to be

impossible to create and sustain a small start-up business only by merely conforming to the

requirements of the laws and regulations, without becoming involved in extortion and bribery

by the administration. “Nee moshna!” It’s not possible.

In order to succeed in accomplishing her goal of business creation, Oksana

Degtyarenko had no real choice but to go beyond the bounds of the law's requirements and

submit to the demands of “extra money” by the administration and through the mediator firm

"Veest". Not only must she, as an entrepreneur, “pay for speed”, but she must pay the officials,
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directly or indirectly, to ensure that they will not obstruct her by means of inaction, inattention

and indifference. At the time of this writing, an approval by the fire inspector is awaited; the

official, or -legal' cost of the document is exactly 300 rplt, or approximately $50.00. However,

the actual cost of the signature of the inspector is $200.00 (the ‘unofficial payment', or ‘extra

money'). Interestingly, state fees are stated and paid in Ukrainian currency, while bribes are

priced in dollars. Despite paying the bribe, the director of the small firm must wait patiently

without an expected date of the completion of the approval process. As usual. Oksana

Degtyarenko, as director of the small business, could do little or nothing to expedite any

approval process. She must wait eagerly for the administration, as her otherwise turn-key salon

was fully prepared for its grand opening. The salon finally received all signatures and officially

opened on August 12
th

, 2006.

5.11.2. Validation by Professors in Kharkiv: corruption runs deep in administration.

1 he views from the IFC's 900 small businesses surveyed, and the perspective gained

from the first hand experiences of the politically unconnected Oksana Degtyarenko of Kharkiv

in the effort to create the start-up business, have been corroborated by a number of various

Kharkiv professors that have been interviewed. Their perspectives clearly substantiate the

claims and complaints made about the administration by entrepreneurs in the IFC study, and by

people referenced in the small business case study. Entrepreneurs seem to be constantly mired

in the unforgiving muck of administrative officials' arbitrary use of authority.

Discussions w ith several professors of the Kharkiv National University were conducted

in an effort to gain further perspective on the views offered by the administrative officials. The

professors, who are not officials, are able to offer perspectives that are external to the

administration, and therefore both enlightening and valuable, as truth is to be separated from

fiction, reality separated from myth.
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Four professors participated in involved in interviews in March 2003, including a group

discussion. Dean of the Philosophy Faculty, and Professor of Philosophy, Ivan Vasilovich

Karpenko hosted the meeting. Also from the Philosophy Department was a young professor.

Tatyana Mosentseva. In addition to her participation, Tatyana performed translation when

necessary. Nicolai Ivanovich Sazonov, a senior professor of political science and Oleksander

Fisun, also a professor of political science, engaged in discussions. Professors spoke candidly

and with great concern for their oblast of Kharkiv and their country.

Figure 5.31. Professors from the Kharkiv Politology Department (under Philosophy faculty, as
appears in the banner in the background): Professors Tatyana Mosentseva, Ivan
Vasilovitch Karpenko (Chair) and Oleksander Fisun. Professor Nicolai Ivanovich
Sazonov had to leave in order to give a lecture at the University of Kharkiv.

Often, during a group interview, professors conferred among the group in Russian and

offer a comment through translation by Tatyana, who would speak for the group's consensual

opinion. On the topic of 'corruption in the administration', they agreed without hesitation, “it
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(corruption in administration) is still a big problem”. They acknowledged that personal ties are

still very important in order to obtain employment within Kharkiv’s administration. Hence, the

value of merit based testing and hiring procedures based on qualifications, as discussed earlier

in the segment on Director Irena Reaka's interview, may be very much in question.

Regarding corruption and the topic of economic development and small business

development particularly, the group of professors agreed and offered the following on bribery

and extortion: "Yes, administrators take ‘extra money’, making it difficult for ordinary people

to create businesses.” Thus, the professors affirm that the administration’s officials are still, by

virtue ot corrupt practices, acting as impediments to small business development in Kharkiv.

An important perspective from four respected professors, this consensual view speaks to the

heart of the problem for ‘ordinary people’ that wish to open small business of any kind. This

viewpoint is contrary to the optimistic beliefs and perspectives of several higher officials in

departments under the economic branch of the oblast's administration, as discussed in the

segment on interviews with officials. The viewpoint is contrary to the official’s claims of

mission and intent, and contrary to the spirit of their portrayal of Kharkiv’s recent stellar

macroeconomic performance. Despite the higher-level officials’ expressions of definite

commitment to economic development, the views of the professors suggest that the

administration is inhibiting rather than facilitating economic development for the ‘ordinary

people'. The problem seems to be a national one.

The professors offered their belief that, at the municipal level, ‘‘ordinary people can

now go to one person at the municipal administration in Kharkiv in order to create and

implement small business registration.” However, awareness of this opportunity and

accessibility in practical terms are issues that may need to be reexamined. The extent and

meaningfulness of these services is not clear based upon these interviews, but the case study of
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Koodreashka revealed that, in reality, awareness' and ‘accessibility’ to such an administrative

officials is problematic for ordinary people, people without connections and wealth.

Discussions with the four professors involved the topic of the nationally originated

budget tor oblasts and the greater context of national economy. The professors agreed that

administrative and budget reform is needed and is in the process, remarking as a group (after

reaching consensus):

The budget is too centralized... in Kiev. There are plans for making Kiev more
accountable to oblasts. Kiev is a different economy... (it) has an economy of its
own. ..like a country within a country. Money comes from oblasts, but does not
recirculate back proportionately. Administrations and politicians keep money. (At the
local level in Ukraine’s towns and cities,) though people may make more money, prices
still remain much higher. Oblasts are now participating in plans... a proposal of
Administrative Reform' (to help with such problems of centralized authority in

administration). But, it is not done yet. The regional (oblast) level is participating with
the federal, or national, level. The economic administration is dealing with the buduet
(problems and issues of centralization in Kiev).”

It is perhaps of significance that these four professors agree that the recent trend toward

administrative and budgetary reform represents positive and hopeful strides toward

accountability and democracy, pulling power down from the top (national administration) and

away from the center (Kiev), and toward the oblasts such as Kharkiv. Perhaps we can think of

the anticipated and hopeful shift in power as 'democratization' happening on two axis, the

vertical (pulling power from the national level down to oblast and municipal levels) and the

horizontal (regarding a hopeful trend away from the geographic centralization of power in

Kiev, involving a more equitable degree of participation from all oblasts). Thus, the professors

appeared to validate the claims of officials regarding the administrations interest in budget

reform.

The topic of corruption flowed into discussions of administration, economy, and

economic development at the national and oblast levels. The four professors offered candid

opinions on problems within the body of lawmakers at the national level as related to the issues

of the burdensome and constantly revised tax laws, and the related matter of “smuggling”. In
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Ukraine, smuggling may be understood as a means of importing (or exporting) goods outside

the legally recognized channels of customs regulation, therefore without bearing the burden of

heavy taxes or disproportionately high duties (whether legal or of the informal and extra-legal

bribery-extortion type of ‘taxes' and 'duties’) to the government.

With certainty, the group of tour Kharkiv University professors affirmed something

that many Westerners may tend to find almost too fantastic to believe. The professors, in

consensus and without hesitation or doubt, affirmed that politicians and legislators have

maintained burdensome laws that provide for high and complicated tax and duty rates in order

to benefit themselves as smugglers. In doing so, these politically powerful elites are able to

illegally import and sell their own goods at very high markup rates, while still selling at prices

below the price level that their products would necessarily be priced if 'legal' taxes would be

included. I hus, the total cost to consumers for any given smuggled product would be less than

the consumer’s price 'after taxes’ would be for the same good, if that good should bear the

greater burden of legally imposed taxes.

The extremely burdensome taxes and duties effectively ensure that smugglers profit

from falsely high pi ice markups, usually associated with high risks incurred in smuggling. In

reality, well-connected officials have protective 'connections', and enjoy such false markups

without suffering much risk. Such a political-elite network of personal ties, or connections,

ensures that politically connected smugglers, such as those officials of the state (political or

administrative) may benefit from the effective elimination of risk. The real risk belongs to the

small-time smugglers that have few connections. So, it appears that risks are for the politically

unconnected smugglers, not for the politician-smugglers. A very important outcome from the

consumers purchasing of smuggled goods is that the state experiences a terrific loss in much

needed revenue from taxes and duties, as smuggling is the art of avoiding such taxes and duties.

Naturally, there is no 'level playing field' when considering the fact that legitimate small
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businesses are effectively subjeeted to burdensome taxation while smugglers (some being

officials in politics or administration) are not.

Without the extraordinarily high taxes and duties, smuggling would be minimized, and

consumers would not need to pay the premium usually associated with 'risk' of smuggling.

