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Reform of Taxation and 
Social Security Systems in 
the CIS Countries:
the Case of Ukraine1

Tax rates have been cut in the course of the transfor-

mation process in many CIS countries; for firms, in par-

ticular, the tax burden has been reduced substantially.

However, the changes have mostly stopped well short of

fundamental reforms of taxation systems, involving a

broadening of the tax base. This has served to reduce

fiscal revenues significantly, all the more so because the

recession has not yet been overcome in a number of CIS

countries. The weakness of the basis for generating gov-

ernment revenues is almost certainly the decisive reason

behind the renewed efforts being made towards tax

reform since the mid-1990s, the main aim of which is to

broaden the tax base. Yet such a reform does not go far

enough. It has not been widely recognised that the sys-

tem of fiscal compensation between the various tiers of

government is in need of reform, that spending on social

security needs to be coordinated, and that further

reforms implemented in the way in which government

activities are required. So far there has been no debate in

the CIS countries on the introduction of modern fiscal-

policy concepts, such as the interest-adjusted income tax

introduced in 1994 in Croatia (which avoids putting sav-

ings and firms' equity capital at a disadvantage in terms

of taxation), or the regulations implemented in New Zea-

land since 1989 with the aim of raising transparency

and responsibility in the public sector, at the heart of

which lies the publication of a consolidated balance

sheet for the entire public sector.

Fiscal revenue, public spending
and budget deficits

Budget deficits have evolved in a broadly similar

pattern in all the successor states to the Soviet Union.

There was a sharp rise in the first few years of transi-

tion, followed by a substantial reduction since the mid-

1990s.2 This consolidation has been achieved by marked

cutbacks in spending, particularly on public investment.

This is underlined by the fact that fiscal revenues also

declined as a share of GDP. It was not the result of sys-

tematic reform. The best most countries managed was a

limited modernisation of the taxation system, whereas

the necessary restructuring of public spending and

reforms of the social security systems were not imple-

mented. The increasing difficulties experienced by the

CIS countries in financing their deficits have forced

them to cut spending.3 These spending cuts were often

based on unorthodox methods, such as the daily distri-

bution by top-level civil servants of incoming receipts,

sequestration, accepting mounting arrears etc. The costs

incurred by such methods include the loss of confidence

in the government and the counter-measures taken by

those affected. For instance, sub-national governments

frequently retain tax revenue they are supposed to pass

on, creating a buffer that ensures their continued liquid-

ity if central government delays making its payments.

Or they fail to privatise companies generating revenue,

with damaging effects to the privatisation process and

the aim of ensuring greater competition. 

Declining fiscal revenue
in the CIS countries

In the course of the transition process, all the succes-

sor states to the former Soviet Union were forced sooner

or later to face up to declining taxes, other quasi-fiscal

charges and social insurance contributions as a share of

GDP.4 This was explained primarily with reference to

the fact that the fiscal burden rested largely on those ele-

ments of GDP that were particularly hard hit by the

transition process, namely industrial output, profits,

wages, and retail trade turnover.5 Other causes _ such

as changes in tax rates, mistakes made during the intro-

duction of a turnover tax, an outdated and inefficient tax

administration and the difficulties involved in incorpo-

1  The full version of this report is available in German: Vierteljahrs-

hefte zur Wirtschaftsforschung des DIW, vol 3/4, 1997.

2  Cf. Adrienne Cheasty and Jeffrey Davis, Fiscal Transition in Coun-

tries of the Former Soviet Union: An Interim Assessment, MOCT-

MOST, no. 6, 1996, p. 7.
3  With few exceptions (e.g. Georgia), the CIS countries have so far

failed to raise significantly the all but negligible extent to which the

outside world finances its budget deficits. At the end of 1996 it seemed

that this was about to change, with the opening of the Euro markets

for Russia and Kazakhstan. Yet this development received a serious

setback in October and November 1997 in the form of the sudden rise

in the risk premiums for CIS emissions. Clearly the markets were

demanding compensation for their subjective perception _ in the wake

of the currency crises in a number of Southeast Asian countries _ of a

higher risk of depreciation.

