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Abstract

The MFA III to Ukraine succeeded MFA I and II, two operations with distinct origins
and legal bases that were disbursed between 2014 and early 2015. Each of these
operations was intended to address the consequences of the crisis that broke out in
early 2014 on foot of political uncertainty following the illegal annexation of the
Crimean Peninsula by Russia and the subsequent conflict in the east of the country. In
absolute terms, with the financial envelope of EUR 1.8 bin, MFA III, adopted in April
2015, was the largest single operation in the history of the MFA instrument and was
intended to be disbursed in three equal instalments. The second and third instalments
were linked to the fulfilment of 36 structural reform conditions across six areas:
namely public finance management, governance and transparency, energy, social
safety nets, business environment and financial sector.

This Study constitutes an independent evaluation of the European Union’s MFA III to
Ukraine. More specifically, it analyses the operation’s relevance, coherence,
effectiveness, efficiency and EU added value. The study draws on evidence gathered
through a mixed-methods approach, comprising both quantitative and qualitative
research techniques. The study concludes that the MFA III, in conjunction with other
international support, was commensurate with Ukraine’s financing needs and crucial to
the country avoiding sovereign default in 2015. Considerable progress has been made
in the undertaking of reforms over the lifetime of the operation, prompted inter alia by
the MFA conditionality. However, ownership of the programme diminished over the
course of the operation and MFA III expired on 13 January 2018 without the third and
last disbursement, due to the lack of sufficient progress in the implementation of some
of the conditionality, notably in the field of anti-corruption (AC). The evaluation found
that this was a well-balanced and justified decision, given the circumstances.
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Executive Summary

This report presents the results of the ex post evaluation of the Macro-Financial
Assistance (MFA) III operation provided to Ukraine over the period 2015-2017. The
evaluation was commissioned by the Directorate-General for Economic and Financial
Affairs (DG ECFIN). The work was undertaken by ICF, in collaboration with Cambridge
Econometrics and local economists from the Kyiv-based Institute for Economic
Research and Policy Consulting.

Background to the MFA III operation to Ukraine

The MFA III to Ukraine succeeded MFA I and II, two operations with distinct origins
and legal bases that were disbursed between 2014 and early 2015. Each of these
operations was intended to address the consequences of the crisis which broke out in
early 2014 as a result of political uncertainty following the illegal annexation of the
Crimean Peninsula by Russia and the subsequent conflict in the east of the country.

MFA III was not initially included in the support package to Ukraine announced by the
European Commission on 5 March 2014 but was only added when the conflict in the
east of Ukraine intensified and the economic situation worsened. This new request
from the Ukrainian authorities in September 2014 (reiterated in December 2014) was
approved in April 2015 and turned the EU commitments, together with other types of
assistance, into an unprecedented EUR 13 bln package!.

The objective of the programme was to alleviate Ukraine’s external financing needs,
which remained sizable even after the effects of MFA I and II and other donor
programmes, and to support the ambitious reform programme initiated under MFA 1
and II. MFA III was larger than any other previous MFA operation since the
establishment of the instrument, with a total amount of EUR 1.8 bIn envisaged to be
disbursed in three equal instalments between 2015 and early-mid 20162,

In total, 36 specific conditions® from six areas were attached to the financial envelope:
public finance management, governance and transparency, energy, social safety nets,
business environment and financial sector. A number of those conditions built on those
prescribed under MFA I and II%.

The first disbursement of EUR 600 mln under MFA III was made in July 2015. It then
took nearly 20 months to disburse the second tranche of EUR 600 min (released in
April 2017).

The MFA III operation expired on 13 January 2018 without the third and final
disbursement, given the lack of sufficient progress with the implementation of some of
the conditions. The Commission approved the non-disbursement in a Cancellation

Decision dated 18 January 20182,

1 EUR 13 bln = EUR 600 min (MFA 1) + EUR 1,000 min (MFA 1) + EUR 1,800 min (MFA IIl) + EUR 9,600 miIn
(other assistance, including European Investment Bank (EIB) and European Bank for Reconstruction and
Development (EBRD) lending).

2 The total availability period was two-and-a-half years, as disbursements were initially envisaged to be made
more rapidly.
3 Full list of conditions for MFA Ill is available in the Annex of the Memorandum of Understanding document,

available at:
http://ec.europa.eu/economy_finance/international/neighbourhood_policy/doc/mou_eu_ukraine_en.pdf

4 The areas/issues that built on those envisaged under MFA | and Il included: strengthening of the functions of
the Accounting Chamber of Ukraine, approximation of the public procurement with the EU acquis, timely
submission of Draft State Budget or improvement in the functionality of the social safety net put in place in
2014.

5 European Commission Decision, C(2018) 405 final.
https://ec.europa.eu/transparency/regdoc/rep/3/2018/EN/C-2018-405-F1-EN-MAIN-PART-1.PDF
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Purpose of the evaluation

This evaluation assesses, ex post, the contribution of the MFA III facility to the
macroeconomic and structural adjustment of Ukraine. In doing so it examines:

Whether the ex ante considerations determining the design and terms of the
operation were appropriate, taking due account of the economic, political and
institutional context; and

Whether the outcome of the programme met the intended objectives.

Methodology

This evaluation was based on a mixed-methods approach and was carried out in line
with the requirements set out in the Commission’s Better Regulation Guidelines. It
relied on various qualitative and quantitative techniques to establish a comprehensive
evidence base for the evaluation and to provide the basis for triangulation of findings.
The following methods were used to build the evidence base for the evaluation:

Desk research: a review and analysis of all relevant literature, official
documentation and macroeconomic data;

Semi-structured interviews with key stakeholders: interviews with
relevant staff from DG ECFIN, Support Group for Ukraine, the EU External
Action Service, EU Delegation to Ukraine in Kyiv, officials from the relevant
ministries and agencies in Ukraine (including the Ministry of Finance, the
National Bank of Ukraine, the National Anti-Corruption Bureau and the Ministry
of Social Policy), representatives of local civil society organisations (CSOs) and
the business community, and representatives of international financial
institutions (International Monetary Fund (IMF), World Bank (WB) and EBRD),
as well as key bilateral donors;

Internal brainstorming session on counterfactual scenarios: this took
place at the interim stage of the evaluation and involved the core members of
the ICF and Cambridge Econometrics teams, as well as local economists;

An online focus group with the members of local civil society, including
representatives from the Ukrainian CSOs, think tanks and academia;

Delphi survey: established experts’ views on the macroeconomic impact of the
MFA III on the Ukrainian economy (e.g. Gross Domestic Product (GDP) growth,
balance of payments, fiscal balances), as well as the impact of MFA III and its
contribution to structural reform in Ukraine;

Two in-depth case studies on MFA III promoted reforms in anti-
corruption and the social safety net, respectively, and one separate case
study on the impact of all three MFAs on the international use of the
Euro;

Debt sustainability analysis (DSA): assessed the sustainability of Ukraine’s
public debt before and after the MFA III operation;

Social impact analysis (SIA): examined the extent to which the MFA III
cushioned the social impact of the crisis;

Validation workshop: discussed the emerging study findings with key
stakeholders involved in the design and implementation of the operation.
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Findings and conclusions of the evaluation
Relevance
Size of the assistance

In absolute terms, MFA III was the largest single operation in the history of the MFA
instrument, by some distance. Combined with MFA I and II (EUR 1.6 bin), it accounted
for 29 per cent of the total MFA assistance approved between 1990 and 2017 (EUR
11.5 bln). One justification for the scale was ‘the political importance of Ukraine for
the stability in the European Neighbourhood, the political integration of the country
with the EU as reflected by the Association Agreement between the two sides that
provisionally entered into force on 1 November 2014,

Ex post data show that the EU support covered 5 per cent of Ukraine’s financing gap
over 2015-2017 (instead of the 7 per cent initially envisaged, due to the non-
disbursement of the third tranche), or 11 per cent of total official financing.

In terms of the relative size to GDP, the combined first and second tranche of MFA III
disbursed in 2015 and 2017 represented 0.7 per cent and 0.6 per cent of annual GDP
in 2015 and 2017, respectively. The size of MFA III was therefore material. As put by
the Ministry of Finance, ‘If you take out restructuring of Eurobonds in 2015, it
corresponded to ~15 per cent of total borrowing in 2015 or the amount of annual
funding raised on the domestic market that year”.

Form of the assistance

MFA III financing was provided in the form of highly concessional loans. Given the size
of the operation and key factors specific to Ukraine (per capita income, debt
sustainability, poverty level), an MFA in the form of grant - or including a grant
component - was not an option. The MFA III operation provided in the form of a loan
should be looked at in the context of the EU grant support programme provided from
2015-2017 and totaling EUR 840 min.

MFA loans were provided on concessional terms’ that could not have been matched by
the market at the time, a position that was appreciated by Ukrainian authorities.
Although the shorter maturity of the first tranche (five years) was initially received
with some disappointment, it is understood that the EU side had only limited leeway in
summer 2015, given the deteriorating EU market conditions prompted by the spiraling
Greek debt crisis around that time.

Timing of disbursements

Despite the use of the Ordinary Legislative Procedure, the decision-making process for
MFA III was extremely fast (the proposal in January was adopted in April, with the
MoU signed in May 2015). That speed was welcome, with the first disbursement in
July 2015 coming at a time when the country faced huge economic and political
challenges (e.g. depleted foreign reserves of only USD 10.3 blin, conflict in the east,
capital outflows and sharp depreciation) and had little or no financing alternative. The
second tranche disbursed in 2017 was less critical, as the economy had begun to
recover.

Conditionalities associated with MFA III support

All thematic areas addressed by MFA III conditionality were relevant. They were
derived from the EU-Ukraine Association Agreement and thus were aligned with the
country’s priorities.

6 European Commission, 2015. Ex ante evaluation of the MFA Il to Ukraine. Available at: https://eur-
lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52015SC0001

7 Interest rate of 0.250 per cent for a maturity of five years for the first tranche, and interest rate of 0.750 per
cent for a maturity of 14 years for the second tranche.
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Most conditions in MFA III pursued macroeconomic objectives (energy, state-owned
enterprises, financial sector) or external policies objectives (business environment,
trade). Traditional public finance management-related conditionality to reinforce the
beneficiary’s fiscal governance and protect the EU’s financial interests were also
included. Other conditions were less typical for an MFA operation albeit very relevant
in the case of Ukraine: judiciary reforms were urgently needed to ensure reform
progress in other areas, notably in the anti-corruption field (macro-critical in the
Ukrainian context), while conditions in relations to the social safety net were very
timely, given the developments in Ukraine (anticipated increase in energy tariffs and
unfolding humanitarian crisis due to the conflict in the east).

The focus of most of the conditions was (highly) relevant. Some conditions -
particularly the ultimate ownership condition in the anti-corruption area - were
excessively ambitious, given the initial timeframe?.

The number of conditions was high in absolute terms (36 conditions - 46 if sub-
conditions are considered). Although this may reflect the size of the assistance (more
money for more reforms), more sparing use of conditionality might have sustained
better motivation throughout the operation.

Overall, design issues were not the main blocking factors that led to non-disbursement
of the third tranche. However, hindsight suggests that fewer conditions with reform
milestones broken into smaller targets (as under MFA 1V) would have helped.

Coherence

MFA III was well aligned with the broad policy framework guiding EU-Ukraine
relations, most notably the Association Agreement. Mapping the conditions of the MFA
ITI against the short-term priorities established in the Association Agenda shows how
those conditionalities fed into the implementation of the Agenda. MFA III anti-
corruption conditions also aligned with the milestones required for visa-free travel for
Ukrainian citizens with biometric passports. In addition, MFA III formed part of the
wider package of EU supports to Ukraine, including grant assistance, budget support
programmes and technical assistance, that targeted the same areas as MFA III (anti-
corruption, public finance management, customs, public administration reform, energy
efficiency).

MFA III had synergies with the programmes of other international organisations,
notably the IMF, WB and EBRD (including at the conditionality level).

Effectiveness
Role and contribution of the MFA in promoting macroeconomic stabilisation

The financial support provided by MFA III and the IMF (and by other EU programmes
and international donors) succeeded in stabilising the rapidly deteriorating economic
position of the country and Ukraine returned to modest growth in first half of 2016,
regained access to the international debt markets in 2017, and has maintained a
stable official exchange rate since March 2016.

The majority of Delphi survey® respondents believe that the macroeconomic outcomes
would have been less favourable in the absence of MFA III - although the absence of
the first tranche of MFA III in 2015 would have been more detrimental than the loss of
the second disbursement in 2017.

The finding from the counterfactual analysis suggests that in the absence of the MFA’s
first tranche in 2015 (‘Alternative 1’), obtaining alternative financing from financial
markets would not have been possible, while the absorption capacity of domestic

8 MFA Ill initially meant to be completed by mid-2016.
9 See Delphi survey results.
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market was severely constrained by ongoing restructuring of the banking sector.
Raising revenue through higher taxes and/or privatisation would have been similarly
impossible, both economically and politically. The most plausible alternative would
have involved cuts in capital expenditure and pensions (in real terms - by delaying the
unfreezing of indexation in public pension payments).

Had the second tranche not been disbursed (‘Alternative 2’), the analysis shows that
the most plausible course of action would have been to raise the required financing
from the domestic debt market, which had already recovered by 2017. While the
broader macroeconomic consequence of this option would likely have been limited, the
additional cost of debt stemming from the higher interest rates in domestic borrowing
compared to MFA financing, would have reached EUR 29 mln (for a maturity of 18
months and substantially higher for any long-term financing arrangements).

That EUR 29 min difference in the cost of servicing debt is the estimated cost
associated with the non-disbursement of the third tranche by the end of 2017, which
was offset by the alternative - but more expensive - financing on the domestic market
(‘Alternative 37).

Under the no MFA III and no IMF support scenario (‘Alternative 4’), Ukraine would not
have received the rescue packages provided by the EU and the IMF, amounting to
approximately EUR 8.9 bin, according to conservative estimates. Ukraine’s ability to
source funding from domestic and international debt markets would have been very
severely impaired, if available at all. Only very limited cuts to public spending would
have been politically feasible, leaving Ukraine likely defaulting on its debts over 2015-
2017, with hard-to-predict economic, social and political implications.

Progress achieved in structural reform

Overall, Ukraine has made substantial progress in reform implementation, especially
during the initial stages of the operation, all in an exceptionally challenging
environment. There has been tangible progress on the ground, going beyond the
fulfilment of the specific MFA III conditions stricto sensu. For instance, the energy
sector is no longer causing budgetary problems, helping the country to get on the path
to greater fiscal sustainability. As of 2019, the Naftogaz Group accounted for nearly 16
per cent of total revenues of the state budget'?, compared to 2014, when it was a
‘black hole” amounting to 6.2 per cent of the country's GDP that had to be covered by
Ukraine’s budget!!. In the public finance management area, the e-procurement
system, ProZorro, has been widely acknowledged as a success, both domestically and
internationally?2.

Key milestones have been achieved in the fight against corruption, with the
institutional architecture now largely in place and some solid advancements made at
technical level. Conditions that led to withholding the payment of the third tranche
have been implemented beyond the timeframe of MFA III (as part of MFA IV). In the
anti-corruption area, continuous reforms (judiciary, law enforcement) are still urgently
needed.

10See:

http://naftogaz.com/www/3/nakweben.nsf/0/A09B58DD11619020C22584F1002A61B6?0OpenDocument&year
=2020&month=01&nt=News&

11 Economist Intelligence Unit (EIU) data available at:
http://country.eiu.com/article.aspx?articleid=1566640540&Country=Ukraine&topic=Economyé&subtopic=Recen
t+developments&oid=213295405&aid=1

12 See, for example: https://www.worldbank.org/content/dam/Worldbank/document/eca/georgia/11-
procurement/Ukraine-ENG.pdf
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Social impact

Had the MFA III not been provided but IMF support still continued (all but ‘Alternative
4"), the counterfactual analysis suggests negative direct impacts stemming from
implementation risks to the reform of social safety nets (risk of having less effective
compensation mechanisms to protect vulnerable households and risk of increased
delays with the resumption of social benefits and services for internally displaced
persons (IDPs)).

Alternative 1, in addition to direct negative impacts stemming from the more limited
implementation of MFA conditions, would also have had indirect implications, as no
alternative financing could have been sourced. Reductions in government spending
would have negatively affecting household resources from 2015 (through the pension
channel). Under Alternative 2, the indirect effects would have been limited, with the
MFA replaced by alternative sources of financing.

In the absence of MFA and IMF support, the default that would have been likely under
Alternative 4 would have had severe social implications, such as economic recession,
increased rates of unemployment, high levels of inflation and/or cuts to public services
and wages.

Debt sustainability

Under the baseline scenario, Ukraine’s debt appears to be sustainable. The gross
financing needs-to-GDP ratio was at its highest in 2016, still below the IMF’s 15 per
cent threshold. The debt-to-GDP ratio is structurally superior to 50 per cent, meaning
that it remains viable but warrants some scrutiny.

Had the MFA III not been provided but IMF support continued (all except ‘Alternative
4"), debt sustainability would have remained virtually unchanged compared to the
baseline scenario.

The most likely outcome would have involved a decrease in debt (Alternatives 1 and
3) or, on the contrary, an increase in debt due to the higher cost of borrowing from
domestic financial markets (compared to the MFA’s concessional rates). Yet, the
change in debt burden indicators would have been of limited magnitude. Under
Alternative 1, the outcomes would have been slightly more negative, as the cuts to
government spending would have resulted in a real decline in Ukraine’s GDP.

Under Alternative 4 (no MFA and no IMF), the DSA tool was not applied, given the
speculative nature of the likely sovereign debt default impacts.

Efficiency
Capacity

Insufficient administrative and policy-making capacity is consistently reported as an
issue in Ukraine (by stakeholders) and is assessed by the WB Government
Effectiveness indicator. This highlights the importance of the public administration
reforms promoted as part of the MFA and other EU programmes.

Capacity issues were particularly evident where MFA conditions involved some
coordination between different institutions and bodies (e.g. IDPs). Overall, however,
capacity was only one of many (more significant) factors hindering reforms.

Ownership of reform

The level of ownership of the MFA operation turned out to be more fragile than initially
anticipated by the European Commission and other donors between 2015 and 2018, in
particular the IMF. Ownership was uneven across the various Ukrainian authorities and
bodies in charge of the implementation of the specific conditions. While the ownership
at the Ministry of Finance and the National Bank of Ukraine was high, political will
among the state leadership gradually fizzled out, especially after the change of
government in April 2016. The strong vested interests at the Rada undermined the
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programme throughout, as exemplified by the numerous issues that emerged during
the implementation of anti-corruption conditions.

Despite the challenges, reform advanced in many areas, in part due to the demands of
the general public, pressure from the Ukrainian civil society and international players,
and reform-oriented stakeholders within government organisations.

EU added value

Given the size of the operation, the EU had a clear financial added value. No single
Member State could have supported Ukraine and mobilised financing to the same
extent and under the same format of budget support. The first tranche helped to avoid
further cuts in government spending, while the second tranche generated financial
savings for Ukrainian authorities (some EUR 29 mIn) through the concessional interest
rates of the MFA III loan and far longer maturation compared to the market (18
months vs 14 years for the MFA second tranche).

Symbolically, it was important that MFA III came from the EU: there was a real
expectation that the EU would provide support to Ukraine at such a historically critical
time for the country and its people. EU support, combined with other international
support, helped to restore confidence in the economy.

The stakeholders consulted shared the view that in the absence of MFA III, the reform
process would have been slower and there would have been some gaps in overall
reform progress. Certain exceptions included public finance management and financial
sector reforms, where MFA conditions were less decisive. MFA III conditions were
widely used for leverage by anti-corruption CSOs. There were, however, substantially
negative perceptions of the EU’s position in relation to the wood ban issue among
CSOs, the general public and expressed in Ukraine media.

Reflections on the non-disbursement

The two unmet anti-corruption conditions were key to the Commission’s decision not
to not disburse the third tranche of MFA funding. While the condition on ultimate
ownership was overly ambitious, there was a shared understanding (on the part of the
EU and Ukrainian civil society) that vested interests were prevalent and authorities
were making insufficient efforts to counter those interests and make progress on the
crucial anti-corruption conditions. The non-disbursement decision was thus seen as
justified and credible by the EU and Ukrainian civil society. There were no reports of
negative political implications, in light of the continuation of other EU support
initiatives. Negative economic implications were noted, such as adding slightly to the
cost of debt servicing, but these were limited, given the economic context in 2017.
Under different circumstances or an unjustified decision, non-disbursement might
have had different implications, including worsening the dialogue between Ukraine
authorities and the EU.
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AHoTauifa

Mporpama TpeTboi MakpodiHaHcoBoi gonomorn (Mo III), aky HagaB €EC YKpaiHi, €
HactynHuuero MO I ta II, gBox nporpaM i3 4iTKo MeTOo Ta pUuanNYHmnM
06r'pyHTYBaHHSM, PiHAHCYBaHHS B paMKax akux 6yno HagaHo y nepiog 2014 poky -
rnoyaTtky 2015 poky. MeTol KOXHOI nporpaMu 6yno noaonaHHsS HacniakiB Kpusu, Wo
BMHMK/A Ha noyaTtky 2014 poky BHacnigoK NoniTM4HOI HecTabinbHOCTI nicns
He3aKOoHHOI aHekcii KpuMmy Pocieto Ta noganblloro BOEHHOro KOHMNIKTY Ha cxoai
KpaiHw.

Mporpamy MO III y cymi 1,8 mnppg €Bpo 6yno cxBaneHO EBPOMNENCHKOI CTOPOHOK Y
KBiTHi 2015 poky. BoHa 6yna HalbinbLIO nporpaMoo MakpodgiHaHCOBOI AOMOMOrn 3
yacy 3acCHyBaHHS LbOro iHCTPYMeHTY nigTpumkun. MNepeabayanocs, WO AONOMOry B
paMKax Ui€i nporpamm 6yae cnnaveHo y dopMi TpbOX piBHUX TpaHWiB. HagaHHS
aonomorun B Mexax Mo/ III 6yno nos's3aHe 3 BUKOHAHHSM TPUALUATM LLECTU YMOB Y
wecTtu cepax, a came: aepkaBHe ynpasfiHHA Ta NPo30piCTb, ynpasiHHSA B cdepi
nybniyHnx diHaHCiB , eHepreTMka, CMCTeMa CouUianbHOro 3aXuCTy, AiNnoBe cepenoBuLLe
Ta ¢piHaHCOBUI CeKTop.

Lle pocnigXxeHHs € He3anexHol OUiHKOK HagaHHsS gonoMoru 3 6oky EC YkpaiHi B
Mexax nporpamm MO/ III. 3okpeMa, B HbOMY MpoaHanizoBaHO aKTyanbHICTb,
edeKTUBHICTb, NPOAYKTUBHICTb, MPaKTUYHY KOPUCHICTb ANnsa €C Ta y3roaXeHicTb
nporpamu i3 iHWMMM nporpamMaMmu gonomo. JocnigXXeHHs CNUpPaETbCa Ha AOKa3n,
3ibpaHi 3 BUKOPUCTaHHSAM Pi3HUX METOAIB, WO BKJOYATb SK KiNIbKiCHI, Tak i SKIiCHI
MEeToAM AOCNIAXEHHS. Y A0CNiAXEHHI 3pob/aeH0 BUCHOBOK, WO nporpama Mo III,
pasoM i3 iHWO MiXXHapoaHOol NiATPMMKO, Bignosigana notpebam diHaHCyBaHHS
YkpaiHun Ta 6yna BupiwanbHO Ans BNOPSAAKOBAHOI pecTpyKTypu3auii Aep>XXaBHOMo
6opry y 2015 poui. YkpaiHoto 6yfi0 4OCATHYTO 3HAYHUI Nporpec y nposBeaeHHi pedopm
NpoOTAroM yCcbOro nepiogy BNpoBaAXXeHHSA NporpamMun, 30KpeMa 3aBAsiKM BUKOHAHHIO
3anponoHoBaHux B nporpami MO/ ymoB. OgHaK 3auiKaBfeHiCTb Y BNPOBaAXEHHI
nporpamMmm 3MeHLlyBasnacs B Xo4i BUKOHAHHSA 11 yMoB, i nporpama M®/ III 3akiH4ynnacs
13 ciuHga 2018 poky 6e3 34iMCHEHHS TPETbOr0 M OCTAHHLOIO TPaHLWY Yepes BiACYTHICTb
[OCTaTHbOIro NPOrpecy y BUKOHAHHI AeAKMX YMOB, 30KpeMa, B cdhepi 60poTebu 3
Kopynui€to. B winomy, 3a pesynbtatamm ouiHkm 6yno BCTaHOBMEHO, WO Le 6yno
3BaXeHUM N 0brpyHTOBaHMM piweHHaM 3 6oky E€C.
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Pe3iomMme

Y uboMy 3BiTi NnpeacTaBneHi pe3ynbTaTn PETPOCNEKTUBHONO aHanisy nporpamm
«MakpodiHaHcoBa gonomora (M) III», wo 6yna HagaHa YkpaiHi npotsrom 2015-
2017 pokiB. OuiHka 6yna 3amoBneHa N'eHepanbHMM yNpaBiHHSAM 3 €KOHOMIYHMX Ta
¢iHaHcoBMx NuTaHb ('Y EK®IH). PoboTy npoBoanna komnaHia ICF y cniBnpaui 3
koMmnaHieto Cambridge Econometrics i MicueBMMM eKOHOMICTaMM 3 IHCTUTYTY
€KOHOMIYHUX AOCNIAXKEHb Ta NONITUYHMX KOHCYNbTauin (M.KuiB).

NMepeaymoBu HagaHHa MO III YkpaiHi

Mporpama M@/ III YkpaiHi € HacTynHuueto nporpam MO/ I ta II, gBox nporpam i3
YiTKOI MEeTOK Ta PUANYHUM 0Br'PpYHTYBaAHHAM , PiHAHCYBaHHSA B paMKax KMX 6yno
HagaHo y nepioa 2014 poky — no4vaTtky 2015 poky. MeTol KOXHOI nporpamMmm rnpoekxTiB
6yno nogonaHHs HacMigKiB KpU3K, WO BMHUKAA Ha no4vaTky 2014 poky BHacnigok
noniTMYHoOI HecTabinbHOCTI Nicns He3akoHHOI aHekcii Kpumy niBocTpoBa Pocieto Ta
rMoAasbLOro BOEHHOIo KOHMJIKTY Ha CXOAi KpaiHu.

Mo/[ III cnovaTKy He 6y/10 BK/IKOYEHO A0 NaKeTy NiATPMMKM YKpaiHM, OrosioWeHoro
€sponencbkoto Komicieto 5 6epesHsa 2014 poky. Lo nporpamMy agoganu nuwe toai, Konm
BOEHHMUI KOHMJIKT Ha cxoAdi YKpaiHM 3aroCTpmMBCSl, @ EKOHOMIYHa cuTyauis
noripwwunacs. Ller HoBUI 3anuT Big yYKpaiHCbKOI Bagm, no4aTtkoso cHOpMybOBaHUN Y
BepecHi 2014 poky Ta nosBTopeHuin y rpyaHi 2014 poky, 6yno cxBaneHo y kBiTHi 2015
poKy, a 3060B's13aHHA €EC wWoa0 NiATPMMKM YKpaiHM pa3oM i3 iHWWMK BUAaMu AOMOMOrn
nocsarnu 6esnpeueneHTHoro obcary y 13 mapa espots.

MeToto nporpamMu 6yno 3a40BOSIEHHS YaCTUHK NOTPebn YKpaiHN Yy 30BHILLHLOMY
¢diHaHCyBaHHI, WO 3anMwanacb 3Ha4YHOK HaBITb MiC/S HaAaHHSA AOMOMOIM B MeXax
Mo/ Ii Il Ta iHWKMX AOHOPCBKMX Mporpam, Ta niaTpumatu ambiTHY nporpamy pedopm,
po3noyaTty B Mexax MO Ii II. MO III 6yB 6inbwnM, Hix 6yab-aKUNA iHWNA
rnonepeaHin npoekt M®/[, 3 MOMEHTY CTBOPEHHS LbOro iHCTPYMEHTY: MOro 3arajabHy
cymy B 1,8 Mnpa eBpo nepeabavanocs BUNAATUTU TpbOMa PiBHUMU TpaHLIaMun y nepioa
3 2015 go noyatky-cepeanHm 2016 poky!,

3aranom Ao nporpaMa A0onoMoru Mictuna 36 KOHKpeTHUX yMoB!® y wectn cdepax:
A€epXXaBHe ynpaBfiHHA Ta NpoO30piCTb, CUCTEMA YNpPaBiHHA AepXXaBHUMU (piHaHCaMX,
eHepreTuka, cMcteMa couiasibHOro 3axmucTy, AifioBe cepefosuLle Ta GiHAaHCOBUM
cekTop. P4 UMX YMOB r'pyHTYyBasncCb Ha Tux, wo 6yno nepenbaveHo y nporpamax Mo/
IiIIe,

Mepwwnii TpaHw y cyMi 600 MnH eBpo Yy paMkax M®/ III 6yno cnnadeHo B nmnHi 2015
poky. Onsa BunnaTtu Apyroro TpaHwy B po3Mipi 600 MAH €Bpo 3Hagobunockb Manxe 20
MicsauiB (cniiayeHo y KBiTHI 2017 poky).

Mporpama Mo III 3akiHunnacb 13 ciyHa 2018 p. 6e3 BuniaTtn TPeTbOro i 0OCTaTOYHOro
TpaHwWy 3 Orns4y Ha BiACYTHICTb AOCTATHLOMO NMPOrpecy y BUKOHAHHI AE€AKNX YMOB.

13 13 mnipa eBpo = 600 MrH espo (Md[ 1) + 1000 mnH eepo (ML 1) + 1800 mnH espo (Md[, 111) + 9600 MrH
€Bpo (iHWa gonoMora, BKIoYakym KpeantyBaHHst €Bponeincbkoro iHBecTulinHoro 6axky (€I1B) Ta
€Bponelicbkoro 6aHky pekoHCTPYKLiT Ta po3BuTKy (EBPP)).

14 3aranbHuiA nepiog HaaaHHA A0NOMOrM CTAaHOBUB ABa 3 MNOMOBMHOK POKW, OCKINBbKM CroYaTky
nepeabayanocs 3aiicHoBaTK GinbLU WBWAKI BANMATH.

15MoBHuKI nepenik ymos M®[ |1l HaBegeHo y ogdatky oo MeMopaHayMy npo B3aEMOPO3YMiHHS, L0
3HaxXoAMTbCS 3a aApecolo:
http://ec.europa.eu/economy_finance/international/neighbourhood_policy/doc/mou_eu_ukraine_en.pdf

16 Copepu/nuTanHs, ski I'pyHTyBanuce Ha nepegbadernx y MO | ll, Gynu: nocuneHHs yHKLin PaxyHkoBoi
nanatu YkpaiHu, HabnukeHHs gep)XaBHUX 3aKyniBenb A0 3akoHodaBcTBa €C, cBoevyacHe noaaHHsa MpoekTy

AepKaBHOro 6lompKeTy Ta NOKpaLweHHA PYHKLiOHaNbLHOCTI Mporpamm CoLianbHOro 3axmcTy, 3anpoBaKeHo! y
2014 poui.
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KoMicis 3aTBepanaa HEBUMNIATY KOLWUTIB Yy pilleHHi NMpo ckacyBaHHs Big 18 ciyHa 2018
17
p.

MeTa ouiHKHN

Y Uil ouUiHUi NPOBOANTLCS PETPOCNEKTUBHUI aHani3 BHecKy npoekty MO/ III y
MaKpOEKOHOMIYHY Ta CTPYKTYpHY TpaHcdhopMauito YkpaiHu. Y Hill gocnigxXyoTbCca Taki
MUTaHHSA:

* Yy 6ynun gpopedyHnMm nonepepHi MipKyBaHHS, 3@ SKUMU BM3Hadanum dopmar i
YMOBW NpoOrpamu, 3 ypaxyBaHHSIM €KOHOMIYHOro, NosliTUYHOrO Ta iIHCTUTYLIAHOIO
KOHTEKCTY?

* Yp BignoBiga€ pesynbTat NporpamMn HaMmiyeHUM Uinsam?
Metoauka

Y npoueci npoBeaeHHs L€l OLiHKM 3aCTOCOBYBanuncA pi3Hi Metogn. BoHa npoBoannacs
BiANOBIAHO A0 BMMOI, BUKNaAeHUX y PekoMeHaaUisfx i3 epeKTMBHOro peryJsjtoBaHHS
Komicii. Bysio 3acTocoBaHO pi3Hi SKiCHi Ta KinbKicHi MeToau, Wwob cTBOpuUTN BCEBIYHY
dakTonoriyHy 6asy ansa aHanisy Ta HagaTu OCHOBY AJ1S1 MEepEexXpPECHOI NepeBipKu
pe3ynbTaTie. Ana popMyBaHHA pakTonoriyHoi 6asn ouUiHKM BUKOPUCTOBYBANCA TaKi
MeToaun:

e KabiHeTHe pgocnipg)>XeHHA: or/s Ta aHani3 yciei 4OTUYHOI fliTepaTtypwm,
0diUiNHOI AOKYMeHTaUii Ta MaKpOEKOHOMIYHUX AaHUX.

* YacTKkoBO CTPYKTYpOBaHi cniB6ecign 3 KN1OYOBMMM 3aLllikaBJIEGHUMHU
CcTopoHamMum: cnisbecian 3 BianoBigHMMKM npauiBHuUkamm ' EK®IH,
€Bponencbkoi cnyx6u 30BHIWHIX cnpas €C, MNMpeactasHnutTea €C B YKpaiHi y
Kuesi, nocanoBnmMmm ocobamu BiAMoBigAHMX MiHICTEPCTB Ta BiAOMCTB B YKpaiHi
(3okpema MiHicTtepcTBa (iHaHciB, HauioHanbHoOro 6aHky YKpaiHu,
HauioHanbHOro aHTUKopynuinHoro 6topo Ta MiHicTepcTBa couianbHOI NOAITUKNK),
npeacTaBHMKAMM MiCLEBUX OpraHi3auin rpomMagsHcbkoro cycninbctea (OIC) ta
AinoBOro cnisToBapucTea, NpeAcTaBHUKaMM MidKHapoAHUX iHAHCOBUX YyCTaHOB
(MixxnapogHoro santoTHoro ¢oHay (MB®), CeitoBoro 6aHky (Cb) Ta EBPP)), a
TaKoX KJOYOBMMW ABOCTOPOHHIMW AOHOpPaMM.

* AHanis anbTepHaTUBHUX CLleHapiiB LWISXOM MO3KOBOIO WTYpPMY: BiH
NpoOBOAMBCSH Ha MPOMDKHOMY eTani OUiHIOBaHHA i3 3a/ly4YEHHAM KJTH0HOBUX
cniBpobiTHukiB ICF i Cambridge Econometrics, a TakoX MiCLEBUX €KOHOMICTIB.

* OHAaiH cokyc-rpyna 3a yyacTi npeacTaBHUKIB MicLeBoro
rpoMagsiHCbKOro CcycnisibCTBa, 30KpeMa npeacTaBHUKIB YKpaiHCbknx OIC,
aHaNiTUYHKUX LEHTPIB i HAYKOBLIB.

* MeToa ekcnepTtHux ouiHok (Aenbdi meTopn), Skuit 6yB NoKNINKaHUI
BU3HAUYNTU AYMKY BU3HAHUX €KCrepTiB NpO MakpoeKoHOMiyHuni snnme MO II1
Ha eKOHOMiKy YKpaiHu (Hanpuknag, 3pOCTaHHs Ba/sloBOr0 BHYTPILLHLOIO
npoaykty (BBI1), nnaTixHui 6anaHc, 36anaHcoBaHiCTb 6104XKETIB), @ TaKOX
BNAMB nporpamMmu M®/ III Ta ii BHECOK Ha BNpPOBaAXXEHHS CTPYKTYPHUX pedopM B
YKpaiHi.

e [OBa nornmbneHi pocnip>xeHHa cutyaudii wono pecgopmMm, AKUM cnpusana
nporpama M@ I1I, y cdhepax 60poTbbuM 3 KOpYNUi€ Ta NOKpaLLeHHS
couianbHOro 3axXMcTty 1 ogHe OKpeMe TeMaTU4He AOC/IAXEeHHS BMNJINBY BCiX
TpbOX nporpam M®[] Ha Mi>kHapoAHe BUKOPUCTaHHS €BPO.

17 PiweHHs €sponeicbkoi Komicii, C(2018) 405, ocTaTouHe.
https://ec.europa.eu/transparency/regdoc/rep/3/2018/EN/C-2018-405-F1-EN-MAIN-PART-1.PDF
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* AHanis 6opro.oi cTikocTi (debt sustainability analysis, DSA): ouiHka
CTINKOCTI AepxaBHoro 6opry YkpaiHu fo Ta nicna snposag)XeHHs MO/ III.

* AHanis couianbHoro BnauBy (ACB): BuBYeHHs BHecky nporpamu Mo/ III go
NoM'AKLLIEHHS couianbHUX HacNiaKiB KpUsK.

e CemiHap 3 nepeBipkM pe3ynbTaTiB: 06roBOpeHHs pe3ynbTaTiB AOC/IAXEHHS 3
KJOYOBMMM 3aLiikaBleHUMM CTOPOHaMu, Wwo 6pann yyactb y po3pobui Ta
peanisauii NpoeKkTy.