Reasonable taxes could then be realized by the state. In fact, without the high prices needed to

cover a product's high 'legally imposed' taxes, the smugglers could not benefit from the falsely

high markup they exact from anxious consumers. Thus, if taxes and duties were to be more

reasonable, the politicians and lawmakers that now benefit from the artificial markups of

smuggling would realize losses in their personal streams of revenue. Nicolai Ivanovich

asserted that while this smuggling by the state's officials is and has been a real problem, it

seems to be improving, and is not as bad now as it was during the 1 990s. While causes for such

an improvement were not suggested, perhaps there is, nonetheless, cause for hope.

The tour professors at the University seem to agree with, or at least do not oppose, the

typically Western concept of ‘civil society' as something resembling a network of freely

formed, voluntary, non-state associations. Regarding ‘civil society', they clearly agreed, as a

group, there really is none in Ukraine." A stronger ‘civil society' may be important (if not

necessary, some argue) for the purpose of demanding and effecting positive change within the

administration and the lawmaking bodies. Perhaps it will prove necessary to check against the

aibitiarv use ot power by elected and administrative officials. Entrepreneurs of small

businesses, as noted in the IFC study of 2000, expect no benefit from involvement in business

associations. As found in that study, such non-state associations have little or no appeal to

most businessmen and citizens, as conflicts are usually “resolved” through “informal appeals”.

When discussing the lack of civil society in Ukraine, the group of professors quickly

expressed agreement on an explanation that might be counter-intuitive to Westerners. They

formed consensus around the idea that people who were forced to join groups during the USSR,
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groups such as the Pioneers (youth group for children), followed by the Komosol (for the older

school pupils), are now rejecting groups by choice. The professors agree that many simply do

not wish to belong to groups, as groups (‘associations’ as we in the West so often call them)

had been widely perceived to force people to work... to work against their will. The professors’

viewpoint is shared by a colleague from Kiev, who holds personal ties to the national economic

administration, Dmytro Matsypura, who first discussed this one possible explanation for low

participation in Ukraine's non-state associations during a discussion with the author in the fall

of 2002. 1 he same view on the reason for ‘non-joining’ was shared in a telephone

communication in October 2003 by Program Advisor Romano Ilto, a Harvard trained Ukrainian

economist who is now affiliated with the United Nations Development Programme (UNDP) in

Kiev.

While there may be additional reasons for such a tendency of ‘non-joining’ among

Ukrainians, this aversion to groups, or antipathy for associational life, seems to be of

significance and worthy of future study. Paradoxically, we Westerners may typically view the

low level of participation as a sign of trouble and weakness for democracy. Should we embrace

the weak state in a strong society, as so often valued in the West? If what these six well-

educated Ukrainians assert is true, then perhaps Ukrainians are actually asserting their own

volition and freedom by refusing to join. Thus, Ukrainians may actually refuse to ‘join’ based

upon their own considered interests and their individual willingness to exercise their freedom.

For the first time in many years, people may ‘opt out' of joining, enjoying a sense of freedom

by refusing to belong to some social body.

Even granting this one possible explanation for “non-joining”, granting the marvel of

individuals exercising their newly perceived democratic freedoms, some questions still remain.

Without meaningful associations that are outside of the state’s control and guidance, and

without substantial numbers and percentages of citizens participating, what sort of democracy
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W'" reSUl,? WlM <yranny be checked somehow? Furthermore, who will be able to effectively

demand positive change through administrative, political, judicial. legal, economic reforms?

How else can the poor, the politically disconnected, influence matters either political or

economic? Without political connections and without advantages of strong Western style ‘civil

society', how can their political voices be heard? Howcan their voices be heard while they

exercise their freedom by refusing to join, whether we speak ofjoining parties or civic

associations of any kind?

Ironic. Practicing political rights by 'refusing to join' is evidence of Ukrainian

society’s expression of freedom, yet practicing such political rights seems to inhibit broader

political and administrative reforms understood as democratic and free-market oriented.

Perhaps the mentalitet’ of many people within Ukraine’s citizenry is indirectly an impediment

to economic reforms concerning small business development, as well as to broader democratic

reforms such as anti-smuggling, more general anti-corruption measures, and streamlining of

administrative procedures.

Is a Western concept of civil society at all relevant to Ukraine, to Kharkiv? The

Kharkiv professors asserted and agreed that civil society “is needed to go with democracy”.

Professor Oleksander Fisun acknowledged shortfalls with democracy in Ukraine by affirming

"Ukraine is an elective democracy, having elections... (but) there is still the problem of

oligarchs controlling wealth... of poor people being worse off.” The World Bank corroborates

Professor Fisun s statement with the Gini index, which is often used to estimate trends of

inequality. In 1987/90, Ukraine experienced a ‘Gini index’ of .24 (just lower than Russia’s .26

figure). By 1998/99, Both Ukraine and Russia experienced an increase in the Gini index to

.047. Thus, inequality has dramatically increased in the last decade (World Bank, Transition:

The First Ten Years
. pj8). With the Gini index of inequality effectively doubling during the

1990s, we have further evidence that Ukraine seems to be facing a serious problem as it
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attempts to democratize and integrate into the EU. Drastic and noticeable increases in

inequality, coupled with not just an apathy but an antipathy for “joining”, seems to leave the

political elite, the administrative officials, and the oligarchs fairly safe to devise and implement

their own "rules of the game”, thereby maximizing their own personal well-being. In none of

the interviews with the Kharkiv administration’s officials were officials the slightest bit

interested in discussing any issues of democracy. The topic of democracy simply does not

resonate (yet, or as of this case study write up) in the halls or offices of the Kharkiv

administration. Concepts of democracy and civil society, specifically involving ‘business

associations’, appear to be irrelevant or of little consequence to the interviewed officials of the

Kharkiv administration. In the administration, inequality is not a voiced concern, as issues of

economic development for large-scale industry seem to hold the great attention from officials.

Whether a country of 'non-joiners' can succeed in holding accountable the political,

administrative, and private elite, including 'organized criminality’, remains to be seen. Perhaps

an important question is whether the citizens of Ukraine will remain as 'non-joiners’ for long,

or whether a sharp trend reversal tor more civic and associational participation is coming

around the corner. Until then, the reform may need to come, if it may, from above and from

w ithin these state institutions. Of course, the problem with awaiting a 'great man’ is that there

is no guarantee that he (or she) will arrive... and survive politically.

The tour professors from Kharkiv University's Philosophy and Politology departments

validated some of the claims of the interviewed administrators. Thus, the officials may have

been expressing certain claims that appear to be accurate, or descriptive of Kharkiv's ‘realities’

of political-economic reforms and developments. The professors affirmed that budget reform is

an issue that needs to be addressed, and they asserted that it is true that oblasts are attempting

to collaborate to decentralize budget-making authority. This suggests a degree of hope for

political liberalization. In addition, problems of administrative organization and complexity of
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overlapping departments, both vertically and horizontally, are shared by professors and

administrators. Hope for small business development a, the local level was offered by the

professors, supporting the claims of the interviewed administrators regarding the new

opportunities for entrepreneurs to simplify the creation of firms. In addition, the four

professors suggest that corruption, specifically smuggling, may be somewhat on the decline, a

decline that arguably supports the view of the administrative officials expressing a decline in

corruption generally. However, the professors were no, quite as enthusiastic, as they held

bribe-taking and smuggling to be vety serious and common forms of corruption.

5.11.3. Conclusions for chapter 5, Kharkiv case study
Milk administration is a chief catalyst of development for small andmedium sized firms (SMEs).
Rsalilv: administration by arbitrary nse of power is a frustrating impediment toentrepreneurs and a competitive market economy.

Businessman is like a victim for administration ”

(Professor Anatoly Dubrovina)

7 he views of the professors, which were obtained during the last three years, are not

always very positive or optimistic about Ukraine’s developments, generally. The professors in

Kharkiv offered a most interesting view on the issue of smuggling as it relates to the subject of

corruption and problems of insufficient state revenue. They affirmed in consensus that the

politicians, the legislators, are responsible for maintaining an unfair and burdensome array of

laws that actually enable themselves to reap benefits by smuggling at the expense of Ukrainian

consumers and small businesses specifically, and economic development generally. As

politicos had been ‘stealing the state’ (Solnick, 1998) under questionable methods of

‘privatization’ after the dissolution of the USSRin 1991, politicos are now stealing the present

and the future. Officials may be very much responsible for the skewing in the accumulation of

wealth that is reasonably evidenced by the effective doubling of the Gini index. The

administrators offered no concern or views on any such issues. For them, corruption is now

under control, or perhaps coming under control, and presents little cause for concern.
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Herem lies a key administrative myth. As the IFC study showed for Ukraine, and as

he case study of the start-up business reveaied. whether or not corruption is on the decline, i,

seems to be ubiquitous. It is simply everywhere. Corruption at the local level in the Kharkiv

oblast has been evidenced by the need for “unofficial payments”, or “extra money”. Extortion

by officials is evidenced by required bribes, required both directly of entrepreneurs and

indirectly through the 'intermediary firms such as “Veest”.

