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Ukraine and Ukrainians will be tested over the 
course of 2009. The global financial and eco-

nomic crisis already has provoked a deep recession 
and falling living standards. Kyiv will need to make a 
real effort to strike a balance between integration into 
Europe and the Euro-Atlantic community and main-
taining stable relations with Russia. Doing so will not 
be easy, as Russia regards Ukraine’s pro-Western policy 
as inimical to Russian interests, and Ukraine’s politics 
are subject to influence from Moscow. In particular, 
Ukraine must address its energy security situation, 
where it remains vulnerable to Russian pressure.

Ukraine is the most democratic state in the post-Sovi-
et space, and its domestic debate is vibrant and open, 
but its politics are highly dysfunctional. The bitter 
political feud between President Victor Yushchenko 
and Prime Minister Yuliya Tymoshenko, former allies 
in the Orange Revolution, has paralyzed most policy-
making.  With a presidential election likely to be held 
in January 2010, the infighting will only get worse.  
Regions Party head Victor Yanukovych, the main op-
position leader, has little incentive to work for good 
policies, as he stands to gain politically as disapproval 
of the president and prime minister grows.

All of this makes dealing with Ukraine difficult for 
the U.S. government, but it also makes working with 
Ukraine more urgent.  It remains in America’s inter-
est that Ukraine continue its development as a sta-
ble, independent, democratic market economy, with 
growing links to Europe and the Euro-Atlantic com-
munity.  In the circumstances of the coming year, 
however, engaging with Kyiv to advance that goal 
will prove no easy task.

Washington may be tempted to wait for the leader-
ship in Kyiv to get its act together, given how divided 
it is. Certainly, President Barack Obama and his ad-
ministration have plenty of competing demands on 
their foreign policy plate. But Washington does not 
have the luxury of waiting; absent strong U.S. engage-
ment, the situation in Ukraine will likely worsen and 
require greater American attention at a future point.  
In order for the U.S. government to engage success-
fully, Ukrainian leaders must overcome some of their 
divisions, adopt a more coherent policy approach, 
and be prepared to take difficult decisions.  Serious 
engagement by Washington, however, is necessary to 
press Ukraine’s leaders to adopt such an approach.  
They are unlikely to do so on their own. 

As it organizes its policy toward Ukraine, Washing-
ton should focus on four areas:

Structure a bilateral dialogue to have maximum 
influence with Ukraine’s leaders. The Obama ad-
ministration should establish a regularized, tough-
minded dialogue with Kyiv. It needs to send an early 
high-level message, perhaps delivered by Secretary of 
State Hillary Clinton, of support and the need for 
Ukraine’s leaders to cooperate with one another; she 
might travel with European Union (EU) Common 
Foreign and Security Policy High Representative Javi-
er Solana to convey a joint U.S.-EU message. The ad-
ministration should revive the binational commission 
that operated between 1996 and 2000, with the vice 
president chairing the U.S. side and Yushchenko and 
Tymoshenko co-chairing the Ukrainian side, if that 
can be made to work. Such a mechanism can deepen 
the U.S.-Ukrainian relationship, monitor progress on 
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agreed bilateral priorities and the December 2008 
U.S.-Ukraine charter, and pass candid messages on 
sensitive issues. U.S. officials must be blunt: if Yush-
chenko and Tymoshenko cannot work together, U.S. 
efforts to help Ukraine cope with the economic crisis, 
strengthen its energy security, or develop closer rela-
tions with Europe will yield minimal results.

Assist Ukraine in dealing with the financial/eco-
nomic crisis. Ukraine needs to be and stay in com-
pliance with its International Monetary Fund (IMF) 
program.  Even with help from the IMF, Ukraine will 
likely face a financing gap in 2009 of about $5 bil-
lion. The U.S. government should work with part-
ners such as the European Union, IMF, World Bank 
and others to address this as a matter of priority, with 
the objective of a donors’ conference that would pro-
vide $5 billion in additional financing this year.  This 
should be linked to the established IMF standby ar-
rangement and should have conditions that also link 
the additional financing to specific energy sector re-
forms. The U.S. government should consider provid-
ing financing as part of this. Washington should also 
press Ukraine to resume making vitally important 
economic reforms to position its economy for a faster 
recovery, and should consider reducing trade barriers 
to Ukrainian products. 

Promote serious actions to strengthen Ukraine’s 
energy security. Ukraine’s leaders know what they 
need to do to improve the country’s energy security 
situation but have steadfastly refused to act. Senior 
U.S. officials now must impress on them that there is 
no alternative but to push through reforms that have 
been thwarted by entrenched vested interests. These 
reforms include allowing energy prices to consum-
ers to rise, at least to cost-recovery levels, in order to 

promote energy efficiency and domestic production.  
Washington should continue programs to promote en-
ergy efficiency and advise the Ukrainian government 
on developing a program of targeted welfare assistance 
for those unable to pay the higher prices for energy. 
Given the inherent instability of the January 2009 gas 
agreements with Russia, the U.S. government and its 
European partners should undertake a systematic as-
sessment of measures to help stabilize, strengthen, and 
increase the transparency of the gas operations of Naf-
tohaz, the parastatal oil and gas corporation.  

Help Ukraine deepen its relations with the Eu-
ropean Union and NATO while avoiding a crisis 
with Russia. The administration should encourage 
the European Union to accelerate conclusion of the 
negotiation underway with Ukraine on an associa-
tion agreement, including a free trade arrangement.  
Washington should lead in shaping NATO-Ukraine 
relations. Given the impossibility of securing Alliance 
consensus for a membership action plan (MAP), U.S. 
officials should assist Ukraine in developing an an-
nual national program that contains most, if not all, 
of the content of a MAP, and work within the Alli-
ance to secure approval of the program. Washington 
should be clear with Kyiv on how much support it 
can expect in a stand-off with Russia while cautioning 
Moscow that Russian efforts to destabilize Ukraine 
will risk its relations with the West. 

This paper briefly discusses U.S. interests in a suc-
cessful Ukraine and describes four key challenges cur-
rently facing Kyiv. It then discusses in more detail 
the above policy recommendations for strengthening 
U.S.-Ukrainian relations and for helping Ukraine to 
meet these challenges and continue its transforma-
tion into a modern, successful European democracy.  
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With everything else on the Obama administra-
tion’s policy agenda, finding time to address 

Ukraine will be difficult. Over the past seventeen 
years, however, Washington has made a significant 
investment of time, energy, and assistance resources 
in Ukraine. It should remain engaged to promote 
that country’s successful transformation into a mod-
ern European democracy.  