Pe3yanaTu Ta BUCHOBKM OLI,iHKM
AKTyanbHicTb
Po3mip gonomorn

B abcontoTHux umdpax nporpama MO/ III 6yna Hanbinbwow €gMHOIO onepauieto B
icTopii iHCTpyMeHTYy MO®/[]. Pazom 3 MO Ii II (1,6 mnpa €BpO) BOHA CTaHOBWIIA

29 BiACOTKIB 3arasbHOI 4OMOMOrn, cxBaneHoi B Mexax MO/ y nepiog i3 1990 go 2017
poky (11,5 mnppa €Bpo). O6rpyHTYBaHHSAM TaKoro BE/IMKOro po3Mipy gonomorun 6yno
«MOJIITUYHE 3HAYEHHS YKpaiHun A7151 cTabiZibHOCTi B €BPOMNENCbKOMY PEriOHi; MoJIiTMYHa
iHTerpayis KpaiHn 3 €C, BigobpaxeHa B Yroai npo acouiauito MixX ABOMa CTOPOHaMu, L0
rioriepeAHbO noyasau 3acrocosat 3 1 aucronaga 2014 p.»18,

[aHi peTpocnekTMBHOIO aHasnisy nokasywTb, Wo niagTpuMka €C nokpuna 5 BigcoTkis
po3puBYy Yy iHaHCyBaHHI YKpaiHm npoTtarom 2015-2017 pokiB (3aMicTb 7 BiACOTKIB,
nepeabayeHnx cnodaTky, Yyepes HEBMNNATY TPETbOro TpaHwy), abo 11 BigcoTkie
3aranbHoro odiuinHoro giHaHcyBaHHS.

Mepwuni Ta agpyrui TpaHw Mo III, sunnaveHi y 2015 ta 2017 pokax, pa3om
ctaHoBunun 0,7 siacoTtka Ta 0,6 BigcoTka pidHoro BBI1 sianosigaHo y 2015 ta 2017
pokax. Omxe, po3mip MO/ III 6yB cyTTeBUM. K 3a3Hadae MiHicTepcTBO iHAHCIB,
«SIKLO BiHSTN PECTPYKTYypmn3auiro eBpoobairayivi y 2015 poui, ye Bianosigaao 6mM3bKo
15 BigcoTkam 3arasibHux 3arno3myeHp y 2015 poui abo cymi ¢piHaHCyBaHHS, 3a1yH4eHOro
Ha BHYTPILLHbOMY PUHKY B LUbOMY poLi».

dopma gonnomorm

®iHaHcyBaHHA MO/ III HapaBanocs y popMi KpeauTiB Ha AyXe NifibroBux ymosax. 3
ornaay Ha MacwTtabu onepadii Ta KOYOBI XapakTepHi Ang YkpaiHu dakTopu (Aoxig Ha
0AHYy ocoby, CTinKicTb AepxxaBHoro 6opry, piBeHb 6igHocTi) MO/ y Burnaai rpanHty, abo
aornomora, ska 6 Bki4Yana rpaHTOBMI KOMMNOHEHT, 6yna HeMoxnmeoto. MNMporpamy MO
ITI, HapgaHy y dopMi KpeanTy, BapTo po3rnsaat B KOHTEKCTI nporpamMu gonomorn €ECy
dopMi rpaHTiB, HagaHux y 2015-2017 pokax y 3aranbHin cymi 840 MnH €Bpo.

Mo3nkn MO HagaBanucst Ha NiNbroBux ymoBax,!® aki Ha TOM MOMEHT PUHOK He Mir
3anponoHyBaTU i SKi BUCOKO OLiHUAM YKpAiHCbKi opraHu Bnagun. Hessaxato4un Ha Te,
WO KOPOTLIMIM TEPMIH MoraweHHs nepworo TpaHwy (N'aTb pokiB) crnoyatky 6yB
OTPMMaHUN 3 AEeKMM po34yapyBaHHAM, Tpeba po3yMmiTh, wo BniTky 2015 poky cTopoHa
€C mana obmexeHy cBoboay Aili 3 ornsay Ha MoripweHHs PUHKOBOI KOH'tOHKTYpu B EC
BHaAcNigoK cyTTeBoro nornmbneHHs 6oproeoi kpusu Mpedii.

TepMiHn sunnar

HesBaxatoun Ha BUKOPUCTAHHSA 3BMYaMHOI 3aKOHOAABYOI npoueaypu, npouec
NPUNHATTSA piweHb woao MO III 6ys Haa3BMYanHoO WBMAKMM (Npono3uuis, 3pobneHa
B CiuHi, 6yna npuiHaTa B KBiTHI, 3 NigNncaHHaIM MeMopaHAyMy NpO B3aEMOPO3YMiHHSA Y

18 €Bponeicbka Komicis, 2015 pik. MonepeaHs ouiHka MO 11l gns Ykpainu. [JocTynHa 3a agpecoto:
https://eur-lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52015SC0001

19 MpoueHTHa cTaska 0,250 BiACOTKA 3 TEPMIHOM MOraLLIEHHI y M'ATb POKIB 32 NEpLUMM TpaHLUEeM i NPOoLEeHTHa
ctaBka 0,750 BiacoTka 3 TepMiHOM noralleHHs y 14 pokiB 3a ApyrMM TpaHLLEM.
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TpaBHi 2015 poky). Takuii wBnakun Temn 6yB HarasbHO Ba>X/IMBMUM, OCKiNbKM nepLua
Bunnata B nmnHi 2015 poky Bigbynacs sik pa3 B TOM MOMEHT, KOMIM KpaiHa 3iTKHynacs 3
BENMYE3HMMN EKOHOMIYHMMKM Ta NOAITUYHMMKN NpobneMamn (30KpeMa, CKOPOYEHHS
MixkHapogHux pesepsiB Bcboro Ao 10,3 mnpa pgonapis CLUA, BOEHHMI KOHDMIKT Ha
cXogi, Bign/mB KaniTany Ta pi3Ke 3HeUiHeHHS HauiOHanbHOI BastoTh), @ MOXJIMBOCTI
anibTepHaTUBHOro diHaHCyBaHHSA NPaKTUYHO He iCHyBano. [pyrmin TpaHw, BUNaadeHnin
y 2017 poui, 6yB He HaCTiNbKM KPUTUYHO BaXX/IMBMM, OCKiNlbKM €KOHOMiKa novana
BiAHOBJIIOBATUCA.

YmMmoBu, nos'szani 3 nigtpumkoro Mo/ 111

Yci TeMaTu4Hi cdepu, 3 akummn 6ynm nos'asani ymosmn M®/[ III, 6ynm gouinbHMMN. BOHU
3HaNLW/M CBOE KOPiHHS B Yrodi Npo acouiauito Mix YkpaiHot Ta €C, i Tomy
y3roa)xyBanmcs 3 npioputetamm KpaiHu.

Binbwictb ymoB nporpamn Mo/ III nepecnigyBanm MakpoeKOHOMIiYHI Uini (eHepreTuka,
AEpXXaBHi nNianpueMcTBa, iHaHCOBUI cekTop) abo uifi 30BHIWHbLOI NOAITNKK (Ainose
cepepoBulle, Topriensa). Takox 6ynu BKAKOYEHI TpaanUiNHIi YMOBM LWLOAO CUCTEMMU
ynpase/iHHA AepXaBHUMK diHaHCaMKU 419 NOCUNEHHS HaneXHoro 61axeTHoOro
ynpasiHHS 6eHediuiapa Ta 3axucTty giHaHcoBux iHTepeciB €EC. IHWi ymoBn 6ynn meHwWw
TMNoBuUMK Aang nporpamm MO/, xoda n ayxe akTyasbHUMKW ANg YKpaiHW: CyaoBa
pedopma byna HaranbHO HeobxigHO Ans 3abe3neyeHHs nporpecy pedopM B iHWMX
chepax, 0cobaMBO B aHTUKOPYNUIiHIN cdepi, ska CyTTEBO BMIMBAE Ha
MaKpOEKOHOMIUHY CUTYyaUilo B YKPaiHCbKOMY KOHTEKCTI, TOAI 9K YMOBW LWOAO CUCTEMU
couianbHOro 3axucTty 6ynm gyxe CBOEYaCHUMK 3 OrasAy Ha 3MiHM B YKpaiHi (ouikyBaHe
niaBULIEHHS TapudiB HA eHeproHOoCii Ta pO3ropTaHHA NyMaHiTapHOI Kpu3n yepes
BOEHHWIM KOHMIKT Ha Cxo0ai).

®okyc b6inbwocTi ymoB 6yB (Ay>XXe) akTyaslbHMM Ta AOpeYHUM. [lesaKki yMoBn —
0c0611MBO YMOBA, WO CTOCYETbCA BU3HAYEHHS KiHUeBMX beHediliapHUX BNacHMKIB B
AHTMKOPYMUinNHin cdepi, — 6ynm HaaMipHO aMbiTHMMK 3 OrnsiAy Ha MOYaTKOBI YACOBI
pamMkmn?°,

KinbkicTb ymoB 6yna Bmcokoto B abcontoTHux umndpax (36 ymos, abo 46, akwo
BpaxoByBaTu A0AATKOBI YMOBM). Xo4da TakKa Ki/lbKiCTb Moxe BigobpaxkaTn po3mip
aonomoru (6inblwe rpowen gns nposeaeHHS 6inbloi KinbKoCTi pedopM), MeHwWwa
KiNbKiCTb YMOB cripusna 6 Kpallihi MOTMBAaLIi MPOTArOM BUKOHAHHS MporpamMu.

3aranom, CTpyKTypa nporpamum He 6yna ocHOBHOIO 06CTaBMHOO, WO Npu3Bena 4o
HeBUMAaTK TpeTboro TpaHwy. OgHaKk aHanis noain Ceig4YMTb Npo Te, WO Kpawnm
niaxoaoM 6yno 6 BM3HaYEHHS MEHLOI KisIbKOCTi YMOB 3 po36uBaHHAM pedopM Ha
eTanu, gk ue éyno nepepbaueHo y Mporpami MO 1V.

Y3roa)xeHictb

MpoektT MO/ III obpe y3roaxyBaBcs i3 LUMPOKOK MOMITUYHOK KOHLUEnNLio, Wo nexana
B OCHOBI BigHOCKH Mix €C Ta YKpaiHoto, 30KpeMa, 3 Yrogow npo acouiauito 3 €C.
3ictaBneHHda ymos M@/ III 3 KOPOTKOCTPOKOBMMU MpiopuTETaMn, BCTAHOBEHUMN
MopsaaKkoM AeHHMM acouiauii, mokasye, sk Ui yMoBM obyMoBeHi peanizauieto Mopsaky
AEHHOro. AHTMKOpPYNUinHi ymoBmn MO/ III TakoxX y3rog)Xysasancs 3 etanamu,
BMKOHAHHS AKnx 6yno HeobxigHe, wob oTpumaTn 6€3Bi30BUN pexum ansa rpomagsH
YkpaiHn 3 6ioMmeTpnyHmMm nacnoptamu. Kpim toro, npoekt MO/ III ysinwos go 6inbL
LWMPOKOro nakeTy nigTpuMkn €C ang YkpaiHu, BKOYaouymM rpaHTOBY AOMNOMOry,
nporpamu 6104XKeTHOI NIATPUMKN Ta TEXHIYHY AOMOMOry, Wwo 6ynn cnpsMoBaHi Ha Ti X
chepun, wo i MO III (6opoTbba 3 KOPYNUiED, CMCTEMA YMPaBAiHHA AEpXaBHUMU
¢diHaHCcaMn, MUTHMLUSA, pedopMa AEPXXaAaBHOro ynpasiHHS, eHeproeeKTUBHICTb).

20 MpoekT M®A, 11l cnoyaTky mas 6yTi 3aBepLieHnin Ao cepeaunHn 2016 poky.
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Mporpama Mo/ III Mana CMHeprito 3 NporpamMamMm iHWKNX MiXXHApOAHWX OpraHisauin,
BKNOYHO 3 MB®, Cb Ta EBPP (B TOMY 4YMCni Ha piBHi BU3HAYE€HHS YMOB).

EcdekTuBHICTb
Posib Ta BHecok M®/] y cnpusiHHA MaKpoOeKOHOMIYHIN cTtabinizayii

®iHaHcoBa MigTpMMKa, HagaHa 3 6oky EC y mexax MO/ III Ta MixkHapogHUM BaslOTHUM
¢doHaOoM (a TakoX B Mexax iHwux nporpam €C Ta MiXXHapoAHUMN AOHOpPaMK), cripusina
ctabinizauii ekoHOMiIYHOI cuTyauii B YKpaiHi, Wo A0 Toro WBWAKO NoripwyBanacs.
EkOHOMiKa YKpaiHu MoHOBM1a NOMipHE 3pOCTaHHS B Nepuwii nosioBmHi 2016 poky 3
BiAHOBAEHHSAM AOCTYNy A0 MXHapoAHUX pUHKIB KanitTany y 2017 poui Ta niaTpMMKO0
ctabinbHoro odiuinHoro o6MiHHOro Kypcy i3 6epesHa 2016 poky.

BinbLUiCTb ONUTYBaHMX 338 METOIOM eKCNepTHMX OLiHOK?! BBa)atoTb, LLIO
MaKpOEKOHOMiYHi pe3ynbtath 6ynn 6 MeHWw cnpuaTAMBUMM 3a BiACYTHOCTI Mporpamm
Mo/ III, — xoua BiACYTHICTb nepworo TpaHwy M®/[ III y 2015 poui mana 6 6inbLi
HeraTuUBHI HacNiAKW, HiX BTpaTa Apyroro TpaHwy y 2017 poui.

Pe3ynbTatn aHanisy anbTepHaTUBHUX CLEHapiiB cBigyaTb, WO 3a BiACYTHOCTI NepLioro
TpaHwy MO y 2015 poui («AnbTepHaTtuBa 1») OTpMMaHHSA anbTepPHATUBHOIO
¢diHaHCcyBaHHSA 3 DiHAHCOBUX PUHKIB B6yNn0o 6 HEMOXNMBUM, TOAI SIK 34aTHICTb
3ano3uyeHb Ha BHYTPIWWHbOMY PUHKY 6yna cunbHO obMeXxeHa MOTOYHOH
pPecTpyKTypusauieto 6aHKiBCbKOro cektopy. MigBMWEHHS A0X0AiIB 3@ paxyHOK 6inblmnx
rnoaaTkie i/abo npuBaTm3auii 6yno 6 TakoX HEMOX/IMBUM SIK B EKOHOMIYHOMY, TaK i B
noniTM4YHOMy nnaxi. Hanbinbw npasaononibHa anstepHaTMBa nepeabadana 6
CKOPOYEHHS KaniTasibHUX BUTPAT i NeHCin (HPaKTUUYHO LNSAXOM Mi3HIWOro BiAHOB/IEHHS
iHOeKcauii neHcin).

AHani3z nokasye, o 3a BiACYTHOCTI Apyroro TpaHuwy («AnbTepHaTma 2») HanbinbLw
npasaonodibHnumMmm aismun ypsagy 6yno 6 3anydyeHHs HeobxigHOro diHaHCyBaHHS Ha
BHYTPILWHbOMY PUHKY , SKWIN BXe BigHOBUBCA A0 2017 poky. Xo4a wupLimnm
MaKpOEKOHOMIYHMI BNAMB TAaKOro cueHapito, MMoBipHO, 6yB 61 o6MexeHnM, 4oAaTKOBA
BapTiCTb 60pry BHaCNiAOK BULLMX NMPOLEHTHUX CTaBOK Ha BHYTPILLHbOMY PUHKY
MOPIBHAHO 3 piHaHCYyBaHHAM B Mexax MO/, nocsarna 6 29 MnaH €Bpo (3i CTPOKOM
noraweHHs 18 micauis i 3Ha4HO 6inbwe Ang 6yab-IKNMX AOBLUMX 3aMN03NYeEHb).

Lls pi3HMUS y BapTOCTi o6cnyropyBaHHs 60pry B 29 MSIH EBPO — LIE OPIiEHTOBHA
BapTiCTb, MOB'AI3aHa 3 HEBUMIATOK TPETLOro TpaHwy Ao KiHus 2017 poky, wo byna
KOMMeHCOoBaHa afnbTepHAaTUBHUM, ane AOPOX4YMM, PiHAHCYBAHHSM Ha BHYTPILLHbOMY
PUHKY («AnbTepHaTmsa 3»).

BignosigHoO y BUNaaKy cueHapito BigcytHocti MO/ III Ta BiacyTHOCTI nigTpumku MBO
(«AnbTepHaTmBa 4»), 3a KOHCepBaTUBHUMM NigpaxyHKamun, YKpaiHa He oTpuMana 6
naketTn gonomoru, HagaHi €C i MB®, Ha cymy npnbnusHo 8,9 mapa eBpo. MOXUBICTb
YKpaiHu oTpuMyBaTK BiANOBiAHE (PiHAHCYBAHHSA Ha BHYTPiLUHbOMY ab0 30BHILUHBOMY
pUHKY Kanitany 6yna 6 ayxe cepno3Ho ocnabneHa, abo i1 B3arani BigcyTHA. OCKinbku 3
MONITUYHOT TOYKKN 30py ByNo 6 MOXINBUM Nine ayxe obMexeHe CKOpoYeHHS
OEPXaBHMX BMAATKIB, Taka cMTyaulis, HanBiporigHiwe, npu3sena 61U 40 CyBEpPEHHOro
aedonTty YkpaiHu npotarom 2015-2017 pokiB i3 Baxxko nepeabavyyBaHMMu
€KOHOMIiYHMMK, couianbHMUMKM Ta NONITUYHUMUM HACiAKaMW.

lporpec y BnpoBag»eHHA CTPYKTYPHUX pejpopm

B uinomy, YkpaiHa gocsirna 3Ha4HoOro nporpecy y BnpoBagXeHHi pedopM, ocobamBo Ha
NnoYaTKOBMX eTanax BNpoBaAXXeHHS NporpamMu MakpodiHaHCOBOI 4ONOMOru, BCE B
HaA3BMYaMHO cknagHMX ymoBax. B 6araTtbox Bunagkax 6yno 4OCArHyTO Big4yTHOrO
rnporpecy, o BUXOAMB 3@ PaMKN BUKOHAHHA KOHKpeTHuX ymos MO/ III. Hanpuknag,
€HepreTUYHUI CEKTOP BXe He CNpUYMNHSIE BrogKeTHUX npobnem, Wo gonoMara€e KpaiHi

21 [Ine. pe3ynbTaTtyi ONUTYBAHHS 3@ METOAOM EKCMEePTHMX OLLIHOK.
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cTaTh Ha wnax 6inbwoi giHaHcoBol cTiikocTi. CTaHoM Ha 2019 pik rpyna KoMnaHin
«HadToras» nepepaxyBana Ao [ep>xaBHOro 6oaxeTy Manxe 16 BiACOTKIB 3aranbHUX
noxoais??, Toai AK y 2014 pokoM BOHa CpuunHMUIa «4OopHY Aipy» y 6,2 BiacoTka BBI,
AKY MOTpi6HO 6y/1I0 NOKPUTU 3 BloAXETY YKpaiHn23. Y cuctemi ynpasniHHA Jep)KaBHUMU
¢diHaHcaMm ycniwHa peanizauis eneKTpoOHHUX 3aKyniBenb Yyepes nnatdopmy ProZorro
oTpUMana WUpoKe BM3HAHHA AK Yy KPaiHi, TaK i Ha Mi>XHapOAHOMY piBHI%4,

Takox, Baxnmei Wini 6ynm gocarHyTi B 60poTbbi 3 KOPYMUi€, OCKiINbKU iHCTUTYLiARY
apXiTEKTYpPYy 3HAYHOW Mipoto 6ysi0 CTBOPEHO, | HA TEXHIYHOMY PiBHi AOCAMHYTO NMEBHOrO
nporpecy. YMOBM, WO NPU3BENN A0 HEBUMIATU TPETLOrO TpaHwy, 6ynn BUKOHaHI nosa
pamkamMn Mo III (y pamkax M®/[ IV). Y chepi 6opoTbbu 3 KOpynuieo BCe wWwe
Haa3BMYalMHO HeobxigHi noganbwi pedopmu (Hanpuknag y CyaoBii cucTemi,
rMpaB03aCcTOCYBaHHS).

CouianbHui BNAMB

Akbu gonomora y pamkax M®/[ III He 6yna 6 HagaHa, ane nigTpumka MB® Bce we
npoaoBxyBanacsa 6 (BCi anbTepHaTMBU, OKPiM «AnbTepHaTUBM 4»), TO aHani3
anbTEPHATUBHMX CLLEHaPpIiB CBiAYNTb NMPO HEraTMBHI NpsAMi HacnigkK, NoB'a3aHi 3
pu3MKaMn BMpoBaAXXeHHS pedopMm CUCTEMM COLiaNbHOrO 3aXUCTy (PU3NK MeHLW
edeKTUBHUX MexXaHi3MiB KOMMeHcaui Ansa 3axmcTy BpasfMBUX AOMOrocrnoaapcTs i
pn3nk 36inblIEHHS 3aTPMMOK i3 BiAHOBMEHHSIM couianbHUX BUMAAT Ta NOCNyr Ans
BHYTPILWHLO nepemMiweHux ocié (BMO)).

AnbTepHaTtuea 1, OKpiM NpSMUX HEraTMBHUX HACMIAKIB BHACMIAOK 6inblw o6MexeHoro
BMKOHaHHS yMoB M®/1, TakoXX Mana 6 HenpsiMi HacNiaKu, OCKiNbKK XoaHEe
anbTepHaTuBHe iHaHCyBaHHA HeMOXINBO 6yno 6 oTpuMaTn. CKOpOYEHHS AepXaBHUX
BMTpaT HeEraTMBHO No3Ha4vunnocsa 6 Ha pecypcax gomorocnogapcts 3 2015 poky (4epes
KaHas OTPMMaHHSA NeHcCin). 3rigHo 3 ANbTepHaTMBOI 2, HEMpsaMi Hacnigkm 6ynun 6
obmexeHnmu; MO 6yno 6 3aMiHEHO anbTepPHATUBHUMU AxKepenaMn diHaHCYBaHHS.

3a BiacyTHoCTI nigTpumMmkn MO ta MBO, gedonT, wo Mir 6u 6ytn AnbTepHaTmBolo 4,
MaB 6u ceplio3Hi HeraTUBHI couianbHi HAacNiaAKW, Taki SK EKOHOMIYHKI cnaj,
niaBuLLEHHS piBHA 6e3p0obiTTHa, BUCOKMI piBeHb iHdNaUil in/abo ckopodeHHS nybnivyHux
nocnyr i 3apobiTHOI nnaTw.

BboproBa cTiKiCTb

BignosigHo ao 6a30Boro cueHapito 6opr YKkpaiHM BUAAETLCS CTiNKMM. CniBBiAHOWEHHS
BanoBux notpeb y diHaHcyBaHHi o BBl 6yno HavBuwmnm y 2016 poui, ane Bce X
Hmx4ye 15-BiacoTkoBoro nopory MB®. CnissigHoweHHsA 6opry Ao BBIT CTpyKTypHO
nepesuye 50 BiACOTKIB, WO O3HAYaE, WO BiH 3a/MLWLAETLCA MPUNHATHMUM, ane BMMarae
NMeBHOro KOHTPOJIIO.

Skbu iHaHcyBaHHA ¥y Mexax MO/ III He 6yno HajaHe, ane niaTpuMka MB® Bce wWwe
npoaoBxyBanacsa (BCi anbTepHaTUBU, OKPiM «AnbTepHaTmeu 4»), To 6oprosa CTiMKiCTb
3anuwanacs 6 NpakTUYHO HE3MIHHOK MOPIBHAHO 3 6a30BUM CLEHapieM.

HanimMoBipHilWnM pe3ynbTaToM cTano 6 3MeHweHHsa piBHA 6opry (AnbTepHaTtuem 1 Ta 3)
abo, HaBnaku, 36inbweHHS 6opry yepes 6inbl BUCOKY BaApTiCTb 3arMo3mMYeHb Ha
BHYTPILWHbOMY PUHKY (MOPIBHAHO 3 MiNbroBuMm ctaBkamm MO). OgHak 3MiHK
nokasHukie 60prosoro Tarapsa Mmanu 6 obMexeHunn xapaktep. BianosiaHo Ao

22NuB.:

http://naftogaz.com/www/3/nakweben.nsf/0/A09B58DD11619020C22584F1002A61B6?0OpenDocument&year
=2020&month=01&nt=News&

23 Nani aHaniTM4HOTO Biodiny )ypHany «EkoHomicT» (EIU) 3HaxoaaTbCs 3a agpecoro:
http://country.eiu.com/article.aspx?articleid=1566640540&Country=Ukraine&topic=Economy&subtopic=Recen
t+developments&oid=213295405&aid=1

24 Nue., Hanpuknag: https://www.worldbank.org/content/dam/Worldbank/document/eca/georgia/11-
procurement/Ukraine-ENG.pdf
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AnbTtepHaTtuemn 1, pesynbtati 6ynm 6 gewo 6inblw HEraTUBHMMMW, OCKISIbKM CKOPOYEHHS
OEpXXaBHMX BUTPAT Npu3Beno 6 A0 3HMXKXEHHS peanbHoro BBIM Ykpainu.

3a AnbTepHaTtumBoto 4 (BigcyTHicTb MO/ | BiaCyTHICTb gonoMorn MB®), iHCTpyMeHT
OUIiHKM CTiNKOCTiI 60pry He 3aCTOCOBYBABCS Yepe3 CreKyNaTUBHUI XapaKTep MMOBIPHUX
HacnigKiB cyBepeHHoro aedonTy.

EcdekTuBHICTb
CnpoMOiKHIicTb

HepocTtaTHS CMpOMOXHICTb AepXXaBHUX cnyx60BUiB Ta noniTukis € npobnemoto ans
YKpaiHu, Npo Wo NocCTiMHO NOBIAOMASIOCE ONMUTAHUMM 3aUiKaBeHUMM CTOPOHaMK Ta
BM3Ha4yeHO B NOKa3HMKOM edeKTUBHOCTI ypsayBaHHa CBb. Lle nigkpecntoe BaxnBIiCTb
pedopMn Aep>KaBHOMO ynpasJliHHS, WO NPOCYBA€ETbCA B Mexax MO/ Ta iHWKX nporpam
€C.

Mpobnemn 3i cNpoMoXHicTiO 6ynun 0cobmnBo oyeBNOHUMK, KoK yMOBU MO/
nepeabayvann NeBHy KOOpAMHALI MiX pPi3HMMM yCTaHOBaMM Ta opraHamMu (Hanpuknag,
BMO). OagHak y uinomy 6paky CnpoMOXHOCTI 6yB nuiwwe oagHWUM i3 6araTtbox (i He
HanbinbWw 3HAYYLWKMM) YNHHUKOM ranibMyBaHHS pedopM.

3ayikaBrsieHicTb y npoBegeHHi pejpopm

PiBeHb roToBHOCTI A0 pedopM nepenbaveHnx npoektom MO BUSABUBCA MEHL
nepeabayvyBaHuM, HiX cnovaTky nepeabadanu €eponencbka Komicia Ta iHWi goHopu B
2015-2018 pokax, 3okpeMa, MB®. EHTy3ia3M go pedopm 6yB HEOAHAKOBUM Y Pi3HUX
YKpPaiHCbKUX opraHax Bfiagu, BiAnosiganbHUX 3@ BUKOHAHHA KOHKPETHUX YMOB. ToAi AK
piBeHb 3auikaBneHocTi y MiHictepcTBi ¢diHaHciB Ta HauioHanbHOMy 6aHKy YKpaiHu 6yB
BWMCOKMUM, MOMITUYHA BOMS Cepel KepiBHULUTBA AEepXXaBWu NMOCTynoBo nocnabniosanacs,
0cob61nBO nicns 3MiHM ypsay B KBiTHi 2016 poky. CunbHe nobitoBaHHS NpuBaTHUX
iHTepeciB y Paai nigpmvBano nporpaMy NpoTAroM ycboro 4vacy ii peanisaduii, npo Lwo
CBiAYaTb YNCNEHHI Npobnemu, WO BMHMKANM Nig Yac BUKOHAHHS aHTUKOPYMUiMHUX
YMOB.

HesBaxatoum Ha npobnemu, pedopmn npocyBanucsa y baratbox cdhepax, 4aCTKOBO
3aBAsKW BUMOraM LUMPOKOT FPOMAACLKOCTI, TUCKY 3 6OKY YKpaiHCbKOro rpoMaasiHCbKOro
CycninbCTBa, MiXKHApOAHMX rpaBLUiB i 3auUikaBneHux B pedopMax ocib, aki npautoBanm B
ypsSiAOBUX OopraHisauisx.

MpaxkTuyHa kopucTtb ana €C

BpaxoBytoun po3mip onepauii, EC Butpatme KowTn edekTnBHO. XXoaHa AepxxaBa-yseH
He Morna 6 niaTpumaTn YKpaiHy Ta MobinisyBatn iHaHCyBaHHS B Til e Mipi Ta 3 TUM
e popMaToM 60AXETHOI NiATPUMKK. TNepLlini TpaHw AONOMIr YHUKHYTU nogasnbLlumX
CKOpPOYEHb AEPXaBHUX BUTPAT, ToAi K APYrUA TpaHLW CTBOpUB iHaAHCOBI
3a0WaZdKeHHS ANna YyKpaiHCbKUX opraHis Bnaan (6amsbko 29 MAH €BpPO) 3a paxyHoK
NiNIbFrOBMX NPOLEHTHMX CTaBOK 3a kpeautom MO/ III Ta HabaraTo 6inbwoOro TepMiHy
noraweHHs NOPiBHAHO 3 PUHKOBUM (afbTEPHATMBOIO Ha BHYTPILWHbOMY PUHKY, MMOBIHO,
6ynun 3ano3myeHHsa Ha 18 MicauiB NOpiBHAHO 3 14 pokaMu Ana Apyroro TpaHwy Mo).

M®/ III TakoX MaB 3Ha4YHEe CMMBOJIIYHE 3HAUEHHS: ManKn Micue peasnbHi O4iKyBaHHS
Toro, wo €C HagacTb NiaTPUMKY YKpaiHi B TaKU iCTOPUYHO BaXIMBUN Ans KpaiHu Ta i
Hapoay 4ac. lNiaTtpuMka €C y Nno€AHaHHI 3 iHWO MiXXHApOAHO NiIATPUMKOO
JonoMorna BiAHOBUTU BMNEBHEHICTb B €KOHOMiLi.

OnuTaHi 3auikasB/ieHi CTOPOHU NOAINMNANCA AYMKOIO, Wo 3a siacyTHocTi MO IIT npouec
pedopM 6yB 61 NoBiNbHIWKMM | 6ynn 6 geski nporasnHK B 3arasibHOMY Xoai pedopM.
MeBHiI BUHATKWN BKKOYANM 3MiHW Y CUCTEMI YNpaB/iHHA AepXaBHUMK diHaHCaMK Ta
pedopMun diHaHCOBOro cekTopy, A€ ymosu MO/ 6ynm MeHLWw BuUpilasbHUMU. YMOBU
Mo/ IIT wmpoko BukopuctosyBanucb OIC ansa 6opotbbu 3 Kopynuieto. OgHak icHyBanm
HeraTuBHi AyMKku cepep OI'C, WMpPOKOi r(poMaiCcbKoCTi Ta yKpaiHCbkux 3MI wono
no3uuii EC CTOCOBHO NUTaHHSA 3a60pOHU eKCrnopTy AepeBUHMU.
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AHanisz HeBMNJ1aTn KowWTIiB

[Bi HEBMKOHAHI aHTMKOpPYNUiNHi yMoBM 6ynun kno4voBuMm ansa piweHHs Komicii He
BUM/I@uyBaTK TPETIN TpaHW iHaHCyBaHHA y Mexax MO/. He3Baxakunm Ha Te Wo
yMOBa Npo KiHUeBuX beHediuiapHMx BnacHukiB 6yna HaaTo ambiTHOW, iCHyBano
cnifnibHe po3yMiHHS (3 60Ky EC Ta yKpaiHCbKOro rpoMaasHCbKOro CycninbCcTea), Lo
OOMiHY€ nobitoBaHHSA NMpMBATHMX IHTEpPECiB, @ BNaja AOK/ada€E HeAoCTaTHbO 3yCusb A
NpoTUAIi UMM iHTepecaM Ta NpOrpecy y BUKOHAHHI KJOYOBMX aHTUKOPYNLUiAHMX YMOB.
Takum unHoM, EC Ta yKpaiHCbKe rpoMajsiHCbKe CyCnifibCTBO BU3HAMN PilLEHHS MPO
HeBMNNaTy KOWTIiB BUNpaBAaHUM i TakuUM, WO 3acnyroBye Ha Ao0Bipy. MoBigoMnieHb Npo
HeraTuUBHI NONiTUYHI Hacniakm EC He 3adikcoBaHO i BCi nporpaMu niaTpuMku 3 6oky €C
MpoAOBXWUIUCE. BiA3HaUeHO HeraTMBHI €eKOHOMIYHI HacnigKku, Taki SK He3Ha4yHe
36inbweHHs BUTpaT Ha 0b6cnyrosyBaHHA 60pry, ane BOHU 6y obMexXeHMMU BHACNiAoK
€KOHOMiIYHOro KoHTekcTy 2017 poky. 3a iHwmnx ob6cTtaBnH abo y pasi NpunHATTS
Heobr'pyHTOBAHOIO pilleHHS HEBMMJATa KowTiB Moraa 6 MaTu iHWi Hacnigkn, 30Kkpema
noripweHHs gianory mix snagoto YkpaiHu ta €C.
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1 Introduction

This is the Final Report for an independent, external ex post evaluation of the EU’s Macro
Financial Assistance (MFA) to Ukraine over 2015-2017. The evaluation focuses on the
MFA operation approved in 2015 (MFA III) to support Ukraine in the aftermath of the
political 2014 crisis. The MFA was EUR 1.8 bin, of which EUR 1.2 bin was effectively
disbursed.

MFA I (EUR 610 min) and MFA II (EUR 1 bIn) were previously evaluated?®, while MFA IV
(EUR 1 bln) was approved in July 2018 and its two tranches disbursed in November 2018
and May 2020 respectively. All three are thus outside the scope of this evaluation.

The Final Report provides a comprehensive analysis of MFA III along each evaluation
criterion foreseen in the Better Regulation Guidelines, together with stand-alone
analyses (Social Impact Analysis (SIA), Debt Sustainability Analysis (DSA)). It is
accompanied by an annex document (see detail below).

1.1 Structure of this report
The remainder of this Final Report is structured as follows:

® Section 2 provides an overview of the key economic and political developments in
Ukraine (i) during the period leading up to the crisis that prompted the MFA
assistance and (ii) during the implementation of the operation;

® Section 3 provides a detailed description of the main characteristics of the MFA 111
operation;

* Section 4 provides a comprehensive overview of the methodological approach to
the study;

* Sections 5to 7 and 10 to 11 provide an assessment against each of the five
evaluation criteria;

® Sections 8 and 9 provide the initial results from the SIA and DSA;

® Section 12 includes some broader reflections on MFA conditionality and non-
disbursement;

®* Section 13 outlines conclusions from the evaluation.

The main report is supported by the following annexes, provided in a stand-alone
document:

* Annex 1. List of completed interviews;

* Annex 2. Headline summary from interviews;

* Annex 3. Focus group discussion — MFA III Ukraine — Summary note;

* Annex 4. Analysis of the Delphi survey;

* Annex 5. Relevance and effectiveness of MFA conditionality, by condition tables;
* Annex 6. Coherence tables;

* Annex 7. Case study: MFA III and anti-corruption (AC) reform;

* Annex 8. Case study: Social safety nets for internally displaced persons (IDPs);

* Annex 9. Case study on the use of the euro;

25 European Commission, 2017. Ex-post Evaluation of the MFA | & 1l to Ukraine. Available at:
https://ec.europa.eulinfo/evaluation-reports-economic-and-financial-affairs-policies-and-spending-activities/ex-
post-evaluation-mfa-operations-ukraine_en
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* Annex 10. Social Impact Analysis (SIA);

* Annex 11. Debt Sustainability Analysis (DSA);
e Annex 12. List of references;

* Annex 13. Evaluation framework.

2 Context to the MFA III operation to Ukraine during 2015-
2018

This section describes the main political and economic developments in Ukraine that
triggered the MFA III operation (Section 2.1) and provides a detailed overview of the
main macroeconomic developments during the implementation of the operation during
the period 2015-2017 and shortly afterwards (Section 2.2).

2.1 Triggers for the MFA operation

During the period 2000-2007, Ukraine’s economy was one of the fastest growing in
Eastern Europe, with average annual real Gross Domestic Product (GDP) growth of 7.6
per cent. In the first half of the decade, growth was driven primarily by exports from
traditional industries: metals, metallurgy, engineering, chemicals and food?®. In the wake
of rising prices and rapid international economic growth, Ukraine’s terms of trade
improved significantly?’. From 2005 onwards, monetisation helped to drive this boom
further. Large inflows of foreign capital fuelled domestic consumption and investment,
which in turn fostered growth.

Figure 1. Real GDP growth in Ukraine, 2001-2015
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Yet despite buoyant GDP growth in the run-up to the global financial crisis, a number of
vulnerabilities remained unaddressed, including distorted competition in different
markets (e.g. presence of powerful oligarchy obstructing reform) and late liberalisation of
prices, energy intensive and underinvested industry, poor public services and rampant
corruption and favouritism.