Wlule some statistical evidence may be found to suggest the 'reality' of economic

development, or macroeconomic growth, we must ask, for whom? Who reaps the rewards?

The views of the Kharkiv University professors may be interpreted as supportive of the notion

that political and administrative power is a key factor in the concentration of economic wealth

by means of illegitimate and arbitrary use of laws. Anatoly Dubrovina. a full professor of

economics at the Kharkiv State University, discussed the effects of the administration upon the

unequal distribution of wealth and income in Ukraine, directing his remarks at the actual

holders ot an imbalanced and tyrannical economic and political power:

"The process of administration in Ukraine is criminal. Wehave no middleclass The
middle layer' includes teachers, doctors, etc. But, the distribution of wages is not fair.

One problem is that there is no law that lets you own land. Cannot buy it! The main
problem is that the middle layer cannot buy land... property of any kind (in addition to
the laws, they have no financial means to do so). Oligarchs can buy property ...not
land. Criminals can buy anything. Criminals, oligarchs, administrators (Anatolv
Dubrovina).”

Interestingly, Professor Anatoly Dubrovina seems to view the criminals, oligarchs and

administrative officials without much distinction. It appears that the terms maybe used

somewhat interchangeable to roughly describe the same people, or group of people.

The case study of the small business start-up in Kharkiv illuminated through experience

the degree to which the administration in Kharkiv actually impedes economic development (in

a legitimate sense) for domestic would-be entrepreneurs, as opposed to fostering economic

development in a self-serving sense of administrators and political officials, supported by an
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IS

arbitrary application of laws for the selective advantage of the poiiticaliy and economical*
•connected'. The case study of the beauty salon ‘Koodteashka' tested the Cairns of the

Kharkiv administration regard, ng official claims of its effective and efficient promotion of
economic development as being available to al, interested entrepreneurs. The c Hef fmding
.ha, while some claims of pending administrative reform may be somewhat accurate and
hopeful for the future of Kharkiv and Ukraine, the claims made by officials relating t0

elimination of corruption and briber are vey inaccurate. The officials' claims regarding the

extent to which the Kharkiv administration encourages and fosters economic development for

entrepreneurs interested in small business creation and sustainability are clearly inaccurate.

Officials regularly obstruct the efforts of those aspiring to engage in legitimate businesses. A,

evety turn, instead of facilitating the creation of business in all phases of documentation, such

as for permits, approvals, and innumerable inspections, the officials seem to use every citizen's

for an official s signature as an opportunity to squeeze yet another ‘unofficial

payment', more ‘extra money’.

Nadiya Dubrovina, an Associate Professor at that Kharkiv State University, with

specialization in economics and mathematics, expressed harsh views concerning the 'mentalitet

of administration’ in Kharkiv and Ukraine generally. Regarding the question of the greatest

impediments, or problems, for economic development in Ukraine, the economist Nadiya

Dubrovina explained, “Mentalitet of administration is key. They don’t want to help

businessmen. They just want to take money and taxes.” Nadiya asserted, in order to make sure

that the seriousness of the problem of the administrative officials would not be underestimated.

“They oppress our people.” Professor Anatoly Dubrovina drove the point home, and asserted

his absolute disgust for the behavior of the administrative officials and the related outcomes:

“Businessman is like a victim for administration. Administration wants to take from
them. Administration is like in old Soviet system, mentality (is same). Our oldest
people, many of whomare in administration, have Soviet mentality. The Soviet spirit
is in Kharkiv and in Ukraine.”
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Here is the harsh reality of administrative intent and behavior.

The claim of facilitating the creation of small business or economic development is a

mylh. as the reality is that Kharkiv's officials fully and successfully manage to impede and

obstruct economic development... unless and until it is made to reward them personally.

According to the professors noted above, in reality, ordinary and politically unconnected

citizens of Ukraine are treated more like chattel of the oblast administration's officials. The

experiences of the case study of "Koodreashka”, in corroboration with the findings of the 1FC

study and the broad views of the several professors, provide no evidence that the creation and

growth of a legitimate domestic small business is possible without being subordinated by

administrative corruption, by extortion. Instead, the reality is that Ukrainians believe and recite

"nee moshna”, it is not possible. At present, as reinforced by the case study, one simply cannot

escape the strangling grasp of the officials and their extortion.

People with political and economic influence may have most anything that they wish,

as they are able to co-opt and manipulate the legal and administrative system for self-interest.

For those with such opportunities and financial means, anything is possible. For those without

significant financial means, or without connections, few opportunities exist. Political and

administrative officials are not commonly viewed as representing anyone but themselves and

their allies, according to the view of several Ukrainian professors in Kharkiv, the IFC study,

and the case study of the small business start-up.

Administrators are not typically viewed by Ukrainians as performing the role of ‘public

seivants
, or civil servants . Nor do the officials seem to view themselves as public servants.

Officials and staff are. perhaps, better understood as simply part of a domineering

administration that wields power... in an apparently minimally checked manner... the arbitrary

use of authority and application of laws is suffocating Ukraine's citizens. For many Ukrainian

entrepreneurs, at least in Kharkiv and in the oblasts surveyed in the IFC study, it seems safe to
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argue that 'reality' is oppression by the administration. Thus, the chief 'myth' is that

administration, in Kharkiv and in oblasts surveyed by the IFC, its officials are eatalysts for

economic development in a competitive market. -Reality' is that the administrative officials,

with oppressive memalUe, ’ and predatory behavior, are key impediments to economic

development within a competitive market, and specifically for the creation and sustainability of

small and medium sized enterprise.

Contrary to the administrative officials interviewed in Kharkiv, the findings of the case

study support much of the IFC survey and its findings, and offer first hand insight. The

Kharkiv professors asserted and highlighted the extent to which the officials' claims fall short.

The answers to the three primary inquiries set forth in the methodology segment are all.

unfortunately, negative.

I • No, it does not appear to be possible to create a small business in Kharkiv by makingonly payments that are required by law, in avoidance of and without “extra money”
8

paid as bribery or extortion. Nee moshna.
2. No. the attempt to create a small business in Kharkiv could not offer evidence that

of rule of law''

1031 " 16831 enVlronmenl is becomin g '"ore stable and predictable in terms

3. No there is little indication that this oblast of Kharkiv is developing a reasonably freeand competition-based market economy that lies within the context of rule of law.

The question ot what reforms may be appropriate and effective, how they can be implemented,

and how much time reforms will require remains. Until such problems of administrative

mentalitet and behavior can be resolved, ‘the market' in Kharkiv, as in Ukraine generally, will

be effectively strangled by officials, as will be the politically unconnected people of Ukraine.

As Oksana Degtyarenko commented, “administrate mafia”, the administration is the mafia, or

‘criminality’. As a result, if reality throughout Ukraine is similar to that of Kharkiv, and if it is

accurately perceived from those in the EU, Ukraine's official goals for EU integration will

remain unachieved, and that will remain highly unlikely for the short to mid-term. The second

case study will examine an oblast that lies on the border of the EU. Perhaps such proximity to
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the EU and variation between oblasts may result in some variation between the respective

oblasts administrative officials’ mentalitet and behavior.

5.1 1.3.1. An update on Koodreaska’s success and a degree of cautioned optimism:

On August 12. 2004. the small business, a beauty salon named “Koodreashka” received

all approvals, just over one year later, and after four months of wrangling with banks in

Kharkiv, Oksana Degtyarenko was able to purchase the salon and the business with full rights

of ownership. In October 2005, Ukrsots Bank was the bank that made Oksana’s mortgage

possible. The management at Ukrsots Bank was convinced that Koodreashka's legitimately

reported revenue sufficiently ensured that the one-year old small business was mature enough

and profitable enough to stay afloat under the capable direction of Oksana. This is significant,

as the bank considered legitimately reported (and fully taxed) income as indicative of a

successful business.

In addition, the bank appraised the value of the completely renovated property to be

approximately US$45,000, greater than the sum total of the original purchase price, about

US$9,000, plus the even more substantial costs of reconstruction and equipment. The Ukrsots

Bank was able to take the property as security for the mortgage loan of only US$29,000, which

happened to be the actual purchase price. Ukrsots’ risks were minimized. It is also interesting

to note that each bank in Kharkiv and elsewhere in Ukraine seemed to have its own guidelines

toi lending. Requisite loan-to-value ratios varied tremendously, as did the percent of purchase

price that a bank would cover with a loan. With some very creative paperwork, the Ukrsots

Bank lawyers were able to make the loan possible. The bank policy held that any buyer must

pay 30% of the purchase price with her own funds, and that the bank would only cover 70% of

the purchase price. Oksana had no money to contribute to the purchase. So, on paper, the

purchase price would need to be approximately US$39,000 in order to make the banks’ figures

for the loan to purchase price ratio work out, as according to bank policy. The bank lawyers
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also required a hank-notarized document that stated that Oksana, had actually paid the

difference between the fictitious price and the loan amount. Of course, there never was such a

payment, bu, the Ukrsots Bank’s notary was willing , 0 cooperate. Certainly, the integrity of
practices of banks, their lawyers, and their notary publics may be in question.