Ukraine had the world’s third largest strategic nucle-
ar arsenal on its territory at the time of the Soviet 
Union’s collapse in 1991. Kyiv’s decision to give up 
those arms dramatically reduced the number of nu-
clear systems that could target America and provided 
a breathtaking success in the nuclear non-prolifera-
tion effort. However, by late 1993, U.S. officials had 
come to recognize that, while the nuclear weapons 
issue was extremely important, the United States had 
broader interests in Ukraine.

Clinton administration policy statements thereafter 
identified Ukraine’s development as a stable, inde-
pendent, democratic market economy, with growing 
links to Europe and the Euro-Atlantic community, 
as being in the U.S. interest. First, such a Ukraine 
was seen as likely to be a net contributor to shaping 
a wider, more stable and secure Europe—a high pri-
ority for the United States. Second, given Ukraine’s 
decisions to give up nuclear arms and adopt respon-
sible controls on its missile technology, Washington 
saw Ukraine as a partner in tackling key prolifera-
tion challenges. Third, with a population in the early 
1990s numbering some fifty million, a reforming, 
economically growing Ukraine offered an attractive 
market for U.S. trade and investment.  It was not sur-

prising, therefore, that then-Secretary of State Mad-
eleine Albright designated Ukraine as one of four 
pivotal countries in the world whose development 
as a stable democratic partner for the United States 
deserved greater attention of time and resources from 
U.S. policymakers.

While Ukraine remains an important nonprolifera-
tion partner, and American business has become in-
creasingly involved there (with cumulative direct in-
vestment of some $1.5 billion in 2008), the primary 
reasons for engaging Ukraine remain geopolitical. A 
successful Ukraine promotes stability. Moreover, a 
democratic and prosperous Ukraine firmly anchored 
in Europe will offer a model that might encourage 
Moscow to pursue a more cooperative, integrative 
foreign policy and give up any thought of seeking 
to restore the Russian empire. A weak and unstable 
Ukraine, on the other hand, would not be an at-
tractive partner for the European Union or NATO, 
would worry its Central European neighbors, could 
prove an unreliable energy transit country, and might 
tempt Moscow even further to interfere in its politics. 
Were Ukraine to plunge into severe crisis, become a 
“gray” security zone, or turn away from Europe back 
toward Russia, it would be a major setback for U.S. 
policy, particularly the objective of promoting a more 
stable and secure Europe.

Between the mid-1990s and 2008, U.S.-Ukrainian 
relations made significant progress. Washington and 
Kyiv created a binational commission chaired by Vice 
President Al Gore and President Leonid Kuchma in 
1996. U.S. officials led the drafting of an Alliance 
policy that in 1997 produced a NATO-Ukraine 
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charter on a distinctive partnership and established 
a standing NATO-Ukraine Commission. The Or-
ange Revolution and Yushchenko’s assumption of 
the presidency in January 2005 gave U.S.-Ukrainian 
relations a new impulse. The April 2005 Bush-Yush-
chenko meeting produced warm atmospherics and a 
road-map for further developing U.S.-Ukrainian re-
lations.

Over the course of the next year, U.S. and Ukrainian 
officials resolved most of the key questions on the 
bilateral agenda. At the start of 2009, few bilateral 

problems burden the U.S.-Ukrainian bilateral agenda, 
and the two countries enjoy positive relations. This 
means that the Obama administration can focus on 
broader issues that affect Ukraine’s ability to proceed 
down its reform path. Those questions include grap-
pling with the consequences of the global financial 
and economic crisis, strengthening its energy security 
position, improving its investment climate, tackling 
corruption, and managing its foreign relations. The 
potential vulnerability of Central European states to 
an economic collapse in Ukraine gives the U.S. gov-
ernment an additional incentive to engage Kyiv.  
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Ukraine in early 2009 faces four major challeng-
es. The first is the lack of political coherence 

in Kyiv, brought about primarily by the feuding be-
tween the president and the prime minister and their 
almost complete inability to work together. This is a 
problem in and of itself.  It also complicates Ukraine’s 
ability to deal with the other three challenges.

Second, as the impact of the global financial and eco-
nomic crisis has deepened, Ukraine has plunged into 
a major recession. The country’s financial stability 
will be severely tested.

Third, Ukraine’s energy sector is dysfunctional and 
non-transparent, providing ample opportunity for 
economic rent-seeking through market manipulation 
and for Russian interference in Ukrainian politics.  
As demonstrated in January of this year, the Kremlin 
remains prepared to use energy as a political tool.

Fourth, Ukraine needs to develop its links with the 
European Union and NATO at a time when its rela-
tions with Moscow are tense and European states are 
striving not to provoke Russia.

Political Disarray in Kyiv

Ukraine has gone through a gradual constitutional 
reform from a predominantly presidential system to 
a mixed presidential and parliamentary system, as 
agreed in the constitutional compromise of Decem-
ber 2004 at the end of the Orange Revolution. The 
result is that Ukraine today has neither a presiden-
tial nor a parliamentary system, but a hybrid. In this 
system, neither the president nor prime minister has 
been able to rule. 

This constitutional problem is aggravated by personal 
tensions. Following his assumption of the presidency 
in 2005, Yushchenko appointed Tymoshenko prime 
minister. The two did not work well together, and she 
lasted just eight months in the job. Following preterm 
Rada (parliament) elections in September 2007, Our 
Ukraine and the Bloc of Yuliya Tymoshenko (BYuT) 
again were positioned to form a majority. They did 
so, with difficulty, and Tymoshenko became prime 
minister again that December.

Within weeks, the presidential secretariat, led by pres-
idential chief of staff Victor Baloha, began to openly 
criticize Tymoshenko. By March 2008, relations be-
tween the president and his secretariat on one side 
and the prime minister and her cabinet on the other 
had completely broken down. In May, BYuT deputies 
blocked the rostrum in the Rada in order to prevent 
Yushchenko, their coalition partner’s nominal leader, 
from delivering his annual presidential address.