The country was also hit badly by the global financial crisis. The economy went into
recession in late 2008 and contracted sharply (by 15.1 per cent?®) in 2009. Falling prices
and reduced global demand for steel (the major export), together with capital outflows,
triggered a balance of payments crisis, which further eroded confidence in the currency

26 Segura, E. (2014). ‘Ukraine’s Economy Since Independence and Current Situation.’” Available at:
http://www.usubc.org/siteffiles/Ukraine_Economy_Since_Independence_update_07_2014-v5.pdf

27 Sutela, P. (2012). ‘The Underachiever: Ukraine's Economy Since 1991." Carnegie. Available at:
http://carnegieendowment.org/2012/03/09/underachiever-ukraine-s-economy-since-1991-pub-47451

28 International Monetary Fund (IMF) (2016). World Economic Outlook (WEO) October 2016.
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and the banking system, triggering a system-wide run on deposits. Despite low public
debt levels, a fiscal crisis (and, consequently, a sovereign debt crisis) rapidly emerged on
the back of a sharply contracting economy, the realisation of contingent liabilities, and
the lack of market access?°.

Despite the severity of the crisis, recovery was soon underway and the economy
rebounded in mid-2009 and continued into 2010. Growth remained weak in the following
years, as the business climate worsened under then-President Viktor Yanukovich.

By the end of 2013, existing imbalances had accumulated and combined with weak
governance, little transparency, endemic corruption3® and a difficult business
environment, and in the absence of much-needed structural reform, the outlook was
bleak.

Box 1 describes the political events that unfolded after then-President Yanukovich’s
refusal to sign the proposed Association Agreement (AA) with the EU in November 2013.

Box 1. Euromaidan, shifts in politics and the Russian aggression

At the Eastern Partnership summit in Vilnius on 28-29 November 2013,
Ukraine's President, Viktor Yanukovich, refused to sign the AA, including the
Deep and Comprehensive Free Trade Area (DCFTA) with the EU. He did,
however, agree to a USD 15 bin loan and a beneficial gas deal from Russia.

Rejection of the AA was seen as dismissive of the views of a majority of
Ukrainians, while signalling the government’s strengthened alignment with
Russia. These factors spawned serious unrest among Ukrainian people, who
condemned their government’s corruption and engaged in major pro-European
protests, known as the ‘Revolution of Dignity’.

In the wake of the protests, the parliament (Verkhovna Rada) voted to impeach
President Yanukovich. In January 2014, Prime Minister Azarov resigned, while
the President left the country in February 2014. As Speaker of the Parliament,
Turchynov assumed the duties of Acting President.

On 26 February 2014, pro-Russian armed forces gradually took over the
Crimean Peninsula. An illegal and illegitimate referendum was held in the
Autonomous Republic of Crimea and the city of Sevastopol on 16 March 2014
and its outcome was not recognised by the international community. By May
2014 Russian-backed armed formations had gained control of parts of the
Donetsk and Luhansk regions in eastern Ukraine. On 7 June, newly elected
President Petro Poroshenko took office. Presidential elections were not
conducted in non-government-controlled parts of east Ukraine and the illegally
annexed Crimean Peninsula. On 27 June, the EU and Ukraine signed the AA.

Following the signature of the Minsk Protocol on 5 September 2014, the
‘Package of measures for the implementation of the Minsk Agreements’ was
signed on 12 February 2015, outlining the steps that would pave the way for
the resolution of the conflict. Low-level exchanges of fire continued and the
death toll rose. International efforts to find a solution to the conflict continue
within the Trilateral Contact Group and the Normandy Format.

The conflict in the east of the country continues to pose significant challenges
to Ukraine's reform process, from both a political and economic perspective.
The total civilian death toll of the conflict reached at least 3,344, according to

29 IMF (2011). Country Report No. 11/325: Ukraine: Ex post evaluation of exceptional access under the 2008
Stand-By Arrangement.

30 Ukraine ranked 144 of 177 countries in the Transparency International Corruption Index in 2013. Available at:
https://www.transparency.org/cpi2013/results
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the UN Human Rights Monitoring Mission in Ukraine3!. The number of those
killed in the conflict exceeded 13,000.

In 2012, the eastern regions of Donetsk and Luhansk accounted for nearly 16
per cent of national GDP32,

Source: European Parliament (2015). ‘Ukraine's economic challenges.’ Available
at:
http://www.europarl.europa.eu/RegData/etudes/IDAN/2015/559497/EPRS_IDA
(2015)559497_EN.pdf

The potent combination of a worsening macroeconomic environment and intensification
of the conflict in the east, coupled with protracted domestic political uncertainty,
eventually translated, in early 2014, into a fully-fledged currency, banking and balance of
payment crisis.

Key factors included:

* Large pension and wage increases, coupled with generous energy subsidies, which
put pressure on public finances. Overall energy subsidies?* in Ukraine reached
about 7.5 per cent of GDP in 2012. In 2013, Naftogaz reported an operating deficit
of 1.9 per cent of GDP. The general government deficit (excluding Naftogaz)
widened to 4.75 per cent of GDP in 2013.

¢ International debt markets were effectively closed to Ukraine at the end of 2013.
As the current account deficit widened to about 9 per cent and reserves continued
to decline (to 3.5 months of imports by end-October 2013), sovereign debt yields
entered double digits and credit default swap spreads widened sharply. By end-
2013, international rating agencies had downgraded Ukraine to pre-default levels.

* Sizable foreign exchange market interventions to defend the currency, together
with external sovereign debt service and partial clearance of gas payment arrears
by Naftogaz, quickly depleted reserves. The National Bank of Ukraine (NBU)'s
international reserves dropped further, to USD 15.5 bln in February 2014,
equivalent to only 28 per cent of the remaining external debt service in 2014. This
forced the NBU to abandon the exchange rate peg and switch to a flexible
exchange rate regime. This move triggered considerable exchange rate volatility.
From its end-2013 level, the Ukrainian hryvnia (UAH) had depreciated by 30 per
cent at the end of April 2014 and by nearly 50 per cent by year end?®, The large
depreciation only added to the domestic costs of imported energy, further
depressing domestic demand and adding to the Naftogaz losses.

* The banking system lost some 12 per cent of deposits between early February and
the end of March 201433, Impaired banks’ liquidity increased the vulnerability of
some banks and pushed them to draw on liquidity support from the central bank.
The falling value of the hryvnia and economic slowdown damaged banks with
negative open foreign exchange positions and put their exposed loan stocks at
greater risk. In March 2014, four banks - representing about 3 per cent of the
overall deposits base - were informed of their capital shortfalls and, when their
owners declined to add extra capital, were covered by temporary administration
managed by the Deposit Guarantee Fund (DGF).

* The crisis deepened throughout the year, with household consumption particularly
affected, partly due to rapid depreciation being an offshoot of the economic and
political uncertainty, although the latter decreased markedly towards the end of

31 https://www.ohchr.org/Documents/Countries/UA/28thReportUkraine_EN.pdf
32 IMF (2014). Country report: September 2014.
33 IMF (2014). Country report: March 2014.
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the year with a new pro-European government3*, Real gross value added declined
in all sectors in 2014, except for agriculture and non-market services (e.g. public
administration, defence, healthcare, social work), due to the conflict in eastern
Ukraine. Uncertainty and instability in the banking sector translated into restricted
access to finance and drove the fall in investment. The increase in net exports was
caused by faster contraction of imports than exports and reflected sharp
reductions in energy imports and a degree of import substitution. In 2014, real
GDP shrank by 6.8 per cent (and was expected to fall further in 2015).

e By December 2014, international reserves had dropped to USD 7.5 bln (1.8
months of import). The large depreciation added to the domestic costs of imported
energy (further depressing domestic demand and adding to the Naftogaz losses,
among others) and, together with the materialisation of Ukraine’s contingent
liabilities (such as in State-Owned Enterprises (SOEs), commercial banks) and the
recession, was one of the main drivers of the increase in the debt-to-GDP ratio.
These factors and new borrowings (e.g. from the IMF and the EU) resulted in a
sharp rise in debt, to over 70 per cent of GDP at the end of 2014.

Key trends are summarised in Figures A-D presented below.

34 In October 2014, parliamentary elections were held, with pro-EU parties gaining a decisive win. One month
later, Arseniy Yatseniuk was reappointed Prime Minister, while the provisional application of the EU-Ukraine AA
(excluding trade provisions) began in November 2014.
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Figure A: Dwindling foreign reserves of NBU, in USD min Figure B: Current account deficit, in % of GDP
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2.2 Main economic developments during the MFA III implementation
and immediate outlook

Following a turbulent 2014, GDP continued to decline in 2015, falling by 9.8 per cent as a
result of the impact of conflict on economic development of other regions of Ukraine.
Broken economic links, uncertainty and depressed business sentiment persisted for much
of 2015, with private consumption dropping by almost 20 per cent. That contraction
would have been even greater had it not been for a broad-based recovery from mid-
2015. Exchange rates stabilised as a result of the financial support provided by
international donors and most economic sectors (apart from financial services) improved
their performance in Q3 and Q4 201533,

A return to modest growth was evident in the first half of 2016, driven by industrial
production and trade (5.0 and 2.9 per cent growth in Q1 2016 on a year-on-year basis).
Investment in fixed capital jumped by 20 per cent but remained very low as a share of
GDP (circa 15 per cent of the total output). Some loosening of the fiscal stance also
helped, enabled by the previous strong cuts in expenditure a year earlier and the de-
escalation of the conflict in the east. Confidence improved and the rise in steel prices and
a bumper harvest allowed the hryvnia to stabilise. Overall, output grew by 2.4 per cent in
the whole of 2016.

Figure 2. Real GDP growth in Ukraine, in %, 2011-2018
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Source: IMF WEO data

In early 2017, several large enterprises in the east of Ukraine were confiscated by the
so-called authorities in the non-government-controlled area. In response, the
government of Ukraine imposed a temporary suspension of cargo transfers (other than
humanitarian) to and from the area. The economic activity of the seized companies was
no longer reported to the statistics office and some producers in the government-
controlled part of eastern Ukraine lost their suppliers. Initial NBU estimates placed the
negative impact on industrial production at about 4.8 per cent, and 1.3 per cent on
GDP3%, Producers in the controlled part of Ukraine adapted better than expected to new
conditions but the negative impact on trade balance was significant, as exports reduced
and producers had to import more supplies, such as coal. Strong recovery in investment
demand continued, in light of the need to replace outdated equipment and infrastructure.

35 ibid.
36 NBU (2017). Inflation Report April 2017, pp. 25-26. Available at:
https://bank.gov.ua/admin_uploads/article/IR_2017-Q2_eng.pdf?v=4
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Gross accumulation of fixed capital jumped by 16 per cent and reached replacement level
for the first time since 2014 (i.e. capital accumulation exceeded consumption).
Household consumption grew by 9.5 per cent. This reflected an almost 20 per cent
increase in real wages, as labour migration grew. Strong growth in consumer and
investor demand was satisfied mainly through imports, while a drop in agricultural output
limited export growth. Loss of control over parts of the Luhansk and Donetsk regions also
reduced net exports. As a result, GDP growth was limited to 2.5 per cent in 2017. On the
back of continuous stabilisation, output grew by nearly 3.3 per cent in 2018.

Budget/ fiscal deficit

2015 saw the government embarking on large-scale fiscal consolidation, freezing wages,
pensions and subsidies, increasing excise and personal income tax rates, imposing a
temporary surcharge on imports, and a sharp reduction in state aid. The cuts in support
to Naftogaz (due to hikes in energy tariffs) had a material impact on the expenditure
side. Overall, government expenditure fell from 44.8 per cent of GDP in 2014 to 43 per
cent in 2015, and the primary balance reached 3 per cent that year (see Figure 3). A
marked increase in revenue in 2015 was determined by increases in excise taxes, higher
share of imports in GDP and a one-off transfer of NBU profits.

Figure 3. Government revenue and expenditure, in % of GDP, 2011-2018
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Note: 2014 data without Crimea and Sevastopol; 2015/2016 without Crimea, Sevastopol and areas
not under the control of the government in the Donetsk and Luhansk regions

Source: IMF WEO April 2019.

Although expenditure and revenue continued to decline as a share of GDP in 2016, the
fall in expenditure was less sharp, which was partly the result of a gradual loosening of
the fiscal stance after 2015 (e.g. sharp increase in spending on housing, utility subsidies
to compensate for new hikes in energy prices for households, higher spending on defence
and security). The fiscal balance improved considerably in 2015, when the government
had its first primary balance surplus in more than decade, ahead of a certain degree of
deterioration in 2016 (See Figure 3).

Notwithstanding some persistent challenges, the fiscal situation in 2017 looked fairly
encouraging. Revenue from value-added tax (VAT) and personal income tax improved,
due to better administration and strong wage growth. A lower social security contribution
rate and sharp increase in the minimum wage also helped. This offset lower collections
from excise and rent payments. At the same time, fiscal expenditure remained lower
than planned, due to slow procurement procedures and low privatisation receipts. As a
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result, the consolidated fiscal deficit reached a record low of 1.4 per cent of GDP and
remained at a similar level in 2018.

Public debt

The fiscal consolidation that took place in 2015 did not stop the rise of public debt in
2015, which reached a high of almost 80 per cent level. Its dynamics, however, began to
reverse. Indeed, the second half of 2015 brought some long-awaited signs of stability. In
November 2015, Ukraine successfully restructured about USD 15 bin of its external debt
and achieved a 20 per cent debt reduction?’. Price increases also started to decelerate,
with Moody’s upgrading the outlook of sovereign rating to stable in November 2015,
pointing to ‘...progress of political and economic reforms under auspices of IMF”8 (Figure
5). Box 2 details the rationale behind the ratings changes between 2015 and 2018.

Figure 4. Public debt trajectory, in % of GDP, 2011-2018
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Figure 5. Moody’s sovereign rating for Ukraine, 2015 - 2018
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37 Ministry of Finance of Ukraine (2015). Sovereign debt. Available at:
http://www.minfin.gov.ua/en/news/view/ukraina-uspishno-zavershyla-restrukturyzatsiiu-derzhavnoho-ta-
harantovanoho-derzhavoiu-borhu-na-sumu--mird-dol-ssha?category=borg

38 Moody'’s (2015) Moody's upgrades Ukraine’s sovereign rating to Caa3, outlook stable, 19 November 2015.

Available at: https://www.moodys.com/research/Moodys-upgrades-Ukraines-sovereign-rating-to-Caa3-outlook-
stable--PR_336283
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Source: ICF adapted from Moody'’s

Box 2. Rationale for Moody’s credit rating changes

In March 2015, the country’s credit rating was cut by Moody's from Caa3
(outlook negative) to Ca (outlook negative). This was mainly due to the
government’s plan to restructure the majority of its outstanding Eurobonds, as
well as other public sector external debt and the expectation that private
creditors would incur substantial losses as a result of the restructuring.

In November 2015, Moody’s lifted Ukraine’s rating from Ca (outlook negative) to
Caa3 (outlook stable). The key drivers for this upgrade were (i) the settlement of
the restructuring of USD 15.3 bin in privately-held Eurobonds issued or
guaranteed by the government, improving Ukraine’s debt-service requirements
and external liquidity, and ii) substantial progress in political and economic
reform under the IMF-led programme. However, the rating agency indicated that
implementation risks under the IMF Extended Fund Facility (EFF) remained
significant, given the challenging environment3°.

A further upgrade was announced in mid-2017, when Moody’s changed Ukraine’s
rating from Caa3 (outlook stable) to Caa2 (outlook positive). This upgrade was
based on the significant strengthening of Ukraine’s external position and the
cumulative impact of structural reforms likely to improve debt dynamics4°.

Most recently, the implementation of structural reforms led to another upgrade,
from Caa2 (outlook positive) to Caal (outlook stable) 2018. This upgrade was
prompted by three main factors: (i) the anticipated improvement in the strength
of external balance as a consequence of the new Stand-by Arrangement reached
with the IMF; ii) progress in adoption of AC reforms; (iii) and an improvement in
the country’s resilience in the context of the ongoing conflict with Russia®!.

The trend of increasing total public debt as a share of output was eventually contained in
2016. Growth resumed in 2016 and more prudent fiscal policy helped to stabilise that
growth at about 80 per cent.

In 2017, the public debt declined to around 72 per cent and has continued to do so. The
stabilisation of public finances was marked by Ukraine’s return to the global debt markets
in 2017, nearly five years since it lost access in 201242, In September 2017, the Ukraine
government closed the deal on a USD 3 bln 15-year Eurobond issue (at 7.375 per cent
yield)#3. USD 1.6 bln was directed to the buyout of Eurobonds due to 2019 and 2020
(USD 1.2 bin and USD 0.4 bin, respectively). At the end of August 2017, Moody’s**
upgraded Ukraine’s rating to Caa2 (from Caa3) with a positive outlook, given the

39 Moody’s website. Available at: https://www.moodys.com/research/Moodys-upgrades-Ukraines-sovereign-rating-
to-Caa3-outlook-stable--PR_336283

40 Moody’s website. Available at: https://www.moodys.com/research/Moodys-upgrades-Ukraines-rating-to-Caa2-
from-Caa3-outlook-changed--PR_370205

41 Moody’s website. Available at: https://www.moodys.com/research/Moodys-upgrades-Ukraines-rating-to-Caal-
from-Caa2-outlook-changed--PR_393443

42 Excluding US guaranteed debt issues in 2013.

43 https://minfin.gov.ua/news/view/ministerstvo-finansiv-oholosylo-praisynh-vypusku--mird-
ievrobondiv?category=aspekti-roboti&subcategory=vigotovlennja-blankiv-cinnih-paperiv-dokumentiv-suvoroi-
zvitnosti

44 Moody’s rating remains lower than equivalents for S&P and Fitch (B - with stable outlook for both)
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progress in structural reform and an improved external position (increased NBU
international reserves)+>.

Nevertheless, the government was challenged by payments on external public and
publicly guaranteed debt of more than USD 10 bIn“¢ in 2018 and 2019. As of 1 January
2018, over USD 4.2 bin of foreign currency domestic bonds were envisaged to mature
that year and in 201947,

Balance of payments

Since 2014, a large adjustment was observed and the deficit shrank to -3.8 per cent in
2014, before being eliminated in 2015 (surplus of 1.5 per cent).

Figure 6. Current account balance and its main components, 2011-2018%
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Overall, the depreciation of hryvnia played a central role in the rebalancing of the current
account balance, in particular up to mid-2015 (the fall in imports outstripping the fall in
exports). The adjustment was driven by an improvement in the balance of trade, firstly
with the EU and Asia, and to some extent as a result of increasing tensions in trade
relations between Ukraine and Russia®® (i.e. lower energy imports). Though,
improvements in trade balance of goods with Russia was somewhat offset by the loss of
services exports (gas transit/ Russian tourists).

In 2016, deterioration of the current account balance (falling to -1.5 per cent of GDP)
was caused by lower commodity prices leading to lower export revenues and strong
rebound in investment activity that boosted imports. Imports of machinery and
equipment jumped by 38 per cent in dollar terms. Lower energy imports and higher
remittances limited the current account deficit.

In 2017, the current account deficit widened slightly, to 2.2 per cent of GDP. Imports (22
per cent growth in dollar terms for merchandise imports) grew strongly in response to

45 Moody'’s, August 2017. Moody’s upgrades Ukraine’s rating to Caa2 from Caa3, outlook changed to positive
from stable. Available at: https://www.moodys.com/research/Moodys-upgrades-Ukraines-rating-to-Caa2-from-
Caa3-outlook-changed--PR_370205

46 |[ER estimate based on debt amortization schedule attached to draft 2018 state budget found at
http://wl.cl.rada.gov.ua/pls/zweb2/webproc4_1?pf3511=62551 and 2019 Eurobonds buyout results found at
http://www.ise.ie/app/announcementDetails.aspx?ID=13366171

47 |ER estimate based on list of domestic bond in circulation as of 01.06.2017
https://minfin.gov.ua/uploads/redactor/files/01.06.2017.xIsx and info on new domestic bond placements at the
NBU website https://bank.gov.ua/control/uk/bonds/list

48 There are discrepancies between the BoP data presented here, sourced from the IMF, and the revised BoP
data from the NBU due to the treatment of reinvested income of FDI enterprises. See to compare with NBU data:
https://bank.gov.ua/files/ES/BOP_y_en.xlIsx

4% The overall trade volume with Russia shrank from 27 per cent in 2013 to 15 per cent in 2015
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rapid growth in domestic and investment demand, as well as higher energy prices.
Foreign Direct Investment (FDI) profit transfers increased, due to gradual removal of
capital controls. Rising iron ore and steel prices, higher agricultural exports and
continued growth in remittances largely offset the impact of higher imports.

Inflation

Inflation began rising quickly from 2014 onwards, driven by the rapid depreciation of the
hryvnia caused by the abolishment of the pegged regime and rapidly deteriorating
confidence following escalation of the conflict in the east, political instability, and the
overall vulnerability of the economy. From its end-2013 level, the hryvnia had
depreciated by 30 per cent by the end of April 2014 and by nearly 50 per cent by the end
of the year®°. The most dynamic price increase was observed from Q1 2015 onwards,
when increases in energy prices effective on 1 April (end-user price hikes of, on average,
284 per cent) and further (more significant) depreciation of the hryvnia took their toll
(Figure 8).

Figure 7. Average annual Consumer Price Index (CPI), 2011-2018
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Source: Ukrstat

Note: 2014 data without Crimea and Sevastopol; 2015/2016 without Crimea, Sevastopol and areas
not under the control of the government in the Donetsk and Luhansk regions.

50 Official exchange rate of UAH to USD as of 31 Dec 2013, 30 April 2014 and 31 December 2014. Based on
Tullet Prebon and NBU data.
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Figure 8. UAH per USD, official exchange rate
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The stabilisation in prices from mid-2015 was facilitated by stabilisation of the exchange
rate. From 2016 onwards, a stable exchange rate and subdued demand kept downward
pressure on inflation, which, however, remained at double-digit levels, due to the
significant increase in administered prices!.

In 2017, administered prices continued to increase, albeit at a slower rate than in 2016.
Increase in consumer demand, higher global food prices and ‘decompressing’ margins
pushed up food prices, while higher excise rates drove up prices for alcohol and tobacco.
At the same time, NBU monetary policy was moderately successful in anchoring inflation
expectations As a result, inflation remained elevated in 2017 but 12-month consumer
inflation started to slow down after peaking in August-September 2017. The inflation rate
remained at a similar level throughout 2018.

Reserves

Sizable foreign exchange market interventions to defend the currency, together with
external sovereign debt service and partial clearance of gas payment arrears by
Naftogaz, quickly depleted reserves. The NBU’s international reserves dropped to USD
15.5 bln in February 2014, equivalent to only 28 per cent of the remaining external debt
service. This forced the NBU to abandon the exchange rate peg and switch to a flexible
exchange rate regime, triggering considerable exchange rate volatility. By December
2014, international reserves dropped to USD 7.5 bn (1.8 months of import) (Figure 9).
The large depreciation added to the domestic costs of imported energy, further
depressing domestic demand and adding to the Naftogaz losses.

51 IMF (2016). Country report: September 2016.
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Figure 9. Official reserves, USD min, Jan 2011-Dec 2018
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In 2015, the NBU and the Ukrainian government received significant inflows from the
IMF, as the new EFF programme was signed (net IMF inflows reached USD 5.2 blin), as
well as other official donors. The government debt restructuring®? helped to reduce
government debt service in 2015-2019. However, the hryvnia continued to depreciate
against the US dollar and NBU sold foreign currency to limit exchange rate volatility.
Despite this, reserves almost doubled, to USD 13.3 bin.

In 2016, smaller inflows from the IMF and foreign currency purchases by the NBU
increased reserves, reaching USD 15.5 bln by the end of that year. In 2017, reserves
increased further as the government issued 15-year USD 3 bin Eurobond returns to
capital markets®3. Net inflows from the IMF and other donors reduced, while adding to
reserves. NBU foreign currency purchases to rebuild reserves were largely offset by the
sales needed to reduce exchange rate volatility. NBU reserves reached USD 18.8 bin (3.2
months of future imports) by the end of 2017.

Banking sector

2014 was extremely difficult for the national banking sector. Many Ukrainian banks had
exposure to the eastern regions of Donetsk and Luhansk and the Crimean Peninsula, with
around 10 per cent of their loan portfolios and an even larger share of collateral located
in those regions. In addition, sharp withdrawals of deposits - including those in foreign
currencies - had negative impact on banks’ liquidity (Figure 10). Coupled with overall
economic slowdown, those factors forced the NBU to pursue a clean-up of the sector,
notably banks used in tax schemes, money laundering and capital flight. The outcome
was 51 bank failures in 2014 and the first half of 2015, which accounted for 22 per cent
of the banking sector’s assets as of the beginning of 2014°* (Figure 11).

52 In November 2015, Ukraine successfully completed a debt restructuring of around USD 15 bin with creditors
(source: http://www.minfin.gov.ua/en/news/view/ukraina-uspishno-zavershyla-restrukturyzatsiiu-derzhavnoho-ta-
harantovanoho-derzhavoiu-borhu-na-sumu--mird-dol-ssha?category=borg)

53 USD 1.5 bin of the proceeds were used to repurchase Eurobonds maturing in 2019-2020.
54 |[ER (2016). Year 2015 — Economic summary for Ukraine.
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Figure 10. Growth of loans and banks deposits, January 2013-July 2019
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Figure 11. Non-performing loans (NPLs)[left axis] and number of active banks [right
axis], 2011-2018
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Note: Rapid increase in NPLs in 2017 is partly due to a change in NBU definition.

Massive restructuring of the sector, supervised by the NBU, began in 2014 and continued
in 2015, eventually reversing the declining tendency in bank deposits towards the end of
2015 (Figure 10). Significantly, despite multiple banks’ bankruptcies, most of the
household deposits were guaranteed by the DGF, giving potential security for individuals
and underpinning confidence.

Overall, between December 2013 and 2016, the total number of active banks shrank
from 180 to 117. By the end of 2016, the clean-up process was largely complete. This
process culminated with UAH 155 bln bail-out and nationalisation of largest Ukrainian
bank, Privatbank. Banks' failures largely ceased and over three-quarters of banks were
profitable in 2017 (a trend that continued in 2018). The share of NPLs remained high,
however, at around 50 per cent in 2017 and 2018, which was the result of the 2014-
2015 economic crisis and the absence of effective instruments for the resolution of NPLs.
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3 Design and implementation of the MFA III operation

This section describes the main features of the MFA III in Ukraine, including the
underlying theory of change for the operation. It also provides a brief commentary on the
implementation of the operation, particularly structural reform.

3.1 MFA design: underlying theory of change

The MFA III to Ukraine succeeded MFA I and II, two operations with distinct origins and
legal basis that were disbursed during the same period of time (2014 and early 2015). All
of these operations had the same objective - to address the consequences of the crisis
that broke out in early 2014. MFA III was not initially included in the support package to
Ukraine announced by the European Commission on 5 March 2014 but was later added,
turning the commitments into a EUR 13 bln package®®.

The Ukrainian authorities requested MFA III in September 2014 (reiterated in a further
letter in December 2014) when the conflict in the east of Ukraine was not swiftly resolved
and the economic situation was deteriorating further.

MFA III was larger than any other MFA operation since the establishment of the
instrument, with a total amount of EUR 1.8 bIn envisaged to be disbursed in three equal
instalments.

The financial envelope was accompanied by 36 specific conditions®® from six areas -
public finance management, governance and transparency, energy, social safety nets,
business environment and the financial sector (see Table 3). A number of those
conditions built on those prescribed under MFA I and II°7.

The objective of the programme was to help to alleviate Ukraine’s large external
financing needs, which remained sizable even after the effects of MFA I and II and other
donor programmes, and to support the ambitious reform programme of the authorities
initiated under MFA I and II.

The theory of change presented below illustrates how the MFA financial assistance (EUR
1.8 blIn, of which EUR 1.2 bln was disbursed) was expected to contribute to these
objectives. It also illustrates the role of policy conditionality and dialogue in reducing
macroeconomic vulnerabilities. For practical reasons, the theory of change does not
detail the specific conditions/outputs - the high humber of conditions prevents showing
them all on a single figure.

Key underlying assumptions for the sequence of changes to materialise are clearly laid
out, together with other factors that might influence the direction and scale of effects.

55 EUR 13 bln = EUR 600 min (MFA 1) + EUR 1 bin (MFA II) + EUR 1,8 bin (MFA III) + EUR 9,600 min (other
assistance including European Investment Bank (EIB) and European Bank for Reconstruction and Development
(EBRD) lending).

56 Full list of conditions envisaged under MFA Il is available in the Annex of the Memorandum of Understanding
(MoU) document, available at:
http://ec.europa.eu/economy_finance/international/neighbourhood_policy/doc/mou_eu_ukraine_en.pdf

57 The areasl/issues that built on those envisaged under MFA | and Il included strengthening the functions of the
Accounting Chamber of Ukraine, approximation of the public procurement with the EU acquis, timely submission
of the Draft State Budget, improved functionality of the social safety net put in place in 2014.
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Figure 12. Theory of change for MFA III to Ukraine, 2015-2017

The context forintervention
Protracted crisis inthe kast with heightened security risks and damaging effects on Ukraine's already precarious economic and financial stability.
given pre-existing structural weaknesses and vulnerabilities
= Deteriorating balance of payments and liquidity position and worsening fiscal situation

i T oo Y oo R esumiem

Financial assistance (€1.2bndisbursed in loans) Signalling of EU

Ranfarcemantan Strengthening EU- improvedoverall
support to Ukraine Ukraine's Ukraine relations macroeconomic
commitment to MRS
F\nan:l;;_n:ftbudget reforms Implementation of
ici
measures
Avoidance of culsin identified under the ST
i i ublic spendin = i
Financing D;c;fr_rent P P g iu Ul(‘ra!ne governance and
account deficit i ssociation transparency
Avoidance of Agreement
Access to low cost . disruptionto
borrowing by UA imports /external : Improved
8 by debt service Macro economic [
authorities stabilisation conditions for
B sustainable growth.
Savings to budget
from lower cost Improved public
borrowing debt position
Policy conditionality & dialogue Ve ~
( Institutional landscape operational to fight corruption, |
with some specific effective mechanisms already in
place (asset declaration, ultimate ownership)
Enhanced standard of professional public
administration
\ Increased transparency of SOEs )
. /
Anti-corruption e ™
Governance and Public administration ( Improved legislative and regulatory framework for the | 2
transparency State-owned energy sector, facilitating adequate functioning, =
enterprises investments and competition in the electricity and gas = ﬁ
markets and promoting better governance 23
B R Improved energy efficiency o 2
2 ‘ Energy sector | Increased transparency from extractive industries Z §
A J 50
e - @ §
4 Social Safety Nets Cushioning of the impact of higher energy prices g
Trade and Customs Redu:t\on_m government spending and income
inequality enabled by the better targeting
N Competition policy
5 Business environment . Improved IDP protection and assistance
Justice sector

Deregulation

6 Financial sector | Facilitated EU-Ukraine trade l

Improved business environment - greater ease of
doing business

Improved stability and developmentof the financial
sector thanks to limitations of related-party lending
and better risk assessments

Assumptions

= Fiscal and monetary policy response is appropriate

= MFA conditionality is fully implemented in letter and spirit
= Ukrainian authorities are committed to the reforms

Externalfactors

= Global/ regional economic environment
* Domestic political situation

* |MF/WB programmes

=  Programmes of other donors

3.2 Implementation timetable

The Ukrainian authorities initially requested an amount of EUR 2 bin, increasing to EUR 3
bin in the second request letter. Following the EU ex ante evaluation of the MFA to
Ukraine, finalised in January 2015 and the quantitative assessment of Ukraine’s financing
gap, the European Commission proposed an operation of EUR 1.8 bin (the largest in the
history of the MFA)>8, The main constraint on granting an even bigger operation difficult
is, reportedly, the EU’s own budgetary constraints. The outstanding amount of MFA loans
increased to EUR 3 bln at end 2015, with loans to Ukraine representing 73.5 per cent of
total MFA exposure at the time>°.

58 European Commission (2015). Proposal for the Decision of the European Parliament and of the Council
providing MFA to Ukraine. Available at: http://eur-lex.europa.eu/legal-
content/EN/TXT/?qid=1476965442393&uri=CELEX:52015PC0005

59 For more information, see the Report from the Commission to the European Parliament and the Council on
guarantees covered by the general budget (Situation at end 2015).
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Despite the use of the ordinary legislative procedure (as per the general rule for the
adoption of MFA decisions), the European Parliament and Council decision to adopt the
assistance came only three months after the Commission proposal (in April 2015). The
MoU was signed in May 20159, while the Loan Facility Agreement, detailing the financial
terms of the macro-financial assistance, entered into force on 13 July 2015 (with an
availability period of two and a half years).

The first disbursement of EUR 600 mln, was made in July 2015. It then took nearly 20
months to disburse the second EUR 600 min (released in April 2017).

The MFA III operation expired on 13 January 2018, without the third and last
disbursement, given the lack of sufficient progress on some of the remaining
conditionality. The Commission followed the established procedure (see Box 3) and
formalised the cancellation a few days later, in a decision dated 18 January 2018°6%,

Box 3. Procedure to be followed in case of non-disbursement

The procedure to be followed in case of non-disbursement is the same
procedure as for a normal disbursement. An Inter-Service Consultation
needs to take place before the adoption of the cancellation/suspension decision.
It needs to involve the central services (legal service, Secretary-General,
Directorate-General for Budget (DG BUDG)) and all relevant political services
(EEAS, DG TRADE and other DGs, depending on the nature of the conditionality).

The MFA decisions capture the steps to be followed in case of non-disbursement.
In the case of MFA III to Ukraine, Article 4(5) of Decision (EU) 2015/601 states
that ‘If the conditions (...) are not met, the Commission shall temporarily
suspend or cancel the disbursement of the Union's macro-financial
assistance. In such cases, it shall inform the European Parliament and the
Council of the reasons for that suspension or cancellation’.

The legal provision is clear: if the condition is not fulfilled, the Commission has
no choice but to either suspend or cancel the disbursement. It cannot let the
operation expire without taking any action. Under the rule of law, and for
transparency reasons, a decision has to be taken and the European Parliament
and the Council must be informed of the specific reasons behind the non-
disbursement.

In that context, a cancellation®? decision was adopted by DG ECFIN
Commissioner and Vice-President Dombrovskis on 18 January 201863,

According to the standard procedure, the decision does not need to be published.
European Commission decisions taken by the College of Commissioners are, in
fact, internal documents. Access to this internal decision can be granted
following the procedures set in Regulation (EC) No 1049/2001, and, following a
document access request, the Decision was made available.

In the Decision itself, transparency rules were respected: Recitals 6-9 of the
Decision detail the reasons behind non-disbursement (i.e. the conditions that

60 EUR-Lex (2017). Decision (EU) 2015/601. Available at: http://eur-lex.europa.eu/legal-
content/EN/TXT/?qid=1476965532409&uri=CELEX:32015D0601

61 C(2018) 405 final. https://ec.europa.eu/transparency/regdoc/rep/3/2018/EN/C-2018-405-F1-EN-MAIN-PART-
1.PDF

62 |n this case, suspension was not an option, given the timing (decision taken at the end of the expiry period).

63 As per the Rules of Procedures of the Commission, one Commissioner can be empowered to take a decision
on behalf of the entire College. More precisely, Article 13, paragraph 2 of the Rules of Procedures of the
Commission, reads ‘The Commission may also instruct one or more of its Members, with the agreement of the
President, to adopt the definitive text of any instrument or of any proposal to be presented to the other institutions
the substance of which has already been determined in discussion’.
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were not fulfilled)®*. Ukraine was notified, and the Council and Parliament
received the Decision.

The non-disbursement of the third tranche under MFA III was not without precedent but
nevertheless remains unusual in the recent history of the MFAs. Prior to the non-
disbursement of MFA III, the most recent example was the MFA to Moldova deployed
between 2000 and 2002 (Table 1).

Table 1. Overview of MFA operations suspended or cancelled before MFA III to Ukraine

Country Reference of Council Amount suspended/
decision cancelled
Hungary I 90/83/EC 260 (suspended)
Baltics 92/542/EC 85 (suspended)
Algeria II 94/938/EC 100 (suspended)
Slovakia 94/939/EC 130 (cancelled)
Belarus 95/132/EC 25 (suspended)
Ukraine III 98/592/EC 92 (cancelled)
Albania III 99/282/EC 20 (cancelled)
Moldova III 00/452/EC 15 (cancelled)
02/1006/EC

Source: successive Commission Staff Working Document accompanying the Report from the Commission on the
implementation of Macro-Financial Assistance to third countries

The commitments that were not fulfilled included those related to combating corruption,
international trade obligations and financial sector reform. More specifically:

* Measure 5, whereby Ukraine committed to setting up an electronic asset
disclosure system for public officials, including a verification mechanism, while
starting to verify assets and possible conflicts of interest on the basis of the paper-
based asset declarations submitted by officials in 2015.

* Measure 6, whereby Ukraine committed to putting in place mechanisms to verify,
post-registration and on a selective basis following clear criteria, the accuracy of
the information provided by companies and enforcing compliance with this
obligation.

®* Measure 17, whereby Ukraine committed to refraining from introducing trade-
restricting or trade-distorting measures, in line with its WTO obligations.

®* Measure 21, whereby Ukraine committed to establishing a central credit registry.

Table 2 summarises the progress made by the Ukrainian authorities in the
implementation of MFA conditionality. Annex 5 provides a more detailed overview of
implementation status by condition.