4  The average decline in the 15 successor states to the Soviet Union

between 1991 and 1995 amounted to 11% of GDP. Cf. Cheasty and

Davis, op. cit. p. 9.
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rating the growing private sector into the taxation sys-

tem _ were considered less important.6 It is evident from

the example of the Ukraine, however, that changes in

tax rates, in particular, were of major significance. In

spite of the structural dislocations at the start of the

transition process, between 1991 and 1994 tax revenues

rose by 8 percentage points of GDP. It did not decline

until after 1995, when the tax rates for the three most

productive taxes (turnover tax, corporation tax and per-

sonal income tax) were significantly reduced.

Significant steps towards a reform of taxa-
tion and social security financing since 
autumn 1994

The first serious economic policy reform programme

implemented in Ukraine, beginning in the autumn of

1994, led to major changes in the system of taxation and

social security financing. The top rate of personal

income tax was reduced sharply (to 40% in October

1995); taxes and other charges on exports were com-

pletely abolished in 1995. In January 1995 the rate of

turnover tax was cut from 28 to 20%; in July 1997 a sys-

tem of prior-tax deductions was introduced.7 At the

same time the tax base was broadened: the tax conces-

sions for agriculture and energy consumption _ with the

exception of coal and electricity consumption in private

households _ were reduced. Two corporation-tax re-

forms were implemented. Since 1995 the standard rate

has been 30%. Since August 1997 only a few exceptions

have been permitted, and the definition of taxable prof-

its has been adjusted to bring it into line with western

standards. The base for real estate tax was also broad-

ened. In the course of 1995 and 1996, a number of taxes

on consumption, in particular of tobacco and alcohol,

and charges on domestic gas and oil production were

introduced or increased. At the end of 1996, a 15% tax

on petrol was imposed. In July 1997 overall social insur-

ance contributions were reduced _ from 52 to 49% of

gross wages and salaries, while the share paid by

employees was increased from 1 to 1.5%.5  Cf. Hemming, Richard, Adrienne Cheasty and Ashok K. Lahiri, The

Revenue Decline, Daniel A. Citrin and Ashok K. Lahiri (eds.), Policy

Experiences and Issues in the Baltic States, Russia, and Other Coun-

tries of the Former Soviet Union, Occasional Paper, no. 133, Interna-

tional Monetary Fund, Washington D.C., December 1995, p. 81ff.
6  Loc. cit.

7  Until then the turnover tax had taken the form of a multi-phase turn-

over tax.

Table 1

Ukraine: Consolidated Government Revenue, 1994 to 1997

1994 1995 1996 1997

GDP (in million hrivnia)1) 12 038 54 516 80 510 100 400

as % of GDP

Total revenue 44.3 37.4 37.5 36.9

Government revenue 34.2 27.9 26.7 28.0
of which: turnover tax 10.8 8.3 7.8 8.3

corporation tax 11.9 8.9 6.8 3.8
personal income tax 2.8 2.9 3.2 3.4
excise duties 1.4 0.7 0.8 1.1
foreign trade levies 0.7 0.8 0.6 0.6
revenue of the State Committee for Reserves 0.6 0.4 0.3 2.0
revenue of the Energy Development Fund 0.0 0.0 0.1 0.2
levies on crude oil and natural gas production 0.0 1.4 2.3 1.6
land tax 0.3 1.2 1.0 0.7
privatisation receipts 0.2 0.1 0.2 0.3
other revenue 5.3 3.2 3.6 6.0

Profit transfer from the National Bank 0.3 0.0 0.0 0.2
Social insurance 9.8 9.5 10.8 8.7

of which:pension insurance 7.8 7.6 8.9 7.2
Chernobyl fund 2.0 1.9 1.9 1.5

Budget surplus/deficit2) –8.2 –7.2 –4.2 –5.7

1) 1994 to 1996: Ministry of Statistics; 1997: Prognosis by the Cabinet of Ministers, used as a basis for the budgetary proposal. — 2) Ukrainian definition: excludes extra-budg-
etary funds. This definition differs from western standards. For example, debt servicing payments on foreign loans and central bank credits have until now, contrary to western
conventions, been classified as standard government spending, and not as a means of financing the deficit. On the revenue side, privatisation receipts are classified as gov-
ernment revenue and are therefore also not considered as part of deficit financing.
Sources: Ukrainian Ministry of Finance: Annual Reports on the Budget 1994 to 1996, and the Budget Law of 1997, June 1997.
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Setbacks on the road to reform of the taxation sys-

tem manifested themselves in the successive, uneven

and in some cases very substantial increase in many tar-

iffs and other import duties. The same must also be con-

cluded from the abolition of a system of tax allowances

for foreign investors (in mid-1997), as it had been

announced on its introduction that it would remain in

force for several years.