In early September, BYuT aligned with the Regions 
Party to vote through several laws that would reduce 
the president’s power. At the president’s instruction, 
Our Ukraine withdrew from the coalition. In Oc-
tober, with the Rada lacking a majority coalition, 
Yushchenko ordered the Rada disbanded and called 
for early parliamentary elections in December. The 
mounting financial crisis forced Yushchenko to sus-
pend his decree so that the Rada could convene to 
vote through the package of laws required by the 
IMF in order for Ukraine to receive a standby ar-
rangement. By early December, talk of early elections 
had receded, and Our Ukraine and BYuT reconsti-
tuted a coalition, this time joined by the bloc headed 
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by Rada Speaker Volodymyr Lytvyn.  The coalition, 
however, is fragile and can rarely mobilize a major-
ity.

Meanwhile, the war of words at the top has raged on.  
On December 19, Tymoshenko called for Yushchen-
ko to resign, charging that he sacrificed the national 
interest to personal ambition.1 In February, Yush-
chenko compared the gas contract that Tymoshenko 
concluded to end the previous month’s gas war and 
reports of a possible Russian loan to the Molotov-
Ribbentrop pact.2 The foreign ministry instructed 
Ukrainian embassies in Washington and EU capitals 
to share with host government officials the president’s 
criticism of the prime minister’s actions on energy se-
curity.3

Driving the tensions between Yushchenko and Ty-
moshenko have been concerns in the Yushchenko 
inner circle that Tymoshenko will challenge Yush-
chenko for the presidency. Baloha has seen one of his 
responsibilities as undercutting the prime minister’s 
political image.4 The president has been reluctant to 
attempt any reconciliation with Tymoshenko.

Opinion surveys throughout 2008 only fueled the 
Yushchenko camp’s concern, as the polls consistently 
showed Tymoshenko running well ahead of the presi-
dent and offering the only real challenge to Yanuk-
ovych. The respected Razumkov Centre polling on 
presidential preferences in February 2008 showed 
Tymoshenko leading with 28.2 percent, Yanukovych 
in second with 24.8 percent, and Yushchenko third 
at 15.7 percent.  By October, Yanukovych had edged 
into first with 25.3 percent, Tymoshenko was second 
with 22.8 percent, and Yushchenko’s support had 
collapsed to 5.4 percent.5 A poll on presidential pref-
erences conducted by FOM-Ukraine in early Febru-
ary 2009 reinforced this trend, placing Yanukovych 
first with 20.4 percent and Tymoshenko second with 
17.5 percent; Yushchenko came in sixth, drawing just 
1.9 percent.6  

The infighting between Yushchenko and Tymosh-
enko, and between the presidential secretariat and 
the cabinet, has meant that the governmental author-
ities—the president, prime minister, and their staffs 

together—have performed abysmally in addressing 
Ukraine’s needs. Many had hoped at the start of 2008 
that Yushchenko and Tymoshenko could work to-
gether to consolidate needed reforms. However, very 
little was accomplished over the course of the year.7   
A particular failing has been the lack of movement 
in consolidating economic reforms. The government 
carried out no major privatizations. Despite a large 
pro-business majority in the Rada, it passed few ma-
jor pieces of economic reform legislation.

As noted, ambiguities in Ukraine’s constitutional or-
der add to the confusion. As one example, the con-
stitution appears to grant to the prime minister and 
her cabinet primacy for management of the econ-
omy. Nonetheless, the president and his secretariat 
have persistently inserted themselves into operational 
considerations of economic policy, including on en-
ergy, privatizations, and macro-economic matters.  
No progress on constitutional reform or clearing up 
such ambiguities was made during 2008. The lack 
of a credible, functioning constitutional court com-
pounds the problem. 

Ukraine Plunges into Financial and 
Economic Crisis

As the global financial crisis has deepened, Ukraine 
has become one of the countries most severely hit.  
Ukraine, however, was not profligate in its public sec-
tor spending. In recent years, it has had a small bud-
get deficit of around 1.5 percent of gross domestic 
product (GDP). As a result of fiscal discipline and the 
fact that real GDP grew by an average of 7.6 percent 
per year from 2000 to 2007, Ukraine’s public debt 
dwindled to a relatively miniscule 12 percent of GDP 
in 2007.8  Foreign direct investment grew to substan-
tial levels, attaining $9.9 billion, or 5.5 percent of 
GDP, in 2008.9 In September 2008, the Ukrainian 
economy seemed to be in good health.

Unfortunately, the economy turned out to be highly 
vulnerable. First, the steel sector was a prime driver 
of GDP growth during 2000-2007. In the first half 
of 2008, steel accounted for no less than 42 percent 
of Ukraine’s exports.10 In the second half of the year, 
however, international steel prices and demand col-
lapsed—and with them, Ukrainian exports.  
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Second, the National Bank of Ukraine insisted until 
spring 2008 on maintaining a fixed peg of the hryvnia 
to the U.S. dollar, something no other country in the 
region did. As a result, the hryvnia depreciated sharply 
in relation to the Euro, and the hryvnia’s depreciation 
attracted short-term bank speculation. The short-term 
capital inflows, in turn, boosted Ukraine’s money sup-
ply by 51 percent in 2007.11 That aggravated infla-
tion, which accelerated rapidly at the end of 2007 and 
peaked at 31 percent in May 2008, compared with a 
year earlier.12 The speculative currency inflow caused 
Ukraine’s current account deficit to widen to 6.6 per-
cent of GDP in 2008, which increased Ukraine’s pri-
vate foreign debt.13 Still, the Ukrainian economy did 
not appear that bad off, apart from high inflation. In 
August 2008, Ukraine’s international reserves peaked 
at a respectable $38 billion.14

The third cause was Ukraine’s messy politics, in par-
ticular the constant clashing between the president 
and prime minister. International investors perceived 
Ukrainian politics as irresponsible and dysfunctional, 
blocking major investments and privatizations, and 
began to stay away.15 

A run on the hryvnia started in late summer 2008, 
and international financial markets closed completely 
to Ukraine in September. Suddenly, it became virtu-
ally impossible for Ukrainian companies to refinance 
foreign loans, which meant that any requirement for 
major refinancing caused an enterprise failure.