64 The last Recital of the Cancellation Decision mentions an additional formal reason for non-disbursement: ‘For
the third instalment, Ukraine has not made a Request for Funds for the amount of EUR 600 min. Therefore,
Clause 7(4) of the Loan Agreement is applicable’.
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Table 2. High-level overview of the implementation of MFA conditionality by the

Ukrainian authorities

Reform areas

Sub-area (number of conditions

Implementation status (at the time of

disbursement/expiry of MFA III)

Public finance management
External audit (2)
Public procurement (3)

Fiscal governance (4)

All conditions fulfilled within agreed timeframe

Governance and transparency
AC (4)
Public administration (4)

State-owned enterprises (1)

Two conditions blocked the disbursement of the
third tranche:

The electronic asset disclosure system for public
officials, and more precisely its ineffective
verification system (#5, 3rd tranche)

The information on companies’ beneficial
ownership, which is made available but without a
verification system and with enforcement
possibilities still lacking (#6, 3rd tranche)

Energy sector (6)

All conditions fulfilled within agreed timeframe

Social safety nets (4)

One waiver regarding the delivery of social
assistance to IDPs (#12, 2nd tranche), in relation
to the suspension of social payments to around
500,000 IDPs (reinstatement was underway but
ongoing at the time of the 2nd tranche
disbursement)

Business environment
Trade and customs (2)
Competition policy (1)
Justice sector (1)

Deregulation (1)

Trade and customs conditions unmet, essentially
because of the wood export ban® (waiver for
#13, 2nd tranche). Condition still not met before
MFA III expiry (#17, 3rd tranche)

Financial sector (2)

One condition blocked the disbursement of third
tranche - delays in establishing a central credit
registry (#21, 3rd tranche)

65 The wood export ban refers to the temporary 10-year ban on export of unprocessed timber put in place by
Ukraine through the Law of Ukraine No 325-VIII of 9 April 2015. The law imposed a ban on the export of all timber
except the pine tree as of 1 November 2015, and as of 1 January 2017 of the pine tree as well. The Explanatory
Note to the law mentions a need to reorientate exports from the unprocessed timber to the furniture products and
processed timber, for economic and environmental reasons. According to the EU, the wood export ban
contradicts Article 35 of the AA that provides a prohibition on export restrictions by the parties or measures of the

equivalent effect.
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The timeline below represents the main milestones of MFA 111, alongside other key
developments (main political/economic developments, other MFA operations, IMF
assistance).

A fourth MFA operation was approved in July 2018, shortly after the expiry of MFA III.
The first disbursement of EUR 500 mln was made in November 2018, the second one in
May 2020. MFA 1V falls outside the scope of the evaluation.
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Figure 13. Implementation timeline — MFA III
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16/09/2014 f2i020015/ Setuesement / SEUEtEn @ . Decision of 3rd
Revolution of dignity Approval of MFAII ist tranche | further parts of IMF third tranche MFA 1lI
called Euromaidan by the European Signature Minsk EC proposal MFA [II: the AA, incl. disbursement cancellation by
Council: €1bn agreement for the MFA Ill €600 min DCFTA /(EFF): €938 min the EC
14/04/2014 05/09/2014 08/01/2015 22/07/2015 01/01/2016 03/04/2017 18/01/2018
21/11/2013 -
23/02/2014

x| o | o6l 2o | 20

EU MFA | .
Amount agreed: €610 m yaslashet 01

EU MFA I . !
ount agreed: €1 bn April 2014 - December 2014
IMAmF Bl it
ount agreed: €12.3 bn April 30 2014 - March 10 2015

April 2015 - January 2018

EU MFA Il IMF - Standby Arrangement
Amount agreed: €3.4 bn

Amount agreed: €1.8 bn

EU MFA IV =
Amount agreed: €1 bn guly2ie=Coo

December 18 2018 -
February 20 2020

IMF - Extended Fund Facility March 11 2015 - D ber 18 2018
Amount agreed: €16.5 bn e EoSmEel
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Table 3. Overview of MFA III

Rationale for both Loan characteristics Main areas of reform
operations
To 'ease Ukraine’s EUR 1,800 min (loan), Structural reforms covered the following
66.
g;%irgnexterna/ 3 planned tranches of EUR 600 min areas™.
cons trai?v ts each Conditionality linked to the second Conditionality linked to the third tranche (i.e.
; - tranche (i.e. the EUR 600 min disbursed the EUR 600 min not disbursed) (21
alleviate its balance ; e . ... .
in Apr 2017) (15 conditions in total) conditions in total)
of payments and . .
1%t jnstalment:
budgetary needs
2 _strengthen 1% PGSy Hels R Public finance management Public finance management
foreign exchange 0.25 per
reserve position’ - Coupon cént P External audit (1 condition) External audit (1 condition)
as per the MoU P Public procurement (2 conditions) Public procurement (1 condition]
Fiscal governance (2 conditions) Fiscal governance (2 conditions)
2nd jnstalment: Governance and transparency Governance and transparency
Maturity  14.01 years AC (1 condition) AC (3 conditions)
Public administration (1 condition) Public administration (3 conditions)
0.75 per . .
State-owned enterprises (1 condition)
Coupon cent
Energy sector (2 conditions) Energy sector (4 conditions)
Social safety nets (2 conditions) Social safety nets (2 conditions)
Business environment Business environment

66 European Commission (2015). Ukraine: Memorandum of Understanding between European Union and Ukraine (MFA 1lI). Available at:
https://ec.europa.eu/economy_finance/international/neighbourhood_policy/doc/mou_eu_ukraine_en.pdf
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Rationale for both Loan characteristics Main areas of reform

operations
Trade and customs (1 condition) Trade and customs (2 conditions)
Competition policy (1 condition) Justice sector (1 condition)

Deregulation (1 condition)

Financial sector (1 condition) Financial sector (1 condition)
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4 Methodology
4.1 Introduction

This section presents our methodological approach to the evaluation, which was carried
out in line with the requirements set out in the Better Regulation Guidelines®’.

The first step was the development of an evaluation framework®® (see Annex 13) in
response to the list of evaluation questions and additional components included in the
Terms of Reference (see Box 4). It underpinned the methodological approach for this
evaluation and was complemented by the design of a step-by-step methodology (see
Figure 14).

Box 4. List of evaluation questions and additional components

List of questions:

®* Question 1 (relevance): To what extent was the MFA III operation design
(including adequateness of financing envelope, focus of conditionality)
appropriate in relation to the outputs to be produced and objectives to be
achieved?

* (Question 2 (effectiveness): To what extent have the objectives of the MFA
III operation been achieved?

* (Question 3 (efficiency): Was the disbursement of the financial assistance
appropriate in the context of the prevailing economic and financial
conditions in the beneficiary country?

* (Question 4 (efficiency): In what way has the design of the MFA III
assistance conditioned the performance of the operation in respect of its
cost and objectives?

®* (Question 5 (EU added value): What was the rationale for an intervention
at EU level and to what extent did the MFA III operation add value
compared to other interventions by other international donors, notably the
IMF?

®* (Question 6 (coherence): Were the measures of the MFA operation in line
with key principles, objectives and measures taken in other EU external
actions to Ukraine?

Three additional components:

* Additional component 1: Analysis of the social impact of the MFA III
operation (more specifically in relation to the policy measures included in
the MoU relating to the social sector and by including social variables in
the analysis), including in combination with IMF programme measures;

* Additional component 2: Analysis of the impact of the MFA III operation
(in combination with the IMF programme) on the debt sustainability of the
country, possibly by drawing on the IMF's DSA.

* Additional component 3: Analysis of the impact of the MFA III and
previous MFA operations on the use of the euro in asset and debt
management by the beneficiary country.

67 European Commission (2015). Better Regulation Guidelines. Available at: http://ec.europa.eu/smart-
regulation/guidelines/toc_guide_en.htm

68 The development of the evaluation framework was also guided by the MFA intervention logic. Available at:
http://ec.europa.eu/smart-regulation/roadmaps/docs/plan_2016_202_evaluation_ukraine_en.pdf, p. 3.
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Figure 14. Step-by-step methodology
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4.2 Evaluation design

The evaluation was designed to respond to a specific set of (quantitative and qualitative)
evaluation criteria and questions, as articulated in the Terms of Reference. An evaluation
matrix was developed to guide the choice and design of specific research methods, as
well as to provide a framework for subsequent data analysis and interpretation. The
matrix it specified:

* (Questions addressed by the evaluation;

* Evidence required to answer each evaluation question;

e Data sources and methods used to compile the required evidence;

* Judgement criteria on which the evaluative conclusions were to be based.

The evaluation framework is presented in Annex 13 and reflects the following key
elements of the approach:

* A theory-based approach - this involved making explicit the underlying theory of
change for the MFA operation in Ukraine (see section 3.1), and subsequently
testing this theory to draw conclusions about whether and how the MFA
contributed to observed results. The theory of change was developed on the basis
of desk research and subsequently validated through key informant interviews.

* The use of mixed methods - the Study approach combined both quantitative and
qualitative research methods to facilitate a deeper understanding of the evaluation
issues and to build a rich and comprehensive evidence base for the evaluation.

* Triangulation - multiple lines of inquiry and evidence were used to answer each
evaluation question.

4.3 Methods and data sources

Table 4 provides a high-level overview of the data collection methods and analytical
techniques used to address each evaluation criterion. A description of how each of these
methods were applied to this evaluation is provided in the sub-sections that follow.

July, 2020 44



Ex-post evaluation of Macro-Financial Assistance operation to Ukraine over the period
2015-2017

Table 4. Overview of the methods and techniques used for the evaluation

Relevance Effectiveness Efficiency Coherence EU added
value

Documentary
. [ X X J [ X} o000 [ X X J 00
review
Macroeconomic
. (X X J (X X ] (X X )
data analysis
Key informant/
stakeholder YY) YY) YY) YY) YY)
interviews
Online focus
q Q [ X} [ X ]
group discussion
Delphi survey oo ' °
Case studies
(structural oo 'Y oo ° oo
reform)
Internal
brainstorming
session on ° oo °
counterfactual
scenarios
SIA YY)
DSA YY)

eee very important method for addressing the evaluation criterion
ee important method for addressing the evaluation criterion

e complementary method

4.3.1 Desk research

The documents reviewed included publicly available information, as well as official
documentation provided by the Commission. These are presented in Table 5:

Table 5. Document review — main sources

Type Description

European Commission files * Council Decision 2015/601/EU;
relating to the MFA III * Ex ante assessment;
operation * MoU for MFA III;

® QOperational assessment;

* Preparatory documents submitted to the Economic
and Financial Committee;

* Documentation on other EU assistance to Ukraine
(State Building Contract (SBC) documentation and
evaluation report) and the overarching policy
framework (including annual report on
implementation of the AA).

EU policy-related * Association Agenda;
documentation * Progress reports on Association Agenda;
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Type Description
* Reports on the implementation of the European
Neighbourhood Policy (ENP) and the Visa
Liberalisation Action Plan;
* Reports on financing spent on EU sector budget
support;
* Technical assistance project descriptions.

Documentation published by e Economic strategies;
the Ukrainian authorities e Reform programme action plans;
* Newswires.

IMF documents * Letters of Intent submitted by Ukrainian authorities
to the IMF;
e IMF country reports, reviews;
* Some IMF research publications;
¢ Relevant evaluations, including the ex post
evaluation of the 2015 EFF programme.

World Bank data and * Country Partnership Strategies;
documents * Programme documents relating to the Bank’s
Development Policy Loan 2 and Financial
Development Policy Loan (DPL) and Financial
Sector Development Policy Loan (FSDPL) 1 & 2;
* Documents relating to projects supporting relevant
reforms.

Other e Data and reports prepared by other IFIs (e.g.
EBRD) and key bilateral donors;

* Reports on particular reforms in Ukraine from civil
society organisations (CSOs);

* Local research publications provided by Ukrainian
think tanks and non-governmental organisations
(NGOs), e.qg. IER;

* Academic and grey literature on political and
economic developments in Ukraine and its progress
with the implementation of structural reforms;

* Reports produced by major credit rating agencies.

4.3.2 Macroeconomic data analysis

Macroeconomic data and statistics from various sources (e.g. IMF, World Bank, NBU and
Ministry of Finance data) were also compiled and analysed.

Table 6. Key macroeconomic indicators and data sources

Component Data type Description Key data source(s)
The real National Indicators of Ministry of Finance,
economy accounts macroeconomic IMF

performance
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Component Data type Description Key data source(s)
Balance of Balance of Indicators of external IMF
payments payments sustainability and trade
statistics conditions
Government Government Indicators of the Ministry of Finance,
finance government’s fiscal IMF, World Bank
statistics sustainability

(expenditure, budget
balance, debt, tax
revenue etc.)

Financial Monetary Banking sector, Ministry of Finance,
System statistics financing condition, NBU, IMF

interest rates, foreign

exchange data, etc.

Labour Market Other Indicators of Ministry of Finance,
economic socioeconomic IMF, World Bank
statistics performance

4.3.3 Interviews with key informants

A total of 40 key informants were consulted for this evaluation. The Study team
interviewed European Commission officials and representatives of the EU and Member
State political landscape, Ukrainian national authorities and other stakeholders involved
in the implementation or monitoring of MFA conditionality, as well as IFIs, the wider
donor community, CSOs and businesses representatives. Due to the outbreak of the
COVID-19 pandemic, the scheduled visit to Kyiv was cancelled and all interviews were
conducted over the phone/via conference calls. Some exchanges took place in a written
form to accommodate stakeholders’ preferences (need to consult several stakeholders
and gather different data within the organisation, preference to avoid conversations in
English or use of interpretation services).

Table 7 provides the profiles of those consulted. Annex 1 provides the full list of key
informants.

Table 7. Profile of interviewees

Count of key
Profile informants

EU side: Commission officials at headquarters and
at the EU Delegation in Kyiv/European External

Action Service (EEAS)/Member State 22
representatives

ECFIN/former ECFIN 3
Support Group for Ukraine (SGUA) 2

Other directorates (DG for Taxation and Customs Union
(TAXUD), DG European Civil Protection and Humanitarian
Aid Operations (ECHO), legal department, European 6
Economic and Social Committee (EESC), DG Climate

Action (CLIMA))
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Count of key
Profile informants
EEAS 2
EU Delegation in Kyiv/former staff members 9
Member State Permanent Representations 1
Business representatives 1

Ukrainian side: National authorities/ other
stakeholders involved/uninvolved in the 10
implementation of the MFA

Ministry of Finance 3
NBU 4
National Anti-Corruption Bureau (NABU) 1 (written exchange)
Ministry of Social Policy 1 (written exchange)

5 (incl. 2 written

Ukrainian CSOs exchanges)
International donor community 8

IMF 2

World Bank 1

EBRD 2

Other (Organisation for Economic Co-operation and 3
Development (OECD), GIZ, SDC-SECO)

Total 40

The main focus of the interviews varied, depending on the stakeholder type. Interviewees
received a copy of the semi-structured questionnaire in advance that was then used to
guide the discussion. Box 5 provides a snapshot of the interview focus by stakeholder
type. Annex 2 contains some key takeaways by stakeholder type.

Box 5. Focus of interviews, by stakeholder type

EU side

* Interviews with Commission officials covered all key themes of the
evaluation. The purpose of the consultations was to deepen the evaluation
team’s understanding of: the big picture (where the MFA operations fitted
within overall EU assistance to Ukraine); the process of designing the
operations, including coordination issues with other Commission
instruments, and the process of selecting the conditions and negotiating
them with the authorities; the overall assessment of the economic impact
of the MFA; views on progress made in various reform areas and the role of
MFA in achieving these; reasons for the non-disbursement and any
implications.
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» Interviews with the EU Delegation/SGUA/EEAS also covered: articulation of
the MFA with other EU instruments; assessment of progress made in
particular reform areas and contribution of MFA to that process; views on
non-disbursement.

* Interviews were conducted with other EU bodies to gain a deeper
understanding of the technical conditions, e.g. DG TAXUD on custom
conditions; DG CLIMA on the wood export ban; DG ECHO on IDP
assistance; and the EESC in relation to the monitoring of the AA more
generally.

* Interviews with Member State representatives and business
representatives were designed to gather their views on the progress on
reform and the role of MFA in the context of broader EU assistance.

Ukrainian side

* The same aspects were discussed as with the EU officials, with the Ministry
of Finance and NBU also asked about: the designh and negotiation process
of both MFA operations; impact of MFA operations on the macroeconomic
situation; impact of MFA operations on reform areas. There was also a
focus on financial and non-financial added value of the MFA operations and
implementation aspects (including issues related to non-disbursement).

e Interview with the Ministry of Social Policy to analyse conditions related to
social protection (including social safety nets in the energy sector and IDP
assistance).

* Interview with the NABU addressed, inter alia, questions about its
establishment and the role of international donors, as well as the
effectiveness of the agency.

* Interviews with five CSO representatives were conducted before and after
the focus group, due to the absence of attendees.

IMF and the donor community

* With the IMF, the focus was on aspects related to the design and
negotiation of the support package (overview of the factors leading to the
request for IMF assistance, liaison and coordination with the European
Commission, notably with respect to selection of conditionality, likely
scenario in the absence of the MFA); implementation aspects (e.g.
timeliness of MFA disbursement, views on non-disbursement); impact of
MFA/IMF assistance on macroeconomic conditions and structural reform.

e With other donors, the interviews focused on the characteristics of their
own assistance package and potential complementarities/synergies and/or
inconsistencies with MFA III.

Table 11 outlines some limitations related to the completed interview
programme and its outputs.

4.3.4 Delphi survey

The Delphi survey sought to establish views of the macroeconomic impact of MFA III on
the Ukrainian economy (e.g. GDP growth, balance of payments, fiscal balances), the
impact and contribution to the structural reforms in Ukraine, and finally the design and
implementation aspects (e.g. size of the operation in relation to the country’s financing
needs, timing of disbursements, design of conditionality, coordination with IMF/World
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Bank and national authorities). Participants were also asked to expand on a plausible
scenario where MFA III (or the whole joint assistance package from international
community) had not been available. The survey also covered aspects of the role of the
MFA in promoting structural reform and the associated social impacts.

Recruitment to the panel was carried out with the support of the local research team. 54
representatives of the following groups/institutions formed the Delphi panel:

* Business representatives and financial/macroeconomic analysts from the private
sector (e.g. research departments of commercial banks);

* Researchers from think tanks, experienced commentators of Ukrainian economic
policies (i.e. specialist press), independent fiscal policy experts, and academic
experts.

The research team took pains to target those respondents likely to have prior knowledge
of MFA operations based on their experience with the country context and
macroeconomic situation. During the initial round, 21 respondents provided valid
feedback, resulting in a 39 per cent response rate. A second round of Delphi survey was
not conducted, given the degree of consensus between respondents and the risk of
survey fatigue. Table 8 presents the respondents, by type of organisation. Annex 3
provides a summary of the results of the Delphi survey.

Table 8. Details of the Delphi panel respondents

Type of organisation Number of invitees Number of responses

Bank - research

department E 2
Businesses and their

. 4 0
representatives
CSOs 6 4
Credit rating agency 5 2
Medla/tl_'nnk tanks/ 20 8
academics
Media/think tanks/
academics/ CSOs (EU 3 2
side)
Research consultancy 5 1
Investment bank 1 1
Other 1 1
Total 54 21

4.3.5 Focus Group

Rather than a face-to-face session in Kyiv, the focus group discussion was organised
online following the outbreak of COVID-19. It consisted of a series of short presentations
and live polls intended to trigger open discussion. The online focus group involved seven
attendees from Ukrainian CSOs, think tanks and academia in a two-hour discussion, with
a facilitator and several presenters.

The main topics covered were:
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Added value of MFA III as part of the broader package of assistance, in terms of
(i) visibility of the assistance; (ii) attitudes towards the EU among the general
public;

Issues related to non-disbursement of the third tranche (awareness, justification
level, economic and political implications);

EU and MFA III's contribution to Ukraine’s overall reform efforts;

Three in-depth discussions of specific reform areas: AC and judiciary, business
environment, public administration reform.

The summary results of the online focus group are presented in Annex 3. Table 9 gives
an overview of the profile of participants.

Table 9.  Profile of focus group participants

Organisations represented

National Institute for Strategic Studies
Centre for Economic Strategy

Kyiv National Taras Shevchenko University
Ukraine VoxUkraine

Better Regulation Delivery Office (BRDO)
Transparency International Ukraine

Institute for War and Peace Reporting

4.3.6 Case studies

4.3.6.1 Case studies on reform areas

Two in-depth case studies on MFA-promoted reforms were developed in the areas of (1)
AC reform and (2) social safety net reform.

The case studies addressed the following aspects:

Rationale behind the selection of specific MFA conditions in the above areas (for
AC: #6 2nd tranche, on establishment of AC bodies, #5 3rd tranche, on asset
declaration; for Social safety net: #12 2nd tranche, on provision of assistance to
IDPs, #16 3rd tranche, on an evaluation of social service delivery to IDPs), as well
as the relevance and added value of MFA conditionality;

Significance of MFA conditionality in the context of the overall need for reform in a
particular thematic area/sector;

How the MFA conditions were implemented and whether the authorities
encountered any obstacles in implementing these conditions (e.g. lack of capacity,
political or public resistance to change etc.);

Role and contribution of the MFA in promoting reform, including identification of
key ‘causal links’;

Short, mid and long-term benefits of the MFA conditions.
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In addition, the case studies attempted to draw on some lessons learned from the design
and implementation of similar previous reforms by two donors, the World Bank and the
IMF.

The case studies were primarily based on desk research and stakeholder interviews, and
took into account inputs from local economic experts.

4.3.6.2 Case study on the use of the euro

This case study examined whether the three MFA operations in Ukraine had any impact -
via the above channels - in promoting the role of the euro in asset and debt
management by Ukrainian authorities. The analysis was broken into two components and
covered three dimensions: descriptive, exploratory and explanatory (see Table 10).

Table 10. Overview of the approach to case study analysis
Analytical component Analytical dimension

Descriptive

Exploratory

Explanatory

1. How the use of the euro has X X
evolved in asset and debt

s . Descriptive Factors
management activities of the ;- tistics on influencing
euro these
changes
. Role and contribution of the X X
MFA - whether and how the How MFA Whether MFA

MFA operations contributed
to any of the observed
changes in the use of the
euro by Ukrainian authorities

played a role  played a role

4.3.7 Social Impact Analysis (SIA)

The overarching aim of the SIA was to use evidence from social indicators and primary
data to assess the impact of MFA III on the social situation in Ukraine. The analysis
considered both direct impacts of policies aimed at supporting vulnerable households
affected by energy reform and internally displaced persons (IDPs), and indirect impacts
across a broad range of social indicators.

For the purpose of the analysis, direct effects are defined as impacts stemming from
conditionalities outlined in the MFA III MoU. Indirect effects are defined as those
stemming from wider macroeconomic stability more broadly.

For the purposes of the analysis, the implementation period of the MFA is defined as
2015-2017.

The full SIA is presented in Annex 10. Direct effects are analysed in the first part, which
seeks to understand - through a data-driven analysis - the extent to which vulnerable
households were compensated by the compensation mechanisms referenced in the MoU
conditionalities, and the extent to which social benefits and services were provided to
IDPs. The analysis focuses on four policy aims:

* Ensuring that compensation mechanisms designed to protect vulnerable
households are fully functional (and take into account the anticipated increase in
beneficiaries);
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* Ensuring the effective provision of social benefits and services to IDPs, through
adequate legislation and funding;

* Cushioning the effects of energy tariff increases, while making progress towards
consolidated and better targeted social assistance programmes;

* Evaluation of the delivery of social services to IDPs and effective follow-up.

Evidence from stakeholder interviews was used in conjunction with available empirical
data to form an assessment of progress made by Ukrainian authorities. Challenges
associated with implementing the main actions were discussed and the evidence of
tangible impacts was assessed (to the extent possible). The outcomes discussed in the
report can be considered to be linked to the MFA operation. This is because the policies
investigated are those specified in the MFA III MoU. The research suggested that there
was reason to think that these reforms would have been partial or implemented more
slowly, in the absence of such stipulations.

Trends in variables relating to the macroeconomic situation (indirect effects) are
analysed in the second part. The aim was to assess developments in socioeconomic
variables prior to and (where possible) during/after the MFA period. That section also
discusses changes to labour market performance, such as wage growth and
unemployment, and the effects on prices that impact the affordability of goods and
services. It also discusses impacts to key social outcome variables, such as national
poverty levels and living standards.

Finally, the counterfactual analysis aimed to establish what the social situation in Ukraine
might have been in the absence of MFA first tranche funding (Alternative 1), in the
absence of MFA second tranche funding (Alternative 2), with the disbursal of third
tranche MFA funding (Alternative 3) and in the absence of all MFA and IMF funding
(Alternative 4). The findings are summarised in Section 7.1.2.

4.3.8 Debt Sustainability Analysis (DSA)

The aim of the DSA was to evaluate the impact of MFA III on the sustainability of
Ukraine’s public debt. The analysis was conducted within a counterfactual framework in
which the baseline of what happened is compared against what would likely have
occurred in alternative scenarios. More specifically, the DSA considered four key
scenarios: what would have happened if:

1. Ukraine had not received the first tranche of MFA III funding;

2. Ukraine had not received the second tranche of MFA III funding;

3. Ukraine had received the third tranche of MFA III funding (which was not
disbursed, due to the incomplete implementation of policy commitments);

4. Ukraine had not received any MFA III funding or any IMF assistance.

For each scenario, the most likely counterfactual was determined based on insights
obtained from desk research, stakeholder consultation and local economic experts. The
implications for key debt sustainability indicators were then assessed in each of these
scenarios compared to the baseline.

The full DSA is presented in Annex 11. The first section assesses and describes the
baseline and the likely counterfactual in the four scenarios. Ukraine’s macroeconomic
performance and debt sustainability in the baseline is then outlined in more detail. A
description of the data and methods used in the DSA follows. Finally, using the IMF and
World Bank DSA tool®°, the study team describes and compares Ukraine’s debt
sustainability across the scenarios.

69 The version for countries that can access international financial markets.

July, 2020 53



Ex-post evaluation of Macro-Financial Assistance operation to Ukraine over the period
2015-2017

4.3.9 Stakeholder validation workshop

The stakeholder workshop aimed to test and validate the emerging findings (at the stage
of the Draft Final Report) with stakeholders closely involved in the negotiation and/or
implementation of MFA III. It was held online on 6 July 2020 and consisted of a short
presentation of the main findings and conclusions (by ICF), followed by some discussion
and feedback.

The list of participants included:
e EU: DG ECFIN, SGUA, EEAS, EU Delegation in Kyiv;
e Ukraine: NBU, Ministry of Finance;
* IMF representative.
4.3.10 Finalisation of analysis, synthesis and triangulation

These tasks comprised finalising the analysis carried out under the various tasks. In the
second stage, this involved the preparation of this report, where multiple sources of
information and multiple methods were synthesised and triangulated so as to report
findings in a structured manner under each evaluation question.

Particular efforts were made to draw conclusions on the specificities of MFA III, notably in
relation to the number/type of conditions it included and the non-disbursement of the
third tranche.

4.4 Caveats and limitations

The caveats and limitations associated with each particular data collection method are
presented in Table 11.
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Table 11. Limitations and caveats of data collection and analysis

Method Caveats and limitations

Macroeconomic data Relatively reliable data with some occasional exceptions.

S In general, the quality of Ukrainian statistics, including national accounts, is fairly good. Key statistical

indicators (e.g. GDP, CPI, industrial production, structural business statistics) are now calculated based on EU
or global methodology. However, the statistical methodology was updated quite frequently in recent times and
some structural breaks exist, e.g. due to annexation of Crimea and conflict in Donbas. Ukrstat retrospectively
calculated most of the key statistical indicators excluding Crimea since 2010 and this was relatively
straightforward, as these indicators are usually available at regional as well as national level.

The Donbas case is more complex. Some companies in the part of Donbas outside government control
continued statistical reporting (e.g. output, wages, employment, investment) while others did not. Household
surveys were stopped altogether.

Interviews with key The visit to Kyiv had to be cancelled due to the pandemic. Phone interviews/conference calls were organised

informants instead with those closely involved in the negotiation and/or implementation of the IMF/MFA assistance (e.g.
Ministry of Finance, NBU). It was, however, more challenging to secure the participation of the stakeholders in
this format. It was not possible to schedule interviews with some Ukrainian institutions (e.g. no response from
the Accounting Chamber of Ukraine (ACU) and the Ministry of Energy). Some institutions (e.g. Ministry of
Social Protection, NABU) requested to answer the interview questions in writing, which was helpful, despite
limiting the scope for follow-up questions.

In certain cases (for those not directly involved in the operation), stakeholders had limited knowledge of
specific MFA III conditionality or were unable to recall the detail of certain aspects of MFA III or the relevant
context, due to the time that elapsed or confusion with MFA IV (or MFA I and II, or other EU programmes). The
MFA III MoU was attached as an annex to each topic guide and the timeline of the MFA III presented upfront to
limit such confusion.

Delphi panel One challenge in the context of the Delphi survey was to avoid insufficient familiarity of participants with
specific aspects of MFA III. Substantial efforts were made to select a sample of relevant experts, going beyond
experts in macroeconomics and recruiting those with specific knowledge in most relevant reform areas as well.

In the context of the COVID-19 outbreak and survey fatigue, another challenge was to achieve a satisfactory
response rate. In total, after granting some flexibility with the deadline and close follow up, 21 complete

July, 2020 55



Ex-post evaluation of Macro-Financial Assistance operation to Ukraine over the period 2015-2017

answers were received, displaying a relatively high level of consensus, resulting in the satisfactory response
rate of 39 per cent. Given the low numbers in absolute terms, however, and in order not to mislead the reader,
responses are reported using absolute numbers (no percentages are displayed) and analysed in a more
qualitative manner.

Responses from Delphi survey experts sometimes differed from the Study team’s assessment, e.g. on some
specific issues (counterfactual questions) where insider knowledge is required. Triangulation of sources has
been used before any conclusions are drawn.

Focus group

The focus group had to be held online, which shortened its maximum duration compared to typical face-to-face
focus groups. To make the best use of available time (two-hour session), a small set of registration questions
was sent to the invitees beforehand to assess participants’ specific areas of expertise and tailor the agenda
accordingly. Given the experts’ profiles and level of familiarity with the MFA conditions, it was not possible to
cover one of the two case study topics (IDPs) in any detail. Often, progress in specific reform areas was
discussed more generally, without progress necessarily attributed to the MFA condition.

Given the online format, the focus group was held in English only. The English level of the participants was
checked in advance and for those not sufficiently comfortable to participate in an English-only event, separate
interviews in Ukrainian were offered (and conducted by IER colleagues).

Case studies

Case study on reform areas:

The focus group discussions did not provide insights into one of the two case study topics (social safety nets),
given the participants’ profile.

The many conditions included under the MFA operation stretched the study resources and took substantial time
during interviews with ‘generalists’, which could otherwise have been used to discuss case study topics (all
reform areas and individual conditions had to be covered to some extent). Additional separate interviews
centred on case study topics were organised with ‘specialists’ to compensate for that limitation.

Case study on the use of the euro:

The workshop on the international role of the euro was cancelled because of the COVID-19 pandemic. Instead,
a separate interview was organised with one of the presenters, who shared the workshop presentations with
the Study team.

DSA

The nature of the MFA mechanism meant that it was not possible to trace how the MFA funding was used
specifically, e.g. maintain public expenditure, meet the foreign debt repayment obligations.
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In addition, the use of IMF data to the extent possible was required for consistency of results but, in some
cases, data were not published by the IMF, or other sources were used for additional detail. In the case of IMF
data, the main sources were the WEQO, International Financial Statistics (IFS), Government Finance Statistics
(GFS) data, and IMF country reports on Ukraine. The Study team also used data from the NBU and from the
Ministry of Finance.

The DSA relied substantially on the insights from Delphi survey experts and relevant stakeholders who were
asked to speculate about hypothetical scenarios. All of the limitations and caveats related to the Delphi survey
and insights from semi-structured interviews apply equally here. For the counterfactual analysis, the most
tangible potential impacts were incorporated within the DSA framework. More uncertain implications of the
counterfactual outcomes were not modelled, given the challenges of identifying what the impacts would have
been and their magnitude. Estimating the social situation under Alternative 4 (i.e. debt default) is even harder
to predict (different countries and events of debt default have had diverse impacts in the past).

SIA

The key difficulty was to determine the extent to which the different social conditions would have occurred
across scenarios. Stakeholders engaged only to a limited extent in the hypothetical exercise, where questions
were asked related to the potential social impact related to an enhanced social safety net had the MFA
condition not been implemented.

The difficulty of estimating the social situation under Alternative 4 (i.e. debt default) is even harder to predict
(different countries and events of debt default have had diverse impacts in the past).

Stakeholder validation
workshop

The detailed presentation of emerging findings had to be held fully online. Despite satisfactory attendance,
discussion was limited, although participants clarified that their views were already well represented.

July, 2020

57



Ex-post evaluation of Macro-Financial Assistance operation to Ukraine over the period
2015-2017

Overall, the reliability and validity of the evaluation is strong:

* Subsequent versions of the evaluation report were subject to critical interview
review and review by the Steering Group;

* The evaluation was based on an agreed evaluation framework, which broke down
all evaluation criteria into questions and sub-questions and defined judgement
criteria in each case;

* The overall findings were based on a large variety of sources and proved
consistent with the results of MFA I and II and the IMF evaluation of its EFF
programme, which was run independently and in parallel.

5 Relevance of MFA III

Question 1: To what extent was the MFA operation design (including
adequateness of financing envelope, focus of conditionality) appropriate in
relation to the outputs to be produced and objectives to be achieved?

The answer to this question considered the following issues: (i) adequacy of the
size of the financial assistance relative to the Ukraine’s financing needs, (ii)
appropriateness of the form of financial assistance, (iii) timing of the operation,
and (iv) design and focus of conditionality, given the country’s reform needs,
domestic capacity and ownership, the activities of other donors and the
inherent characteristics of the MFA instrument itself.

5.1 1Issue 1: Size of the financial assistance

In the 2015 ex ante evaluation underpinning the MFA III to Ukraine’®, it was envisaged
that the MFA would comprise EUR 1.8 bln of mid-term loans (with no grant component),
to be disbursed in three significantly frontloaded installments in 2015 and early 2016.
This differed only slightly from the amount of EUR 2 bln requested by the Ukrainian
authorities’! and corresponded to the amount finally adopted by the Council and
Parliament.

According to the same ex ante evaluation (and based on the IMF estimates from May
201472), the MFA would have represented 15 per cent of the residual financing gap,
estimated at circa USD 15 bln between 2015 and Q1 201673, The EU share was intended
to complement the IMF Stand-By-Agreement programme (eventually replaced by the EFF
in March 2015) and the World Bank commitments of USD 500 mln and USD 750 min
provided via DPL-1 and FSDPL-174, respectively. It was also envisaged to come in parallel
with other supports, including US-guaranteed bonds and bilateral assistance from Japan
(USD 100 min) and Canada (EUR 180 min). In addition, a substantial increase in project
financing from the EBRD and EIB was envisaged.

The situation evolved quickly, however. External shocks, such as the escalation of conflict
from August 2014, weakening confidence and disrupted industrial production and

0 European Commission (2015). Ex ante evaluation of the MFA 11l to Ukraine. Available at: https://eur-
lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52015SC0001

1 As per the request put forward by the authorities in September 2014. There was a discrepancy between the
amount requested and eventually disbursed as part of MFA | and Il. In 2017, the Ukrainian Treasury was not able
to provide the evaluation team with any information on whether its request was based on any formal analysis.

72 Based on the IMF staff report linked to the request for the 2014 SBA.

73 European Commission (2015). Ex ante evaluation of the MFA 11l to Ukraine. Available at: https://eur-
lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52015SC0001

74 Eventually followed by DPL-2 and FSDPL-2, approved in August and September 2015, respectively
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exports, saw the financing gap continue to balloon and, by March 2015, Ukraine’s total
residual financing needs had climbed to USD 21.4 bln for 2015 alone (compared to the
USD 12 bln estimated in 2014). The gap for 2016 and 2017 rose to USD 6.8 bln and USD
6.9 bin, respectively. Around three-quarters of the gap resulted from the pressing need
to strengthen official reserves”>.

Stakeholders from the World Bank and the IMF consulted as part of the evaluation of
MFA I and II stated that at the time of design of the MFA 1II, it was already expected that
‘MFA I & II are just the beginning of the EU financial support’, given the increasing size of
the gap.

In absolute terms, MFA III was the largest single operation in the history of the MFA
instrument, by a wide margin. Combined with MFA I and II (EUR 1.6 bin), it accounted
for 29 per cent of the total MFA assistance approved between 1990 and 2017 (EUR 11.5
bin). 76. Such scale was justified by ‘the political importance of Ukraine for the stability in
the European Neighbourhood; the political integration of the country with the EU as
reflected by the Association Agreement between the two sides that provisionally entered
into force on 1 November 2014'”7. In terms of the proportion of the residual financing
gap intended to be covered by MFA III (i.e. 7 per cent), it was perfectly in line with the
previous operation’s,

Table 12 illustrates the share of EU support in Ukraine’s external financing gap and in
total official financing (i) as it was projected (as per IMF’s March 2015 assessment for the
years 2015-2017, underpinning the EFF programme), and (ii) based on actual numbers.
The discrepancies stem from the fact that the actual MFA disbursements took place in
July 2015 and April 2017 (as opposed to 2015/2016) and were limited to two tranches.