A wide-ranging reform concept presented at the end

of 1996 envisaged additional restructuring of the taxa-

tion and social security financing systems above and

beyond the measures already implemented. Further

reform of the system of personal income tax was

planned, for example, with the central aim of reducing

the marginal rate of tax to between 10 and 30%. The

myriad supplementary charges on firms' profits and/or

Table 2

Ukraine: Consolidated Public Spending, 1994 to 1997
as a % of GDP

1994 1995 1996 1997

Total spending 52.5 44.6 41.8 42.6

Social security 6.5 6.1 5.0 5.3
of which:subsidies for consumers 3.7 4.2 3.2 2.8

of which: local government services 1.7 1.8 1.6 2.3
natural gas 1.0 1.7 1.2 0.3
transport 0.5 0.3 0.2 0.1
fuel 0.3 0.5 0.2 0.1
housing maintenance 0.1 0.0 0.0 0.0
other 0.1 0.0 0.0 0.0

Social benefits 2.8 1.9 1.9 2.6
of which:child allowance 0.2 0.2 0.1 0.4

support for single mothers . 0.1 0.1 .
military and police pensions 0.9 0.8 0.9 1.4
additional support for war veterans . 0.1 0.3 0.2
support for the disabled 0.2 0.1 0.1 0.1
support for charitable institutions and boarding schools  . 0.3 0.2 0.4
other . 0.2 0.2 0.1

Social and cultural institutions 11.1 11.3 9.9 8.5
of which:education 5.3 5.4 4.9 4.1

health 4.8 4.7 3.9 3.7
culture 0.8 0.8 0.6 0.6
sport 0.1 0.2 0.1 0.1
construction of social and cultural facilities in local authorities  . 0.3 0.3  .
other . 0.1 0.0 .

Science 0.5 0.4 0.6 0.6
Spending on the economy 14.1 4.7 4.4 5.4

of which:restructuring of the coal industry . 0.3 0.2 1.4
credits 7.0 . 0.3 .
of which: in support of state-owned enterprises 1.0 0.1 0.0 .

to maintain fuel reserves 0.8 . 0.1 .
purchases of agricultural produce . 0.6 0.4 0.1
spending by the State Committee for Reserves1) . 0.7 1.8 2.0
housing and local government services 1.7 0.8 0.6 0.3

Spending by the Energy Development Fund . 0.8 1.2 0.2
Investment 3.4 2.5 1.3 0.4

of which: loans for investment by state-owned firms 0.5 0.2 0.0 .
Defence 1.9 2.1 1.7 1.3

of which:military housing 0.0 0.2 0.1 0.0
The judicial system 1.6 1.7 1.6 1.7
Legislature and top-level administration 0.9 0.9 1.1 1.1
Support for foreign trade 0.4 0.2 0.2 0.4
Servicing foreign debts (incl. principal repayments) 1.1 4.2 2.6 2.5
Servicing central banks credits (incl. principal repayments) . 0.4 0.6 0.9
Reserves of the Cabinet of Ministers . . 0.2 0.2
Pension insurance 7.5 7.6 8.7 9.0
Chernobyl Fund 1.9 1.7 1.9 2.1
Cost of covering wage arrears 0.0 0.0 0.0 2.0
Other expenditure . . 0.7 0.9

1) Ukrainian definitions of expenditure; see table 1, note 3. — 2) 1997: including purchases of grain totalling 500 million hrivnia.
Sources: Ukrainian Ministry of Finance: Annual Reports on the Budget 1994 to 1996, and the Budget Law of 1997, June 1997.
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payroll, most of which are imposed at local level, were to

have been replaced by a supplementary turnover tax,

also imposed locally. The remaining _ very small _

extra-budgetary funds were to have been abolished. In

addition, the tax on land was to have been comple-

mented by taxation of buildings.8 Last but not least, a

drastic cut in social insurance contributions _ to 32% of

gross wages _ was planned, while at the same time the

contribution basis was to have been broadened. The

reform proposals envisaged a sharp increase in

employee contributions to the pension insurance fund

(to 10%); employer contributions were to be cut mark-

edly against the background of declining spending by

the social insurance funds.