The Ukrainian economy has experienced a major 
shock since October 2008. The three industries hit 
the worst have been steel, mining, and construction.  
By January 2009, industrial production had fallen by 
34 percent compared to January 2008. The decline 
is broad-based, but the key industries are recording 
declines of approximately 50 percent.16 Exports mea-
sured in U.S. dollars are projected to fall by almost 
50 percent in 2009, and imports are expected to fall 
even more (the silver lining is that this should mini-
mize the current account deficit).17 Nobody can offer 
a precise forecast for GDP in 2009, but in January, 
GDP fell by 20 percent compared to January 2008.18  
Many analysts see a double-digit slump for the year 
as likely.

Fortunately, Ukraine approached the IMF as an early 
applicant for assistance in October 2008. The IMF 
Board adopted a two-year standby program, worth 
a potential total of $16.4 billion, on November 5. It 
contained three main conditions. First, Ukraine had 
to let its exchange rate float to render the value of 
the hryvnia realistic. The hryvnia has depreciated by 
about 50 percent since last summer. With this new, 
more realistic value, the exchange rate appears to be 
bottoming out and stabilizing.

Second, the IMF insisted on a responsible fiscal pol-
icy. The negotiations within the Ukrainian govern-
ment and with the IMF have focused on the scale of 
the budget cuts that will be necessary as the economy 
contracts and state revenues plummet. Budget cuts 
in an election year are difficult, and the president 
and his staff appear to relish the fact that Tymosh-
enko must make hard choices about curtailing some 
popular expenditures. Although the IMF standby 
agreement called for the 2009 budget to be in bal-
ance, the budget approved by the government and 
Rada included a 3 percent deficit of GDP, which the 
IMF reckons will realistically be a 5 percent deficit.19  
The IMF can accept a small budget deficit, but then 
the Ukrainian government needs to find other inter-
national financing. In February, disagreement over 
Ukraine’s budget deficit stalled the second disburse-
ment of IMF financing.

Third, the IMF demanded bank restructuring. Un-
like most other countries, the National Bank of 
Ukraine has scrutinized most of the country’s com-
mercial banks and identified their bad loans, so bank 
restructuring is proceeding apace.

The negative impact on the real economy will be dra-
matic. A double-digit GDP decline could amount to 
a contraction in U.S. dollar terms by over 40 percent 
due to the hryvnia’s fall. Perhaps two million Ukrai-
nians will lose their jobs. An additional two million 
who work in Europe may have to return due to Eu-
rope’s economic downturn. The economic situation 
is bound to fuel social and political tensions.  

Ukraine, however, may well be able to escape default.  
Even if it receives only IMF funding this year, its own 
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reserves likely will stay above the $20 billion mark.  
That is not good, but it is far from default. The great-
est structural weakness is the state oil and gas com-
pany Naftohaz, which loses a couple of billion dollars 
a year due to adversely regulated prices (which means 
that Naftohaz cannot recover its costs in many sales), 
mismanagement, and corruption.

Looking to the longer term, there are reasons to be-
lieve the Ukrainian economy could recover rapidly, 
provided the global recession does not deepen too 
far. At present, Ukraine has a highly competitive 
exchange rate, which should help it expand exports 
faster than other states. With the decline of the steel 
sector, the Ukrainian economy is likely to become 
much more diversified; this could include expansion 
of its agricultural and machine-building sectors. As a 
member of the World Trade Organization, Ukraine 
has secured reasonable market access, although it is 
important to broaden its access further. The more 
quickly the government acts now to deal with the cri-
sis, the more likely a faster recovery.

Threats from the New Gas Deal and Weak 
Energy Policy

Ukraine uses energy prodigiously. Its economy is said 
to be the single most energy-intensive in the world.  
For example, it uses more than twice as much energy 
per unit of GDP as does Poland. Moreover, Ukraine 
imports most of its fuel, almost all of it from Russia.  
Although most analysts believe that Ukraine could 
significantly expand domestic extraction of natural 
gas and oil from on-shore and offshore deposits, price 
caps and government policies that interfere with mar-
ket mechanisms have kept domestic production of 
energy well below what it should be. The price caps 
and government policies have also sustained excessive 
demand and contributed significantly to recurring 
energy-related tensions with Russia.  

The January gas war between Russia and Ukraine 
drew broad attention to the weakness of Ukrainian 
energy policy, as well as to Ukraine as a vulnerable 
link in Europe’s gas supply chain (through which Eu-
rope receives some 20 percent of its total gas needs).  
Russia stopped all gas flowing to Ukraine. The effect 
was to cut off consumers in Central and Western  

Europe as well, thereby provoking a major European 
energy crisis. The matter was resolved only after sev-
eral false starts and bitter recriminations. Two new 
agreements were signed on January 19, and by Janu-
ary 22, pipeline volumes were starting to return to 
normal in all the European countries whose supply 
had been affected by the standoff.20 The new agree-
ments are a significant departure from past Russian-
Ukrainian practice,21 but they include significant 
risks for Ukraine, and they only begin to address 
the longstanding shortcomings of Ukrainian energy 
policy.  

The agreements include many provisions that were 
traditionally absent from Russian-Ukrainian gas 
deals, but that have long been essential elements of 
Gazprom’s deals with its partners in Western Europe.  
Perhaps most significant are the terms for pricing 
and payment. As is typical for most contracts in the 
European gas market, the new agreement prescribes 
a formula to adjust the price of gas every quarter, 
based on publicly quoted prices of other fuels. As 
the price of the so-called marker fuels rise and fall 
quarter by quarter in Europe, the wholesale price 
of imported gas will rise and fall in Ukraine.  For 
the first quarter of 2009, the price will be $360 per 
thousand cubic meters (TCM), but it is projected to 
drop thereafter. 

Ukraine is obliged to pay by the seventh day of each 
month the amount owed for gas delivered in the 
preceding month. If Ukraine fails to pay by the pre-
scribed date, then from that moment on, Ukraine is 
obliged to pay in advance for the month ahead. This 
provision poses a very serious challenge to Naftohaz:  
a single, one-day delay in payment can trigger the 
change to month-ahead payments for the duration 
of the agreement. In fact, already in February 2009, 
Naftohaz announced that municipal heating compa-
nies owed it more than 4.5 billion hryvnia (in excess 
of $600 million) for operations since the start of the 
heating season in late 2008.22 In the past, Naftohaz 
has fallen regularly into arrears. Last year alone, the 
Rada provided more than $2.5 billion dollars in bail-
out funding, and the company nonetheless remains 
in technical default on more than $1 billion of Eu-
robonds.
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More broadly, Ukraine’s energy policies thrive on non-
transparency, waste, and politicization.  In the politi-
cal year that is 2009, with the upcoming presidential 
election, the combination of the new deals and bad 
overall policy could prove highly destabilizing. Ur-
gently needed reforms are again at risk, which could 
magnify the macroeconomic and political difficulties.