Table 12. Ukraine’s gross external financing gap and financing sources, 2015-2017, USD
bin

Projections Actual

2015 2016 2017 Cumulated 2015 2016 2017 Cumulated Variation c/

2015-2017 2015-2017 projections

i i -11%

Financing  ,, , 68 6.9 351 18.6 6.3 6.2 31.1 0

gap

Official 9.8 2.8 1.8 -35%

financial, of 16.3 3.5 2.5 22.3 14.4

which:

IMF 10 25 25 15 6.5 1.0 1.0 85 -43%

EU 1.8 07 0 2.5 09 0.1 06 1.6 -36%
- [0)

Other 1.8 0 0 1.8 1.0 04 02 ¢ 11%

multilateral

S IMF (2015). Country report No. 15/69: March 2015. Available at:
https://www.imf.org/en/Publications/CR/Issues/2016/12/31/Ukraine-Request-for-Extended-Arrangement-Under-
the-Extended-Fund-Facility-and-Cancellation-42778

76 European Commission, June 2018. Report from the Commission to the EP and the Council on the
implementation of the MFA to third countries in 2017 — Annexes. Available at: https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:52018SC0361&from=EN

77 European Commission (2015). Ex ante evaluation of the MFA 11l to Ukraine. Available at: https://eur-
lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52015SC0001

8 As stated in the European Commission ex ante evaluation, recent MFA operations for ENP countries have
covered on average 6.6 per cent of the total financing gap (unweighted average of nine MFA decisions over the
period 2009-2014).
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Projections Actual
Other 1.4 1.3 -7%
bilateral incl 2.7 0.2 0 2.9 2.7
us
5.7 3.5 4.4 5%
Debt 52 34 4.4 13 13.6 o
operation
Other 3.1
exceptional 3.1
financing
EU as a 8% 10% 0% 7% 5% 2% 10% 5% -2 p.p
share of gap
EU as a 11% 20% 0% 11% 9% 4% 33% 11% -0.1 p.p
share of
official
financing

Source: IMF, March 2015 estimates underpinning the EFF request; IMF, January 2019, actual
numbers provided in the context of the SBA request.

Note: EU includes MFA III + remaining disbursement under MFA I + budget support. MFA III
represents 75 per cent of that total over 2015-2017.

Looking at the ex post data, the actual financing needs in 2015-2017 (USD 31 bin) were
slightly lower than the projections from 2015 (USD 35 bln). Eventually, EU support
covered 5 per cent of Ukraine’s financing gap, compared to the 7 per cent initially
envisaged. This is largely due to the non-disbursement of the third tranche. That said, in
terms of its share in total official financing, the share of EU support remained constant,
reflecting the fact that IFIs were also encountering implementation issues with their own
programmes (IMF disbursements, in particular, were also below projections, at -43 per
cent, vs -36 per cent for the EU).

In terms of the relative size to GDP, the combined first and second tranche of MFA III
disbursed in 2015 and 2017 represented 0.7 per cent and 0.6 per cent of annual GDP,
respectively. For illustrative purposes, the state budget expenditure on security and the
judicial system in 2015 was some EUR 2 bln, meaning that the first tranche of MFA III
corresponded to around 30 per cent of the annual state expenditure on this item. The
size of the MFA III was therefore material, even more so in the context of a persistent
current account deficit, the pressing need to build up reserves, and increasing debt
amortisation.

Stakeholders from the IMF and World Bank stated that the size of MFA III was adequate
and noted the willingness of the EU to ‘max out the support to Ukraine’, bearing in mind
all the constraints. According to the Ministry of Finance, MFA III was ‘a very significant
amount of money. If you take out restructuring of Eurobonds in 2015, it corresponded to
~15 per cent of total borrowing in 2015 or the amount of annual funding raised on the
domestic market that year’.

5.2 Issue 2: Form of the financial assistance

By default, as per the 2013 Joint Declaration, the MFA should take the form of a loan,
reflecting that it is an instrument to counter short-term and transitory difficulties. Under
certain conditions, the recipient country can, however, be eligible for grants or for a
combination of loans and grants (see Box 6). In brief, eligibility for a full grant or a
blended MFA will depend on (i) the level of economic and social development of a

July, 2020 60



Ex-post evaluation of Macro-Financial Assistance operation to Ukraine over the period
2015-2017

recipient country, (ii) its debt sustainability and repayment capacity. The approach is
fairly flexible, however, and hard indicators guide rather than constrain the final case-by-
case decision.

Box 6. Main factors influencing the form of MFA instrument

Criterion 1: Level of economic and social development

The level of economic and social development is typically assessed based on the Gross
National Income (GNI) per capita and poverty level indicators. GNI per capita is the
essential indicator that determines the income category of the World Bank classification.
For a country to be eligible for a grant, it needs to be in the lower middle-income
category or below”?. Indicators of poverty level (as per World Bank’s figures®8®) usually
complement the income category data.

Criterion 2: Debt sustainability and repayment capacity

Debt sustainability (public and external) and repayment capacity is an essential factor
influencing decisions about the form of the MFA. Assessing debt sustainability and
repayment capacity is a complex process, thus a number of indicators are used. Among
the most common are: external debt over GDP/GNI, external debt over exports, net
present value of external debt over GNI, external debt service ratio (debt service over
exports), public debt over GDP, public external debt over GNI, public debt service to tax
revenue. This list is not exhaustive and may be extended by various liquidity indicators or
other types of information, e.g. DSA by the IMF and World Bank??.

Additional criteria: treatment granted by other international donors and EU’s own
budgetary constraints

Final steps to refine the analysis include:

* Cross-checking the results of the initial analysis under criterion 1 and 2 against the
status that other international donors grant to the country (whether the country in
question is eligible for concessional finance, such as lending from the International
Development Association (IDA lending));

* Taking into account the EU’s budgetary constraints, i.e. the limited availability of
funds under the macroeconomic assistance line of the EU budget.

Based on the indicators outlined in Box 6, the ex ante evaluation from 2015 noted that
Ukraine did not qualify for a grant component. As of 2014, Ukraine’s GNI per capita
(based on Atlas method) was USD 3,560%?, i.e. in the upper bound of the lower middle-
income country classification®3, the third highest among the six countries of the Eastern
Partnership, behind Azerbaijan and Belarus. The GNI per capita in 2014 for Tunisia and
Jordan, countries for which the approved MFAs in 2013/14 were entirely loans, was USD
4,160 and USD 3,830, respectively. Another reason highlighted in the ex ante evaluation

9 https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-bank-country-and-lending-groups
80 World Bank (2015). Poverty data. Available at: http://data.worldbank.org/topic/poverty#boxes-box-
topic_cust_sec

81 European Commission (2011). Criteria for determining the use of loans and grants in EU Macro-Financial
Assistance. Available at: http://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:52011SC0874&from=EN

82 World Bank (2019). GNI per capita — Ukraine. Available at:
https://data.worldbank.org/indicator/NY.GNP.PCAP.CD?locations=UA

83 World Bank (2018). Income classification. Available at:
https://datahelpdesk.worldbank.org/knowledgebase/articles/906519-world-bank-country-and-lending-groups
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was that ‘the proposal to provide the full MFA in the form of loans was also consistent
with the treatment granted by the World Bank and the IMF to Ukraine®4.

Regarding EU budgetary constraints, Figure 15 gives an indication of the uncommitted
budget allocations for MFA grants. It shows that the pipeline of grant operations has been
consistently below the budgetary ceilings in recent years. In 2015 and 2016, when the
commitment for the MFA III operation was meant to materialise, EUR 78 mIn and EUR 79
min remained uncommitted — only ~9 per cent of the total loan envelope of MFA III,
suggesting some major constraint.

Figure 15. Uncommitted budget allocations for MFA grants in the EU budget, in EUR min

120 EUR 78 min and EUR 79 min of spare grant capacity still left in the
104 years when MFA Ill to Ukraine was anticipated to be committed
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Source: MFA annual reports. Available at: https://ec.europa.eu/info/business-economy-
euro/economic-and-fiscal-policy-coordination/international-economic-relations/macro-financial-
assistance-mfa-non-eu-partner-countries_en

In summary, there was no real alternative to loan for the MFA III operation, not least
because it was part of a wider package of EU supports, including grant support and
specific project finance. The total grant support actually disbursed over the period 2015-
2017 amounted to EUR 840 mIn (see Figure 18).

The level of public debt in the recipient country is another criterion that must be
considered when assessing the form of the MFA assistance, Ukraine’s public debt stood at
70 per cent of GDP as of end-2014 (after rapid deterioration from 40.2 per cent in 2013),
and was expected to rise to nearly 80 per cent by end-2015. The DSA (see Section 9)
thus examines whether the MFA III loan had a significant impact on Ukraine’s
indebtedness levels and whether the size and terms of the loan were justifiable from the
economic perspective of the recipient.

Finally, the loan itself was provided on concessional terms (interest rate of 0.250 per
cent for a maturity of five years for the first tranche, and interest rate of 0.750 per cent
for a maturity of 14 years for the second tranche). The vast majority of Delphi survey
participants agreed or strongly agreed with the statement that ‘MFA III financing was
provided by the EU on highly concessional terms, thus cushioning the impact on
Ukraine’s debt position’. This concessional form of the MFA was received positively by the
Ukrainian authorities (given that there were no other alternatives in 2015 and only more
costly options in 2017).

There was some initial disappointment about the lower maturity of the first tranche
(revealed preferences were for a minimum maturity of 10 years). There was, however,

84 European Commission (2015). Ex ante evaluation of the MFA Il to Ukraine. Available at: https://eur-
lex.europa.eu/legal-content/EN/TXT/?uri=CELEX%3A52015SC0001
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little margin for the EU at the time, as MFA lending terms reflected EU market conditions
at the time of disbursement and, in July 2015, the market conditions were affected by
the Greek debt crisis and uncertainties preceding the conclusion of the third economic
adjustment programme (EAP) for Greece.

5.3 Issue 3: The timing of MFA disbursements relative to financing
needs

Similar to MFA I and II, the timing of MFA III was absolutely essential, given the urgency
of the situation in Ukraine. The disbursement of funds within 2015-2017 was considered
by stakeholders to be critical support for the country, not least because they signalled
continuous support and solidarity for Ukraine at a highly sensitive time. Figure 16 places
the MFA financing in the context of other assistance, as well as its debt repayment
obligation in 2015, when the first MFA III disbursement took place.

Figure 16. MFA I, II and III, and other budget supports provided to Ukraine in 2015
versus due debt obligations, in USD min
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Source: IMF, World Bank, European Commission, USAID Financial Sector Development Program
(FINREP-II Project) (for domestic and external government bonds servicing, repayments and IMF
repayments).

Notes:

e Values available in EUR were converted into USD at the NBU average official exchange rate
for December 2014. Some discrepancies with other estimates due to the exchange rates
applied.

e In addition, debt repayment obligations as of November 2015 were eventually restructured
- the figure does not include the amounts that were successfully restructured in November
2015.

e December 2015 debt repayments relate mainly to the USD 3 bln Eurobond held by Russia.
Ukraine defaulted on this debt, the matter was taken to the court and still unresolved as of
April 2020.

At the time of the first MFA III disbursement in June 2015, foreign reserves oscillated
around USD 10.3 bln, a slight recovery from the record low in February (USD 5.6 bin).
The economy remained extremely vulnerable, with conflict in the East causing disruption
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in trade and industrial production and the subsequent loss of confidence triggering capital
outflows and sharp depreciation?®>,

MFA III was likely particularly important in 2015, while somewhat less crucial in 2017,
when the economy had stabilised.

5.4 Issue 4: Focus of conditionality
5.4.1 High level analysis

Given the anti-crisis nature of the MFA instrument, the first tranche of MFA assistance is
typically released shortly after the signature and ratification of the relevant MoU and
associated loan/grant agreements, provided that the IMF programme is on track®. The
subsequent tranches, however, are conditional on the fulfilment of a number of pre-
agreed policy conditions (set out in the MoU), as well as sufficient progress on a parallel
IMF programme.

The guideline on EU macro-financial assistance to third countries provides a set of
principles to steer the design and selection of MFA conditionality. These include:

* Limited number of structural conditions focusing on reforms related to the core
objective of the macro-financial assistance instrument, i.e. restoring short-term
economic balance;

* Ensuring a clear link between the nature of structural conditionality and the short
timeframe of its implementation to avoid the request for waivers at the time of the
disbursement;

* Reducing the number of cross-conditionalities with the IMF/World Bank and
selecting for further emphasis those that are in line with EU priorities.

The Joint Declaration of the European Parliament and the Council from August 2013
stipulates that:

* Conditionality should include measures to enhance the efficiency, transparency
and accountability of public finance management systems to strengthen the
beneficiary country’s governance and to protect the EU’s financial interests®’;

* EU external policy objectives should be taken into account in designing the policy
measures and, as such, conditionality should include measures aimed at mutual
market opening and the development of trade that is rule-based and fair, etc.;

* MFA conditionality should be consistent with existing partnership agreements,
cooperation agreements or AAs concluded between the EU and the beneficiary and
with the macroeconomic adjustment and structural reform programmes
implemented by the beneficiary with the support of the IMF.

With the above principles in mind, this sub-section examines the overall relevance of the
MFA conditionality package.

5.4.1.1 The extent to which the conditionality was in line with the core
objectives of the operation and EU priorities

The MFA operation focused on the following reform areas: public finance management,
governance and transparency, energy, social safety nets, business environment and
financial sector. The theory of change illustrated in Section 3 shows how specific

85 IMF, March 2015. Request for EFF Program.

86 The MFA instrument also gives the option to frontload the conditions. Although not common practice, room for
manoeuvre exists and was used in the case of MFA IV to Ukraine.

87 The public finance management conditions are typically derived from the Operational Assessment (OA) carried
out by external consultants to give the Commission reasonable assurance about the reliability of the financial and
administrative circuits and procedures of the recipient country before signing the MoU, as per the requirements of
the Financial Regulation.
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conditionality in each of these areas contributed to one or more of the following
outcomes:

* Improved governance and functioning of sectors with macroeconomic significance
(energy, SOEs, financial sector);

* Improved economic governance through an improvement in public finance
management systems (public finance management reform);

e Improved framework for trading with the EU (business environment).
e Improved public finances (public procurement);

® Setting up of an institutional landscape and improved governance framework
(AC);

* Reduction in social inequalities (social safety net reform).

Many of these outcomes have a clear and direct link to either the objectives of the MFA
operation (macroeconomic stability) and/or EU external policy objectives (trade policy).
Some reform areas are anchored in the approximation of EU Directives (customs). The
macro-level importance of AC efforts is now also widely recognised in the literature®®.
Given the planned increase in tariffs following reforms in the energy sector, the focus on
better targeting and reinforcement of the energy subsidies was fully justified.

The conditions on social assistance to IDPs were more atypical for an MFA operation and
their link with macro-stability was less evident. The case study, however, confirmed that
these were timely in this instance.

5.4.1.2 Number of conditions and scope of conditionality

The scale and scope of conditionality should take into account the time required to
complete the reforms, as well as the specific characteristics of the MFA instrument. In
practice, this means that given the relatively short-term nature of the MFA and the need
for swift action by the beneficiary country, it should be possible to implement the
required reforms within a window of 6-12 months. This de facto limits the humber and
ambition of conditions that can be attached to MFA operations. The size of the assistance
also influences the EU’s leverage in requiring reforms in a particular country context.

MFA III had 36 conditions. If sub conditions (conditions where several boxes, not
necessarily related, had to be ticked for them to be met®®) are included, that number
reaches 46. Looking at the history of MFA operations, the average number of conditions
is 11, for a median amount of EUR 140 min, although this is of limited useful comparison
to a EUR 1.8 bIn operation. 36 conditions is an unprecedented number but needs to be
viewed in the context of the unprecedented size of MFA-III, the largest-ever such
operation and thus with the highest-ever number of conditions. Proportionately, the MFA-
11T operation counts among those with most assistance per condition®°. While flexibility is
necessary, it should be borne in mind that other MFA operations have had high humbers
of conditions for far lower amounts (e.g. Moldova II).

88 See, for example, IMF (2016). Corruption: costs and mitigating strategies. Staff Discussion Note No. 16/05.

89 See example of the justice condition which comprised three conditions: With a view to improving the enforceability
of contracts and the business environment, implement the following measures under the National Justice Sector Reform
Strategy 2015-2020: (i) implement the qualification and performance evaluation systems for judges foreseen in the Law on
fair trial; (ii) adopt a law establishing a more effective enforcement system for civil and administrative cases, in line with
European standards; and (iii) amend legislation on the judiciary in line with recommendations of the Venice Commission in
order to increase the performance and efficiency of the judiciary.

9 Only MFA Il had a better ratio but its timeframe was a single year, implemented in parallel with MFA 1, to which
more conditions were attached.
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Table 13. Number of conditions and amount of assistance, MFA operations 2009-2018

Amount
Total Amount of of MFA
MFA assistan
number of . .
conditions assistance in ce per.
EUR min conditio
Countries /operations n
Ukraine III 36 1,800 50
Moldova II 28 100 4
Ukraine I 25 610 24
Tunisia II 15 500 33
Lebanon 13 40 3
Ukraine II 11 1,000 91
Serbia 11 200 18
Jordan II 11 200 18
Georgia II 11 46 4
Bosnia and Herzegovina 10 100 10
Tunisia I 9 300 33
Jordan I 9 180 20
_5 Armenia 9 100 11
&_Georgia 1 8 46 6
o Kyrgyzstan 7 30 4
>
@ Moldova I 4 90 23
Median numbers 11 140 18

Source: ICF analysis of MFA MoUs 2009-2018

In addition to the size of the operation, the emergence of the SGUA shortly before the
design of the MFA III may also explain the high number of conditions. The European
Commission could draw on policy expertise from a wide pool of colleagues in various
domains but pressure was strong to cover as much as possible through the MFA, given
that it has more leverage than budget support programmes. At the time, the European
Union Advisory Mission (EUAM) Ukraine had just formally begun operations. As the EUAM
works on police, justice and corruption issues, it was consulted in the context of the MFA.
Colleagues from the various EU institutions agreed that ECFIN was successful in running
all the necessary consultations while still owning the final decision and restricting the list
to a manageable number of conditions.

Box 7. Role, functioning and responsibilities of SGUA and EUAM

SGUA. Created in spring 2014 as a task force to support Ukraine in the
implementation of the AA, the SGUA works as a catalyst and facilitator of
reform in Ukraine by providing advice either directly or through experts (e.g.
from other Commission services or other Member States). Based in Brussels, it
is divided into seven different teams that work closely with EUAM, EEAS and the
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EU Delegation to Ukraine. Since its inception, the SGUA has focused on the
basic reforms required in Ukraine, namely: i) reform planning and
governance/rule of law; ii) economic governance; iii) and sectoral policies. The
SGUA'’s positive contribution to Ukraine’s progress in key reform areas has been
acknowledged. In particular, its information proved very relevant to DG ECFIN’s
decision-making on the MFA when assessing both the country’s financial needs
and the degree of pressure required to fulfil conditionality. The SGUA also
collaborates with other EU and international bodies (e.g. OECD, IFIs) and
Member States, and sets out the wider context for reforms, providing additional
strategic direction.

EUAM. Launched in 2014 under the EU's Common Security and Defence Policy
(CSDP), the EUAM assists the Ukrainian authorities in moving towards
sustainable reform of the civilian security sector through strategic advice and
practical support for specific reform measures based on EU standards and
international principles of good governance and human rights. The goal is to
achieve a civilian security sector that is efficient, accountable and publicly
credible. EUAM is an unarmed, non-executive civilian mission, with
headquarters in Kyiv and field offices in Lviv, Kharkiv, Odesa and Mariupol, as
well as mobile outreach in other regions. EUAM has 365 staff.

Source: Support Group for Ukraine (2016). Activity Report. The first 18 months.
Available at: https://ec.europa.eu/neighbourhood-
enlargement/sites/near/files/neighbourhood/pdf/key-
documents/ukraine/20161028-report-sgua.pdf

European Union Advisory Mission (EUAM) official website. Available at
https://www.euam-ukraine.eu/

Stakeholders on both the EU and Ukrainian side generally believe that the number of
reform conditions should have been lower. One argument given is that IFIs such as the
IMF and World Bank typically have fewer conditions for higher amounts of assistance.
Looking at the IMF EFF programme in particular, this seems to be the case, not
necessarily in the absolute number of conditions examined ahead of each disbursement,
but certainly in relation to the size of assistance and prior actions. Each of the
disbursements was associated with 20 or 21 conditions according to the data presented
in the IMF evaluation of its 2015 EFF programme. Looking at the Monitoring of Fund
Arrangements (MONA) database, this represented a total of 58 unique conditions for the
four disbursements (total value USD 8.5 bln). The conditionality comprised one-third of
prior actions to be completed and two-thirds of structural benchmarks that did not
themselves require the use of waivers if not completed.

The views of Delphi experts were more divided in the Delphi survey (nine agreed the
number of conditions should have been lower, while six disagreed). Wider civil society did
not express strong views on this at the focus group. The number of conditions has
effectively been reduced for the MFA IV operation, at least in absolute humbers (18
conditions for an amount of EUR 1 bln).

The analysis on the number of conditions must be made in conjunction with an
examination of their ambition. An MFA operation adopted through the Ordinary
Legislative Procedure is only valid for a maximum of two-and-a-half years and, in the
case of MFA III, the objective was to fully disburse in 2015/beginning of 2016.

Overall, there is consensus that the ambition level of the conditions was quite high. This
is true of the MFA programme but also of the parallel IMF programme, according to the
IMF evaluation of its 2015 EFF programme. This reflected a willingness to make
maximum use of the reform momentum before the window of opportunity closed. That
enthusiasm was shared by the Ukrainians, who quickly endorsed all reforms, perhaps
without always fully realising the implications in terms of reform efforts. There are cases
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(e.g. with condition #6, 3rd tranche on ultimate ownership beneficiaries) where it
became evident quite late in the process that progress on the conditionality was not fully
clear to the Ukrainian side. This reflects both the ambition level of the condition proposed
by the EU side and the lack of prioritisation on the Ukrainian side.

The ambition level varied from condition to condition. Some were limited to asking that
legislative provisions be effectively applied (e.g. public finance management) while
others - such as those targeting the energy sector, whose reform was long overdue -
were more ambitious in nature.

The high level of ambition was not necessarily counterproductive, as key progress was
made in many areas. It was not the main explanatory factor for the implementing deficit
that led to withholding disbursement of the third tranche.

5.4.1.3 Complementarity/cross-conditionality with other EU and IFI
programmes

This is discussed under Section 6 on coherence.
5.4.1.4 The extent to which the operation addressed priority areas for reform

At the thematic level, all areas of conditionality were seen as relevant. The ex ante
evaluation conducted in 2014 listed six challenging policy areas, all of which were
addressed by MFA conditionalities.

Targeted reform areas should be in line with national priorities. Following Maidan, in early
2015, the President approved ‘Sustainable Development Strategy Ukraine-2020’, setting
out structural reform measures for 2015-19 that are necessary to ensure the medium-
term macroeconomic stability of Ukraine and the implementation of the AA. Priorities
included reform of the national security and defence system, AC reform, judicial and law
enforcement reform, decentralisation and public administration reform, deregulation and
development of entrepreneurship, healthcare reform and tax reform. In 2017, the
Groysman government approved a medium-term priority action plan, setting out the
reform plans for 2017-2019 in more detail.

Given that Ukraine’s strategic documents are anchored in the AA and that the MFA
conditions all feed into the implementation of the same AA (see Section 6), MFA reform
areas can be said to be broadly aligned with the authorities’ priorities. Wider civil society
also tends to be quite positive about the MFA conditionality, except for the trade-related
condition (specifically the wood ban issue).

5.4.2 Relevance of specific reform areas and conditionalities

The relevance of each targeted reform area is described below. Alongside the principles
discussed above (which provide a general framework for the design of MFA
conditionality), the design and selection of specific conditionalities should take account of
factors such as national ownership and implementation capacity in order to reduce the
risk of implementation deficit and subsequent backtracking.

This section was developed concomitantly and should be read in conjunction with the
detailed conditionality tables (see Annex 5).

Box 8. Public finance management

It is standard for the MFA instrument to include conditions to improve the
efficiency, transparency and accountability of public finance management
systems in order to reinforce the beneficiary country’s governance and protect
the EU’s financial interests®!. In the case of MFA III, the public finance

91 Joint Declaration of European Parliament and the Council of 12 August 2013. Available at: https://eur-
lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013D0778&from=EN
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management conditionality was derived in part from the OA conducted in 2014
ahead of MFA II°2. MFA III conditions followed up MFA II conditions where
relevant (e.g. external audit, VAT fund arrears).

Public finance management reform was high on the Ukraine’s own reform
agenda in the preceding years, with authorities seeking to improve the
sustainability of fiscal policies. In August 2013, the government approved the
2013-2017 Public Finance Management System Development Strategy and its
relevant Action Plan. This was followed by the 2017-2020 Public Finance
Management Strategy, with an update of the strategy for the 2021-2023 period
now being discussed®3.

MFA III encompassed conditions in three sub-areas: external audit, public
procurement (PP) and fiscal governance. External audit conditions intended to
support the implementation of the new ACU law, that had recently extended the
remit of the ACU to SOEs. Conditions related to PP aimed to build a more
efficient, transparent and competitive PP system, notably via the
implementation of an electronic procurement system. Amendments to the PP
law also aimed to improve public access to bid evaluation records®*. On the
fiscal governance front, fiscal policy in the country had been hindered by the
absence of a medium-term orientation for the state budget and the
accumulation of enormous arrears, particularly VAT refund arrears. Financial
control and political scrutiny of the state budget have become essential
components of the democratic legitimation of public expenditure, and the
improvement of budget predictability is now a priority®>. Likewise, a fairer and
more effective administrative system of tax collection was a main objective of
the public finance management conditions.

Box 9. Governance and transparency - corruption

The fight against corruption has long been on the list of requirements for the
continued development of Ukraine’s relations with the EU and was included in
the first EU-Ukraine ENP Action Plan endorsed in 2005. Weak institutions and
an underdeveloped sense of public service created an environment prone to
corruption in Ukraine’s entire post-soviet era.

Endemic corruption was a main trigger for the Maidan events and population
expectations in early 2014 were high. The Maidan did not end the widespread
influence of vested interests or prevent those interests reaching the top
echelons of power in Ukraine, however, and the fight against corruption
remained high on the policy agenda. The IMF pointed to the macroeconomic

92 The OA was published in August 2014 to verify that Ukraine’s public finance management systems provided

sufficient safeguards in view of a forthcoming MFA programme. They also fed into the design of the public finance

management conditions.
93 IMF (2019). Ukraine: Technical Assistance Report. Enhancing the medium-term budget framework and

preparing expenditure baseline. Available at https://www.imf.org/en/Publications/CR/Issues/2019/11/22/Ukraine-

Technical-Assistance-Report-Enhancing-the-Medium-Term-Budget-Framework-and-Preparing-48835

94 European Commission (2016). Report from the Commission to the European Parliament and the Council on the

implementation of macro-financial assistance to third countries in 2015. Commission Staff Working Document.
COM(2016) 376 final.

9 IMF (2019). Ukraine: Technical Assistance Report. Strengthening public financial management. IMF Country
Report N0.19/355. Available at https://www.imf.org/en/Publications/CR/Issues/2019/12/04/Ukraine-Technical-
Assistance-Report-Strengthening-Public-Financial-Management-48846
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implications of widespread corruption®®, while the World Bank argued that
corruption was a threat to national security®’.

Like MFA I and II, the AC dimension was present in a number of conditions,
from the AC area itself through more implicit action under other areas, such as
automatic payment of VAT refunds (fiscal governance), increase in
transparency of reporting obligations of SOEs (SOEs). The AC dimension was
also an essential element in many of the IMF and World Bank promoted reforms
throughout all of their programmes since 2014.

Box 10. Governance and transparency — public administration reform

The reform of public administration is crucial for countries with a transitional
economy and is thus a requirement of the AA. The AA made particular reference
to the reform of both the civil service and local self-government bodies (with a
view to endorsing European principles of public administration), and to the
finalisation and adoption of the draft Law on Civil Service Reform?8. It defined
the establishment of an efficient system of public administration as one of the
important requirements of democratic governance based on principles of the
rule of law, in the context of the public administration being seen as one of the
most corrupt institutions in the country.

In recent years, Ukraine has clearly demonstrated its commitment to
modernising public governance, including public administration reform, with the
support of the EU and in close collaboration with other donors (OECD, EBRD
GIZ). At the time of launching MFA III, the EU had a budget support
programme concentrating on public administration reform, which was
encountering delays because of insufficient progress with the pre-conditions.
MFA III was thus an opportunity to drive further reform in this area through the
design of a set of reforms (e.g. recruitment based on merit) that would, in turn,
help the implementation of reforms in other areas (i.e. public finance
management, banking sector, energy sector).

Box 11. Governance and transparency — SOEs

The Ukrainian government controls a large quantity of economic assets, both
directly (about half of the land is in public hands) and through public
enterprises, with assets valued at more than 60 per cent of GDP in 2014°° .
Public enterprises generated 22 per cent of value added in the non-financial

9 IMF (2014). Government of Ukraine Report on diagnostic study of governance issues pertaining to corruption,
the business climate and the effectiveness of the judiciary. Available at:
https://www.imf.org/external/pubs/ft/scr/2014/cr14263-a.pdf

97 World Bank (2016). Asset declarations: a threat to privacy or a powerful anti-corruption tool? Available at:
https://www.worldbank.org/en/news/opinion/2016/09/26/asset-declarations-a-threat-to-privacy-or-a-powerful-anti-
corruption-tool

98 EU-Ukraine Association Agenda - endorsed by the EU-Ukraine Association Council on 16 March 2015.
Available at: http://eeas.europa.eu/archives/docs/ukraine/docs/st06978_15_ en.pdf

9 https://www.imf.org/external/pubs/ft/scr/2016/cr1631.pdf
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corporation sector in 20151%°, However, many enterprises were making losses
and remained potential sources of fiscal risk. In 2014, the Ministry of Finance
estimated that almost 2.5 per cent of GDP was directed to SOEs for mandated
programmes and cost-recovery purposes. SOE operations were also a source of
corruption because of the lack of appropriate control mechanisms and
insufficient transparency.

Box 12. Judicial sectorio!

The reform of the judiciary has been acknowledged as a pressing issue for
Ukraine. The principle of respect for the rule of law featured prominently in the
AA as indispensable for Ukraine to further associate politically with the EU. The
lack of progress in this area undermined progress in other areas. For instance,
despite the significant improvements in AC, such as the setting-up of the
institutional infrastructure, there has been a striking lack of court verdicts on
high officials facing corruption allegations, severely undermining public trust in
the judiciary system. Generally, public trust in the core state institutions in
Ukraine remains low, including compared to its peers in the European Eastern
Neighbourhood. No statistics are available on the courts specifically, but 79 per
cent of the population did not trust the judiciary in 2015%°2, while 59 per cent
did not trust it in 2018103,

Box 13. Energy sector

Since its independence in 1990, the lack of reform in Ukraine’s energy sector
undermined its public finances, economic growth and job creation, and left the
door open to political pressure from foreign energy suppliers. For years, Russia
used the large dependence on its gas supply as a political weapon, threatening
Ukraine with gas cut-offs and price increases!®¢. Another problem was the high
presence of oligarchs in state-run energy companies, together with domestic
corruption that used price differences and subsidies to achieve higher profits at
the expense of the State'?®, Many changes were needed to make the market
more transparent and accountable, particularly regarding the energy regulatory
authority (NEURC), which was not politically independent (directly attached to
the Presidency). Progress was also needed in order to secure a long-term role
for Ukraine in the European energy security policy.

Some items on the national reform agenda include the adoption of a ‘Gas
Sector Reform Plan’ in March 2015 (meant to increase its energy efficiency,
reduce its dependency on Russia and meet the EU’s natural gas standards by
allowing competition in the sector). Some progress was made under MFA I and
IT and the IMF programmes, notably the unbundling of Naftogaz.

100 |ER calculation, based on data from ‘National accounts of Ukraine for 2015’ Ukrstat publication. Available at:
http://www.ukrstat.gov.ua/druk/publicat/kat_u/2017/zb/02/zb_nru2015pdf.zip, p. 143.

101 The justice sector condition under the business environment area (condition #19, 3rd tranche) has sub-
conditions: (i) and iii) are related to judiciary and presented here separately. ii) is related to business environment
and presented under business environment.

102 https://newjustice.org.ua/wp-content/uploads/2018/05/2015 FAIR_July Public_Survey Lustration_ ENG.pdf
103 https://newjustice.org.ua/wp-content/uploads/2018/11/1_NJ_October_2018_SurveyPublic_Results_ ENG.pdf
104 Russia cut off gas supplies to Ukraine in 2006, 2008 and 2009.

105 Balmaceda M. (2008). Energy dependency, politics and corruption in the former Soviet Union: Russia’s power,
oligarch’s profits and Ukraine’s missing energy policy, 1995-2006. Abingdon: Routledge.
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However, Ukraine’s energy sector remained one of the least efficient in the
world due to high levels of subsidies!®® and much needed to be done to meet
the commitments made as part of the Energy Community Treaty. In 2015,
Ukraine’s greatest economic vulnerability was its energy consumption, with its
energy intensity (ratio of energy used to economic output) almost twice the EU
average!?’,

Box 14. Social safety nets - energy sector

Elevated poverty levels!%8, continuing fiscal pressure and an inefficient and
subsidised energy model meant that social assistance reforms were a key
priority for Ukraine in 2014-15.

In 2013, average households paid just 20 per cent of the full import price of
gas. Large energy subsidies generated adverse effects on the economy and the
environment, promoting inefficient resource allocation and excessive energy
consumption'®®, without ever targeting those who really needed it. The
universality of the subsidy and different levels of energy consumption patterns
across income deciles ended up benefitting richer households - only 13 per cent
of the subsidies were used by the bottom quintile!'®, The regressive structure of
the energy model also generated disincentives to enhance energy efficiency
levels, while the subsidy structure was extremely costly for public finances.
Reforms to the energy market in Ukraine thus increased energy prices
substantially. The retail price of gas increased by 587 per cent in three years,
from UAH 1,089 per tcm in 2014 for most consumers to UAH 6,958 in May
2017. Ukraine also removed the unsustainable energy subsidies by unifying
household and industrial natural gas tariffs and setting them at the level of
import parity in 2016111,

MFA III conditionalities aimed to strengthening the social safety net (delivered
through different utility subsidy schemes) in order to cushion the impacts of
energy reform and improve its targeting'?. This reinforced similar policy
conditions promoted by the IMF programme.

106 Financial Times (2014). Ukraine’s economy: broken down, August 2014. Available at:
https://www.ft.com/content/63e0a202-26fb-11e4-a46a-00144feabdcO

107 |ER calculations based on data from BP’s Statistical Review of World Energy
https://www.bp.com/content/dam/bp/business-sites/en/global/corporate/xIsx/energy-economics/statistical-
review/bp-stats-review-2020-all-data.xlsx and GDP at constant prices from the World Bank
https://data.worldbank.org/indicator/NY.GDP.MKTP.PP.KD

108 |n 2015, the poverty rate — in terms of the actual subsistence minimum — was 52 per cent. In 2016, there were
1.7 million IDPs and 2.8 million people with disabilities. According to the United Nations Development Programme
(UNDP), about 60 per cent lived below the poverty line. UNDP (2016). Human Development Report 2016. Human
Development for Everyone. Available at:
https://www.ua.undp.org/content/ukraine/en/home/presscenter/pressreleases/2017/03/30/too-many-lives-
scarcely-touched-by-human-development-progress-un-report-finds.htmi

109 Ogarenko, |. and Hubacek, K. (2013). Eliminating indirect energy subsidies in Ukraine: estimation of
environmental and socioeconomic effects using input—output modelling. Economic Structures, 2 (7). available at:
https://doi.org/10.1186/2193-2409-2-7

110 World Bank, (2017). ESMAP: ‘Ukraine’. Available at:
(http://documents.worldbank.org/curated/en/884621506493335975/pdf/120076-26-9-2017-11-9-3-
FINALESMAPCountryBriefUkraine.pdf).

111 ibid.

112 Eyropean Commission (2015). Proposal for a Decision of the European Parliament and of the Council
Providing Macro-Financial Assistance to Ukraine. Available at: https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:52015PC0005&from=EN
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Box 15. Social safety nets - IDPs

The first IDPs began to flee in April 2014 and IDP waves intensified from August
to October 2014. At the time, Ukraine faced significant threats to its territorial
integrity and socioeconomic situation, but had no experience of dealing with an
IDP crisis, making an immediate and appropriate response difficult. An
assistance programme for persons forced to leave their homes as a result of the
conflict in eastern Ukraine was launched by the Ukrainian government in
November 2014 for an initial period of six months. A few months later, at the
time of the MFA III negotiations, the need to extend the programme beyond
that initial period became evident and the MFA leverage was used to ensure
that the programme would be renewed beyond its original timeframe. The MFA
also supported an evaluation of policies in favour of IDPs, given the lack of
comprehensive and neutral information at the time.

Box 16. Business environment - trade and customs, deregulation

Conditionality in the area of trade and customs promoted by the MFA III
followed up MFA I and II conditions and were in line with Ukraine’s
commitments under the AA/DCFTA. The rationale of the customs conditions was
to give Ukrainian businesses faster and broader access to the EU single market
and deepen the trade relations between Ukraine and the EU, by adding further
steps to comply with the European customs legislation and facilitating simplified
border crossing of trusted traders.