Alongside the broadening of the base for corporation

and turnover tax, the central aim of these proposed

measures was to establish a relatively simple taxation

and contribution system, with a broad base and moder-

ate tax rates. High marginal tax rates and a highly pro-

gressive system of tax and contribution rates were con-

sciously avoided, with the aim of promoting economic

growth and removing the incentive for unofficial eco-

nomic activity. Yet in the run-up to the next elections,

the chances that this comprehensive reform will be real-

ised in practice have, if anything, deteriorated.

Remaining deficiencies
of the taxation system

The fact that, at the first attempt, it proved possible

to reform only the corporation and turnover tax has

meant that a substantial difference has emerged

between the tax burden on profits and the burden of

social insurance contributions on gross wages. This ine-

quality in rates of taxation/contributions can be

expected to lead to new problems. For as long as the

social insurance contribution rate is higher than the rate

of taxation on profits, firms have an incentive to circum-

vent paying social insurance contributions _ most of

which are paid by employers _ by paying a part and

thus save on social security contributions of wages in

the form of profit shares out of taxed profits.

The reform of business taxation has not taken suffi-

cient account of the fact that firms are still heavily

dependent on retained earnings, as the capital market

remains underdeveloped. Firms still lack the necessary

collateral, because of the political opposition to privati-

sation of land. In addition, the hesitant privatisation of

medium-sized and large enterprises, and the inadequate

control over management mean that market volume

remains small, and serve to reduce the transparency and

popular acceptance of the stock market. Small firms find

it virtually impossible to obtain capital on organised

markets.

In view of these difficulties, it should be considered

whether retained profits should be privileged in busi-

ness taxation and equity capital be made more attrac-

tive in tax terms by deducting from taxable profits a

standard rate of interest on equity capital as operating

costs9. In addition, corporate profits are subject to a

large number of supplementary local charges.10 Modifi-

cations also need to be made to accounting laws, in

order, for instance, to make it possible to obtain evalua-

tions of assets and depreciation that are closer to market

realities.

Reform of social insurance financing 

The extent of poverty,11 the inadequacy of health

provision, a growing number of pensioners and, in most

cases, a decline in the number of contribution-payers

and stagnant demographic trends, rising unemploy-

ment, an increasing volume of overdue contributions

and benefit payments and the importance of the unoffi-

cial economy are all factors that point to the need for

fundamental reform of social security systems in the CIS

countries. Apart from the unfavourable demographic

trend _ which applies broadly to all the CIS countries _

the intensity of these problems varies considerably

across the region, being less pronounced, for example, in

the Baltic states. In a number of countries the level of

contribution rates poses an additional problem.12

Only in a small number of countries (notably

Azerbaijan; to some extent also in Moldova and

8  As Ukraine still has no tax on property, this tax would have enabled

government to participate in rising real estate values.

9  In 1994 a new taxation system came into force in Croatia that not

only achieves the aim of taxing profits in a manner that is neutral with

respect to ownership form and mode of financing, but is also oriented

towards the model of consumption-based taxation. 
10  One possible solution would be to replace these charges _ within the

framework of a restructuring of intra-governmental fiscal compensa-

tion _ with a supplementary local turnover and/or land tax, for

instance on the US model.

11  In mid-1995, 30% of private households in Ukraine were living

below the poverty line of US-$ 25 per person per month estimated by

the World Bank for that point in time. Cf. Braithwaite, Jeanine and

Tom Hoopengardner, Who Are Ukraine's Poor?, Peter Cornelius and

Patrick Lenain (eds.), Ukraine. Accelerating the Transition to Market,

International Monetary Fund, Washington D.C., 1997, p. 65.

