CENTRE BOLD N L7

2 THINKERS
.L' FOR ECONOMIC (> DRIVING S
REAL-WORLD :
STRATEGY IMPACT uKaid

from the British people

Summary of the Diagnostic report of economic development problems of Donetsk
and Luhansk regions for the Donbas Economic Transformation Strategy (including
GESI consideration) — UA2002 Output 1

Donetsk and Luhansk oblasts are large industrials regions in Eastern Ukraine that suffered severe
losses, both human and economic, in consequence of Russian Federation military aggression in
2014. The war cut off regional producers from markets of post-Soviet countries, including Russia,
and the military demarcation line disrupted Ukraine's internal trade and logistics chains, while
many electricity and utility networks were torn apart. Only direct losses of the gross regional
product of the two oblasts are estimated at 13.5 billion US dollars in 2018. The loss of people's
quality of life and their life prospects are difficult to overestimate.

This report presents a comprehensive analysis of the current situation in the region. We begin by
evaluating the real losses suffered by the two oblasts due to Russia’s military aggression and
reviewing relevant Ukrainian and foreign experience of post-conflict territories transformation.

The core of the report is devoted to the key problems that exist in the region and the barriers to
further economic development. We narrow down the analysis to nine key areas to outline specific
problems the region is facing today.

Business climate. The conflict significantly impaired business conditions in the region. Safety
concerns today make doing business extremely unattractive to investors and entrepreneurs. The
situation is further exacerbated by the old problems that had been weighting down business
conditions in the region and Ukraine well before the conflict: troublesome and costly connection
to the grid, burdensome taxation, weak rule of law, lack of access to credit and funding, poor
investments opportunities. The closure of large industrial enterprises and mass layoffs aggravated
the economic decline and reduced consumer demand: SMEs have been traditionally
underdeveloped in the region, the prospects of incoming foreign and local investments are vague,
and large players are hesitant to enter the market.

Industry, trade, and value chains. Large industrial enterprises that lost most of their trade
connections due to the armed aggression of the Russian Federation have been slow in reorienting
towards new markets: the domestic demand for their products remains low, and exports are
complicated by safety risks, expensive logistics, poor marketing, and narrow markets for specific
goods, especially in mechanical engineering. As a result, the region exports low value-added
products, mainly raw materials -- minerals and metallurgical products. The level of business
concentration remains high, yet new business opportunities do not emerge. Industrial parks that
were established to stimulate investment and create favorable business conditions have not taken
off.



Energy sector. Electricity generation capacities previously oriented towards large industrial
enterprises are now limited, which significantly raises the distribution tariff and reduces the
demand for coal. Power supplies through distribution networks are complicated by safety
concerns. As a result of the conflict, the Luhansk thermal power station was left on the other side
of the military demarcation line. The station supplies energy to parts of the Ukraine-controlled
territory of Luhansk oblast, but its operation depends on the supply of coal from the Russian
Federation. ltis likely that coal will continue playing an important role in Ukraine's energy balance;
there is, however, no doubt that its share will be declining due to coal replacement by gas and
renewable sources. At the same time, the closure of regional coal mines and the subsequent
territorial transformation will require significant administrative and financial resources, as they are
usually town-building enterprises on which the economy of the whole township depends.

Agriculture. Despite the physical loss of crop areas and temporary mine pollution, agriculture
and agricultural processing has the potential to become the driver of economic recovery in the
post-industrial transformation on the region. In 2019, 5.1% of agricultural products in Ukraine
were produced on the controlled territories of Donetsk and Luhansk oblasts. Crops are restricted
to winter wheat and sunflower, and the potential for growing other crops is complicated by safety
risks (horticulture, nuts growing, and viticulture), lack of water resources and an efficient irrigation
system. Agriculture processing has a significant potential for development: today, only sunflower
is processed on a large scale, while grains and legumes are exported. Expensive logistics by rail
and road is one of the bottlenecks for the sector. Carrying out the land reform, which itself is a
difficult task, is further complicated by the threats of the new military aggression.

Transport infrastructure. Transport infrastructure is another bottleneck in the region, in addition
to safety concerns. Disrupted by the military demarcation line, road and railway networks make
logistics costly and time-consuming. Regional labour market mobility remains restricted, investors
and business partners are unable to travel to the region quickly and comfortably. The Kerch
Bridge, build by Russia, increases the risks of sea transportation and transborder trade through
the Mariupol Port. Aviation in the region has been completely wiped out. At the same time, most
of the issues related to transport infrastructure bottlenecks have already been identified by the
Ukrainian government, and several large-scale transport projects have entered the
implementation stage.

Environment. Donetsk and Luhansk regions are the most industrially loaded regions of Ukraine
and Europe. The region hosts mines, metallurgical, chemical, and heavy engineering industrial
enterprises, which together have created a significant burden on the environment. As of 2010,
almost 24% of the country's industrial waste was concentrated in the region. The two oblasts
accounted for 33% of the total emissions of harmful substances into the atmosphere in 2019.
Soils are contaminated with heavy metals, and the region is a leader in Ukraine in wind and water
erosion. The region is undersupplied with drinkable water, and the deterioration of sewerage
system results in a mass water waste. The conflict has created additional environmental
concerns, as technogenic accidents at large industrial enterprises and mines have intensified.

Housing, utilities and social infrastructure. The population of the region has declined due to
safety concerns, demographic processes, and mass migration. The region is losing young people
at a catastrophic rate, whereas the share of people of retirement age is growing. In addition, half
of the internally displaced persons (IDPs) that moved from the temporarily occupied territories are
pensioners, which further increases the demographic burden. Affordable quality housing is
limited, and the old housing stock is mostly of poor quality. The conflict has created operational



risks for water and heat supplies. The most challenging case is KP "Water of Donbass" that runs
water through the temporarily occupied territories and on which the water supply of the south of
Donetsk region depends. Social infrastructure has been severely affected. Many of schools and
healthcare facilities located along the military demarcation line were damaged. Key tertiary health
facilities are located on the temporarily occupied territories, so residents are forced to travel to
either tot non-controlled areas or to neighboring districts.

Human capital. The main problem with human capital in both oblasts is the threat of fast
depopulation. The region's leading employers stress the lack of young professionals as their main
concern. The labour force is mostly occupied in industry and manufacturing, which exacerbates
the problem of skills mismatch. Unemployment rates are significantly higher than in other parts of
the country, but retraining programs are not popular with the population: people traditionally prefer
hard work for high wages in industry, and the entrepreneurial spirit is low. The region needs
professionals with vocational education, but the existing institutions cannot ensure its proper
quality. Universities meet the demand for higher education in the region, but their quality remains
questionable, too.

Perception of the region. The perception of the current state of the economy of Donetsk and
Luhansk oblasts by external stakeholders is hinged upon negative consequences of Russia's
military aggression. The audiences whose perception of the region needs to be improved are
foreign investors, who might become the drivers of economic recovery, international financial
institutions, Ukrainian business, Ukrainian and international media, IDPs. All of them perceive the
region through the prism of the conflict. The image of the region is strongly associated with safety
concerns, adverse living conditions, and poor employment opportunities.

This is the diagnostic stage of the project. Based on our analysis, we have mapped out a set of
ready-to-implement policy initiatives that will underpin the Donbas Economic Transformation
Strategy. These are presented in detail in the outputs that follow.