The focus on removing trade barriers and trade irritants is particularly relevant
for EU businesses, but was questioned by some stakeholders in the context of
the wood export ban issue.

MFA III included two conditions to improve the business environment in general
and facilitate FDI in Ukraine, which had been severely affected by the conflict
with Russia. More precisely, the conditions entailed reducing the number of
permits and simplifying permit and licensing procedures, and ensuring effective
enforcement of contracts.

Box 17. Financial sector

The financial sector in Ukraine underwent major changes in recent years, with a
particularly deep overhaul in 2014 and 2015. The shared objective was to build
a new and sustained post-crisis banking sector, with hew and more transparent
rules in place to strengthen public confidence in the banking system. MFA 1III,
as well as other donors (particularly the IMF), supported the reform of the
sector.

More specifically, MFA III conditions were intended to address the high level of
credit exposure to related parties and enhance transparency of the level of
credit risks.

July, 2020

73



Ex-post evaluation of Macro-Financial Assistance operation to Ukraine over the period
2015-2017

6 Coherence

Question 6: Were the measures of the MFA operation in line with key
principles, objectives and measures taken in other EU external actions towards
Ukraine?

6.1 Policy frameworks and principles

Ukraine is a priority partner for the EU. More than EUR 15 bln in grants and loans have
been mobilised by the EU and the financial institutions since 2014 to support the
country’s reform processiis,

In recent years, EU-Ukraine cooperation, underpinned by two broad frameworks, the
ENP!'* and the Eastern Partnership''®, have strived for progressive economic integration
and the deepening of political cooperation. With lengthy negotiations dating back to
2007, several milestones were achieved with the signature of the AA in 2014, followed by
the entry into force of (i) the same AA, in 20176, (ii) the DCFTA, in 2016, and (iii) visa-
free travel for Ukrainian citizens with biometric passports, as of June 2017.

6.1.1 Signature of the AA

The Maidan events in early 2014 accelerated the signature process of the AA. The first
political chapters of the AA were signed in March 201417, with the remainder signed on
27 June 2014. The AA replaced the outdated Partnership and Cooperation Agreement
(signed in 1994) as the basic legal framework of EU-Ukraine relations'!8,

The political purpose of the AA is to deepen the political association and economic
integration of Ukraine with the EU. This means working towards and upholding
fundamental European values of democracy, the rule of law and respect for human rights
and norms of the European security order. This is intended to be achieved through
increased cooperation and approximation of EU law. The DCFTA is an integral part of the
AA.

The AA entered fully into force on 1 September 2017, having been provisionally applied
since November 2014 (January 2016 for the DCFTA)!°. To guide the process of reforms
and define priorities, an updated version of the AA was adopted by the EU-Ukraine
Association Council on 16 March 201529,

Similar to the AA, the MFA operations served both as a political signal and a driver for
reform at a more granular level.

Mapping the conditions of the MFA III against the short-term priorities established in the
AA shows how MFA operations’ conditionalities fed into the implementation of the AA.
Reforms related to democracy, rule of law, human rights and fundamental freedoms were
not addressed by MFA conditionalities, as these are areas outside the typical scope of this
instrument.

113 EU Neighbours (2020). Facts and figures about EU-Ukraine relations. Available at:
https://www.euneighbours.eu/en/east/stay-informed/publications/facts-and-figures-about-eu-ukraine-relations-0

114 EEAS (2017). Policy. Available at: http://ec.europa.eu/world/enp/policy_en.htm
115 EEAS (2017). Eastern Partnership. Available at: http://eeas.europa.eu/eastern/index_en.htm
116 political and cooperation provisions of the AA have been provisionally applied since November 2014.

117 EU External Action (2015). EU-Ukraine relations. Available at:
http://eeas.europa.eu/archives/docs/statements/docs/2014/140514_02_en.pdf

118 Article 479 EU-Ukraine AA.

119 European Commission (2017). EU-Ukraine Association Agreement fully enters into force. Available at:
https://ec.europa.eu/commission/presscorner/detail/en/IP_17_3045

120 EU-Ukraine Association Agenda to prepare and facilitate the implementation of the Association Agreement As
endorsed by the EU-Ukraine Association Council on 16 March 2015. Available at:
http://eeas.europa.eu/archives/docs/ukraine/docs/st06978_15_en.pdf
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Table 14. High level comparison of the AA’s short-term priority for action and MFA III
areas of conditionality

AA short-term priority for action MFA III1
Constitutional reform X
Election reform X

Preventing and combating corruption

Judicial reform

Public administration reform

Deregulation

Public procurement reform

Taxation reform, including VAT refunds

External audit

Energy sector reform
6.1.2 Visa Liberalisation Action Plan (VLAP)

The visa-free regime deal entered into force on 11 June 2017, allowing Ukrainian citizens
with a biometric passport to enter the Schengen Area for a period of stay of 90 days in
any 180-day period!?!, In 2008, the Commission initiated a dialogue on visa liberalisation
with Ukraine with the aim of identifying all of the relevant conditions necessary to fulfil
before EU visa-free travel could be granted. These are primarily linked to the Justice and
Home Affairs (JHA) area. The only area that MFA and VLAP have in common is the fight
against corruption (covered in VLAP since 2011). Table 15 maps the MFA III conditions
against the relevant VLAP benchmarks that had to be achieved at the time MFA III was
designed and over the lifetime of the operation, together with their implementation
status.

121 European Commission — Migration and Home Affairs. Visa liberalisation with Moldova, Ukraine and Georgia.
Available at https://ec.europa.eu/home-affairs/what-we-do/policies/international-affairs/eastern-partnership/visa-
liberalisation-moldova-ukraine-and-georgia_en
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Table 15. Conditions under MFA III and VLAP (common areas only)

MFA 111 VLAP

AC

Condition 6, Second tranche under MFA III. Establish a
National Anti-Corruption Bureau, a specialised Anti-
Corruption Prosecution Office and a National Agency for the
Prevention of Corruption, ensuring that they are independent
and operational, i.e. endowed with the financial resources,
staff and equipment required to perform their functions.

Condition 5 Third tranche under MFA III. Set up an electronic
asset disclosure system for public officials, including a
verification mechanism, while starting to verify assets and
possible conflicts of interest on the basis of the paper-based
asset declarations submitted by officials in 2015.

Condition 6 Third tranche under MFA III. Following the
establishment of an online database on beneficial ownership
of companies, put in place mechanisms to verify, post-
registration and on a selective basis following clear criteria,
the accuracy of the information provided by companies and
enforce compliance with this obligation.

Condition 7 Third tranche under MFA III. In order to ensure
that officials accused of corruption cannot benefit from the
proceeds of their corruption offences: (i) designate an
institution to act as Asset Recovery Office; and (ii) adopt
operational guidelines, including a framework for inter-
agency cooperation, for the implementation of extended and
civil confiscation provisions.

The Fifth Progress Report on the Implementation by Ukraine of
the Action Plan on Visa Liberalisation (8 May 2015) is the first
progress report on the second phase of the VLAP, where the
state of implementation of the legislative and policy framework
is assessed.

Progress made until then in the AC field (Block 3) was at
legislative level. However, the report noted the lack of
prioritisation and coherence in the measures implemented. The
AC benchmark was deemed to be only partially achieved at
this stage.

The European Commission made further recommendations:

- Ensure anti-corruption coordination mechanism to implement
the anticorruption strategy and ensure a consistent approach
at political level.

- Establish an operational and independent National Anti-
Corruption Bureau, a specialised anti-corruption prosecution
office and a National Agency for Prevention of Corruption, with
clear guidelines for inter-agency cooperation.

- Put in place procedures to ensure: the timely publication of
all current asset declarations; effective verification of assets
and conflicts of interest of public officials; full operability and
accuracy of central electronic databases, including on asset
declarations and beneficial ownership; and a unified web portal
disclosing public expenditure.
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- Establish a national Asset Recovery Office and effective inter-
agency coordination to establish an asset recovery record.

- Pursue the immunity reforms related to judges and Members
of Parliament.

The Sixth (and last) Progress Report on the Implementation by
Ukraine of the Action Plan on Visa Liberalisation (18 December
2015) stated that under the second phase of the action plan
Ukraine was progressing on legislative and institutional aspects
of AC policies. As a result of the progress made and additional
commitments of the Ukrainian government, the AC benchmark
was deemed to have been achieved.

The AC areas under Block 3 included:

Creation of the National Anti-Corruption Bureau (NABU) and
appointment of its head following an open and competitive
process.

Establishment of the National Agency for the Prevention of
Corruption (NAPC) and election of the Agency’s board. The
NAPC is entrusted with the task of checking asset declarations.

Source: MFA III MoU and VLAP fifth progress report, available at: https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52015DC0200&from=EN; VLAP sixth
progress report available at: https://ec.europa.eu/transparency/regdoc/rep/1/2015/EN/1-2015-905-EN-F1-1.PDF
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6.2 EU financial cooperation with Ukraine

In March 2014, the European Commission announced a comprehensive support
package to Ukraine incorporating short and medium-term measures: ‘to help stabilise
the economic and financial situation in Ukraine, assist with the transition, encourage
political and economic reforms and support inclusive development for the benefit of all
Ukrainians’. The package drew on the EU budget directly on the one hand, and
increased lending from the EIB and EBRD on the other!??,

Overall, the anticipated support for the period 2015-2020 initially amounted to EUR
11.2 bln but progressively increased to EUR 15 bln (when MFA III and later MFA IV
were approved). The share made up by all four MFA instruments is 30 per cent of the
rescue package.

Table 16. EU financial support

Actual situation of

Source commitments (EUR
min)

I. EUROPEAN UNION BUDGET (2014-2019) 6,461.5

1.1 Overall development assistance 2014-2019 1,472.2

1.2 Foreign Policy Instrument 246.5
I.3 Other support from the EU budget 332.8
1.4 Macro-financial assistance (concessional 4,410 (Programmes I-
loans) V)
II. FINANCIAL INSTITUTIONS 8,600
EIB (2014-2016) 4,600
EBRD (for five years) 4,000
GRAND TOTAL 15,061.5
EU Member State bilateral support 1,378.1

Source: SGUA

6.3 Coherence with other EU programmes and initiatives
6.3.1 MFA III and other MFA operations

Overall, between 2014 and 2018 Ukraine benefitted from a total of EUR 3.3 bin of EU
MFA loans (MFA I, II, III and IV combined) (see Figure 17). This includes EUR 1.6 bin
disbursed in 2014-2015 as part of MFA I and MFA 1I operations, and EUR 1.2 bIn
disbursed in 2015-2017 as part of MFA III. This third operation represents 36.25 per
cent of total MFA support in terms of disbursements.

122 European Commission (2014). European Commission’s support package to Ukraine. Available at:
http://europa.eu/rapid/press-release_ MEMO-14-159 en.htm
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Figure 17. MFA to Ukraine, by MFA operation, 2014-2018, in EUR min (disbursement

data)
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Source: Annual reports on the implementation of the EU’s instruments for financing
external actions

In some policy areas, MFA III seemed to continue the measures initiated in MFA I and
II (see Error! Reference source not found.). This was the case for the public
finance management reform area, where MFA III conditions were complementary and
aimed to deepen the reforms already underway. MFA III continued to focus on some
reform areas while specifying more concrete actions than MFA I and II (e.g. AC:
establishment of the Anti-Corruption Bureau). By contrast, some reform areas were
introduced only by MFA III: public administration (e.g. open and competitive selection
process system for civil servants); competition (e.g. a more efficient competition
policy); deregulation (e.g. simplified permits and licences for businesses); and judicial
reform (e.g. qualification and evaluation system of judges). MFA 1V is designed to
continue addressing most of the reform areas MFA III covered, while adding conditions
in new reform areas, such as the health system (e.g. implementation of the reform of
healthcare financing).

6.3.2 MFA in the context of the overall EU budget support package

Figure 18 looks at MFA disbursements in the context of total EU external aid and EU
‘budget support’ assistance. While all types of aid are coherent elements of the
broader support provided to Ukraine, only budget support assistance is intended to
stabilise the macroeconomic situation while encouraging reform.

Overall, between 2014 and 2018, EUR 3.3 bln was disbursed via MFA operations (MFA
I, II, III, IV), while budget support programmes amounted to EUR 436 min.
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Figure 18. EU external aid to Ukraine, by type, and MFA, 2014-2018, in EUR min
(disbursement data)
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Source: Annual reports on the implementation of the EU’s instruments for financing external
actions; budget support - trends and results reports; ECFIN website for information on MFA
(available at: https://ec.europa.eu/info/business-economy-euro/economic-and-fiscal-policy-
coordination/international-economic-relations/enlargement-and-neighbouring-
countries/neighbouring-countries-eu/neighbourhood-countries/Ukraine_en).

Note: The data refer only to external aid financed through the EU budget and do not include
bilateral aid from Member States.

After the MFA, the most sizable budget support programme implemented in Ukraine is
the SBC, with a total disbursement of EUR 305 mIn between 2014 and 2016. The SBC
is grant assistance that supports addressing short-term economic problems in Ukraine
(first fixed tranche) and preparing for in-depth reform in the context of political
association and economic integration with the EU on the basis of the AA/DCFTA
(second variable tranche)?3, The first tranche of EUR 250 mln was disbursed upfront
in June 2014124 while the second and last variable tranche (to a maximum of EUR 105
min) was only partly disbursed (EUR 55 miIn) by the end of 2016.

The remaining budget support programmes under which disbursements were made
between 2014 and 2018 consist of sectoral programmes in the areas of energy and
public administration. These are explored in the following sub-sections.

6.3.2.1 State Building Contract (SBC)

The SBC was the responsibility of DG Neighbourhood and Enlargement Negotiations
(NEAR). The SBC provided budget support as specified in European Commission
guidelines. This was similar in some respects to the MFA - both involved ‘the transfer
of financial resources to the National Treasury of a partner country, following the
respect by the latter of agreed conditions for payment’*?>. However, differences

123 See budget support guidelines at: https://ec.europa.eu/europeaid/sites/devco/files/methodology-budget-
support-guidelines-201209_en_3.pdf

124 During the same month as the first tranche of MFA Il (EUR 500 min).

125 Budget support guidelines. Available at: https://ec.europa.eu/europeaid/sites/devco/files/methodology-
budget-support-guidelines-201209_en_3.pdf .
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exist!?®, Conceptually, the MFA is intended for exceptional use only, unlike budget
support programmes, which are meant to provide a regular financial support
framework for structural changes or - more generally - the economic and social
development of the beneficiary countries. SBC was grant assistance. Unlike the MFA, it
does not have a limited availability period and fixed tranches. Rather, disbursement is
proportionate to progress made.

The SBC was adopted in 2014 in response to the rapidly changing environment and
the need for reform. It was part of a EUR 365 min special measure, comprising the
SBC itself (EUR 355 min) and a EUR 10 mlin support programme for civil society!?’.

The SBC had two general objectives: to support the government of Ukraine in
addressing short-term economic problems (a first fixed tranche); and to prepare for
in-depth reform in the context of political association and economic integration with
the EU on the basis of the AA/DCFTA (a second variable tranche). Apart from the
financial incentive, the SBC relied on policy dialogue with government and civil society
to promote structural reform. Assessments of progress — on the basis of which
decisions about disbursements are made - are based on reports by third parties
(government ministries, the Venice Commission, OECD SIGMA, OSCE Office for
Democratic Institutions and Human Rights (ODIHR), civil society). To ensure that civil
society played its overseeing role, the SBC programme envisaged strengthening the
capacities of civil society. This was done through the additional EUR 10 mIn support
programme to civil society, which was implemented through grants (calls for proposals
- with some co-financing from the granted organisations) and technical assistance
projects.

The first tranche of EUR 250 miIn was provided upfront in June 201428, with the main
objective of macroeconomic stabilisation. The second (and last) variable tranche of
maximum EUR 105 min (conditional on progress with reforms), was initially planned to
be disbursed by the end of 2015. However, it was only partly disbursed (EUR 55 min)
by the end of 2016, reflecting only partial compliance with the benchmarks that had
been set.

Reform areas targeted by the SBC included: fight against corruption and preparation
for public administration reform, including reform of the national civil service and
service in local self-government bodies; improved public finance management;
constitutional reform; and electoral reforms. At the time MFA III was designed, the
SBC programme was in place but the benchmarks for the second tranche were yet to
be met. MFA III reinforced the message (with additional firepower) on several key
conditions (with very similar wording) in respect of setting up the verification of the
asset declaration system, the entry in force of the Law on civil service, and the
transparency around PP contracts. Additional synergies can be found in the wider
areas of AC, judicial system reform and public finance management.

6.3.3 EU sectoral budget support

Budget support to Ukraine started in 2008 and was tied to reforms in six areas:
energy strategy, energy efficiency, trade, environment, transport and border
protection?®. Most of the EU budget support provided between 2014 and 2018 was

126 See budget support guidelines at: https://ec.europa.eu/europeaid/sites/devco/files/methodology-budget-
support-guidelines-201209_en_3.pdf

127 The EUR 10 min support programme to civil society (which aims at strengthening CSOs so that they are
better equipped to participate in the reform process) is not a budget support-type instrument. It is implemented
through grants (calls for proposals — with some co-financing from the granted organisation) and technical
assistance projects to complement the SBC and make sure civil society that can effect oversight of the bodies.
128 During the same month as the first tranche of MFA Il (EUR 500 min).

129 Open Society Foundation (2014). Report on budget support provided to Moldova, Georgia and Ukraine.
Available at: http://archive.eap-csf.eu/assets/files/WG1_EU%20Budget%20support_last_en.pdf
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linked to the SBC discussed above. Only EUR 131 min was provided under various
sectoral budget support programmes?!3°, Between 2014 and 2018, the number of those
programmes was scaled back, from six to two. The only new commitment made
during that period (in 2016) was for the Public Administration Reform Programme
(EUR 90 min).

As highlighted during interviews and evident from programme documentation, there
was a high level of synergy between the two programmes in relation to the adoption
of the public administration reform strategy (reportedly a prerequisite for the launch
of the public administration reform programme that the MFA helped to unblock) and
the adoption of merit-based recruitment systems (still being pushed through as part of
the public administration reform).

The other ongoing programme is that of the energy sector (EUR 28.5 min), which
dates back from 2013131, Indicators for the disbursement of the variable tranches
have been updated to reflect current priorities. Synergies with MFA III conditions are
evident, as the energy sector continues to push for Extractive Industries Transparency
Initiative milestones to be achieved. Like the linked IMF EFF programme, it also
promotes the reform of energy tariffs.

6.3.4 The extent to which the MFA operation complemented
external/international support programmes

The EU MFA is generally intended to supplement the assistance provided by the IMF
and other donors. More specifically, its disbursement is generally conditional on ‘a
satisfactory track record in the implementation of the Extended Fund Facility (EFF)
agreed between Ukraine and the International Monetary Fund’, as well as on a
‘positive assessment [...] of progress made with respect to economic stabilisation and
structural reforms’32, MFA conditionalities often complement the reform package
associated with the IMF’s arrangements with beneficiary countries.

Annex 6 compares the focus areas of all MFAs (including MFA III) with IMF (SBA/EFF)
and World Bank (F/DPL-1 and F/DPL-2) conditionality, highlighting areas of
complementarity, cross-conditionality and specific conditionality?33. It also maps the
EBRD’s focus of work in the policy domain (policy dialogue, technical assistance at
policy level).

That mapping shows many synergies between donors, in most areas. Many cases of
cross-conditionality at the same or different points in time can be observed. The list
below provides some examples of these synergies:

* In the case of the implementation of a PP system in line with EU standards
(MFA 1), the IMF introduced a similar condition, calling for the adoption of a
new PP law. Likewise, the World Bank also urged the adoption of a new PP law
reducing the exemptions in competitive procurements (World Bank, DPL 1). In
parallel, the EBRD established commitments to engage in technical assistance
projects, training and cooperation in the area of PP. MFA III then followed up
with the introduction of an e-procurement system.

* While MFA III called for the creation of the NABU, the Specialised Anti-
Corruption Prosecution Office (SAPO) and the NAPC, MFA 1V envisaged a fully
operational High Anti-Corruption Court and an anti-money laundering law. The

130 Budget support. Trends and results reports.

131 The implementation has been lagging behind. Its signature dates back to the Poroshenko era and it has
suffered from a lack of ownership on the Ukrainian side. It played no significant role in the advancement of the
reforms in the energy domain in Ukraine and will expire at the end of 2020. Its complementarities with MFA 111
will not be further explored.

132 European Commission (2015). Memorandum of Understanding between the European Union and Ukraine.

133 |n the Ukrainian context, the first and second FDPLs (approved in August 2014 and September 2015,
respectively) will be screened for any links.
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IMF also aspired to strengthen NABU’s powers and establish an anti-money
laundering framework. All IFIs consistently pushed for the verification of the
asset declaration system, similar to MFA III and IV.

¢ In relation to NBU reform, the EU put in place conditions on systemic banks
(MFA II) and on related counterparties (MFA III). By contrast, the IMF tied its
support to conditions related to internal control rules and governance and
autonomy framework of the NBU. This last condition was reinforced by the
World Bank, which also introduced the implementation of a crisis management
strategy (DPL 1). For its part, the EBRD argued for the recapitalisation of viable
banks and financing of corporates.

* On energy sector reform, the EU and the IMF pushed for the adoption of a new
Gas Market Law (IMF) and secondary legislation (MFA III). The EU (MFA III),
the World Bank (WB DPL2) and the EBRD instead linked their support to
strengthening the independence of the regulator. Both EBRD and MFA III are
active promoters of energy efficiency. All donors were involved in promoting
social safety nets in the wake of increased energy prices.

* The EU was the only donor supporting reforms in the trade area (MFA I, II and
III), with complementary technical assistance project support from the EBRD.

Several reform areas saw more of a role split:

* Only MFA III focused on social safety nets for IDPs;

® Agriculture was addressed by both the IMF and World Bank but not by the MFA;
* Monetary policy and pensions were only addressed by the IMF;

* Only MFA 1V introduced conditions to reform healthcare financing.

6.3.5 EU technical assistance programmes fostering progress in MFA III
areas of focus

Other than budget support, several relevant technical assistance programmes
(implemented indirectly via implementing agencies) were established to advance the
reforms in MFA III's focus areas (see Annex 6).
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7 Effectiveness of the MFA

Question 2: To what extent have the objectives of the MFA operation been
achieved?

The objectives of MFA III to Ukraine, as set out in the MoU, were to ‘to ease the
Country's external financing constraints, alleviate its balance of payments and
budgetary needs, strengthen its foreign exchange reserve position’. It also
aimed to support structural reform.

Two strands of analysis are needed to answer the question on effectiveness:

Part 1: The role of MFA III in promoting macroeconomic stability, easing
external financing constraints and alleviating Ukraine’s balance of payments
and budgetary needs.

Part 2: Effectiveness of structural reforms.

7.1 Part 1: The role of MFA III in easing external financing
constraints, alleviating Ukraine’s balance of payments and
budgetary needs and strengthening the exchange rate

To assess the role of MFA III in promoting macroeconomic stability, easing external
financing constraints and alleviating Ukraine’s balance of payments and budgetary
needs, a two-step approach has been applied:

e Step 1: Examining the observed macroeconomic outcomes

This step involves the analysis of the actual developments and the extent to which
MFA III objectives were achieved, irrespective of its actual role.

* Step 2: Assessing the role and contribution of MFA III to observed outcomes

Based on the context explored in Step 1, Step 2 takes a qualitative approach to assess
the role and contribution of MFA III. It comprises inferences from the desk research
(including the analysis of macroeconomic data), semi-structured interviews, Delphi
survey, and views of local economic experts, and explores the potential consequences
had the MFA III (with or without IMF support) not been deployed.

A summary of the DSA evaluating the role of MFA III for the sustainability of the
public debt during the implementation period also substantiated this assessment.

7.1.1 Step 1: Examining the observed outcomes compared to the initial
projections

This section describes the evolution and underlying factors behind GDP growth and
continues with an analysis of the external sector, public sector finances, inflation and
the situation in the banking sector. It draws on the analysis of these variables for the
period 2014-2016 that was conducted as part of the evaluation of the MFA I and II
assistance!34, substantiated by an analysis of more recent developments in 2017.

GDP growth

The decomposition of the key drivers of GDP is presented in Figure 19.

134 European Commission (2017). Ex post evaluation of the MFA | and Il to Ukraine. Available at:
https://ec.europa.eulinfo/evaluation-reports-economic-and-financial-affairs-policies-and-spending-activities/ex-
post-evaluation-mfa-operations-ukraine_en
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Figure 19. Decomposition of real GDP trend, 2011-2018
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From 2014, the escalation of the conflict in the East was taking its toll on industrial
production and tax collection in the region. The crisis was aggravated through the
year, with household consumption particularly badly hit when the economic and
political uncertainty saw the hryvnia depreciate rapidly. Real gross value added fell in
all sectors in 2014. The only exceptions were agriculture and non-market services
(public administration, defence, healthcare, social work). Uncertainty and instability in
the banking sector led to restrictions in access to financing and was responsible for the
fall in investment. The rise in net exports was driven by faster contraction of imports
than exports and corresponded to a sharp decline in energy imports and (some)
import substitution3>,

Output continued to fall in 2015 (by 9.8 per cent) as a result of the implications of the
conflict for the economic development of other regions of Ukraine. Disrupted economic
links, the lack of certainty and gloomy business sentiment continued in the first half of
2015, with private consumption dropping by 15 per cent (year-on-year). The recession
would have been even deeper had there not been a broad-based recovery from mid-
2015, when the foreign exchange rate stabilised (thanks to the financial support
provided) and most economic sectors (apart from financial services) performed better
in Q3 and Q4 2015136,

In 2016, private consumption - traditionally a key engine of growth - rose modestly
and growth was also propped up by an increase in investment. For instance, the
investment in fixed capital grew by 20 per cent, despite hovering at a very low level as
a share of GDP (circa 15 per cent). Investment was stimulated by the need to replace
obsolete equipment after a number of years of major under-investment. The fall in net
exports was determined by increased demand for imported investment products and
goods, and a rise in household spending that in turn fuelled import growth. Exports
were still constrained by conflict in the industrial Donbas and trade disputes with
Russia. All in all, the economy rose by 2.3 per cent in 2016 and the stabilisation that
commenced in mid-2015 had solidified by the end of 2016.

In 2017, real private final consumption jumped by 9.5 per cent, due to real disposable
income growth at 10.9 per cent. Higher investment in equipment and larger fiscal
capital outlays helped real gross fixed accumulation to recover by 16.1 per cent. At
the same time, higher domestic demand caused rapid import growth (at 12.6 per

135 |ER (2016). Year 2015 — Economic summary for Ukraine.
136 jbid.
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cent). Exports increased by only 3.8 per cent (primarily due to higher exports to the
EU). As a result, the real net export contribution to real GDP growth was negative, at
5.2 percentage points (p.p.)'¥”

External sector

The current account deficit grew rapidly in the run-up to early 2014. It reached -8.4
per cent of GDP in 2012 and increased to -9.1 per cent in 2013 (Figure 20). From then
on, however, a sizable adjustment took place and the deficit reduced to -3.4 per cent
in 2014, with a current account surplus reported in 2015 (1.8 per cent). The current
account deficit returned at -1.4 per cent in 2016, and then increased moderately in
2017, reaching -2.2 per cent.

Generally, the depreciation of the hryvnia was pivotal in the improvement of the
current account balance, especially up to mid-2015 (the fall in imports exceeding the
fall in exports). The adjustment took place on the back of an amelioration of the trade
balance, primarily with the EU and Asia partners, and to certain extent as a
consequence of rising tensions in trade relations between Ukraine and Russia!3g,
leading to a decrease in energy imports. Improvement in the trade balance of goods
with Russia was to some extent offset by the decline in exports of services (Russian
tourists and transit of gas). The worsening of the current account balance in 2016 was
driven by a sizable rebound in investment activity that propped up imports (see
above), as well as the gradual rebound in commodity prices (including gas and oil)
that still offset the rise in steel and grain prices so welcome to Ukrainian exporters.

In 2017, the current account deficit widened slightly, to -2.2 per cent of GDP.
Consumption growth and moderate recovery fuelled an increase in trade deficit and
investment income payments. This effect was partly offset by higher remittances from
Ukrainian labour migrants.

Figure 20. Current account balance and its main components, 2011-2018
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137 |IER (2018). Monthly economic monitor Ukraine No.4 (210), April 2018.
Available at http://www.ier.com.ua/en/publications/regular_products/monthly_economic_monitoring/?pid=5846
138 The overall trade volume with Russia shrank from 27 per cent in 2013 to 15 per cent in 2015.
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General government budget

From 2012, government revenue and expenditure fell as a share of GDP. In 2014,
public expenditure was somewhat contained, given the liquidity constraints and
delayed budgetary payments channelled to the areas in the East affected by the
conflict with Russia. In addition, the authorities embarked on fiscal consolidation,
which allowed them to successfully negotiate the IMF SBA (e.g. financing for most of
the programmes comprising social spending and capital outlays was lowered).
Traditionally generous state aid to coal mines and agriculture was curtailed, while the
rise in wage payments was restricted. The decline in revenue in 2014 was driven by a
sharp drop in tax collection from the Eastern regions (including Donbas) since the
escalation of the conflict.

Fiscal adjustment reached an apex in 2015, when the government pressed ahead with
the full scale fiscal consolidation, concentrating chiefly on public wages, pensions and
subsidies. For instance, the cuts in subsidies to the Naftogaz (compensated by the rise
in energy tariffs) had a considerable impact on expenditure. More generally,
government expenditure declined from 48.1 per cent of GDP in 2013 to 43 per cent in
2015, while the primary balance rose to 3 per cent for the whole year (Figure 21).

In 2016, both expenditure and revenue continued to fall as a proportion of GDP, with
the former declining more, as an offshoot of a steady loosening of the fiscal stance
after consolidation in 2015 (e.g. sizable rise in spending on housing and utility
subsidies to offset the new round of increases in energy prices for households, and
increase in spending on defence and security due to continued conflict in the East).
Overall, the fiscal balance ameliorated substantially in 2015, after which modest
deterioration was observed, alongside some loosening in expenditure that year (Figure
22).

In 2017, stronger than forecasted increases in nominal GDP led to rapid growth in
government revenues. Nominal revenues increased by 29.9 per cent, due to higher
collections of all major sources of revenue. Increased wages and more efficient tax
administration resulted in the growth of revenue from VAT and income taxes. The
growth of non-tax revenue was primarily supported by higher dividends of state-
owned companies and a larger transfer of the NBU profit. The government also
received UAH 30 bin from special confiscation. Consolidated fiscal deficit was 2.8 times
lower than planned, at 1.4 per cent of GDP. This reflected strong revenue and lower
than planned consolidated fiscal expenditure. As usual, the capital outlays were most
under-financed (by 22 per cent of planned), although their financing surged in
December!3?,

139 |[ER (2018). Monthly economic monitor Ukraine No.2 (207), February 2018. Available at:
http://www.ier.com.ua/en/publications/regular_products/monthly_economic_monitoring/?pid=5846
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Figure 21. Government revenue and expenditure, in % of GDP, 2012-18
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Figure 22. Fiscal balance in Ukraine, in % of GDP, 2011-18
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Public debt

At a relatively contained pace, 2012 and 2013 witnessed a stable rise of the public
debt to GDP ratio (Figure 23). By December 2013, public debt increased to 40.5 per
cent of GDP, the proportion that was still below the IMF’s 70 per cent debt burden
threshold (above which debt sustainability is at high risk for an emerging market
countries like Ukraine).

The subsequent worsening in both the economic and political environment (given the
flaring conflict in the East of the country) led to a deterioration in economic
performance. A sharp recession in 2014, when the real GDP declined by 6.6 per cent,
severe depreciation of the hryvnia and the contingent liabilities that materialised
(including those in SOEs and commercial banks) were some of the key determinants
of the rise in the debt-to-GDP ratio. These factors, together with new borrowings (e.g.
from the IMF and the EU) translated into the debt ballooning to over 70 per cent of
GDP by the end of 2014, or nearly 30 p.p. in just 12 months.
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Even had the debt-to-GDP ratio risen to 79 per cent, the trend of rapid expansion in
public debt slowed in 2015 and was entirely contained by the end of 2016. The
coordinated support from the EU, the IMF and other international financial institutions
provided in 2014 and 2015 was reflected in the rapid increase in the level of external
public debt, although partly offset in November 2015, when Ukraine successfully
restructured around USD 15 bin of its external debt, negotiating a 20 per cent
haircut!40,

Public debt stabilised at about 80 per cent of GDP in 2016, thanks to the economic
recovery gaining speed and the primary fiscal balance, even if the bailout of
Privatbank and some state-owned banks added over 5 p.p. of output to public debt.
2017 was the first year when the public debt was on a downward trajectory, falling to
72 per cent of GDP, while the government again managed to achieve primary surplus
and nominal GDP increased by one-quarter.

Figure 23. Public debt trajectory, in % of GDP, 2012-2018
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Inflation

Inflation in Ukraine was fully contained in 2012 and 2013 (Figure 24). More
specifically, after a mere 0.6 per cent of average annual CPI inflation in 2012, a slight
deflation (-0.3 per cent) was reported in 2013. This was a consequence of faltering
consumer demand, some trade irritants introduced by Russia (that in turn lifted up the
domestic supply of cheaper food items) and a fall in global food prices (see Food and
Agriculture Organization of the United Nations (FAO) Food Price Index)!4!. However,
the following years saw a very different level of inflation pressure, with the average
annual CPI attaining 12, 49 and 15 per cent in 2014, 2015 and 2016, respectively!4?,

Undoubtedly, the crucial factor behind the rapid price rises observed from 2014
onwards was a sharp fall in value of the hryvnia, triggered by the abolishment of the
pegged regime and rapidly waning confidence in the face of escalating conflict in the
East, rising political instability and overall vulnerability of the economy.

140 Ministry of Finance of Ukraine (2015). Sovereign debt. Available at:
http://www.minfin.gov.ua/en/news/view/ukraina-uspishno-zavershyla-restrukturyzatsiiu-derzhavnoho-ta-
harantovanoho-derzhavoiu-borhu-na-sumu--mird-dol-ssha?category=borg

141 FAQO (2017). Food Price Index. Available at: http://www.fao.org/worldfoodsituation/foodpricesindex/en/

142 IMF (2016). WEO October 2016. Available at:
https://www.imf.org/external/pubs/ft/weo/2016/02/weodata/weorept.aspx?pr.x=41&pr.y=10&sy=2010&ey=202
1&scsm=1&ssd=1&sort=country&ds=.&br=1&c=926&s=PCPIPCH&grp=0&a=
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Prices shot up dramatically from Q1 2015 onwards, when the impacts of the hikes in

energy prices (end-user price hikes of 284 per cent, on average) introduced on 1 April

and the hryvnia depreciated further.

From mid-2015 onwards, a gradual stabilisation in inflation coincided with the
stabilisation of the foreign exchange rate (Figure 25). From 2016 onwards, the stable

foreign exchange rate and somewhat subdued demand constrained inflation, although

it remained at double-digit levels due to the substantial rise in administered prices!43.

In 2017, inflation remained high, at 14.4 per cent, compared to 13.9 per cent in 2016.

Key underpinning factors were the rise in food prices, steady recovery in consumer
demand and an increase in labour costs. More specifically, food prices rose by 13 per

cent in 2017, while housing and utility costs surged by 27 per cent!#4
Figure 24. CPI, in %, 2011-2018
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143 IMF (2016). Country report, September 2016..
144 |ER (2018). Monthly economic monitor Ukraine No.2 (207), February 2018. Available at:

http://www.ier.com.ua/en/publications/regular_products/monthly_economic_monitoring/?pid=5846
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Figure 25. UAH per USD, official exchange rate
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Banking sector

2014 was an exceptionally challenging year for the Ukrainian banking sector. Many
domestic banks had exposure in the Donbas and Crimea regions, with an average 10
per cent of loans and an even greater share of collateral located there. Banks’ capital
positions and liquidity were severely affected by sizable deposit outflows, including
those in foreign currencies (Figure 26). Together with the deterioration in the real
economy, the NBU had no choice but to pursue the clean-up of the sector, liquidating
banks that were used as a cover for various tax schemes and money-laundering
activities. The outcome of this large-scale restructuring was staggering - 51 bank
failures took place in 2014 and the first half of 2015, corresponding to 22 per cent of
the total banking sector’s assets as of January 201414°,

Supervised by the NBU, the overhaul of the sector continued in 2015, although the fall
in bank deposits was eventually reversed later in 2015. Crucially, however, despite
multiple bankruptcies of banks, the majority of household deposits were guaranteed
by the DGF, providing security for individuals and maintaining confidence in the
system. Between December 2013 and December 2015, the total number of active
credit institutions fell from 180 to 117, 35 per cent reduction (Figure 27). The process
of this large-scale restructuring was largely completed by summer 2016. Bank
shutdowns were no longer observed and 70 per cent of credit institutions reported an
operating profit from 2015 (despite huge losses in the banking sector that year).
Major vulnerabilities persisted, however. The share of NPLs remained very high, at
around 30 per cent in 2016 and in excess of 50 per cent in 2017. This elevated level of
NPLs was the consequence of the 2014-2015 economic crisis, but also the absence of
effective instruments for the resolution of NPLs, despite strengthened supervision by
the NBU.