12  In most countries the contribution rates represent more than 30% of

gross wages; they are highest in the Ukraine and Belarus (49 and 47%

respectively), due to the Chernobyl levy introduced in 1988.
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Ukraine) has a comprehensive concept for the reform of

the entire social insurance system been elaborated.13 In

the remaining CIS countries the reforms already imple-

mented or planned have largely focused on pension

insurance (Armenia, Georgia, Kazakhstan, Latvia, Rus-

sia, Uzbekistan). Some countries are planning a partial

or wholesale restructuring of the pension system from a

pay-as-you-go to a fully funded system.

Social security problems are particularly acute in

Ukraine. It has the highest contribution rate of all the

CIS countries, and this against the background of con-

tinuing recession, widespread unofficial economic activ-

ity, unfavourable demographic developments, a high

incidence of poverty and inadequate social benefits.

There is no health insurance scheme: according to the

constitution, health services are provided free of charge,

but in practice the sick must at the very least pay for

their own medication. In addition there is the problem

that most large companies continue to maintain a so-

called "social sphere",14 which inhibits the mobility of

labour and capital. Spending on the social sphere still

accounted for around 6% of GDP in 1996. Overall, how-

ever, social security spending by the state and firms is

rather lower than in many western industrialised coun-

tries, amounting to slightly more than 20% of GDP, a

figure that is on the decline (cf. table 3).

Given that central government cannot be expected to

inject public resources into the social insurance funds in

order to enable the _ excessive _ social insurance contri-

butions to be cut, as is required, all efforts towards

reform must focus on raising efficiency, in terms of con-

centrating assistance on the needy and reducing admin-

istrative costs. Reforms could begin with the all-too-evi-

dent inefficiencies of the Chernobyl fund, the unemploy-

ment insurance fund and the social protection fund:

– The problems facing the Chernobyl Fund are that it

is not clear why only wage earners have to finance

these expenditures and not all taxpayers; the rising

number of benefit recipients _ as the disaster stead-

ily recedes in time _; the lack of coordination of the

Fund's very substantial investment projects in the

infrastructure of the entire country; the lack of guar-

antees that the criteria used to determine eligibility

to benefits are being applied uniformly; and the con-

siderable bias towards certain sectors of the econ-

omy in distributing funding.

– So far the unemployment insurance fund has repeat-

edly posted surpluses, which were used to finance

losses of the pension fund. A substantial proportion

of its revenue goes on administrative expenditure.

Access to the various training programmes imple-

mented is very restricted.

– The central problems facing the social protection

fund are the heavy expenditure _ relative to its reve-

nue _ on sick pay; here a considerable degree of ben-

efit abuse may be assumed, as the employee,

employer and the medical staff involved all derive

only advantages and incur no disadvantages from

making a claim for benefit. Another important

spending item is the cost of recuperation homes,

often with specialised medical care staff, from which

in many cases only well-established and large com-

panies benefit, whereas new businesses _ who are

also contribution-payers _ are often excluded.

Alongside reforms to deal with these deficiencies, a

modern health insurance scheme needs to be set up to

replace the system of state provision for health care, and

which might also assume some of the tasks of the Cher-

nobyl and the social protection funds, in order to do

away with weaknesses in the health sector15 and to

13  A broad summary of the reforms is provided, for example, by the

European Bank for Reconstruction and Development, Transition

Report 1996 and 1997.

14  Housing, childcare facilities, schools, leisure, recreation and sports

facilities, hospitals, etc.

15  Medical care is focused on specialised staff in hospitals. The

number of doctors and hospital beds is high by international stand-

ards, representing three times and five times the average figures for

the OECD countries, respectively. At around 16 days, the average

number of days spent in hospital is very high. Medical provision by

general practitioners, on the other hand, is something of an exception.

Table 3

Ukraine: Estimation of a Lower Bound of 
Expenditure by the Social Insurance Funds 
and Government Social Spending,
1993 to 19961)

as a % of GDP

1993 1994 1995 1996

Spending by
social insurance funds2) 11.0 10.5 10.5 11.8

Government social spending3) 9.7 6.5 6.1 5.1

Social spending by enterprises4) 6.5 5.9 6.0 .

Total 27.2 22.9 22.6 .