Thus, the bright side is that the bank actually viewed the new business and the

reconstructed property, as well as Oksana's capable management, as worth the risk of

investment of bank funds. The reported income was substantia, and legitimate. If Oksana had

concealed her income in the shadow economy in order to avoid or minimize tax payments, her

acquisition of the property and business would not have been possible. The dark side of the

bank dealings lies within the fact that they were easily to creatively manage the

paperwork and notarized documents in order to obtain the desired outcome.

Another point of optimism is of great significance. As the IFC study had pointed out,

the Tax Police had been a major obstacle for small businesses in Ukraine. Yet, since the

administration of Ukraine has enabled entrepreneurs to choose from tax schemes that entail, for

example, more reasonable fixed tax payments per month or an alternative fixed tax rate such as

the 1 0% fiat tax on all revenue (both are collected monthly by banks), determining the correct

tax payments has been less complicated. The beauty of this simplification is that the recent tax

alternatives have tended to somewhat marginalize the Tax Police. As of May of 2006, Oksana

happily reports that she has not suffered from abusive visits from the armed Tax Police.

Unfortunately, some pessimistic Ukrainian businesspeople suggest that they are only allowing

her to develop a more mature and profitable business before attempting to extract money from

her. Also of significance, and subject to the same pessimistic cautions, is the fact that Oksana

Degtyarenko has not yet been pressed for payments by racketeers (sometimes referred to as a

roof ). She has not been forced to pay for "protection'’, which might typically entail making

monthly extortion payments in order to guarantee the safety of the business and the person.
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Th.s represents noteworthy progress. Hopefully, racketeers (and Tax Police) are

waiting until Oksana's business is more profitable and able to afford such illegal

not merely

payments.
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introduction by PITT Gertli and Wright Mills. New York: Oxford University
Press. 1946 J

Weber, Max. On_Chari sma and Institution Building Edited with an introduction bv S.
N. Eisenstadt. Chicago: University of Chicago Press. 1968

World Bank. T ransition: The First Ten Years”. 2000. Available as downloadable .PDF file
on-line at:

ilftj2l//lnweb 18. wor l dbank.org/eca/eca.nsf/General/D902 E8CA F401R76ER^9 ^arzm nog ipfq?^
Open Doc u ment

Yacoub, Max and Bohdan Senchuk. “The State of Small Business in Ukraine; An IFC Survey
of Ukrainian Small Enterprises”. Washington, DC: International Finance Corporation (member
of World Bank). June 2000. For additional information on the IFC and its background and
mission, visit the International Finance Corporation’s home page: http://www. ifc.org

5.12.2. Individuals referenced in the Kharkiv Case Study

Oksana Degtyarenko, the director of the salon, "Koodreashka . Comments on services of
mediator form and 'Administratsia mafia’ from January 5

th

, 2004.

Vitaly Chernish, First consulted business lawyer of Kharkiv Ukraine. Consulted March 20
th

2003.

Nicolai Nicolaiavich Gorobitz, Chief and owner of the engineering and construction firm

“Electroservice”. Kharkiv, Ukraine. Meeting of January 4
th

, 2004.
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Team of three lawyers:

Vladimir Victorovitch Ostanenko, Sergei Urevitch Stavrov. Notes on processes and proceduresregarding the establishment of a firm and variants of tax structures, from consultation onJanuary 5, 004. Oksana Bobprovskaya. Kharkiv, Ukraine. Notes on firm’s registration processand variants of tax structure from consultation on January 8, 2004.

Andrey Dorochuk lawyer from Uzhgorod, Ukraine. Business lawyer, works with a UkrainianNGO, and formerly was a lawyer for the police department. Personal communications. January

Andrei Viktorovitch Zabiela (Andrew), Director of the ‘Mediator’ firm, known as “Veest”
Telephone interviews on December 8th and 9th, 2003.

5.12.3. Professors and others external to the administration and Kharkiv case study

Anatoly Dubrovina, full Professor at the Kharkiv State University, specializing in economics
and mathematics. Interview, January 6

th

, 2004.

Nadiya Dubrovina, Assistant Professor at the Kharkiv State University (daughter of Anatoly
Dubrovina), specializing in economics and mathematics. Interview, January 6

th

, 2004.

Dmytro Matsypura, Doctoral Candidate in Computer Sciences at University of Massachusetts.
Dmytro is a Ukrainian citizen from Kiev, whose father is an economic advisor to Ukraine’s
President Leonid Kuchma. Personal communications, fall 2002.

Romano Ilto, a Harvard trained Ukrainian economist, affiliated with the United Nations
Development Programme (UNDP) in Kiev as a Program Advisor. Personal telephone
communications, October 2003.

Ivan Vasilovich Karpenko. Dean of the Philosophy Faculty, and Professor of Philosophy at

Kharkiv National (State) University. In addition to several personal meetings, Professor
Karpenko hosted a group interview with others in Philosophy Faculty, including professors of
Politology. Interviewed Match 1

9

th

, 2003

.

Tatyana Mosentseva, professor in Kharkiv National University’s Philosophy Department.
During a group interview. Professor Mosentseva also assisted in translating. Interviewed Match
19

th

, 2003.

Nicolai Ivanovich Sazonov, a senior professor of Politology in the Philosophy Faculty at the

Kharkiv National University. Professor Sazonov has recently published an 829 page politology

textbook on Ukraine. Interviewed Match 19
th

, 2003.

Oleksander Fisun, professor of Politology in Kharkiv National University’s Philosophy faculty.

Professor Fisun has recently visited the United States in order to study electoral processes.

Interviewed Match 19
th

,
2003.

Alexander Peridriy, senior Professor of Economics at the State Institute of Information

Sciences, Economics, and Law. Uzhgorod, Ukraine. Personal communications, January 2003.
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CHAPTER6

ADMINISTRATIVE VIEWPOINTSONFACILITATION
DEVELOPMENT:TRANSCARPATHIAOBLAST,

OFECONOMIC
UKRAINE

Figure 6.1. A statute of Lenin was cut in half after 1991 in the Transcarnathian
v,llage of Yaseenya. Here, Hu.suls proudly proclaim

”

TMs s Let ZTVour ground.” Below, a Hursu, man plays rherraduiona, wo^i^nen, of rhe

“

;3“:i:rr bee,a
- «*»« KhB«v

Figure 6.2. Close-up view of Lenin paying tribute to Transcarpathia, eternally kissing the non
Soviet ground ot Ukraine. As local residents of Yaseenya, Transcarpathia Oblast say
with a sens e ot final victory, “1 his is Lenin, he kisses our ground forever”.
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6.1. Introduction Admit,*, ration in Transcarpathia and the subsequent ease stud.

The second set of interv.ews with officials, and the second case study, took place in the

Ukraine’s western oh, as, of Transcarpathia, also known in Ukrainian as -Zakorpcu^. The
firs, se, of administrative interviews and the firs, case study of the salon Koodreashka in

Kharkiv began approximately two years prior to the second interviews and case study in

Transcarpathia. Like the firs, series of interviews and case study, the second series of

Transcarpath ian-based interviews and case study of the creation of a small business also began

dnrmg the former President Leonid Kuchma’s last term in office. Yet, due to the change in

Ukraine’s leadership following the 2004 Presidential elections and the “Orange Revolution’’,

the second case study of the creation of a small business in Ukraine offers a very useful point of

disanalogy. But first, the views and positions of the Transcarpathian Oblast’s officials will be

established during a presentation of personal interviews.

Given the new leadership of President Victor Yushchenko, inaugurated on January 19' 1 '

of 2005, an opportunity arises for an in inquiry into changes in structure, personnel, attitude

and behavior of the administration and its officials within the greater context of the political

environment. As Yushchenko has so often embraced the EU and an acceleration of Ukraine’s

integration with Europe, perhaps real change in political and administrative ideals and behavior

will foster improvements in democratization, marketization, and rule of law. Perhaps the new

President Victor Yushchenko and his new administration can expedite Ukraine's accession into

the EU.

After an in-depth presentation of data gathered from a variety of administrative

officials of the Transcarpathian Oblast Administration, attention will be given to the creation of

the small business in Uzhgorod, Transcarpathia. As the subsequent case study will help test the

validity of the claims of the administrators, the views of several university professors in

franscarpathia, or “Zakarpattya”, will offer an additional external view of the administration.
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The upscale cafe "Russki Chai" was terminated in its conceptual stage, after an architect made
it clear that the City Council, whose permission is necessary for the use of the flat to be of any

specific business purpose (such as cafe, store, or office, for example), would no longer give

permission for any cafe's to be opened in the particular areas surrounding the newly purchased

flat.