145 |ER (2016). Year 2015 — Economic summary for Ukraine.
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Figure 26. Growth of loans and banks deposits, 2013-2018
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Figure 27. NPLs (left axis) and number of active banks (right axis), 2011-2018
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7.1.2 Step 2: Assessing the role and contribution of MFA III to observed
outcomes

It is conceptually and methodological challenging to isolate the effect of MFA III from
other interventions (IMF programme, support from other donors, other EU
interventions) and the various exogenous and/or unobservable factors. Many previous
MFA evaluations conducted up to 2015 relied on counterfactual modelling to assess
the role of the MFA specifically (estimating unobserved counterfactual outcomes with
the help of macroeconomic models, and then comparing those hypothetical
counterfactual outcomes with observed macroeconomic outcomes that in turn allow
the net effect to be gauged).

This approach has some important limitations, however. Firstly, it is challenging (if not
impossible) to derive a credible and a clear quantitative counterfactual in a crisis
context. Secondly, this approach offered limited insights for European Commission
staff members. Given the formative nature of this evaluation, it instead relied on a
qualitative approach to assess the role and contribution of the MFA III operation, as
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was the case under the evaluation of the MFA I and II operations. This approach drew
inferences from the following sources of evidence:

Literature review covering IMF reports, ECFIN documents relating to the
operation (e.g. mission reports), analytical reports produced by other donors
and international organisations, financial press, grey literature on economic
developments in Ukraine during the period of interest;

Discussions with the Steering Group during the kick-off, inception and interim
meetings organised in Brussels/online;

Trend analysis of macroeconomic data;

Semi-structured interviews with key stakeholders, including Commission, IMF,
World Bank and EBRD staff, as well as experts from the Ukrainian Ministry of
Finance and the NBU;

Brainstorming session on 27 February 2020, with key inputs from local
economic experts;

Critical reviews of the initial counterfactual options provided by local economic
experts from IER;

Results of the Delphi survey.

Insights from the online focus group with non-governmental stakeholders did not
cover this analysis and its findings are omitted here.

7.1.2.1 Presentation of the different counterfactual positions

For the possible counterfactual positions (i.e. what might have happened in the
absence of MFA financing), there are four distinct alternatives:

Alternative 1: No disbursement of the first MFA III tranche of EUR 600 mln in
July 2015 and plausible alternatives to it;

Alternative 2: No disbursement of the second MFA III tranche of EUR 600 min
in April 2017 and plausible alternatives to it;

Alternative 3: The disbursement of the third tranche of the MFA in the Autumn
2017 (cancelled in late 2017);

Alternative 4: No MFA III and no IMF EFF operation.

Given the almost overlap in the timing of the disbursement dates under MFA I and
IT (May 2014 - April 2015) and the first disbursement under MFA III (July 2015),
supported by findings from the past evaluation and the insights gathered during
the scoping interviews for this study, it appeared plausible that counterfactual
scenarios for Alternative 1 would be largely the same as those distilled as part of
the evaluation of MFA I and II. Indeed, the validity of this assumption was tested
and confirmed by interviews with the key stakeholders, brainstorming session and
the Delphi survey. In turn, the exercises for Alternatives 2, 3 and 4 presented here
comprised a new analysis.

The following sections consider the four counterfactual alternatives. They begin with a
joint discussion of Alternatives 1 and 2 (no MFA disbursements in 2015 and 2017,
respectively), and then consider Alternative 3 (disbursement of third tranche in
Autumn 2017), followed by Alternative 4 (no MFA III and IMF).

More generally, the counterfactual options discussed in the following sections are not
necessarily mutually exclusive, as it is plausible that a combination of two or more
sources of financing could have been used. Finally, the economic outcomes stemming
from the most plausible option under each of the four alternatives are discussed in
Section 9, together with the findings of the DSA.
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7.1.2.2 Alternatives 1 and 2

Figure 28 and Figure 29 present possible alternative sources of finance had the first
and second MFA III disbursements been absent, but where IMF funding was available
(without compensating for the loss of the first MFA III tranche). These propositions
were tested with Delphi survey respondents, through data analysis, a brainstorming
session with local economists and selected interviews stakeholders who had sufficient
knowledge!4®,

Overall, there was a strong consensus on plausible options for Alternative 1, which
were already well established as a result of the ex post evaluation of MFA I and II'47,
In brief, financing from the international market would have been impossible (Ukraine
had lost access to the markets by 2015). Raising finance domestically would also have
been challenging, given that domestic banks remained under stress throughout most
of 2015. Likewise, increased financing from the IMF and World Bank would have been
highly unlikely. One of the most plausible options in the hypothetical case of the
absence of EUR 600 min in mid-2015 would have been fiscal adjustment in the form of
expenditure cuts. More specifically, a mix of cuts in capital expenditure, corresponding
to circa EUR 450 mIn savings and pension payments (in real terms only)
corresponding to circa EUR 150 min in savings.

In turn, the analysis shows that the most plausible course of action for Alternative 2
would have been to raise the required financing from the domestic debt market.
More detailed discussion of both alternatives, examining the possibility of attracting
additional finance from financial markets (domestic and international), bilateral and
multilateral donors, and through national fiscal measures, is provided below.

146 DG ECFIN, Ministry of Finance in Ukraine, World Bank, IMF, NBU.

147 ICF (2017). Ex post evaluation of the MFA | & Il to Ukraine. Available at:
https://ec.europa.eu/info/sites/info/files/economy-finance/evaluation_of _mfa_i_and_ii_to_ukraine_-
_final_report_ecfin.pdf
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Figure 28. Alternative 1: options for obtaining finance had the first MFA III tranche of EUR 600 min not been disbursed (but with IMF
support continuing)
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Note Some potential alternatives that were seen as likely by Delphi survey respondents but not discussed in detail in this report could not be categorically rejected
based on the incomplete evidence available to the Study team. This is the case for monetary policy adjustment (if the NBU had allowed the hyrvnia to depreciate
further), increased arrears from Naftogaz and reduced transfers to local authority budgets, especially in the context of decentralisation where there were real
problems with under-financing of local budgets. Taken together with the DSA, the cuts in CAPEX and pensions were considered the most plausible alternative.
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Figure 29. Alternative 2: options for obtaining finance had the second MFA III tranche of EUR 600 min not been disbursed (but with
IMF support continuing)
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Domestic financial markets

Had the first tranche of the MFA III not been provided, the availability of financing from
domestic markets was viewed as among the least plausible alternatives, according to Delphi
respondents. All key stakeholders, including the IMF, World Bank and NBU, categorically
rejected this hypothesis.

Domestic banks were under pressure and lending was heavily constrained, having dropped in
real terms in 2014 and for most of 2015. Throughout 2015, the NBU liquidated banks and
withdrew banking licences, with the total number of credit institutions falling from 163 in 2014
to 114 in 2015 (25 per cent of total banking assets). Households’ deposits in hryvnia and
foreign currency rose by 7 and 3 per cent between 2014 and 2015, respectively, although
remaining at a very low level. NPLs surged from 19 per cent in 2014 to 28 per cent in 2015148
and while the solvency of many banks, including some of those of systemic importance, was
not questioned by local analysts in the second half of 2015, their capital position remained
fragile. Indeed, due to increasing pressure, banks elevated deposit interest rates to around 20
per cent in late 2014 - a clear symptom of undercapitalisation. More fundamentally, the
domestic market was very shallow in 2015. Over that year, the treasury managed to issue
debt of just USD 0.6 bin at very short maturity (<1 year) and high yield (8.7 per cent p.a.)
and around half of all placements organised by the treasury between 2015-2016 failed to
attract any bids. Securing any additional financing from domestic lenders seems very unlikely
and even if theoretically plausible, would have come at exorbitant cost.

The availability of financing from the domestic market to offset the hypothetical absence of
the second MFA III tranche (Alternative 2) was considered more realistic in 2017 than in
2015. The total debt issuance on the domestic market in 2017 reached some USD 1.9 bln4?,
compared to USD 0.6 bln in 2015, and the interviewee from the Debt Department at the
Ministry of Finance acknowledged that domestic market became more accessible at that time,
a view shared by other experts, including those from the IMF. The Delphi respondents also
found this option one of the most plausible, with 71 per cent indicating the domestic market
as a likely/very likely alternative. However, while the yields also compressed (averaging
around 5 per cent per annum in 2017, versus 8.7 per cent in 2015'%9), this was markedly
higher than the cost of the MFA’s debt. Equally, the longest maturity the treasury could access
on the domestic market in 2017 was only three years, compared to up to 15 years for the MFA
loant>t,

International financial markets

The possibility of securing financing on the international financial markets as an alternative to
the first tranche of MFA III (Alternative 1) was roundly dismissed. In the course of 2013, the
Ukrainian authorities had lost access to international financial markets and this remained the
case in 2015, when the debt restructuring took place. Delphi survey results corroborated this
finding.

However, as an alternative to the second MFA III tranche disbursed in April 2017 (Alternative
2), this option would have been somewhat plausible. Delphi survey respondents ranked it
among the most plausible options (71 per cent indicating it as likely/very likely), on par with
financing from the domestic market. Nevertheless, the extent to which it was likely is still
inconclusive, for several reasons.

The fiscal situation stabilised markedly from late 2015 onwards. In mid-2017, an upgrade of
the Moody'’s credit rating from Caa3 (stable) to Caa2 (positive) was announced (see Figure 5).

148 NBU data.

149 Although the bulk of it was used to refinance the existing debt.

150 Ministry of Finance data.

151 Recipient country has a choice in the maturity of the MFA loan, ranging from five to 15 years.
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This upgrade was based on the significant strengthening of Ukraine’s external position and the
cumulative impact of structural reforms likely to improve debt dynamics®>2,

After several years, Ukraine regained access to international markets in September 2017,
raising a USD 3 bln bond issue with maturity of 15 years and a yield of 7.35 per cent, an
issuance oversubscribed by around 300 per cent!*3. More generally, the JP Morgan Global
Bond Index-Emerging Markets (GBI-EM) >4 rated the overall outlook for 2015 as
challenging®>> but it improved slightly in 2016'°%, followed by marked amelioration in 2017,
with a fall in risk premia across the markets, linked to relatively low inflation and healthy
growth rates®>’.

High currency volatility typically discourages investors in emerging markets, as it may affect
the real rate of return, although the foreign exchange rate of hryvnia was broadly stable from
early 2016 onwards (see Figure 25).

Doubts persist, however. In April 2017, there was still no clarity on the outcome of the
negotiations with the IMF on the progress of the EFF programme - arguably a prerequisite for
successful issuance!®®, Given the crucial - though nuanced - timing, the Ministry of Finance
believes that it would not have been feasible to raise the financing on the international
markets in April or May of that year.

Multilateral/bilateral loans

Under Alternative 1, increased assistance from the World Bank and/or the IMF and a greater
financial package from bilateral donors were chosen as likely/very likely by the majority of the
Delphi respondents, with noticeably fewer opting for 2017 (Alternative 2). The latter is in line
with the Study team’s understanding that it is plausible that Ukraine would not have received
any additional financing from other multilateral donors. Throughout 2017, the lack of
satisfactory progress in AC reform became a major strain on the relationship between Ukraine
and the IMF'>°, As a result, since April 2017, no further disbursements were made under the
IMF EFF programme and it eventually became one of the key issues leading to the cancelation
of the programme altogether in December 201816°,

Even for the first tranche disbursed in 2015, the stakeholders interviewed were very sceptical
about the availability of further multilateral/ bilateral loans (given how their programmes are
constructed, where there is no scope for swift top-up of financial envelopes, conditioned on
the approval of the Board of Directors in the IMF’s case). Interviews with the IMF and the
World Bank stated that the possibility of maxing out the assistance had already been

152 Moody’s website. Available at: https://www.moodys.com/research/Moodys-upgrades-Ukraines-rating-to-Caa2-from-
Caa3-outlook-changed--PR_370205

153 Financial Times (2017). Ukraine prices USD 3 bin bond deal at 7.375 per cent. Available at:
https://www.ft.com/content/d227d1b0-49¢c2-361a-8279-9c66c62e1783

154 Tracks total returns for traded external (foreign currency denominated fixed income) debt instruments in emerging
markets. The regular Emerging Markets Bond Index (EMBI) index covers USD-denominated Brady bonds, loans and
Eurobonds.

155 JP Morgan (2015). Emerging market debt outlook. Available at:
https://am.jpmorgan.com/blobcontent/1383212490929/83456/Emerging_market_debt_outlook_2015_ US.PDF

156 https://www.morganstanley.com/im/publication/insights/investment-insights/ii_emoutlook_en.pdf

157 BNP Paribas (2017). Several factors that have contributed to the outperformance by emerging markets bonds.
Available at: https://www.bnpparibas-am.lu/intermediary-fund-selector/its-not-the-time-to-buy-an-emerging-market-debt-
index-its-alphas-turn-now/

158 Moody’s regularly referred to the IMF programme as one of the material (and positive) factors in deriving the credit
rating for Ukraine.

159 |MF (2017). Statement of the IMF Director on Ukraine. Available at:
https://www.imf.org/en/News/Articles/2017/12/08/pr17474-statement-by-the-imf-managing-director-on-ukraine

160 |MF (2020). Ex post evaluation of the EFF to Ukraine. Available at:
https://www.imf.org/en/Publications/CR/Issues/2020/06/16/Ukraine-Ex-Post-Evaluation-of-Exceptional-Access-Under-
the-2015-Extended-Arrangement-Press-49518?cid=em-COM-123-41725
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exhausted for the SBA and EFF programmes, with no further room to increase the financial
envelope had some other donors, including the European Union, pulled out.

In terms of the support from bilateral partners, Ukraine received regular support from the US
between 2014 and 2016 in the form of the USD 1 bln guarantee backing the issuance of the
public debt in 2014, 2015 and 2016, respectively. However, this type of support cannot be
made available at short notice as it requires a relevant appropriation to be made in the
budget. For 2017, given that no appropriation was requested, making this support available
would have required legislative action (if even possible). Some budget financing was also
provided jointly by Canada, Turkey and Germany. Overall, however, the support from other
countries was typically in the form of technical assistance, project financing or foreign
exchange swaps, and local experts expressed the view that additional bilateral financing,
would have been unlikely, especially in 2017.

Fiscal adjustment

Regarding fiscal adjustment as an alternative to the first MFA III tranche, in principle the
authorities could have resorted to some revenue and/or expenditure measures.

DG ECFIN, the IMF, World Bank, NBU and the Ministry of Finance were sceptical about the
plausibility of mobilising additional revenue (such as tax hikes) in 2015. One-off measures,
such as privatisation, were also seen as unlikely under Alternative 1. Delphi respondents also
ruled out both ‘Increased revenue from increased taxes’ and ‘Privatisation’ from feasible
alternatives. Besides, the potential size of proceeds from the firesale of state assets at the
time when markets were dipping, and striking ‘a fair price’ would have been challenging, as
was the risk of having unwelcome types of investors. The available data'®! show that the
privatisation process practically stalled between 2013 and 2016. More specifically, while the
proceeds in 2012 were UAH 6.7 bin, they averaged UAH 570 min per year between 2013-
2016. 2017, a relevant year in the context of Alternative 2, was somewhat different. The
government sold its minority stakes in the regional electricity distribution companies to
majority owner (DTEK - Akhmetov's company). However, according to local experts from the
IER, further sales would have been politically painful (and fiscally unsound), given that the
sale of stakes in the DTEK had already attracted some criticism for being below a fair value.

With only limited possibilities to raise revenue, cuts in public expenditure could have been an
option to replace the financing from the first tranche. Indeed, these were highlighted as the
likely source by virtually all key stakeholders (DG ECFIN, IMF, World Bank, NBU, Ministry of
Finance), although there was no full consensus on the type of cuts.

All interviewees agreed that no immaterial expenditure items possible to cut were left at that
time and any choice would have been very hard. The IMF asserted that ‘...historically the first
and relatively easiest item to cut for the authorities in Ukraine was to cut capital expenditure
(CAPEX)', something that was confirmed by the local economic experts. CAPEX was already at
a very low level (~USD 1.9 biIn) in 2015 when major fiscal consolidation took place, on the
back of the EFF programme. Yet, arguably, it was not ‘cut to the bone’, as was the case in
2014, when CAPEX stood at only ~USD 0.8 bln, its lowest level since the financial crisis. There
was thus some - limited - space to cut in 2015. Cuts in capital expenditure was the most
likely alternative chosen by Delphi respondents, with 86 per cent indicating it as likely/very
likely.

The interviewee from the Ministry of Finance speculated that while some items (e.g. wages of
military personnel) would have been absolutely out of the question in 2015 when the conflict
was still intense, one of the possibilities would have been a reduction in pension-related
expenditure (in real terms). Around half of the Delphi panel also selected increased pension
system arrears as likely/very likely. More specifically, Ukrstat data show that nominal average
pensions increased just over 15 per cent cumulatively over 2014 and 2015, compared to 79

161 Data from Ministry of Finance.
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per cent increase in consumer prices'®?, largely as a result of pensions being essentially frozen
between December 2013 and September 2015. However, unfreezing of pensions was brought
forward from December 2015 to September 2015, as higher than expected inflation led to
higher nominal budget revenue. One option for authorities could have been to stick to existing
plans, resulting in higher than expected cuts in pensions (in real terms). Such a measure
would have saved about UAH 4 bin (~ EUR 150 mIn) in pension fund transfers, which could
have been complemented by CAPEX cuts savings.

Given the feasibility of raising financing from the domestic market discussed earlier, fiscal
adjustment would not have been necessary under Alternative 2.

7.1.2.3 Alternative 3

Alternative 3 explores the hypothetical implications of the third tranche of the MFA III (EUR
600 min) having been disbursed in autumn 2017 (in addition to the first and second tranche);
a course of events that did not take place, due to insufficient progress in implementing some
of the MFA III conditions.

A review of the draft budget for 2017 indicates that the government was expecting the third
MFA tranche in 2017. Its absence therefore left a gap that had to be addressed, either by
alternative financing or through some adjustment of public expenditure.

According to the Delphi respondents, had the third tranche been available, three options were
most likely:

¢ Increased capital expenditure (75 per cent of respondents saw it as likely/very likely);

* Reduced financing from international markets (66 per cent of respondents saw it as
likely/very likely);

* Reduced financing from domestic markets (57 per cent of respondents saw it as
likely/very likely).

Had the third tranche been available, Delphi respondent and some interviewees saw the
potential reduction in borrowing from the international financial markets effected in
September 2017 (USD 3 bln via Eurobonds’ issuance) as likely/very likely. Nevertheless, it
seems that due to the timing of the cancelation of the third tranche (which took place after
the issuance in September 2017), this option would not, in fact, have been possible.

Instead, based on the evidence - but also coherent with the logic of inferencing presented
under Alternative 2 - reduced financing from domestic markets seems the most plausible
alternative in this case. According to the information provided by the Ministry of Finance, once
it became clear that the third tranche would not be available, the treasury decided to turn to
the domestic banks in December 2017 and issue USD 600 min debt with maturity of 1.5 years
(redeemable after six months) and interest rates of around 400 basis points p.a.

Thus, given that the third tranche was firmly expected and that its absence triggered
additional borrowing on the domestic market corresponding to a nearly identical amount, it
seems reasonable to assume that the presence of the third tranche would not have triggered
additional capital expenditure, despite the perspective shared by some Delphi experts.

7.1.2.4 Alternative 4

The combined MFA III and IMF (EFF) financing provided in 2015, 2016 and 2017 totalled USD
8 bin, USD 1 bIn, and USD 1.7 bin, respectively. In terms of the country’s GDP, this accounted
for 8.8 per cent, 1 per cent and 1.5 per cent of the output in 2015, 2016 and 2017,
respectively. This would have been a very sizable gap, in particular in 2015. It is very likely
that the absence of EU and IMF support would have triggered the pull-out of the World Bank

162 January 2016 to January 2014 average pension (UAH 1,700 vs UAH 1,526), December 2015 CPI vs December 2013
CPI (187.7 vs 104.3 Dec. 2010=100).
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(which supported Ukraine with an additional USD 1 bln in 2015 alone) and made the issuance
of USD 3 bin on the international financial markets in September 2017 impossible.

Similar to the conclusions of the ex post evaluation of the MFA I and II and considerations on
the hypothetical absence of the MFA I and II and IMF (SBA) programmes, had MFA III and
IMF (EFF) support been absent, the country would have faced the prospect of increasing
borrowing requirements due to a struggling economy (and fall in tax receipts) and a weak
domestic currency but constant expenditure pressures. Locked out of international capital
markets as it was (and with plausibly exorbitant costs of borrowing on the domestic market),
it is hard to conceive how Ukraine’s debt would not have become unsustainable and led to a
potentially disorderly default (see DSA in Section 9). This would likely have been accompanied
by an even greater depreciation in hryvnia, hyper-inflation and a more substantial fall in real
incomes and standards of living, and a considerable rise in the poverty rate.

Ultimately, it is plausible that a lack of international support at a time when Ukraine was in a
desperate situation and in a state of war could have threatened the sovereignty of the country
and would have had damaging and long-lasting effects on the EU’s reputation in Ukraine and
its ability to pursue the ambitions of the AA.

7.2 Part 2: Effectiveness of structural reforms

The following section outlines the framework used to assess the effectiveness of the MFA-
induced reforms (sub-section 7.2.1) and the results of this assessment (sub-section 7.2.2).

7.2.1 Analytical framework

The following issues were taken into consideration in analysing the effectiveness of MFA III
conditions:

* Action(s) taken by the Ukrainian authorities to fulfil the conditionality;

* Any evidence of implementation deficit, i.e. the difference between de jure and de facto
reform;

* Relevance and importance of MFA-promoted reform;

* Level of ownership of the programme and the capacity of the authorities to implement
it;

* Role of the MFA III contribution to reform progress;

* Observed or expected short-term benefits of the reform;

* Evidence for actual or expected impact of reforms (direct and indirect).

The analysis presented below is based on documentary and literature review, stakeholder
interviews and focus group discussions. It is complemented by case studies on AC and IDPs
(see Annexes 7 and 8).

7.2.2 Assessment of the effectiveness of MFA conditionality

The boxes below provide key summary conclusions drawn at reform level. For a detailed
assessment of corresponding individual conditions using the analytical framework presented
above, see Annex 5.

Overall, progress has been made, especially during the initial stages of the operation, in an
exceptionally difficult environment. Conditions that saw the payment of the third tranche
withheld were implemented beyond the timeframe of MFA III. Only one issue - related to the
wood ban - remains unresolved.

In many cases, tangible progress was made on the ground, e.g. energy and financial sector
reform, PP. Key steps were achieved in the fight against corruption, with the institutional
framework now largely in place and progress made at the technical level. In the AC area
however, wider changes (e.g. in relation to the judiciary, law enforcement) are needed for
beneficial outcomes to be more tangible.
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Box 18. Public finance management

Ukraine has made significant progress in public finance management reform,
notably by: improving its macroeconomic and budget forecasting tools; building
a fairer tax collection system; and increasing transparency in the public finance
management system through measures such as the introduction of the e-
procurement system ‘ProZzorro’'%3, According to the Public Expenditure and
Financial Accountability (PEFA) Report 201914, the assessment of public finance
management reform has improved over the years, with the external audit
dimension improving from C+ to B+. As arrears decreased during the 2016-
2019 period (less than 1 per cent), the stock of expenditure was upgraded from
B to A. Likewise, the macroeconomic and fiscal forecasting dimension improved
from B+ to A in 2019. The PP sphere kept its A score, as did the budget
preparation process indicator, obtaining a B.

Regarding external audit measures, publication of the ACU’s reports and
information notes have become established practice since August 2015, which
has increased Ukraine’s good governance. Likewise, the extension of the ACU’s
remit to SOEs strengthened transparency and public accountability by providing
for the publication of audit reports — although the ACU is still subject to some
restrictions, and transparency and accountability of SOEs activities needs to be
improved.

The reform of the PP system represents one of the flagship reforms of Ukraine
and is considered a success story, with the success of ProZorro widely
acknowledged®>, Sense of ownership is high. Ukraine joined the Agreement on
Government Procurement (GPA) in 2016 and is following a roadmap for the
progressive approximation of national PP law to EU law, as per the AA. The
roadmap, approved by the Association Councill®®, has a timeframe of five-six
years and contains annual milestones. On fiscal governance, the
implementation of measures such as the timely submission of the state budget
and the limitation of cases allowing amendments to the state budget, via
modification of Article 52 of the Budget Code, have had a positive impact in
increasing the predictability and credibility of the budget and fiscal policy.
Additionally, public finance management conditions have led to improvements
in tax compliance and reduced tax evasion. Tax revenues in Ukraine increased
by 50 per cent between 2016-2018 and all large taxpayers (2,200) were
brought under the Large Taxpayer Office (LTO). Finally, public sector payment
arrears decreased substantially in recent years, providing greater transparency
and fairness in granting VAT refunds.

Public finance management is an area where the government had ownership
and as such it is very likely that the Ukrainian authorities would have made
progress without MFA III. However, PP aside, the results of the Delphi survey
confirm that progress may have been more limited and/or delayed®” in the
absence of MFA III.

163 World Bank (2019). 2019 Public Expenditure and Financial Accountability (PEFA) Performance Assessment Report.
Available at: https://www.pefa.org/node/3676

164 ibid.

165 See, for instance: https://www.worldbank.org/content/dam/Worldbank/document/eca/georgia/11-
procurement/Ukraine-ENG.pdf

166 Decision No 1/2018 of the EU-Ukraine Association Committee in Trade Configuration.

167 According to the Delphi survey, the majority of respondents (19 out of 21) are positive that Ukrainian authorities

would have made progress in this area without MFA 1ll. More specifically, one-third of respondents (seven) answered
‘Yes, but at a slower pace’and eight said ‘Yes, but not fully/with some gaps’.
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Box 19. Governance and transparency, AC

Significant progress has been achieved over the last six years or so. According
to the officials from the World Bank, IMF and EU interviewed as part of this
evaluation, the relative number and scope of the AC reforms undertaken in
Ukraine during that time has been ‘unprecedented’. New institutional
architecture has been established from scratch, with independent organisations
such as NABU, and a number of legislative acts came into force. Conditionalities
of the international donors, including the EU, gradually changed focus from
supporting the set-up of AC architecture in Ukraine to its roll-out and
implementation on the ground.

There was a general consensus that while the first phase of the broad AC
reform (setting up the overall architecture of the system) has been completed,
progress with more nuanced and yet equally crucial reforms has been
disappointing. In particular, reforms focused on the judicial system and
enforcement to ensure that AC investigations, including those revealed from the
declarations submitted via the asset disclosure system, are progressed by the
courts and unlawful actions are punished with the binding rulings, have not
advanced sufficiently. Lack of progress in the establishment of the High Anti-
Corruption Court was one of the key reasons for the stalemate and premature
termination of the IMF EFF programme.

Progress on AC reforms advanced unevenly, due in part to some vested
interests. The EU, IMF and World Bank all pointed to a number of Members of
Parliament (MPs) who regularly attempted to reverse or limit the scope of the
reforms (e.g. asset declaration system, beneficial ownership register).

Illustrating these challenges, more than six years after the Maidan protests,
corruption remains a major concern for the general public and for individual
communities (e.g. domestic business and foreign investors). A national public
opinion survey of residents of Ukraine, conducted between 21 April and 5 May
2017 by the International Republication Institute with support from the
government of Canada, revealed that the three most important issues for
Ukraine are conflict with Russia, government corruption and low industrial
production. According to the European Business Association (EBA) and Dragon
Capital’s survey of private business from spring 2017, widespread corruption
was the most important obstacle to foreign investment in Ukraine (8.5 on the
1-10 scale, where 10 is most important)!®8, The more recent Gallup World Pool
in early 2019 revealed that 91 per cent of Ukrainians believe that corruption is
widespread in government, the lowest confidence rate in the world!®°, In 2019,
Transparency International ranked Ukraine 126/180, with a Corruption
Perception Index of 30, on a scale from 0 (highly corrupt) to 100 (very clean).
This represents progress of 4 points since 2014179, The average global score
was 43.

168 EBA (2017). Foreign Investor Survey — 2017. Available at:
http://eba.com.ua/static/2017_09_13_InvestorSurveyResults_16_9.pdf

169 Gallup (2019). World-low 9 per cent of Ukrainians confident in government. Available at:
https://news.gallup.com/poll/247976/world-low-ukrainians-confident-government.aspx

170 Transparency International (2020). Corruption Perception Index. Available at:
https://www.transparency.org/country/UKR
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Looking at the main triggers of reform, an OECD report!’! noted that inclusion
of AC reform in the VLAP benchmarks and among the criteria for signing the AA
served as ‘a major incentive and boost for relevant legislative reforms’ from
2014 to 2017. Similarly, the AA implementation highlighted the importance of
the VLAP, as well as public demand. Undoubtfully, the role of the IMF - whose
subsequent programmes contained a substantial number of AC conditions - was
also crucial. This was consistent throughout the discussions with officials as part
of the ex post evaluation of MFA I and II, and with the EEAS and Member
States’ Permanent Representations. By contrast, interviews conducted as part
of this and the previous evaluation revealed less specific reference to MFA
conditionalities as a major trigger for reforms, although the EU Delegation
stressed the very active stance of local CSOs in monitoring the implementation
of progress in AC reforms and indeed, political pressure exercised by the EU
throughout the implementation. For some reforms, other donors played a more
decisive role in advancing AC reform (e.g. leading role of the IMF in
conceptualisation and establishment of NABU).

Box 20. Governance and transparency, public administration reform

Several important steps towards reforming Ukraine’s public administration were
made over the lifetime of MFA III, including the adoption of a legislative
package on the civil service and a public administration reform strategy,
compliant with SIGMA principles, in June 201672,

Some results are tangible, for example the recruitment of civil servants and the
online vacancies portal (career.gov.ua) through which some 30,000 candidates
have applied!’3. Institutional structures now exist, with public administration
reform directorates in place. However, weaknesses persist and public
administration still does not work efficiently. The Ukrainian administration
remains oversized and underpaid and thus fails to attract qualified local experts
into the public sector. In addition, the 2018 OECD baseline measurement report
pointed out that there is a need to guarantee citizens’ rights in interactions with
public administration, through a general law on administrative procedures.
Overall, progress is going in the right direction, but the pace of implementation
is rather slow and with some setbacks (e.g. politically motivated dismissals).
This is to be expected, given the nature of the reforms.

Stakeholders’ do not believe that the government was the driving force in public
administration reform, stating that the EU had a leading role as a horizontal
donor, pushing for reform with the help of its implementing partners. In that
context, progress is more directly attributable to EU involvement - including but
not limited to the MFA instrument.

Box 21. Governance and transparency — SOEs

MFA conditions in this area focused on specific points in relation to corporate
governance (more precisely, corporatisation, i.e. conversion into joint stock
companies) and external audit.

171 OECD (2015). Anti-corruption reforms in Ukraine. Round 3 Monitoring of the. Istanbul Anti-Corruption Action Plan.

172 https:/iwww.kmu.gov.ua/storage/app/sites/1/reform%20office/01_strategy_eng.pdf The time horizon of the strategy
has been extended to 2021

173 Ukraine Reform Conference, Toronto, 2019.
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Conditions were met but progress in this area was challenging. There is no
comprehensive overview of the outcome of these reforms (e.g. number of SOEs
from the list that have been converted to joint stock companies, extent to
which audit recommendations were implemented at SOE level).

In the field of corporate governance more generally, one milestone - concerning
all SOEs - was achieved when the legal foundations for establishing
independent and professional supervisory boards at SOEs were adopted. This
horizontal legislative change aside, improvements in this field are somewhat
incremental, one SOE after another, as technical assistance becomes available
(e.g. from the EBRD).

There is now a requirement for the largest SOEs to undertake an independent
external audit but, according to the OECD'74, implementation of this
requirement has been extremely poor.

Overall, the EU/MFA contribution to the SOE reform process seems quite
limited, although more substantial in certain fields, notably external audit of
SOEs (see also public finance management conditions).

Box 22. Judicial sectort’s

There were significant developments in the process of improving the integrity,
transparency and efficiency of the judicial system in 2016/2017. The vetting
exercise, despite falling short of expectations in terms of implementation and
actual follow-up of cases, had a significant announcement effect, with 2,000
judges resigning rather than going through the process, opening positions for
new legal professionals to enter the system. To date, however, many newly
open positions remained unfilled, raising concerns about staffing levels.

In relation to the amendment of the legislation, the Ukrainian authorities went
beyond the MFA requirements and legislative changes to undertake
constitutional reform. The changes are assessed as being significant, increasing
the independence of the judiciary, de-politicising the selection process for
judges and facilitating the dismissal of judges not meeting integrity criteria.
Over the lifetime of the MFA operation, a new Supreme Court was also set up,
which is considered a good reform step, despite not being required by the MFA.

Justice sector reforms in Ukraine are the result of concerted efforts supported
by EU technical assistance programmes (PRAVO project and its predecessor). In
2014, Ukraine established a Judicial Reform Council (JRC), uniting many actors
at the highest policy-making level, donors and CSOs, with the aim of acting as
a justice sector reform ‘owner’ and coordinating the implementation of the
Justice Sector Reform Strategy 2015-2020 (JSRS)'76. The PRAVO project is
supporting the JRC. Overall, the MFA conditions reinforced the EU message.

Box 23. Energy sector

174 OECD (2018). Anti-corruption reforms in Ukraine: prevention and prosecution of corruption in state-owned

enterprises.

175 The justice sector condition under the business environment area (condition #19, 3rd tranche) has sub-conditions: (i)
and iii) are related to the judiciary and are presented here separately. ii) is related to the business environment and is

presented in that section.
176 https://www.pravojustice.eu/what-we-do
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There was substantial progress in all targeted sub-areas. The benefits of the
reforms are already tangible — the energy sector is no longer causing budgetary
problems, instead helping to stabilise the country. For example, the Naftogaz
group accounted for nearly 16 per cent of total revenue in the state budget in
2019177,

Reforms in this area typically encountered fierce opposition. Together with the
actions of other donors (especially the IMF, which imposed demanding
conditions in terms of tariff increases, endorsed by the EU), MFA III was a key
reinforcing factor that accelerated the reforms, giving pro-reformers EU backing
(see, for example, RPR, Dixi Group)

Today’s problems are completely different in nature to those of 2015. They
relate to having a competitive market, characterised by fairer prices, a more
diversified energy supply, and increased compliance with EU energy
regulations. Progress in the gas market has gone further than the electricity
market, where cross-subsidisation persists (highly subsidised consumer prices
paid by energy suppliers).

Energy efficiency will remain an issue in the coming years. The issue is how
higher on the country’s radar, as illustrated by the new ‘Energy Strategy of
Ukraine’, adopted in 2017, which has a strong focus on renewable energy and
the recent requirement for all utilities to install heat and hot water meters!78,
The total installed capacity of the ‘green’ energy sector has grown exponentially
in recent years, from 1.44 per cent share in electricity generation!’® by the end
of 2017 to 10.8 per cent!®, to the point of outgrowing the absorption capacity
of the transmission system and triggering plans to reduce renewable subsidies.

Box 24. Social safety nets - energy

The social safety net reform in the energy sector took a two-step approach. The
condition in the second tranche focused on ensuring increased coverage of the
existing schemes so as to cushion the impacts of the energy reform. It worked
well, albeit at a higher cost than originally envisaged: the rise in tariffs and the
associated increase of eligible households, along with the simplification of the
procedures required for financial assistance, led to an expansion in the
coverage of the subsidies which had not been fully anticipated!®!. In a second
step (third tranche condition), the requirement to compensate vulnerable
households was still essential, but the aim also was to allow for better targeting
and to limit the fiscal implications of the programmes. The Ministry of Social
Policy in Ukraine adjusted the benchmarks of the housing and utilities subsidies
scheme to limit outlays, improve targeting and encourage energy efficiency.
More specifically, this involved lowering the subsidised threshold for gas

177See:

http://naftogaz.com/www/3/nakweben.nsf/0/A09B58DD11619020C22584F1002A61B6?0OpenDocument&year=2020&mo
nth=01&nt=News&

178See:

https://censor.net.ua/en/news/450036/law_on_mandatory_installation_of _heat_and_water_meters_in_residential_buildi
ngs_comes_into_force

179 https://www.tandfonline.com/doi/full/10.1080/15387216.2019.1593210

180 https://ua.energyl/installed-capacity-of-the-ips-of-ukraine/

181 IMF (2020). Ex post evaluation of exceptional access under the 2015 extended arrangement - press release and staff
report. Available at: https://www.imf.org/en/Publications/CR/Issues/2020/06/16/Ukraine-Ex-Post-Evaluation-of-
Exceptional-Access-Under-the-2015-Extended-Arrangement-Press-49518?cid=em-COM-123-41725
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consumption, from 7m3 gas per m? floorspace to 5.5 m3 gas per m? floorspace.
Additional measures involved tightening controls to prevent applicants under-
reporting their income, and the gradual phasing out of energy privilege
programmes (including the Housing and Utility Privileges (PRIV)
programme)i82, In the years following the tighter measures, the number of
households receiving subsidies and the average payment of housing and utility
services decreased. In the heating period 2018-2019, over four million
households received subsidies and the average payment was about UAH
1,700183, By early 2020, the number of households receiving subsidies
decreased to 2.8 million and the average payment decreased to UAH 1,2001!84,

Social safety net reform in the energy sector was an area where the IMF, World
Bank and EBRD were all very active, and the MFA condition reinforced that
message.