1) Excluding spending items contained in government spending on “social and
cultural institutions” (education, health culture etc.). — 2) Pensions insurance,
Chernobyl Fund, employment fund, social protection fund. — 3) Expenditure on
“social protection” (subsidies for consumers and social benefits), excl. spending
on “social and cultural institutions”. — 4) Spending on the so-called ”social
sphere” of the enterprises (childcare, schools, hospitals, recreational and sports
facilities etc.).
Sources: Ukrainian Ministry of Finance: Annual Reports on the Budget 1994 to
1996; Ministry of Statistics: Statistical Yearbooks, 1993 to 1996.
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counter the trend towards decreasing life expectancy.

As far as pension insurance is concerned, one way of

reducing the deficit would be to raise the pension age,

which _ at 60 for men and 55 for women, and substan-

tially lower for a number of professions _ is rather low

in international comparative terms. Both Ukraine and

Russia could also consider moving to a fully funded sys-

tem, in order to depoliticise the pension insurance sys-

tem and to promote growth. If its introduction were

staged over an extended period, the costs of the transi-

tion could be steered in a flexible manner, and the initial

costs kept low. If, for example, those who have so far

paid contributions were issued government securities

equal to their level of contributions, this would render

explicit the promise made to them regarding their pen-

sion entitlement, without this initially involving an addi-

tional net debt burden on the state.

Summary and outlook

Taxation reform in the CIS countries has been put

off for too long. Declining tax revenues as a share of

GDP and the difficulties involved in financing budget

deficits by means of foreign loans have helped initiate

efforts towards broadening the tax base. In Ukraine the

tax base has been broadened considerably in the case of

turnover and profit taxes; in Russia this is planned for

1998. Other central characteristics of the tax reform are

that the marginal income tax rates have been reduced

and indirect taxation is of growing importance. Low

marginal tax rates are an incentive for work, saving and

investment. Yet precisely with a view to the growth

aspect, a debate on the concept of consumption-based

income taxation for persons and firms would have been

desirable; such a debate has not taken place, however.

A discussion is under way in all the CIS countries on

a reform of the financing of the social insurance system.

It has focused largely on the pension system, however,

and only a few countries have actually initiated reform.

A tax reform should be implemented in coordination

with reform of the social insurance system and public

spending as a whole. Yet in no country has such coordi-

nation taken place. Systematic reform of government

activity, going beyond merely reducing subsidies, has

been blocked in all the CIS countries. The successful

story in New Zealand, where, in the mid-1980s, a start

was made on improving the accountability and trans-

parency of the public sector, has so far failed to make an

impact on the reform debate in eastern Europe. For

instance, in New Zealand annual consolidated public

sector accounts are now published, for which the gov-

ernment bears responsibility in the same way as man-

agement for its firm's accounts. At the same time, the

public sector was reformed in such a way that, as far as

possible, a price was put on services, which are then

purchased from the next-highest authority on the basis

of fixed-term contracts.16

Of all the CIS countries, the proposal made at the end

of 1996 in Ukraine for a reform of the taxation and social

insurance system is the only example of a concept of

simultaneous taxation and social security reform to

have been made public to date. It seems likely that the

urgency of the need for reform is due, alongside the long

delay in implementing reform and the continuing reces-

sion, to the particularly heavy burden of social insur-

ance contributions on incomes resulting from the Cher-

nobyl levy. In addition to the reform of social benefits,

further improvements in public spending are required,

in order to generate impulses for economic growth. In

the short-term, however, the abolition of the numerous

cases of government interference in production will not

ease the burden, but rather will impose restructuring

costs. In a country in which total saving should be rising
_ given the very high real rate of interest, owing to the

extreme scarcity of capital _ these costs could justify

temporary budget deficits. Last but not least, a reform of

the system of inter-governmental financial compensa-

tion is required; as with the reform of government activ-

ity, most CIS countries have yet to make a start in this

area. Otherwise, it must be expected that there will be

further delays in transferring responsibility for the

"social sphere" away from firms to government, the

transition process as a whole will be delayed further,

and sub-national public authorities will not have ade-

quate control over either their expenditure or their reve-

nue.

Ulrich Thießen

16  In New Zealand the net assets of the state have been transformed

from a negative to an increasingly positive value since the first consol-

idated accounts were published in 1989, and the _ smaller _ public sec-

tor has become more efficient. See, amongst others, Cangiano, Marco,

Accountability and Transparency in the Public Sector: The New Zea-

land Experience, IMF Working Paper, November 1996.