As such, a new business concept (one which might surv ive the gauntlet of permissions

that are required by the city council) had been developed into the current type of business being

pursued. In English, "New Horizons of Transcarpathia”, pronounced "Novi Gorezonti

Zakarpattya” in Ukrainian, will provide services of translation, interpretation, language and

cultural education, grant-writing assistance and other services of business consulting in

Uzhgorod.

In-depth interviews with administrators of the Transcarpathian Oblast were conducted

in order enable an understanding of their perspectives, attitudes, and claims regarding the

extent to which the oblast administration is facilitating economic development, with particular

attention to small businesses. In addition, extensive interviews provide credible and convincing

evidence of the administration’s national and oblast level intentions to drive toward integration

with Western Europe, a continued and popular priority with the new political and

administrative officials who have taken power since the Orange Revolution. After the

interviews have been presented in this chapter, the following chapter of this dissertation will

detail Olha Zinchenko’s efforts to start a small business. The creation of ’New Horizons of

Zakarpattya', a limited liability company (LLC), such as the LLC that was examined in the

Kharkiv case study, provides experiences through which we may once again test the

1 ranscarpathian officials' claims of support for small business and economic development.

Results will be compared to the findings of the IFC survey report of 900 small businesses in

Ukraine, and the external views of several professors from that oblast should enable us to enjoy
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an additional and balanced perspective in an attempt for validation of results. But first, the in-

depth in.erv.ews with officials of the Transcarpathia Oblas, are presented in great detail in thi

chapter.

6.2. First segment of interviews, immediately aftpr th*> l> . .

Yushchenko took office (January 2005).
‘ ge Revolution, and before

6.2.1. Just days before the conclusive third vote for Yushchenko that on „r i

r„3::^r
nai Deve,opmen *” in «•«

5
,

1 lie interviews with Torpoy. as with most other officials interviewed in Uzhgorod.

Transcarpathia. were held in the “Bile Dorn” (or White House), the main administration

building of the Oblast of Transcarpathia. See photo below:

Ftgure 6.X The "Bile Doin ' (White House), the Transcarpathian Oblast Administration

i SI
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In early January of 2005, while Kuchma was still president and the Orange Revolution

was steadfastly holding out in the tent city in Kiev, the Yushchenko victory was anything but

certain. On January 5'“, 2005, an interview was held with Joseph Torpoy, Director of the

-Center for Ukrainian and Hungarian Regional Development” in the Transcarpathian Oblast,

Ukraine. This administrative organization, sponsored by the EU, had been newly established in

January 2004, just one year prior to the interview with Joseph Torpoy. It is worth noting that

this EU oriented organization and its mission of cooperation and development between Ukraine

and Hungary a. the Transcarpathian border was founded during the Kuchma administration.

offering some evidence of Kuchma's sincerity about economic integration toward the Western

and Central European countries.

While only in his mid twenties, Joseph Torpoy has attained the position of director of a

small EU based organization housed within typical department offices of the Transcarpathia

Oblast Administration building. Torpoy is a Transcarpathian man from the town of

“Berehovo” (in Ukrainian), but one of Hungarian ethnic origin. Torpoy, as all Hungarian-

Ukramians, refers to his town in Hungarian as “Beraxis”, as it had been known centuries ago

when much of Transcarpathia had been Hungarian territory. His studies have included

economics and administration at the Institute of Information Sciences, Economics, and Law in

Uzhgorod. At the time ot the January interview, Torpoy was earning 200 Euros per month.

In a discussion regarding possible administrative reforms, Director Joseph Torpoy

addressed the agreement reached during the protests of the Orange Revolution, as then-

President Kuchma and Victor Yanukovich demanded a redistribution of power in exchange for

their acceptance of defeat in the elections. Hie office of the President was to be stripped of

some power, as the Verkovna Rada, or national parliament, would assume those powers. This

would effectively give more power to Yanukovich’s allies in the Rada, more power in their

opposition to the new and victorious President Victor Yushchenko and his intended reforms.
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"Administrations are undergoing reform. Reforms should be done this year InDecember 2004, when Kuchma insisted that power is amended hv r w
go to the Verkovna Rada, part of the Amendment was to write other ^lereof

tUt1011 *
decentralization to oblast powers (administrations). In the future, it will be not just oneresident s administration (by controlling every oblast) but it will be oblast levelelections for he governors, and some for governors (heads) in raions. They (like thePresent) w, 11 also be elected now. They have been appointed by Prime Ministerdiough (by) oblast gubernators (oblast governors). So, the people did not have powerThese reforms were (supposedly) in process since 1996 (shortly after Ukraine’s firstConstitution). This agreement was part of the compromise of Kuchma and

ushchenko in the solution of (the) election crisis. Yushchenko always wanted thesereforms. Kuchma also wanted these ’decentralizations’ because it really strips the newPresident (Yushchenko) of power! There are 450 Deputies in Parliament (Verkovna
ada). Power goes to parliament, where support is split. Yushchenko needs 250 votes(Torpoy, January 5 Interview, 2005).”

In the negotiations for the decentralization of power under the barter of the Orange Revolution

(Yushchenko took the Presidential office in exchange for acceptance of reduced powers,

whereby Yanukovich gained opportunity to exert influence through the Deputies of the Rada),

it seems that Yushchenko, intentionally or not, seems to have assured Ukraine that future

Presidents would have reduced power compared to the virtually absolute rule of Kuchma, as

powers are pushed downward... decentralized into the oblasts. Perhaps this may be understood

as a very real, though perhaps unintended, step toward democratization, as oblasts may become

more involved in decision-making. If this may be understood as a step toward democratization,

and if it was the direct result of demands that originated from Kuchma and perhaps

Yanukovych, it seems paradoxical that such men of authoritarian nature would help to greatly

assist in the decentralization of power and decision-making... and thus democratization... of

Ukraine.

When asked, ’’what are the prospects for EU integration under Yushchenko?” Torpoy

commented with optimism: “Now I think good. I don’t know how long it will take (Torpoy,

January 5
th

Interview, 2005).” How do such prospects compare with the prospects for EU

integration under Kuchma, or that may have been under a Yanukovych presidency? “Never!

Not possible”, responded Torpoy (Torpoy, January 5
th

Interview, 2005).”
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6.2.I.I. Torpoy on impediments to economic development:

When Director Joseph Torpoy was asked. 'What are you biggest problems or

impediments to economic development in Ukraine and Transcarpathia?” Joseph responded

thoughtfully and candidly, noting four main problems. ‘'First.

high. They can be 80% ton 90%. For example.. .a bakery. An

taxes, because they are very

owner must pay 60% to 70% of

everv workers salary again in taxes. It he has ten workers in reality, he officially has only five

( Torpoy, January 5' 1

' Interview, 2005)7’ Torpoy further explained the result of perceived high

taxes on employee salaries: “Have you heard of ‘Karman’? ‘Karman’... (means) you put the

money in employee’s pocket (Torpoy, January 5
,h

Interview, 2005).” By sliding cash in an

envelope into an employee’s pocket, firms avoid payment of taxes. Torpoy continued, noting

the second biggest problem for economic development in Ukraine and Transcarpathia

specifically: “ Dark shadow economy’, we call it. Everybody knows that 50% of Ukraine’s

economy is in the shadows. All state workers get little money in (their official) salary, they

make (greater sums of) money in shadow economy. So, shadow economy... because of shadow

economy, we have small state, oblast and municipal budgets (Torpoy, January 5
th

Interview,

2005).” "Third”, Joseph Torpoy continued, “is Corruption. (They are) all connected with

each other (Torpoy, January 5
th

Interview, 2005).” Torpoy did not go into any details on the

issue of corruption.

The fourth biggest problem, or impediment, for development, according to Joseph

I orpoy, is related to budget oriented concerns of centralization of the state administration

and the flow of taxes collected from oblasts and sent to the country ’s center. Kiev.

“Most of the taxes go to Kiev, to the center. It is a centralized country. More power to
(in) center (Kiev). The problem is that they (taxes) don’t come back to the oblasts.
Ninety percent of all taxes collected in Transcarpathia go to Kiev. Only 10% stay here
in oblast budget. It s not enough tor hospitals, schools, roads, etc. For example,
average road taxes per car, each year are about $100 on average. It depends on car
value. Most seems to go to Kiev, because it is not spent here in Transcarpathia. I

know of only one road in the town of Beraxis that was reconstructed... and there are
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Interview^ MOs'r
^ ^ reC0 " S,mcted for °' K (Torpoy, Janua^ 5'"

Torpoy's opinion that taxes do no. sufficiently flow back to the oblast, and that the flow of

money is disproportionately directed to Kiev and retained in Kiev, seems to be representative

of the opinion of many administrators. So much so, that it appears to resemble something

resembling ‘common knowledge' for officials and citizens of Transcarpathia.