Ukraine’s energy sector is far more complex and 
troubled than it needs to be.23 The country has a long 
history of producing, processing, and transporting oil 
and gas. It has significant hydrocarbon deposits both 
on-shore and under the waters of the Black Sea. Its 
strategic location and extensive existing infrastructure 
give it great significance in the gas markets of Eurasia. 
Unfortunately, in the period since Ukraine gained its 
independence in 1991, the energy sector has served 
successive rounds of leaders as a political trophy and 
tool. Decisions regarding energy policy have tradi-
tionally been made to favor certain industrial and per-
sonal interests. Deals reached by one political leader 
are reversed when successors come to power.

Perhaps most significant of all, Ukraine is a country 
in which the price of energy—the most fundamental 
instrument that guides the allocation of resources—is 
thoroughly and deliberately subverted. The gas prices 
charged to retail consumers consistently fail to cover 
the cost of gas plus the services of distribution and 
marketing, because political leaders have been un-
willing to take the unpopular step of raising prices.

In the first quarter of 2009, when Ukraine imported 
gas for $360 per TCM, the prices paid by industrial 
users and consumers within Ukraine were substan-
tially lower. The import price at the Ukrainian-
Russian border (before value-added tax was applied) 
translated to a price of 2,772 hryvnia per TCM at 
the end of January (when the exchange rate was 7.7 
hryvnia to the dollar). In January, the price of gas 
(including value-added tax) for industrial consum-
ers was 2,570 hryvnia per TCM; for utility compa-
nies 873 hryvnia per TCM; and for households 650 
hryvnia per TCM.24  Consequently, each cubic meter 
of gas consumed contributes to a cascade of indebt-
edness, a situation that only worsens when gas bills 
are not paid.  

Domestically-produced gas is treated worse than 
imported gas. Gas from Ukrainian wells is meant 
to be sold for use in the residential and institutional 
(government budget-supported) sectors, and the 
prices are capped far below the already-subsidized 
gas price for industrial consumers. This artifice only 
further misdirects market forces. It deters invest-
ment in domestic gas production and creates lucra-
tive opportunities for corruption—such as when 
domestically-produced gas is resold to favored trad-
ers and re-labeled as “imported” so that it can be 
sold for higher prices.

As a result of weak energy policies and the new gas 
deal with Russia, energy will remain a major chal-
lenge throughout 2009 and beyond. In fact, through-
out the entire period of negotiating the new gas deal, 
the presidential secretariat constantly attacked the 
actions of the government and accused it of acting 
counter to Ukraine’s interest. Fighting over the gas 
arrangements by domestic political forces that seek 
financial advantages contributes to the instability of 
the contracts. Some analysts in Europe and the Unit-
ed States believe a new gas dispute could break out as 
early as this spring. 

The Tug between the West and Russia

Although Kuchma first announced NATO member-
ship as a goal in 2002, the prospect only began to ap-
pear serious following Yushchenko’s election as presi-
dent. While Kuchma sought a balance between the 
West and Russia, Yushchenko made integration into 
Europe and the Euro-Atlantic community, includ-
ing ultimate membership in the European Union 
and NATO, his primary foreign policy goal. In April 
2005, NATO and Ukraine launched an “intensified 
dialogue.”  Many expected that Ukraine would re-
ceive a NATO MAP by the end of 2006. The coun-
try by then had implemented political, economic, 
and defense reforms comparable to those made by 
countries such as Albania and Romania when they 
received their MAPs in 1999. However, the selection 
of Yanukovych as prime minister in August 2006 de-
railed Ukraine’s MAP prospects.  He made clear that, 
while wanting good NATO-Ukraine relations, he did 
not favor a MAP.
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Yushchenko reopened the debate in January 2008, 
when he, Tymoshenko, and then-Rada Speaker Ar-
seniy Yatseniuk co-signed a letter to NATO Secretary 
General Jaap de Hoop Scheffer requesting a MAP at 
the April NATO summit.  This time, Moscow became 
far more alarmed than it had over NATO-Ukraine 
relations in the past. Then-president Vladimir Putin 
suggested that Russia would target nuclear missiles at 
Ukraine, while other senior Russian officials pledged 
to do everything that they could to block Ukraine’s 
integration into NATO. Meeting with allied leaders 
at the April NATO-Russia summit, Putin even called 
into question Ukraine’s territorial integrity.25

Speaking in August in the aftermath of the conflict 
with Georgia, President Dmitriy Medvedev described 
five principles underpinning Russia’s foreign policy.  
One was a sphere of “privileged interests” in the post-
Soviet space, a formulation that appeared intended to 
assert for Russia a voice in the foreign policy choices 
of its neighbors.26 Russian officials spoke of NATO 
enlargement as posing an existential threat to Russia.

While NATO leaders decided not to extend Ukraine 
a MAP in April, they did declare that Ukraine would 
be a member of the Alliance. NATO foreign minis-
ters in December decided to develop NATO-Ukraine 
relations further on the basis of an annual national 
program and work in the NATO-Ukraine Commis-
sion, setting aside the MAP issue.27

Ukrainian-EU relations in 2008 focused on negotia-
tion of an association agreement, which will include a 
free trade arrangement. However, unlike previous EU 
association agreements with other European coun-
tries, this one will not include language recognizing 
a membership perspective for Ukraine. This reflects 
longstanding EU reluctance to envisage the possibil-
ity that Ukraine might one day join the Union. The 
European Union also offered to develop relations 
with Ukraine through the EU’s Eastern Partnership 
outreach to post-Soviet states, though some in Kyiv 
worry that this is an effort to sideline any prospect of 
Ukrainian EU membership.    

Ukraine’s relations with Russia, which have been 
tense since the Orange Revolution, became increas-
ingly difficult over the course of 2008. In January 
2009, the relationship between Kyiv and Moscow 
was at one of its lowest points since the collapse of 
the Soviet Union in 1991, reflecting the growing ac-
cumulation of difficult issues between the two.