Another question was posed to Torpoy: “So, do you think that the administration in

1 ranscarpathia is helping economic development, helping small business to develop and

succeed? Or does it more seem to get in the way? Torpoy’s reply was immediate and very

candid and clear: “They get in the way (Torpoy, January 5
th

Interview, 2005).” When asked

"Why, is it because of corruption? Bribes? Are they slow to act with signatures for

permissions and approvals (Torpoy, January 5
th

Interview, 2005).” Torpoy responded: “Its not

only that, its can also be that they are not good specialists, not so competent... that maybe they

do not know what they are doing (Torpoy, January 5
th

Interview, 2005).” So, corruption of

officials (at any level) is not the only problem standing in the way of economic development

and small business development specifically. Incompetence in the administration is a fifth

serious impediment, according to Director Torpoy.

6.2. 1.2. Toward European Integration under Kuchma and continued integration under
Yushchenko’s polices, and regarding administration’s programs that demonstrate
Transcarpathia’s interaction and cooperation with the EU countries: Joseph Torpoy
explained in detail how Transcarpathia has been working toward integration with
Europe.

Since Director Joseph Torpoy heads the Center for Ukrainian and Hungarian Regional

Development', he was very interested in discussing the EU and the topic of integration. The

first open ended question was put forth as: “How has Ukraine, and the Transcarpathian Oblast

specifically, been progressing toward EU integration? Has there been some success?” Joseph

discussed EU sponsored programs such as those under “TACIS” (TACIS CBCSPF-MPF) that

212



enables applicant organizations in post Soviet countries to take nticro credits (up to 50.000

Euros maximum) and macro credits (up to 300.000 Euros maximum). The EU website

summarized the main missions of TACIS CBCs-

‘The 1 acis Cross-Border Cooperation (CBC) programmes are aimina

sntall-scale co-operation project Selre^ns, 2SS%£*
NIS (Russia. Belarus. Ukraine and Moldova), candidate countries and the EuropeanUnion for more on T ACIS, see the official EU website for more information on^TACISat liLtJ2,Lfcuxopaerrint/comni/europeaid/pr<iieeis/iacis ,.i. , Df/j| Ulf , v h „„ -

According to Torpoy, the Center for Tourism in Berehovo (Beraxis, in Hungarian) i

example of an applicant for EU credits.

is an

The EU will pay up to 90% of such a project. 10% must be paid by the organizationUntil January of .005 it was only administration(s) of local departments, like towncouncils (that were necessary to the application for funds). If an NGO(non-
governmental organization), 50% or more of your budget must come from the state or
local government budget. The other 50% can be private contributions. Each year theEU makes (has made so far) an agreement. This year the EU has not been willing tomake an agreement with Ukraine, due to political problems... elections (Torpoy
January 5 Interview, 2005).”

Torpoy understood that the EU was closely watching the Ukrainian presidential elections of

2004. and that any indicators of stability, credibility and predictability were important by

onlookers.

When asked to continue discussing the eligibility of applicant organizations for the EU

funding, Torpoy confirmed the requirement of state or local governments’ involvement as the

applicant organization, or as 50% contributor to an NGO. He understood the possible

implications that state organizations must be somehow included in an organization for the sake

of eligibility, leaving out the entire private sphere, generally, and small businesses in

Transcarpathia. “But”, he suggested with enthusiasm, “this year (2005), after January, they

(EU) said also not just NGOsor administrations can write projects, but also private enterprises.

But, no agreement is made yet. It is a big difference, because private enterprises can call

money (bring investment). The agreement may happen if we have a new President in January
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2005 (Torpoy, January 5'" Interview, 2005) ” Joseph Torpoy added that, regarding eligibility

and limitations for foreigners doing business in Ukraine, “In order for Hungarians or (other)

foreigners to invest in Ukraine, they must have partners, as in 50/50 joint ventures (Torpoy,

January 5
lh

Interview, 2005).”

On the issue of how organizations and individuals become aware of what his office can

do to facilitate applications for EU funding, Torpoy was asked, “How do people and

organizations hear of your office?” Director Torpoy responded

e media the press. . . newspapers. It is very often that we publish something Lastweek we had a project where we gave seminars for (people in administrations of)
thirteen raions (geographic and administrative regions of the oblasts similar to
counties) of Zakarpattya (Transcarpathia). Weteach them how to use money and so
on. The thirteen raions of Zakarpattya and also six big towns participated. The
municipal administrations do not depend on raions, they just depend on (the) oblast
(level of administration). Many participated in our seminars here, and we hold
seminars in Hungary and Germany also for them (Torpoy, January 5

th
Interview,

Torpoy expanded on the work of his office, explaining how it seems to be broadly

expanding in scope of assistance:

“We also work with the UNDP. We look for NGOs, organizations, or somebody to
help. So, we contact them and we help to write projects, and to suggest if it is good or
not... evaluation. And (we) go to Kiev. Wesend projects to Kiev, as (this) is where
the UN’s delegation, here in Ukraine (is located) (Torpoy, January 5

th
Interview

2005).”

He also suggested that the integration toward the EU is becoming stronger and more actual, as:

"On January 10" 1

of 2005 the ‘Transborder Cooperation Program’ will be voted on by council.

It is (a program) between oblasts ot Ukraine and Hungary that are nearby (Torpoy, January 5
th

Interview, 2005).” For this program, Transcarpathia is the oblast of most significance for

Ukraine, due to its western border that is shared with eastern-most Hungary.

On the issue of who or what may be able to qualify as a “private entrepreneur” under

the newly changing programs of the EU, Torpoy was asked to comment.
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Torpoy mentioned that private entrepreneurs may benefit from the services of the EU’s

"P.h.a.r.e." program, as Poland and HuWwill be open for teehnieal assistance. The EU’s
Interrreg programme and the Neighborhood program are intended to positively affee. border

regions of Ukraine and other states that are adjaeent to the enlarging EU. At the EU website,

one may find a summary of the EU’s Phare- CBCprogram and how i, relates to neighboring

countries such as Ukraine:

Phare CBCwas introduced in 1994 to assist border regions in the applicant countriesovercome their specific development problems and integrate more closely with theEuropean Union, with other countries of Central and Eastern Europe, and within theirown national economies. A long-term aim of CBCwas thus to accelerate the economicconvergence of applicant countries with the European Union in a balanced manner thatprevents the emergence of peripheral economic zones, and to prepare candidate
countries for future participation in the INTERREGprogramme. Cross-bonier
assistance is implemented in accordance with the Commission Regulation No 2760/98
as amended by Regulations No 1596/2002 and No 1822/200.3 . and is based on Joint
T rogramming Documents and managed by the Joint Co-operation Committees.

Unt 1 ! 2003, Phare CBCfocused on promoting co-operation between the border
regions of Central and Eastern Europe and adjacent regions of the European
Community, as well as border regions between applicant countries of Central and

.astern Europe. Given the accession of 8 Phare countries in 2004, the Phare CBC
Regulation has been amended in order to update the list of countries which remain
eligible and, on the same occasion, the scope of the Phare CBCprogramme has been
extended to cover the Bulgarian border with Turkey and the Bulgarian and Romanian

orders with their adjacent TACIS and CARDScountries (Ukraine, Moldova, Serbia
and Montenegro and the former Yugoslav Republic of Macedonia). In addition to this
the Commission Communication 'Paving the way for a NewNeighbourhood
Instrument’ (CQM(2003) 393 of 1 July 2003) envisages the PHARECBCJoint
Programming Documents for Bulgarian and Romanian external borders as a useful
basis tor its Neighbourhood programme, designed to boost co-operation between an
enlarged EU and neighbouring non-candidate countries (EU’s Official Website,
hlt^7euro{ja^eu^ijrt/c^ m/enlargement/pas/phare/proaramines/i iidfw- him) ”

Unfortunately, it appears that Ukraine is far from being within the focus of the EU for the sake

of rapid integration, but at least the EU has been able to recognize that some EU assistance may

offer some success in terms of development within non-EU post-Communist countries which

lie at its borders. For Ukraine's oblast of Transcarpathia, as a beneficiary of such EU programs

for cross border cooperation’, perhaps some visible evidence of economic success may offer
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an example of stability and prosperity, hopefully leading to similar results in other oblasts a. a

later point in time.

Torpoy noted that within Ukraine, “only in Transcarpathia oblast can enterprises

benent, as they are on the border of Hungaty
. Such cross border cooperation programs do not

affect oblasts that do not share such EU borders. Thus, Transcarpathia, while renown as one of

Ukraine's poorest oblasts, is in a very unique and favorable position for potential economic

development due to its geographic proximity to the EU (bordering Hungary, Slovakia, Romania

and Poland just to the north, near the Lviv Oblast border).

lorpoy remarked on private enterprises and how they must fit into four categories, or

blocks:

"Private enterprise (businesses) and NGOsand municipalities can apply for the EU’s
money. There are tour main blocks that organizations must belong to in order to
benefit from the EU’s money.

1 . Economic block

2. Social Block

3. Ecological block

4. Infrastructure.

In the economic block, for example, it may be tourism, help for enterprises like
business consultants, accounting firms, and so on. A cafe or bar or ‘magazine’ (store)
could apply for a micro-credit grant from the EU. But... there is the need to coooerate
with a cafe or bar or magazine on the other side of the Hungarian, Slovak, or Romanian
border. Again, this is just for Zakarpattya firms (Transcarpathian firms, not for all

oblasts or all firms of Ukraine). It can be a hotel, fanner, school or University, or
Hospital (Torpoy, January 5

th
Interview, 2005).”

Yet, the ‘need to cooperate’ deserves clarification, as this is likely where some difficulties may

arise between cross border firms.

Continuing with Director Torpoy’s comment, he then responded to the following

question: “What does it mean To cooperate’?” Torpoy explained in detail and used examples:

They must sign a 'chablon agreement'. ‘Chablon’ means ‘typical’ agreement. They
both (Ukrainian and Hungarian firms, for example) fill the application form and sign

the agreement. 1 hey apply together. 90% of money for such a project will come from
the EU. The other 10% must be split and invested by each firm, Ukrainian and
Hungarian. For (a hypothetical) example, a Hungarian hospital could take a Ukrainian

patient if it is closer to him (than the Ukrainian hospital), and a Ukrainian hospital

could take Hungarian patients. But, Hungarian hospitals may not have Ukrainian
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wsas.
The bureaucratic work, Torpoy remarked, is not only in the application and grant writing

process, but includes the actual handling of expenditures and receipts.

Joseph Torpoy explained the EU grants in terms of size of project and amount, as well

as delivery in tranches, monthly expenditures and accountability via receipts to the EU.

“Microeconomic grants are for a maximum of six months (for projects with a durationof up to six months). Macro projects are for up to one year and six months The
biggest projects are with a maximum of three years. Payments are made in tranches
Receipts are submitted to Brussels. They (the applicant organizations or firms) can usethe EU money first (it is sent to a bank account). But each month they must submit
leceipts to prove that they spent it correctly (Torpoy, January 5

th

Interview, 2005).”

Director Torpoy noted that there are not any hospitals doping this now, as the program is fairly

recent and the hypothetical example of the Transcarpathian hospital as an organization involved

in the cross border cooperation and “chablon agreement” is just an idea at present. Torpoy’s

comments about the EU projects and payments are congruent with the EU’s official website,

noted above at (Imp:^ ebe spf/i

n

He\ j»» htm) ”

Torpoy presented an example of a much greater project that has actually taken place in

Transcarpathia, and discussed the results of the EU’s manner of distributing much of the funds

within the EU:

•‘ N°w, a real project, a very big project... 3 million Euros... “Flood Protection in Tisa
Basin” in Transcarpathia (see the website h ttp://www.povini.uz.ua/ for details and
photos). This project ‘ARCADIS’ is a joint company - Holland, Germany and
Belgium company. Until September 2005, a two year Program. The main idea... they
set up gate stations on 1 isa river and set up G.l.S. (geographic information systems,
modeling programs to predict flooding and potential effects). Wework with oblast
administration on the program. The infrastructure was only 30% of this agreement.
Most of the money was for seminars, for trainings, for modeling systems. The next
agreement will be more for infrastructures. Most of the three million Euros, or 1 V2

million Euros goes to the salary of the specialists of the EU. Most of the money is not
really spent in Transcarpathia, its spent in the EU, it is the EU’s money (Torpoy,
January 5

,h
Interview, 2005).”
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As Torpoy noted, the greater EU sponsored projects, such as that of the ARCADIS for three

million Euros, may result in less investment into the Transcarpathian region due to the need to

fund EU specialists. Nonetheless, the EU’s commitment to the Transcarpathian region is

evident, lending hope for broader ambitions for Ukraine’s integration with the EU.

While the ARCADIS project is a good example of a greater project under EU

sponsorship, Torpoy offered an example of a much smaller “micro" project that has been

undertaken:

“For ’ microproject', for example, we helped to write a project for ‘Village tourism' orgreen tour^m, tor Transcarpathia. Tourists go to stay with people in village homes notn hotels. They stay with families. Wewrite a micro project on behalf of the
1 ranscarpathia Oblast and in Hungary the partner was an NGOcalled ‘Village
Regional Tourism’ The main idea was that there are a lot of villages in Transcarpathia
but they are poor. So we create seminars in the villages for anyone that wants to
participate. Berax.s (in Hungarian, or ‘Berehovo’ in Ukrainian) was one village. In

ungary it is highly developed, we make seminars, show how they can bring tourists
(from I ranscarpathia). Wealso created a center in Beraxis that is an info center for
tourism, with brochures, etc. I hey can help and communicate with other villages It
was a 40,000 Euro project for the entire ‘Village Regional Tourism' project Torpoy
January 5 Interview, 2005).”

Thus, Torpoy has given an example of how his office for Cross Border Cooperation is

facilitating cooperation between administration in Transcarpathia and an NGOin Hungary.

Hus may represent a beginning for Ukraine’s integration with the EU. No less important, the

Village Regional Tourism, just as the larger ARCADISproject, represents a commitment from

the EU toward development in this Transcarpathian oblast.

It is also worth noting that, while the largest share of the project had been funded by

the European Union, gaining the approval of the Transcarpathian oblast Rada and required

funding of 10% was anything but easy. Regarding the 40,000 Euro Village Regional Tourism

project, Torpoy asserted: “40,000 was the 90% share of the of the EU contribution. The other

1 0%came from the Transcarpathia Oblast Rada Council. The Rada (Oblast Parliament) had to

approve this funding of 1 0%. We(Torpoy’s office) wrote the project, but the Rada had to be

convinced. This was a big problem! (Torpoy, January 5
1 ' 1

Interview, 2005).” One problem

218



the oblast Rada of Transcarpathia is in its composition of Deputies, many of which have

supported the former Kuchma and Yanukovich leadership, and who have often resisted change

and innovation.

About the Transcarpathia Rada (as of January 5'", 2005), we have 90 Deputies After

tT

T

f , %T6 f ° r eaCh ° ther 3 President lhe Ri >da (of Transcarpathia) theflead of the Rada .or Holom Oblast, wye Rada' in Ukrainian. Now h is Mikola!Ivanovich Andrus Twenty Deputies are from Yushchenko's party. Fifty are frontYanukovich mostly Social Democrats (a party that had supported former President

2005)

,KUChma The ° tl,er 20 are independent
< Torpoy, January 5'" Interview,

While Torpoy suggested political obstacles such as fragmentation within the Rada membership,

lack of agreement on suggested opportunities offered by his office and the EU more broadly,

and opposition trom within the Rada for the seemingly minimal level of funding, the proposal

tor the Village Regional Tourism was approved and funded.

This approval constituted only the first step toward an EU approval for the

microproject: “First, the Rada must approve the project. Next, we take it to a Hungarian

partner (NGO, in this case) for them to approve. Then (it is sent off) for Brussels, April 10
th

is

the deadline for applications to be received. If it is good, Brussels signs off (Torpoy. January

5 , 2005). Given that so many Yanukovich and Kuchma supporters were Deputies at the time

of the referenced interview with Torpoy on January 5
th

2005, while the ‘Orange Revolution’

was taking place and election results were in hot dispute, and while the last election was to be

held in just a few days (January 10
th

), the Oblast’s parliament, or Rada, was viewed by Torpoy

as an obstacle that needs to be surmounted in any effort by his office to foster development

within the oblast. Perhaps the local Rada, in this sense of internal conflict, is an impediment to

economic development in the oblast despite arguably fantastic opportunities to receive funding

from the EU at very low cost to the oblast. Yet, we must remember that Ukraine’s domestic

politicians and administrators at the oblast level often regard oblast budgets as being minimal

and insufficient. One problem may legitimately be the issue of money. Many politicians argue
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that the oblast cannot afford such investment partnerships. But. can they afford no, to produce

that investment?

While the two fore-mentioned examples of larger and smaller projects sponsored by the

EU offer evidence of integration of Transcarpathia into the economy of a neighboring (and

new) EU countty, Hungaty, i, was unclear if the projects may, in the near future, only be

granted to applicants from the oblas, administrative offices in conjunction with non government

organ.zat.ons in Hungary. Recall that Director Torpoy noted previously in his interview that,

alter January 2005, the month in which the interview had taken place, "They said that not just

NGOsor administrators can write projects, but also private enterprises. But no agreement is

made yet (Torpoy, January 5'" Interview, 2005)” So, an important question remains, is there or

will there be an opportunity for private entrepreneurs as well? Or will the funding be directed

only through the accounts of the administration of Transcarpathia, as the previous examples

indicate? Wemay speculate regarding the implications for corruption, should only

administrators be enabled to write projects in request of funding.