Ukraine’s integration into NATO tops, but by no 
means exhausts, the list of Moscow’s problem issues 
with the Ukrainian government. Over the past year, 
Russian officials have also expressed concerns about:  
Yushchenko’s support for Georgia and Ukrainian 
arms deliveries to that country; Ukrainian proposals 
that the two countries begin negotiating now on a 
plan for withdrawal of the Russian Black Sea Fleet 
from Sevastopol and Crimea in 2017; the status of 
the Russian language in Ukraine; and Kyiv’s push 
for international recognition of the Holodomor 
(the 1930s’ famine that killed millions of Ukrai-
nians) as an act of genocide. Ukraine and Russia 
differ over demarcation of the sea boundary in the 
Kerch Strait and Sea of Azov. A new mini-crisis 
erupted in February 2009, when “unfriendly and 
openly undiplomatic” comments about Yushchenko 
by Russian Ambassador Victor Chernomyrdin led 
the Ukrainian foreign ministry to threaten to expel 
him.28 And the January gas war demonstrated how 
destructive the Ukrainian-Russian energy relation-
ship could be.

This tug between the West and Russia has a domestic 
angle within Ukraine. Internal frictions over geopo-
litical orientation, the future of the Black Sea Fleet, 
Crimea, and official status for the Russian language 
could worsen. Accelerating tensions could cause the 
east-west divide in Ukraine to reopen. Moscow has 
levers to influence these tensions and has an incen-
tive to keep them going: the Kremlin sees a divided, 
politically incoherent Ukraine as making the country 
a poor candidate for NATO or the European Union 
and as offering a political model that will be unat-
tractive to the populace in Russia.29
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As the Obama administration defines its approach 
toward Europe and Russia, it should pay seri-

ous attention to Ukraine. Given the relative absence 
of bilateral problems on the U.S.-Ukrainian agenda, 
Washington can and should focus on broader issues 
that could accelerate, or hinder, Ukraine’s develop-
ment. A crowded foreign policy agenda and political 
incoherence in Kyiv may tempt Washington to wait 
to engage until Ukraine’s political leadership can get 
its act together. But the U.S. government does not 
have that luxury; absent U.S. engagement, the situa-
tion in Ukraine will likely worsen—and later require 
significantly greater time and attention from Wash-
ington and European capitals. 

Structuring a Regular, High-Level 
Dialogue

The Bush administration’s high-level engagement 
with Kyiv was episodic. In 2001, it downgraded 
the binational commission that Gore and Kuchma 
had chaired, leaving in place the working groups 
without any overarching structure. Given concerns 
about Kuchma, there was little engagement with 
him. Following Yushchenko’s assumption of the 
presidency, high-level contacts resumed haltingly 
over 2005-2008. The Obama administration should 
regularize a high-level dialogue with Kyiv. This 
means cultivating relations with senior Ukrainian 
political leaders so that U.S. messages and advice 
have greater weight and authority. In September 
2008, President George W. Bush reportedly urged 
Yushchenko to end the infighting with Tymoshen-
ko, to no avail.  Had there been a better-established 
relationship, the president’s advice might have had 
more impact.

Washington should send Kyiv an early high-level 
message, perhaps delivered by Secretary of State Hil-
lary Clinton, of support and a “tough love” message 
on the need for Ukraine’s leaders to cooperate with 
one another.  For greater impact, the secretary might 
travel together with EU High Representative for 
Common Foreign and Security Policy Javier Solana 
to convey a joint U.S.-EU position.

Washington should also revive the binational com-
mission that operated between 1996 and 2000 as a 
structure for managing U.S.-Ukrainian relations.  
The commission should oversee the existing bilateral 
working groups, which deal with foreign policy is-
sues, economic and commercial relations, energy, and 
defense questions. Restoring the commission would 
ensure that senior political levels on both sides moni-
tor the overall state of U.S.-Ukrainian relations and 
that they are positioned to intervene to break dead-
locks at the working level. Vice President Joe Biden 
should chair the U.S. side.

As for the Ukrainian side, it made sense in the 1990s 
for Kuchma to be the Ukrainian chair, as the presi-
dency then controlled the executive branch. In con-
trast, executive power in Ukraine today is shared by 
the president and prime minister. The foreign and 
defense ministers report directly to the president, 
while most other ministers report to the prime min-
ister.  This complicates determining the chair on the 
Ukrainian side: in the current political circumstances 
in Kyiv, if Washington proposes the Ukrainian chair 
be Tymoshenko, Yushchenko is unlikely to cooper-
ate, and vice versa. The alternative is to suggest that 
the Ukrainian side be co-chaired by the president and 
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prime minister. Such a structure could—and should 
be intended to—have the effect of forcing Yushchen-
ko and Tymoshenko to forge common positions.  The 
drawback, of course, is that the commission’s opera-
tions would be severely hampered if Yushchenko and 
Tymoshenko cannot agree (in which case the structure 
might not work effectively until after the presidential 
election in 2010; still, it makes sense to put it in place 
now). When the commission meets in Kyiv, it will 
also be important that the vice president see the lead-
ing opposition leader, at present, Yanukovych.

This structure would create a channel between the 
U.S. vice president and the Ukrainian president and 
prime minister that could be used to pass candid mes-
sages on reform and on sensitive issues, such as how 
Ukraine might deal with NATO and Russia. The 
vice president and other senior U.S. officials must be 
blunt: they need to make clear to Yushchenko and 
Tymoshenko that, if the two of them cannot work 
together, U.S. efforts to help Ukraine cope with the 
economic crisis, strengthen its energy security, or de-
velop closer relations with Europe will yield minimal 
results. This message should be targeted foremost at 
Yushchenko, as he and the presidential secretariat 
bear the greater responsibility for the incoherence of 
Ukrainian policy over the past year.

Assisting Ukraine to Deal with its 
Financial/Economic Difficulties

Despite assistance from international financial insti-
tutions (IFIs), Ukraine likely will face a financing gap 
of about $5 billion in 2009. A deepening crisis in 
Ukraine will be bad not just for the country’s econo-
my, but could have a deleterious impact on Central 
Europe. The U.S. government should lead in orga-
nizing an international donors’ conference involv-
ing the United States, European Union, IMF, World 
Bank, European Bank for Reconstruction and Devel-
opment (EBRD), and other IFIs and countries with 
the goal of raising $5 billion in financial support for 
Ukraine in 2009 that would be linked to the IMF’s 
current program. (Consideration should be given to 
including Russia in this effort.) This should be sup-
port for one year, as the Ukrainian economy appears 
positioned to recover rapidly once it bottoms out, 
unless the global recession dramatically deepens.