Torpoy expected the private sector to gain access to the EU funding, offering an

example ot how it might work for a small business:

"For example, a private enterprise, like a baker (of bread) in (the town of) Beraxis. He
needs an idea. He can include a bakery with tourism, because he has a special, unique
place. He could look for a partner who also has a bakery or maybe a hotel on the other
side ot the border (between Hungary and Transcarpathia, Ukraine). He may want to
otter some rooms tor tourist rent as hotel (if possible). So maybe he can cooperate to
exchange some services. It does not matter what the services are, as long as they
engage in cross border commerce, business. Maybe, for example, the baker in Beraxis,
Ukraine could seek a hotel or restaurant partner over the Hungarian border. He could
agree to sell and deliver his tasty bread every day. The hotel must supply some
services to the baker, perhaps they could buy him a new truck for delivery in Ukraine
and Hungary. The goal, for the EU, is to see increase in cross boarder trade between
Transcarpathia and Hungary (in this case, or perhaps Slovakia or Romania as well)

(Torpoy, January 5th, 2005).”

Torpoy seemed very hopeful and optimistic that the private enterprises will be allowed full

access to the cross border cooperation funding. Transcarpathia may be at the crossroads to an

220



econo,,,, c integration with Europe, a font, of integration that n,a y soon foster the develop,,,,,,

ot smal I business and private enterprise generally. Even if the EU attempts to inerease

opportunities for the private enterprises of Ukraine, ineluding smal, businesses, i, is unclear if

each of the Ob, as, and national administrations wii, also be genuinely and increasingly

supportive of programs that facilitate economic development for the sake of any private

entrepreneur that is no, closely connected to the administration and its individual officials.
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Natalia Nosa, the director of the Department of European Integration and Cross Border

Cooperation, Transearpathia Oblast, engaged in an interview on January 21, 2005. Natalia

Nosa was born in Russia, and studied in Kharkiv University at the Aviation Institute. Her

studies focused on Economics and Management in Aviation, which she described as a business

education. Nosa discussed matters related to administrative change, economic development,

small business, and issues relevant to the borders with neighboring countries of the EU.

Natalia is pictured below, note the flag on her desk.
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Figure 6.4. Natalia Nosa at the office in the “Bile Dom” Thp t -

Administration Building.
’ e ranscar Pathia Oblast

When Natalia Nosa was asked, “How has the administration changed since the Soviet

era?
, she offered the following thoughts:

ave a more democratic society. Wehave now a lot of NGOs, with duties to give

USSR w°T
t0 pe0pl ' e °f Ukraine - Wedid not have such spheres of activity in theSSR. Wehave very skilled people in (administrative) organizations... (people) whowere working in the Communist party. They were.. .and are.. .very skilled people, but

lev don t have strong political opinions as they work now. The young people comingfrom the instates and University are highly skilled. I am thirty years (of age), and 1am the head of a department. The youngest (head) in all departments in
Transcarpathia. In Uzhgorod, we are on the border of several countries. Every person
has to know some level of English. So, it is impossible (for our administration) to be
composed of (primarily) older administrators of the USSR. If they have competency in
s ills, it is possible (for them to work in administration), but we now have (new) rules
and many young people are coming in (to work in administration). Wehave a rule that,
once a person is sixty years old, they must retire. Sixty years for a man, fifty-five years
for a woman (Nosa, January 21

st

Interview, 2005).”

I hus, Natalia Nosa noted the significance of the arrival of NGOsas organizations, a sphere of

non-government activity that did not exist during the Soviet Union. She confirmed that, while
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PerS0 '’ S Wl, ° * Tr—adminis, ration during the Soviet Union and
as members of the Communis, Party are s,i„ employed, i, is her view ,ha, they exhibit an

acceptable level of competency. In addition, these former Communis, Party members during
.he USSRperiod, according to Nosa, are often able to work in the present day Ukraine without

strong political opinions’. If true, this may be interpreted as an indication that, regarding the

former USSRadministration dominated by the Communis, Party, some semblance of

professional 'civil servants’ as understood in the West, may have existed. I, is noteworthy tha,

Nosa viewed the young entrants to administration as 'highly skilled’. As a department head.

Nosa’s views on the importance of competency in skills as requisite for any official and the

decline of political ideology are suggestive of the presence of professionalism and merit -based

employment that is essential for any ‘civil service'.

The question "what is the salary and pension in administration?” was posed to Nosa.

She replied:

It depends on years (a, work). Incidentally, only nine women work here in the Oblas,Administration^ Ten years ago, it was impossible for women to work here The entrv-leve salary as Head of Department, in first year, is $ 1 50 each month. S250 (per
’

month) ,s approximately a maximum salary, depending on the (number of, years of
. Specialists at the first level... $100 per month. Or 500rph. It is a very bigproblem. For $ 1 00/month it is very difficult to hire good skilled specialists 'becausethey have a very small salary. My Vice-Head is 58 years old. and a specialist. Yet he

a higher salary than me. It depends on years of work in administration, and also
evel of ski Is. If (candidates for a job opening) are very skilled and necessary for (our

office) working, 1 must have such persons in our department. So, extra points in
qualifications (can result in). ..extra money (Nosa, January 21

st

Interview. 2005).”

Wemust remember that the low salaries are per month, not per week. It is also important to

realize that the cost of living per month far exceeds $100. the salary for a specialist. It is

common for rental of an apartment to range from ($150 to $250 per month, depending on

number of rooms, condition, and location. Regarding prices for purchase, two and three

bedroom apartments in Uzhgorod may often exceed $20,000, or surpass $60,000 in the city
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center. Officials, young and older, will find i, difficult to survive without finding sonte

additional means of support...such as extortion and bribety.

The next question targeted the subject of “If salaries go up, wha, will be the affect on
corruption, on bribery? Will there be a likely decrease?" Nosa replied:

"Well, we can take money for extra work, non-commercial activity such as teaching, lecturing,

and scientific works, etc. There is corruption in every country . Will the level of salaiy being

high tend to decrease corruption? Ye, But, this is jus, a theory. Wedon't know (Nosa,

January 2,
51

Interview, 2005)." Next, Nosa considered the amount of salary increase that may
be sufficient to help diminish corruption. She offered:

problem After f ^d
"’° re ^ ^ n ° ,Vpr ° fit or 8anizalio "' has the same

good iob si ,

‘

g T0n fr an) lnS,itU,e
'

i( is diffi cult for specialists to find a® dj b
, ,

S°’ lhe
,

y wol '

k madministration after institute because they can get a job(some job). So, they work for a couple of years here, waiting to ge, a good offe fromoutside the private firms make offers. These specialists can be valuable to priv^

2005)
"

d ° n0t kn ° Wh ° W'° dea ' W' th administra,ion ( Nosa, January 21“ Interview,

Thus, the minimal salaries paid to officials a, various levels must be overcome as pa ft of any

effort to squash corruption. Officials require a salary that enabled them to live without the

pressure to seek out bribes as a supplemental income. In addition, the minimal and insufficient

salaries help to create a condition of high turnover of officials as they accept slightly higher

salaries from the private sphere. As officials take their personal connections with them into the

private sector, opportunities for further engagement in corruption by those in administrative

organizations may be anticipated.

6.2.2. 1. Natalia Nosa on economic development and small business:

Natalia Nosa responded in depth to the inquiry, “Generally, in Transcarpathia, what is

the administration doing to facilitate economic development? Successes?”
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In addition. Natalia Nosa wen. into some detail regarding how the administration has been

participating in inter-government commissions that were formed to address border related

problems.

"We have inter-government commissions (between countries) to discuss problems For

inZi k
;

iome,ers from ^age is in Ukraine, half in Slovakia. It was split in the creation of the Soviet Union

d'

V

m,
d

!t

Vlded The Pe° ple had n ° Way 10 cross lhe border They (on the Ukrainians, e had to go to Uzhgorod (from their village,, prepare for the frip Across .“rder(into Slovakia) then go north to the Slovakian side (of the village^ There is a similarproblem on the Poland and Ukrainian border (a bit further north). A lot of villages aresplit on Ins border, but we in Ukraine have no cross border point! To go to Poland

hen°»o h

C

t

^ *!
" eed 10 <firSt) 8° ‘° KieV (at least ei Sh ' hours eastw ard by train

sles h is

W
dT

a

n n° "I’'
MUCl’ ( ° f "’ e area) is in " ataral environment'

’

reserves. It ,s difficult because the EU does not allow small crossing points By smallwe mean where people can only walk across the border. No cars. But the people wantthis we are working on this. As the USSR, we were a closed country. Wedid notwant to be open on borders. But now we want to open on borders. And it is now theEU that does not want to be open. Now the EU wants to keep borders closed (NosaJanuary 2 1 Interview, 2005).”

Nosa laughed at the irony of the situation. According to Nosa, Transcarpathia, and Ukraine

generally, is interested in opening up to Europe. Her department is actively involved in efforts

that aim toward European integration and increasing awareness levels of the Transcarpathian

people regarding opportunities. She is optimistic about the role of the oblast administration in

fostering integration and development, as competent officials are sought after, though problems

of insufficient income levels and corruption remain unsolved.
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