While the IFIs should contribute the bulk of the 
additional financing, the U.S. government should 
consider contributing as well. This financing should 
be conditioned on Ukraine sticking with conditions 
agreed between the donors and the Ukrainian gov-
ernment, including those in the November IMF 
standby arrangement and specific new requirements 
concerning energy sector reform.

At the same time, the U.S. Export-Import Bank 
should intensify its lending to Ukraine, and the U.S. 
government should press the Ukrainian government 
to resolve the $17 million debt owed by the ministry 
of defense to the Overseas Private Investment Cor-
poration (OPIC) stemming from a 1999 investment 
claim. Resolution of this long-standing debt would 
allow OPIC to resume financing for Ukraine.

The U.S. government should also press the Ukrainian 
government to take other steps that would facilitate 
economic recovery and provide appropriate technical 
assistance. These actions include:  abolishing the com-
mercial code, whose outdated provisions on business 
contradict those in the more modern civil code and 
create a confused legal environment; allowing the free 
sale and transfer of agricultural land, which is key to 
establishing a land market and opening new private 
capital financing for Ukraine’s agricultural sector; and 
modernizing the tax code. Washington also needs to 
continue technical assistance to facilitate crisis man-
agement, privatization, and other necessary structur-
al reforms, particularly in the energy sector.  For such 
assistance to be effective, the Ukrainian government 
must adopt and implement reforms. Here, too, se-
nior U.S. officials, including on the binational com-
mission, must be blunt. 

Among other things, the binational commission should 
look at ways to promote greater political and academic 
exchanges between the United States and Ukraine, 
including funding to bring young Ukrainian political 
leaders, young professionals, and high school and col-
lege students to visit and study in the United States, 
including a target of college scholarships for 1,000 
Ukrainian students per year. This can help Ukraine de-
velop a larger cadre of key professionals with the skills 
to manage a modern economy and financial system.
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The European Union and Ukraine are now negotiat-
ing an association agreement, which will contain a 
deep free-trade arrangement. The U.S. government 
should align its approach with the EU’s by adopting 
measures to remove barriers to Ukrainian products.  
While politically difficult at present, Washington 
might also consider the possibility of negotiating 
a bilateral free trade agreement with Ukraine. For 
Ukraine, this would imply a substantial market open-
ing; it would strengthen Ukraine’s economic links to 
the West and the U.S. standing in Ukraine.

Pressing Ukraine to Bite the Bullet on 
Energy Sector Reform

The year 2008 ended, and 2009 began, with what 
could be described as the cross-border equivalent of a 
barroom brawl—a ferocious confrontation over Rus-
sian-Ukrainian gas trade and transit that exploded 
into a full fledged energy crisis for Europe. The crisis 
had a particular impact in Slovakia, Romania, Bul-
garia, and the Balkans, where the gas cut-off meant 
no heat in freezing apartments.

At this stage, the most important questions are where 
Ukraine stands in relation to its long-delayed ener-
gy reform agenda, and what it should do next. The 
January crisis starkly demonstrated that Ukraine’s 
actions directly affect European energy security. The 
crisis also makes clear the dangers—to Ukraine and 
to the interests of the United States and its European 
partners—of not addressing that agenda. Ukraine has 
to embrace reforms that will make it a viable member 
of the Euro-Atlantic community, which Kyiv says it 
hopes to be.

The U.S. government must work hand-in-hand with 
the European Union and key member states to press 
Ukraine to engage in energy reform. First and fore-
most, Washington and its partners should secure a 
clear commitment from Ukraine to transition to ra-
tional energy pricing in an agreed, finite period—for 
example, within the next two years. This will be dif-
ficult to do, especially in the current circumstances, 
but the reluctance of numerous Ukrainian govern-
ments over the years to act on this is a primary reason 
for the weakness of Ukraine’s energy sector.  U.S. and 
European advisors should also work with Ukraine to 

develop realistic projections of, and financing plans 
for, the subsidies that will be needed in the two-year 
period until pricing achieves cost-recovery levels.  

The masking of real energy prices has the inevitable 
effect on the Ukrainian energy economy of promot-
ing over-consumption. Many politicians in Ukraine 
have clung to the illusion that the country’s industrial 
competitiveness is enhanced by artificially low energy 
prices. In fact, the opposite is true. Until and unless 
energy is rationally priced in Ukraine, and until po-
litical leaders engage in the painful task of educat-
ing the public about the dangers of artificially low 
energy prices, the country will continue with hugely 
inefficient production that is effectively subsidized 
by every taxpayer in the country. Reducing energy 
consumption also could have the effect of provid-
ing Ukraine with further greenhouse gas emissions 
credits that could be sold on international markets 
under the Kyoto Protocol and Framework Conven-
tion on Climate Change. To date, potential buyers 
have shown interest in Ukraine, though that interest 
has been tempered by the broader challenges of the 
Ukrainian investment climate. 

The U.S. government should also work with its Euro-
pean partners to provide technical assistance that fa-
cilitates Ukraine’s transition to market pricing. Sup-
port for greater energy efficiency is the logical place 
to start, and existing programs being undertaken by 
U.S. Agency for International Development in the 
area of residential district heating systems (which con-
tribute more to the debt-buildup in Naftohaz than 
any other sector) can be scaled up relatively easily.  
Another component of enhanced technical assistance 
should focus on helping the Ukrainian government 
to develop a program of targeted assistance whereby 
it can help those households that legitimately cannot 
afford to pay true market prices for heat and elec-
tricity. This would be more sensible than the current 
system, under which Ukraine provides implicit en-
ergy subsidies to most if not all energy consumers.  
In a future scenario of more serious-minded energy 
reform, prices will provide an incentive to economize 
on consumption and to increase domestic produc-
tion, and subsidies should be directed only to those 
who are genuinely unable to pay.
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Given the inherent instability of the January 2009 
gas agreements with Russia, the U.S. government and 
its European partners should undertake a systematic 
assessment of measures to help stabilize, strengthen, 
and increase the transparency of the gas operations 
of Naftohaz.

Getting Ukrainian leaders to adopt the necessary en-
ergy reform steps will be a tough challenge. Energy re-
form should be a key part of the agenda for a restored 
binational commission, and it should be at the top of 
the vice president’s list of issues. Making firm actions 
on energy sector reform the conditions for additional 
international financing for Ukraine should provide 
leverage to press Kyiv to adopt those reforms.  

Helping Ukraine Deepen its Links with the 
West While Avoiding Crisis with Russia

Yushchenko remains committed to integrating 
Ukraine into the European Union and NATO, and 
deepening those links is in the interest of the United 
States and Europe.  Advancing that integration is 
difficult at present. The Ukrainian elite and a grow-
ing number of Ukrainians (who may now exceed a 
majority) favor Ukraine’s integration into the Euro-
pean Union. NATO membership, however, remains 
controversial both among the elite and the public.  
Moreover, the Russians regard Ukraine in zero-sum 
terms and see any deepening in its relations with the 
West as representing a loss for Russia. And concerns 
in Europe about provoking Russia undercut support 
for a MAP for Ukraine. Equally damaging to Yush-
chenko’s policy has been the feuding in Kyiv; the lack 
of coherence in the Ukrainian government severely 
weakened Ukraine’s case for a MAP in the second 
half of 2008 as well at its ability to cope with the 
January gas dispute.

NATO ministers in December 2008 agreed that the 
annual national program and NATO-Ukraine Com-
mission would be the mechanisms for now to de-
velop NATO-Ukraine relations. European concerns 
about Russia and political turmoil in Kyiv mean that 
a MAP is not possible anytime soon. The Ukrainian 
government appears to understand this. Most, if not 
all, of the substance of a MAP—in terms of planned 
reforms, exercises, exchanges and other contacts with 

the Alliance—could be put into an annual national 
program. (Here, too, however, the financial crisis may 
have an impact. Defense Minister Yuriy Yekhanurov 
told his NATO counterparts in February that limited 
budget resources might cause Ukraine to scale back 
some planned exercises.)

The U.S. government should counsel the Ukrainians 
to proceed on the basis of an annual national program 
and set aside their desire to receive a MAP. There is 
no reason now for Kyiv to get bogged down in an 
unrealistic attempt to secure a MAP, especially when 
it can develop its practical relations with NATO in 
an annual national program. Washington should also 
offer to consult privately with the Ukrainians as they 
develop their proposed program, so that the plan—
which Kyiv hopes to share with NATO in the spring 
—is as robust as possible and crafted in terms likely 
to secure Allied support. The administration might 
suggest that the Ukrainians consult with the Polish 
government, which wants to help Ukraine thicken its 
relations with NATO. U.S. officials should work at 
NATO to win approval of a substantive annual na-
tional program.

In the run-up to the April NATO summit, U.S. of-
ficials should seek language for the summit statement 
that reaffirms the Bucharest language that Ukraine 
will be a member of the Alliance. U.S. officials should 
also press for language that makes clear that the Al-
liance does not accept the notion of a sphere of in-
fluence in the post-Soviet space or that Moscow’s 
claimed “privileged interests” allow it to determine 
the foreign policy courses of other post-Soviet states, 
in order to reassure countries such as Ukraine.

Washington should also urge that the European 
Union maintain robust engagement with Ukraine.  
Given that MAP has been put on hold in large part 
due to the concerns of European allies about provok-
ing Russia, U.S. officials should ask that EU engage-
ment with Ukraine take up some of the slack to signal 
Kyiv that Western interest remains strong.  Acceler-
ated negotiation of the association agreement, and 
its free-trade arrangements, would send such a posi-
tive signal. The European Union should also use its 
Eastern Partnership to strengthen links with Ukraine. 
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More broadly, Washington should coordinate with the 
European Union on the key points to stress to Kyiv. 
Tough messages—for example, on the need for Ukrai-
nian leaders to press reforms—will carry greater weight 
when delivered by U.S. and EU officials in unison.

To the extent that the Obama administration can im-
prove U.S.-Russian relations and if there is parallel 
improvement in NATO-Russian relations, these will 
be positive developments for Kyiv. The Ukrainian 
government has historically had greater freedom of 
maneuver in the context of warmer relations between 
the West and Russia.

The U.S. government will want to monitor the tense 
relations between Kyiv and Moscow. On the one 
hand, it should advise the Ukrainian government not 
to provoke needless crises or fights with Russia. For 
example, it might make sense for the president not to 
press Moscow to begin negotiations now—in a frac-
tious political year in Ukraine—on withdrawal of the 
Black Sea Fleet when its lease expires in 2017.  Wash-
ington should also be clear with Kyiv as to the extent 
of—and limits on—American support the Ukrainian 
government can expect if a confrontation between 
Ukraine and Russia breaks out.

At the same time, Washington should be equally clear 
with Moscow on the risks for Russian relations with 
the United States and the West should Moscow fan 
internal tensions within Ukraine or provoke a crisis 
with Kyiv. Washington’s desire to “reset” the relation-
ship with Moscow likely would not survive a Russian-

Ukrainian crisis caused by the Russians. As appropri-
ate, U.S. officials may wish to remind Moscow of the 
security assurances extended to Kyiv by the United 
States, Russia, and the United Kingdom in the 1994 
Budapest memorandum regarding Ukraine’s sover-
eignty, territorial integrity, and freedom from eco-
nomic coercion. 

Conclusion

Dealing with Ukraine in its current state will not 
be easy for Washington, but it is important. A lack 
of attention to Ukraine now could well require far 
greater attention in the future, should the country 
go off track or become immersed in crisis. Ukrainian 
leaders of course must do their part.  Robust U.S. en-
gagement, however, could prove decisive in prompt-
ing them to act. Robust engagement includes tough 
messages delivered in full candor.

For all the frustrations of watching developments 
in Kyiv, it is not the time for “Ukraine fatigue.” It 
remains in the U.S. interest that Ukraine continue 
its democratic and market economy transformation, 
and that it avoid internal crisis—either political or 
economic—or confrontation with Russia. Establish-
ing a high-level, political channel; assisting Kyiv in 
avoiding a financial calamity; pressing the Ukrainian 
government to take the long-needed steps on energy 
sector reform; and advising the Ukrainians on how 
to deepen relations with the West while avoiding cri-
sis with Moscow should be central parts of the U.S. 
strategy to achieve these goals in the difficult circum-
stances of 2009. 
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