Box 25. Social safety nets - IDPs

There were two MFA conditions on IDPs. Condition #16 of the third tranche
consisted of preparing a first evaluation of social service delivery to IDPs and
ensuring effective follow-up. The MFA condition was useful, as the report was
not only undertaken by two independent experts but, at the insistence of DG
ECFIN, was made available on the website of the Ministry of Social Policy!®>,
The evaluation provided various recommendations'®®, with follow-up actions
reported by the Ministry of Social Policy. The Study team understands that no
major gap has been identified in the implementation of the
recommendations®’, The report was widely shared with CSOs, the United
Nations Human Rights Agency (UNHCR) and other international organisations
and reportedly informed the delivery of humanitarian response by donors in
Ukraine.

The other IDP condition (#12, 2nd tranche) focused on results (‘Ensure the
effective provision of social benefits and services to internally displaced persons
(IDPs) through adequate legislation and funding’). It was a useful means of
exerting pressure on the authorities to reactivate the Ukrainian authorities’ IDP
programme in 2016 after its suspension. It is reasonable to assume that the
process would likely have taken longer without the MFA condition, which is an
achievement in itself. However, it was not sufficient to prevent a deterioration
of the living situation for those in the non-government- controlled areas of the
Donetsk and Luhansk regions.

Box 26. Business environment - trade and customs, deregulation

182 Beneficiaries of energy privileges schemes are gradually being transferred to the housing and utilities subsidies
scheme and (since 2016) benefits from the two schemes cannot be combined.

183 Ministry of Social Policy (2020). Interviews.
184 jpid.
185 http://www.msp.gov.ua/news/13403.html

186 Recommendations covered the following themes: ‘Suspension of Payments’, ‘Voting’, ‘Birth, Marriage and Death
Certificates’, ‘Elderly and Disabled Pensions’, ‘Database’, ‘Legal Aid’, ‘Coordination’, ‘Strategy’, ‘Resources’, ‘Psycho-
social support’, ‘Compensation’, ‘Sharing Data’, ‘Health System’, ‘Means Testing’, ‘Accommodation’ and ‘Employment’.

187 European Commission (2017). Note to the European Parliament and the Council Macro-Financial Assistance to
Ukraine: Third Disbursement Under MFA lII.
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Despite the success in reorienting Ukraine’s exports towards the EU (the EU has
now become Ukraine's primary export market), the trade area has been a
difficult one. The condition on the need to meet Ukraine's World Trade
Organization (WTO) obligations and refrain from introducing new trade-
restricting or trade-distorting measures has been problematic ever since the
introduction of the wood export ban in autumn 2015. MFA III may have been a
contributory factor preventing the introduction of further trade distortion
measures but that particular trade irritant was not be solved within its
timeframe and the issue remains with an arbitration panel. The condition
obtained a waiver ahead of the disbursement of the second tranche, before
becoming one of the reasons for the non-disbursement of the third tranche. The
wood export ban has, over time, grown from a technical problem of relatively
limited economic significance to a political major issue.

In parallel, there was some progress on the alignment of national legislation
with EU customs legislation. The key milestones were not achieved within the
timeframe of the MFA III itself (the Parliament adopted the Law on the Regime
of Common Transit and the on Authorised Economic Operators in September
2019188) put the preparatory work was done. MFA III was one driving factor for
progress in the customs area, alongside other EU programmes (sectoral budget
support programme in the area of public finance management already at the
time of MFA III, new EU funded technical assistance programme “Public Finance
Management Support Programme for Ukraine (EU4PFM) and its Customs
Component launched in 2019).

Deregulation was quite high on Ukraine’s reform agenda. Formal procedures for
starting business are now relatively straightforward in Ukraine, as evidenced by
positive trends in ease of doing business indicators (gain of 12 positions in
Doing Business Ranking between 2016-2019). First steps for the effective
enforcement of contracts were also taken, with the creation of the role of
private enforcement officers who are authorised to enforce court decisions (with
certain exceptions), alongside the state enforcement officers. Focus group
participants referred to the need to ensure properties rights and the rule of law
as the main potential driver to attract FDI in the future.

Box 27. Financial sector

The significant efforts of the NBU on this front have been widely
acknowledged!®, In the pursuit of a healthy and stable banking system, the
sector has experienced significant regulatory changes that saw the closure of
multiple banks. Substantial progress has been observed on reducing systemic
risks. On the condition to limit related-party lending by banks, the country has
undertaken a related-party lending diagnostic review and put the necessary
measures in place. Additionally, the condition on the set up of a credit registry
has also been fulfilled, with the approval of the relevant law in March 2018.
However, small loans are still excluded from the NBU registry and the obligation
of banks to consider information contained in the registry was temporarily
suspended due to COVID-19.

188 EEAS (2019). Association implementation report.

189 NBU (2019). NBU publishes 2018 progress report on comprehensive programme for financial sector development.

Available at: https://old.bank.gov.ua/control/en/publish/article?art_id=89102892

VoxUkraine (2019). Statement on the attacks on the former NBU Governor, Valeria Gontareva. Available at
https://voxukraine.org/en/statement-regarding-the-attacks-on-the-former-nbu-governor-valeria-gontareva/
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MFA support has been relevant in guaranteeing the implementation of due
reform more quickly and efficiently. It reinforced the IMF conditionality in the
case of third-party lending and contributed to drawing the importance of the
central credit registry to Parliament’s attention. Given how unpopular the
setting up of the central credit registry was, it is unlikely that the final draft
would have been adopted without pressure from the international community
(the first draft reflected the interests of the credit bureaus).

8

Social Impact Analysis (SIA)

Key findings of the SIA include:

The cushioning effect of housing and utility subsidies - The housing and utility
subsidies that were bolstered during the MFA operation period had the effect of
cushioning the impacts of higher prices resulting from energy reform. For the average
household, however, the price increases associated with housing and utilities were not
fully offset. The new subsidy schemes were easier to access and more progressively
structured, and it is plausible that vulnerable households were better protected.
However, available expenditure and income data do not provide sufficient information
about social outcomes by income decile.

Mixed findings for the provision of social services for IDPs - The temporary
social assistance programmes for IDPs (set up as interim measures during the conflict
in the East) were made permanent. However, the suspension of social payments to
many IDPs is likely to have damaged the living standards of many Ukrainian citizens.
Steps taken after the suspension of social payments also showed mixed results. By
early 2017, while the vast majority of applications for the resumption of social
payments had been processed, the initial administrative response to these applications
was slow and left a considerable minority IDPs with their social payments suspended.

Tentative improvements to labour markets and social outcomes - Although
unemployment rates and inflation were high during and after the MFA III operation,
there are tentative signs of improvements to labour markets and social outcomes. A
key factor in these improvements is the pace of nominal wage growth, which exceeded
consumer price inflation during and after the MFA III operations. Evidence on average
household expenditure and income similarly shows that the growth in household
resources outpaced growth in household expenditure over 2016-2018.

Some negative impacts associated with no first tranche MFA III (Alternative

1) - Reductions in government spending may have been necessitated by the absence
of the first tranche of the MFA. In particular, the government may have responded by
delaying the unfreezing of increases in public pension payments (decreasing the value
of these payments in real terms), negatively affecting household resources from 2015.

Likely negative impacts stemming from the absence of second tranche
conditionalities (Alternative 2) - The absence of second tranche conditionalities
would likely have had an impact on the pace and depth of reform of social safety nets.
This would have impacted the social situation in Ukraine, considering the need for
compensation mechanisms to protect vulnerable households and the importance of the
resumption of social benefits and services for IDPs. The absence of budgetary support
(provided by MFA) would likely have been offset by increased domestic financing, with
limited social impacts.

Limited impacts of the addition of third tranche MFA (Alternative 3) - Similar to
Alternative 2, the additional budgetary support is unlikely to have resulted in any
material change to fiscal policy (thus limited impact on the social situation). Some
stakeholders noted that the disbursement of the third tranche of MFA III would have
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had negative impacts on the credibility of MFA conditionalities, because the third
tranche conditions were not fulfilled.

* A sovereign debt crisis in the absence of MFA and IMF support - The absence of
any support from the IMF and MFA would likely have created a sovereign debt crisis.
Such a crisis typically blights the macroeconomy with issues such as economic
recession, increased rates of unemployment, high levels of inflation and/or cuts to
public services and wages, all of which would have had a substantial negative effect on
the social situation in Ukraine.

9 Debt Sustainability Analysis (DSA)

In response to the conflict and the abandoning of the peg between the hryvnia and the USD,
the hryvnia lost nearly 70 per cent of its value between 2013 and 2017. In conjunction, real
GDP declined substantially in 2014 and 2015. With hryvnia depreciation and foreign currency
debt forming around 60 per cent of the government’s debt stock in 2014, nominal gross public
debt increased from 40.8 per cent of GDP in 2013 to 70.5 per cent in 2014.

In the baseline, over 2015-2017, nominal gross public debt as a percentage of GDP was
projected!®® to be higher than levels observed during 2013-2014, at 79.8 per cent in 2015 and
81.9 per cent in 2016. Even though this ratio was projected to fall somewhat in 2017 (driven
by a primary surplus and real GDP growth), it remained at elevated levels (72.8 per cent). A
debt-to-GDP ratio persistently above 50 per cent implies heightened risk and warrants higher
levels of scrutiny to assess debt sustainability.

Similarly, the public gross financing needs-to-GDP ratio was projected to increase rapidly as a
result of the growing cost of servicing public debt over the same period. In the baseline, the
projections indicated the gross financing needs-to-GDP ratio increasing from 6.0 per cent in
2014 to 12.5 per cent in 2015. Despite debt restructuring in 2015, the ratio increased further
to 13.3 per cent in 2016, due to an additional UAH 121 bin financing required for the
recapitalisation of domestic banks.

Had Ukraine not received the first tranche of MFA III funding in July 2015 (Alternative 1), the
Study team assessed that the most likely government response would have involved cuts to
public spending - specifically to pension payments, public services and cuts to capital
expenditure, such as investment in infrastructure. Other options, such as issuing new debt in
domestic and international markets, were considered unfeasible given the weak banking
sector and the fragile circumstances that followed the 2014 crisis. Public borrowing would thus
have decreased by the amount of the first tranche of funding (EUR 600 min, or UAH 16 bin).
The presence of other donors in Ukraine, notably the IMF, was expected to cushion the
hryvnia from the negative impact of not having received the first tranche, thus no impact on
the exchange rate was assumed. Government revenues were not expected to have been
substantially affected in this scenario, although the longer term revenue implications (of
somewhat reduced growth) are less clear.

Through fiscal multiplier analysis, it is estimated that cuts to government spending would have
resulted in a real decline in Ukraine’s GDP of EUR 860 miIn in 2015 and EUR 860 miIn in 2016
(or over 1 per cent of real GDP in those years). Notwithstanding this, the combination of
reduced borrowing and lower GDP would have resulted in a relatively unchanged debt
sustainability position compared to the baseline: nominal gross public debt as a percentage of
GDP was projected to have been higher by just 0.1 p.p. in the absence of tranche one in 2015

190 For 2015, 2016 and 2017, the presented values are projections modelled using data on Ukraine’s debt profile and
sources of finance over that period. Imputations and estimates were used to compensate for data gaps. As a result of
these estimates, the projected values for indicators in 2015, 2016 and 2017 may diverge from the historical values
reported in statistical publications.
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and 2016 compared to the baseline and lower by 0.7 p.p. in 2017 (as a result of the lower
financing needs).

Had Ukraine not received the second tranche of MFA III funding in April 2017 (Alternative 2) ,
the Study team assessed that the most likely counterfactual would have been for the
Ukrainian government to borrow the equivalent amount from domestic debt markets to fill the
financing gap. In contrast to the situation in 2015 (during which the first tranche of MFA III
was disbursed), by 2017 the risk to debt sustainability had moderated somewhat as the
economy improved and the situation in the East stabilised (marked in part by the
oversubscription of the September 2017 debt issuance) in the baseline.

Assuming borrowing terms similar to Ukraine’s 2017 USD-denominated issuance of debt
maturity at 1.5 years and interest rates of 4.0 per cent (compared with the MFA III second
tranche interest rate of 0.75 per cent p.a.), the DSA indicated potential additional interest
payments of approximately EUR 29.3 mln over the one-and-a-half years of the alternative
borrowing terms. Debt-to-GDP and gross financing needs ratios would have remained
unchanged and, accordingly, debt sustainability would likely not have been substantially
affected. If Ukraine had had to seek alternative long-term financing arrangements to roll over
the domestic issuance upon its maturity, the potential cost of additional interest payments
over the 14-year period covered by the MFA second tranche (had Ukraine not received this
tranche) could potentially have been a lot higher (but likely still viable given Ukraine’s
successful debt issuances in 2018 and 2019 in the baseline).

In the scenario in which Ukraine received the third tranche of MFA III funding (Alternative 3),
the Ukrainian government would have been able to reduce domestic borrowing by the same
amount. Accordingly, the release of the MFA III third tranche would have resulted in loans to
the Ukrainian government at more favourable terms than the debt that was actually issued.

Assuming third tranche terms as those offered by the EU in the MFA III second tranche (14
years maturity and an interest rate of 0.75 per cent p.a.), the lower interest rate (3.25 p.p.
lower than that of the domestic debt issuance in the baseline) would have resulted in lower
interest payments of EUR 29.3 miIn over the one-and-a-half years that the domestic debt
issuance would have covered. Debt sustainability would not have changed markedly as a
result of receiving the third tranche.

Under the no MFA, no IMF scenario, Ukraine would not have received the rescue packages
provided by the EU and the IMF. In addition to not receiving funding amounting to
approximately EUR 8.9 bln, no MFA III and no IMF funding would likely have severely impaired
Ukraine’s ability to source funding from domestic and international debt markets and would
have decreased the availability of assistance from sources such as the World Bank and the
EBRD. The conditions that came with the IMF and EU support packages would likely have
encouraged reforms that would have further improved Ukraine’s finances. In the absence of
those conditionalities, Ukraine’s debt burden would probably have increased. In conjunction
with the assessment that very limited cuts to public spending would have been politically
feasible, it was judged that Ukraine would most likely have defaulted on its debts over 2015-
2017. Given the likelihood of sovereign debt default and the speculative nature of subsequent
impacts on the Ukrainian economic and political situation, the DSA tool was not applied for
Alternative 4.

Taking these findings together, the DSA analysis suggested that the improved economic
situation strengthened Ukraine’s debt position and increased the feasibility of alternative debt
financing to MFA III in 2017. More fragile conditions in 2015 meant that in the absence of the
first tranche, the government would have had to make politically difficult cuts that would have
had slightly higher (albeit still limited) impacts on the country’s debt sustainability. Potentially,
cuts to public spending in Alternative 1 (specifically to infrastructure) could have had longer
term implications for productivity and government revenue, further undermining the debt
sustainability position.
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10 Efficiency

Question 3: Was the disbursement of the financial assistance appropriate in
the context of the prevailing economic and financial conditions in the
beneficiary country?

This question is addressed by an analysis of the timing of disbursements (see
Relevance section)

Question 4: In what way has the design of the MFA assistance conditioned the
performance of the operation in respect to its cost and its objectives?

This question is addressed by analysing:

* Entry conditions for the MFA operation (ownership and capacity for
reform);

* Flexibility of the operation to adjust to contextual changes;

* Effectiveness of the dialogue between the European Commission and
Ukrainian authorities;

e Effectiveness of monitoring of the MFA operation;

* Visibility of the MFA and surrounding communication activities.

10.1 Timing of the disbursement of financial assistance

A discussion of the timing of the disbursements can be found in Section 5 (Relevance).
10.2 Design of MFA assistance and efficiency of implementation

10.2.1 Ownership of the programme by the Ukrainian authorities

In the two years following Maidan, efforts were made to reform Ukraine quickly. A long list of
commitments were made under the AA and MFA III and key milestones were achieved (e.g. e-
procurement system, gas sector).

In 2016, however, the pace of reform slowed. The impacts of the efforts made to curb
corruption were undermined by the remaining deficiencies of the judicial system.

Already evident under MFA I and II, different ministries/bodies embraced the reform process
with varying levels of commitment: the Ministry of Finance and NBU were among the key
promoters of reform, while progress was slower and more difficult where other ministries,
agencies or stakeholders needed to be involved (e.g. Parliament, Ukrainian independent
authorities for the AC conditionality!°?).

Overall, the authorities’ level of ownership was uneven and slowed over the timeframe of the
operation. In many areas, reforms were promoted thanks to public demand, pressure from
Ukrainian civil society, international players and reform-oriented stakeholders within the
governmental organisations, but full political will among State leadership seemed, in some
instances, to be lacking. There was active resistance, for example, with laws aimed at
reducing the effectiveness of the reform regularly submitted and enacted by the Parliament
(e.g. when activists involved in combating corruption were required to declare their assets or
when illegal enrichment was decriminalised by the Constitutional Court of Ukraine). Similarly,
there was conflict between ‘old’ staff and newly appointed pro-reformers within the public
administration.

191 view expressed by the EU Delegation in Kyiv.
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10.2.2 Capacity for reform
Lack of administrative and policy-making capacity was an issue in Ukraine.

The World Bank’s Government Effectiveness indicator (which captures the quality of public
service provision, quality of the bureaucracy, competence of civil servants, independence of
the civil service from political pressures, and credibility of the government's commitment to
policies) places Ukraine in the bottom group, compared to its Eastern neighbourhood peers,
far behind Georgia.

Figure 30. Indicator of government effectiveness: Ukraine vs peers, 2015-2018
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Source: World Bank’s Worldwide Governance Indicators

Note: score on the aggregate indicator is in units of a standard normal distribution, i.e. ranging from
approximately -2.5 to 2.5.

This capacity issue is summarised by EBRD’s Ukraine Reform Architecture team as a matter of
(i) civil servants ‘playing for time’, outlasting the ministers; (ii) too many strategies, with too
little implementation; (iii) ‘Flying experts’; and (iv) insufficient capacity to coordinate support
actions.

Even where present, capacity issues did not seem to cause the lack of progress on some key
reforms, according to the stakeholders consulted during the interviews and the focus group.
Many complementary technical assistance programmes were put in place by the EU and others
to assist the authorities in their efforts (see Section 6.3.5).

10.2.3 Flexibility and adjustments to implementation given exogenous factors

In general, the MFA instrument provides for some flexibility and if the MFA condition(s) is not
met but the beneficiary country is making good overall progress and corrective actions are in
place, the Authorising Officer by Delegation or Sub-delegation may decide to grant waivers.
These waivers should be adequately documented!®2. In the case of MFA III, the second
tranche was disbursed after 20 months and required the granting of two waivers. The first was
granted in relation to the condition on delivery of social assistance to IDPs (# 12, 2nd

192 European Commission (2008). Guideline on Macro-Financial Assistance to third countries.
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tranche). The second waiver was related to one trade condition, more specifically the issue of
the wood export ban (# 13, 2nd tranche).

More importantly, the last tranche of the MFA III was eventually cancelled, which itself is
rather rare for MFA operations. This was primarily due to issues related to the fulfillment of
two of the third tranche’s AC conditions: verification of the asset declaration system and
ultimate ownership beneficiaries. Two other conditions were also unmet - in the financial
sector area, on a central credit registry and in the trade sector, on the lifting of the wood ban.
All four conditions are listed as triggers for the non-disbursement in the Cancellation Decision.
The interviews revealed, however, that the lack of progress on the AC conditions weighed
heavily in the non-disbursement decision. Insufficient progress of some reforms under the IMF
EFF programme was an additional factor (again, AC conditions particularly)®3. Opinion polls
on attitudes towards the EU frequently confirm that the general public in Ukraine associates
the EU (very) strongly with the rule of law and transparency. In that context, there is a view
(confirmed at the focus group) that it would have damaged the EU’s reputation (and that of
pro-reformers in Ukraine) if the disbursement had taken place under those circumstances. EU
and other IFI stakeholders tended to support the EU choice, preferring to highlight the positive
impact of the non-disbursement (‘disciplinary effect’) as a trigger to focus on reform and take
conditions more seriously. Some observed that the EU could have been firmer with the second
tranche, pointing out that waivers were granted after the Ukrainian side intervened at the
political level, and were concerned about the message that it sent.

The non-disbursement of the third tranche had negative economic consequences, according to
the Delphi experts. However, there was consensus among the stakeholders interviewed (and
the Study team) that, by late 2017, the macroeconomic conditions had improved significantly
in Ukraine. The decision was therefore adequately balanced, in light of the MFA III's
macroeconomic objectives. The non-disbursement could not, in view of the Study team, be
ascribed to a lack of sufficient flexibility from the EU side.

10.2.4 Liaison with Ukrainian authorities

As with any MFA operation, effective dialogue between the Ukrainian authorities and the EU
(via DG ECFIN and the EU Delegation in Kyiv) was essential in reaching a common
understanding and commitment to the conditionality and proper management of
disbursements.

The two main channels through which this dialogue took place were:

* Missions of the DG ECFIN staff to Ukraine, typically involving two/three experts from
the DG, lasting a few days and organised every four-five months, to assess progress in
the implementation of reforms;

* Regular discussions through the EU Delegation in Kyiv, SGUA, EEAS, EUAM;

* MFA-related aspects were occasionally discussed at political level, e.g. through official
letters sent by Vice-President, Dombrovskis, or bilateral dialogue between Commission
President Juncker and Poroshenko. These discussions focused on some problematic
issues that emerged during the implementation (e.g. establishment of NABU, set-up of
the asset declaration system, wood export ban issues, IDP issue).

Similar to the previous MFA I and II operations, the Ministry of Finance of Ukraine coordinated
the implementation of the MFA III operation on the Ukrainian side. Overall, there was good
cooperation between the Ukrainian authorities (led by the Ministry of Finance) and DG ECFIN,
EU Delegation, SGUA and EEAS. Excellent collaboration between the NBU and EU staff was
instrumental in the implementation of the conditions in the financial sector area. Coordination

193 European Parliament (2018). Further MFA to Ukraine. Available at:
http://www.europarl.europa.eu/RegData/etudes/ATAG/2018/623530/EPRS_ATA(2018)623530_EN.pdf
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within the Ukrainian side seems to have been more challenging, given the lack of ownership
beyond the Ministry of Finance and NBU.

10.2.5 Visibility of the MFA

Overall, the evidence suggests that MFA III had limited visibility, although this varies
depending on the audience and the reform area. Knowledge seems to be restricted to specific
reform areas or some key facts (amount, number of tranches, link to the IMF programme).
This is not surprising and seems to be aligned with findings from previous MFA evaluations.

While this Study did not envisage a systematic media content analysis to gauge the media
coverage of the MFA III, previous evaluations of MFA I and II undertook a separate media
content analysis (Twitter, the press), which provided further evidence of the limited visibility
of MFA. Key findings from the Twitter analysis concluded that conversations about MFA I, 11
and III in English, Russian and Ukrainian were predominantly neutral - tweets typically made
brief reference to the announcements of the loan disbursements with an indication of the
actual amount. Additionally, tweet volumes spiked around the dates of disbursements,
otherwise the volume of tweets related to MFA was low. Like the Twitter analysis, most of the
press articles appeared shortly before or after MFAs disbursements. The vast majority of
articles (85 per cent) were neutral and 15 per cent had a positive tone. Very few articles
discussed the potential impact of the MFA.

Contributing factors to a low level of MFA III awareness include: i) complexity of public finance
and macroeconomic issues for the general public; ii) lack of publicity on MFA conditionalities,
financial aspects of the support (e.g. interest rate) and impacts of the programme; iii)
confusion of MFA operations with other EU and IFI programmes conducted in parallel, making
it harder to distinguish the source of the funding.

Annual opinion polls conducted as part of the project ‘OPEN Neighbourhood - Communication
for a stronger partnership: connecting with citizens across the Eastern Neighbourhood’ showed
that the share of those with knowledge of specific EU programme represented only a fraction
of those with general awareness that the EU provides support.

Figure 31. As far as you know, does the European Union provide Ukraine with financial
support?

20% > -
o
_rs 25%
20%
15%

2017 2018 2019

M Yes and | know of specific programmes
MW Yes but | don’t know of any specific programme
mNo

Don't know

Source: EU NEIGHBOURS East (2019). Annual survey report, Ukraine, 2019
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Where respondents are aware of specific EU programmes, they tend to be related to
education, health or energy. Programmes on economic reform/business promotion are at the
bottom of that list.

Experts typically have greater awareness of MFA III than the general public. However, even
among the Delphi panel, only one in two declared that they knew the specifics of the macro-
financial assistance provided to Ukraine. Among participants in the focus group, the share was
one in four.

The MFA AC conditions attracted wider interest from the professionals/activists in the field and
from the general public, with specific conditionalities discussed extensively in the Ukrainian
media'®*. The communication organised by some CSOs was one contributing factor.

EC activities to promote MFA assistance included press conferences and press releases at the
time of the approval of the operation, the signature of the MoU and the subsequent
disbursements!®>, The press releases described general budget allocations, particular
conditions included in the operation, progress made by Ukraine in achieving agreed
milestones, and the release/delay of MFA disbursements. The communication between DG
ECFIN and the EU Delegation in Kyiv ahead of the disbursements was described by
stakeholders as very effective, which created clarity for disbursement/non-disbursement, both
in the press and for all concerned.

10.2.6 Monitoring process
Monitoring of MFA III drew on a number of sources:
* Regular progress reports submitted by the Ukrainian authorities;

* Regular missions of the DG ECFIN staff to Kyiv, combined with desk research by DG
ECFIN and experts from the EU DEL and SGUA;

* Various assistance provided by the EU Delegation, including logistical support (e.g.
preparation of the missions, or coordination in scheduling the phone calls between DG
ECFIN and Ukraine), as well as data collection, its analysis and interpretation,
underpinning the implementation of specific conditions;

Given the complementarity with the conditionality of other donors, there was regular and
close collaboration with other donors, in particular the IMF (e.g. AC and public finance
management reforms). Overall, the regular and effective dialogue between the Commission,
the IMF and the World Bank was highlighted independently by the staff from all three
institutions, both at the design and monitoring phases.

Overall, the monitoring activities conducted by the European Commission were quite similar to
those carried out by the IMF. The Fund, as part of its EFF programme, envisaged 15 quarterly
reviews, entailing the technical mission to Ukraine and close involvement of the IMF
representative based in Kyiv®,

In Ukraine, even more than in other third countries that had received MFA assistance in recent
years, CSO/NGOs played a particularly active and crucial role in monitoring the
implementation of the conditionalities, including the assessment of progress vis-a-vis the
progress communicated by the authorities. This was particularly relevant for the conditions
related to the IDPs and AC measures.

194 See, for example, https://www.Kkyivpost.com/article/opinion/op-ed/daria-kaleniuk-tough-anti-corruption-conditions-
essential.html

195 See, for instance, the press release accompanying the second disbursement of EUR 600 min in March 2017.
Available at: https://ec.europa.eu/commission/presscorner/detail/en/IP_17_643

19 |MF (2015). Ex post evaluation of the EFF programme. Available at:
https://www.imf.org/en/Publications/CR/Issues/2020/06/16/Ukraine-Ex-Post-Evaluation-of-Exceptional-Access-Under-
the-2015-Extended-Arrangement-Press-49518
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The previous evaluation of the MFA I and II found that some mission reports indicated certain
issues in relation to the insufficient provision of information by the Ukrainian authorities, such
as insufficient data related to the condition for VAT refund arrears or inconsistencies in the
data on Naftogaz collection rates. However, this evaluation has not identified any specific
weaknesses in this respect, neither in the course of the review of the mission reports nor
during discussions with the relevant DG ECFIN staff.
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11 EU added value

Question 5: What was the rationale for an intervention at EU level and to what
extent did the MFA operation add value compared to other interventions by
other international donors? Did the operation actually lead to the expected
impacts and added value of international cooperation, and what can be learned
for future operations?

Judgement criteria

* Financial added value - the availability of MFA on highly attractive terms
generated budgetary savings for Ukrainian authorities;

* EU Member States would not have been able to mobilise resources of a
similar nature (in terms of size and form) and/ or within the same
timeframe in the absence of the MFA;

* MFA III reinforced the Ukraine government’s commitment to
socioeconomic reform;

* The EU had a discernible influence on the choice and design of reforms
promoted by other actors;

* Leverage in pulling together and accelerating a multi-donor package;

* Evidence of signalling and confidence-building.

11.1 Financial added value

Financial added value is an important aspect of added value to examine, more specifically
whether individual Member States could have mobilised the resources at the scale required.
European Commission statistics illustrate that this would not have been the case, with Member
States mobilising EUR 1.4 bin post-Maidan (compared to the Commission’s EUR 15 bln
commitments under the whole package)?’.

Ukraine benefitted from the support of both bilateral and multilateral donors (see Figure 32).

EU institutions ranked first among the top donors to Ukraine over the period 2014-2018.
Germany, Poland, Sweden and France are the Member States in the top 10 providers of
Official Development Assistance (ODA)!°8,

197 https://ec.europa.eu/neighbourhood-enlargement/neighbourhood/countries/ukraine_en

198 OECD (n.d.) ODA definition. Available at:
http://www.oecd.org/dac/stats/officialdevelopmentassistancedefinitionandcoverage.htm
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Figure 32. Top providers of Official Development Assistance to Ukraine, total 2014-2018, USD
min

EU Institutions I 1,957
Germany [N 1,133
United States NN 1,008
Canada NN 535
Japan N 504
Global Fund M 237
Poland M 203
Sweden [ 179
United Kingdom [l 159

Switzerland M 151

Source: OECD statistics

Regarding the form of support provided, the evaluation of MFA I and II and the rapid review of
available data show that Member State-level aid typically takes the form of project support
e.g. DFID for the UK!®® rather than budget support. One exception was the KfW loan of USD
220 miln disbursed in 2015 as budget support. Further budget support was disbursed from
Japan in 2014 and 2016 for a total amount of USD 434 min, Norway 24 min (in 2015) and
France 0.7 min (2014-2016)2°,

11.2 Reinforcement of government commitment to reforms

The Delphi experts observed that in the absence of the MFA, the reform process would have
been slower and would have experienced some gaps.

199 UK (2018). DFID assistance in Ukraine. Available at: https://www.gov.uk/government/news/uk-programme-
assistance-to-ukraine-2018-2019

200 OECD Creditor Reporting System.
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Figure 33. Progress in reform areas in the absence of MFA III

public finance management

energy

financial sector

social safety nets

business environment

governance and transparency

HYes M Yes, but at a slower pace W Yes, but not fully / with some gaps B No ® Don’tknow / not sure

Source: Delphi survey. Base: all (n=21)

The views of the focus group participants were no different. More specifically, they flagged the
AC field and public administration reform as two areas where the EU push was particularly
helpful. In the AC field, they reported that progress was driven first by strong public demand
and second by a strong push from international partners of Ukraine. In the public
administration reform domain, they noted the prevalence of the EU footprint, particularly
given the complementary technical assistance programmes put in place.

Two areas where experts were more confident that progress would have been made even
without the MFA are public finance management and the financial sector. This is consistent
with other evidence collected, e.g. on the fact that the new PP system was a flagship initiative
of the government. Even in these areas where there is sufficient ownership, international
support can play a role in supporting ongoing efforts by being an argument for pro-reformers
in case reform is blocked at Parliament. This was the case for condition #21, 3rd tranche, on
the central credit registry, for which the NBU had ownership but faced resistance at the
Parliament, in light of the lobbying by the credit bureaus.

11.3 Signalling effect to civil society and the general population

The AA (and discussions on other agreements, such as VLAP) created a real expectation that
the EU would provide support to Ukraine at a time of crisis, as already noted under the
evaluation of MFA I and II. Participants in the Delphi survey unanimously agreed that MFA III
financing sent a strong signal of EU support to Ukraine.

Although general public attitudes in Ukraine towards the EU cannot be exclusively attributed
to the MFA, annual opinion polls conducted as part of the project ‘OPEN Neighbourhood -
Communication for a stronger partnership: connecting with citizens across the Eastern
Neighbourhood’?®* showed that the percentage of people holding a positive image of the EU

201 EU Neighbours East (2019). Perceptions of the European Union. Public Opinion in Ukraine. Annual Surveys 2018
and 2019. Available at https://www.euneighbours.eu/sites/default/files/publications/2019-
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rose from 49 per cent in 2016 to 56 per cent in 201922, The focus group participants believed
that MFA III was part of the overall EU package to Ukraine that altogether may have
contributed to the positive image of the EU.

For AC CSOs, the MFA conditions were used as a means of leverage. In that context, they
found the non-disbursement decision justified and generally reported that a disbursement
under such circumstances would likely have represented a blow to the reputation of the EU,
given how strongly the EU is associated with the rule of law: ‘rule of law/human rights and
equality’ was the first thing spontaneously mentioned in relation to the EU by 11 per cent of
respondents, second only to ‘economic prosperity/high standards of living’ (27 per cent)?2%3 .

Despite this overall positive image, one focus group participant highlighted that some Russian-
inspired narratives had emerged on the negative impact of foreign assistance to Ukraine2%4.
More generally, the MFA requirement to lift the wood export ban was viewed negatively by the
focus group audience?%>,

11.4 Confidence boosting effect on the private sector

Similar to MFA I and II12°¢, MFA III did not seem to impact private sector confidence in any
clear-cut way. Nonetheless, although it is not possible to gauge the magnitude of the
confidence boost effect induced by MFA 111, it is clear that there was some political signalling
effect, which combined with the IMF package to provide a seal of approval.

The stakeholders/focus group participants did not single out any specific evidence
documenting the concrete impact of MFA III on business confidence. However, the Delphi
survey found that experts had an almost unanimous view on the effect of MFA on general
confidence, with the vast majority of respondents (18 out of 21) strongly agreeing/agreeing
that ‘the MFA III helped to restore confidence in the economy’.

While an analysis of the evolution of the foreign exchange rate over the period 2015-2018
does not allow the attribution of specific movements to the two MFA III disbursements, there
was rapid appreciation of the hryvnia between late February and mid-March 2015 (Figure 8).
This corresponds to the times when the IMF programme was negotiated and concluded and
the parameters of MFA III were finalised. This suggests that MFA III, in conjunction with the
IMF programme, contributed somewhat to this appreciation.

Ratings issued by the largest credit rating agencies (Moody’s, S&P, Fitch) are typically
carefully followed by the private sector and have a direct and meaningful impact on business
confidence. Box 28 shows the summary of the main drivers of Fitch sovereign ratings for
Ukraine, which reported downgrades and upgrades that were concluded throughout the period
late-2013 through to 2018. While the weight attached to the IMF assistance was clearly
greater, references to the EU support in general and to the MFA III operation more specifically

07/EUNEIGHBOURS%20east_AS2019report UKRAINE.pdf
https://www.euneighbours.eu/sites/default/files/publications/2019-
07/EUNEIGHBOURS%20east_AS2019_Factsheet UKRAINE_ENG.pdf

202 The trend was not linear, however, and there was a drop to 43 per cent in 2017.

203 EU Neighbours East (2019). Perceptions of the European Union. Public Opinion in Ukraine. Annual Surveys 2018
and 2019. Available at https://www.euneighbours.eu/sites/default/files/publications/2019-
07/EUNEIGHBOURS%?20east_AS2019report_ UKRAINE.pdf
https://www.euneighbours.eu/sites/default/files/publications/2019-
07/EUNEIGHBOURS%20east_AS2019_ Factsheet UKRAINE_ENG.pdf

204 This was also captured by the social media analysis conducted as part of the evaluation of MFA | and Il to Ukraine

205 See, for example, http://www.democracyhouse.com.ua/en/2018/round-timber-export-ban-historical-background-and-
positions-of-stakeholders/

206 See European Commission (2017). Ex post evaluation of MFA | and Il to Ukraine. Available at:
https://ec.europa.eu/info/evaluation-reports-economic-and-financial-affairs-policies-and-spending-activities/ex-post-
evaluation-mfa-operations-ukraine_en
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also featured in the Fitch communication justifying its rating decision. A review of the Moody's
sovereign ratings from the same period?°? paints a similar picture, although it contains no
explicit reference to MFA I, II or III in its rating decisions issued between 2014-2018.

Box 28. Trajectory and key determinants of Ukraine’s credit ratings — example of Fitch,
2013-2018

Fitch’s Ukraine ratings - from sharp downgrades to gradual lift-ups

Between late 2013 and early 2014, Fitch downgraded its Ukraine sovereign
debt rating twice: from B (e.g. ‘junk status’ — highly speculative) in early
November 2013 to CCC (i.e. ‘*highly vulnerable to default”) on 28 February
2014. The key rationale was the plummeting reserves of NBU, political
instability, increased difficulty in sovereign access to external financing and
worries that the IMF financing might not be deployed. Other, less critical
aspects were surging NPLs in the financial system and the risk of sharp and
uncontrolled depreciation. A further downgrade to ‘C’ (default status) was
announced in August 2015, as Ukraine stopped some external debt repayments
in the context of the ongoing debt restructuring negotiations.

The first upgrade, showing some signs of gradual stabilisation, occurred on 18
November 2015. The main factors determining that decision were the
successful closure of the debt restructuring negotiations, which helped in the
context of the public debt sustainability and stabilisation of the national
currency. In November 2016, another upgrade was made, this time to '‘B-'. This
time, the main reasons were the easing of external financing pressure, rise in
reserves, falling inflation and the stabilisation of the hryvnia. The modest
resumption of growth was also noted. Throughout 2017 and 2018, the rating
remained unchanged, with the next upgrade to ‘B+’ taking place in September
2019.

Almost all of Fitch’s communication made explicit and extensive reference to
the IMF programmes, which were often seen as a critical factor anchoring the
country’s economic performance and debt sustainability and a key stimulus for
progress in structural reform. References to the EU support, whether MFA or via
other channels, were much less frequent and had less ‘weight” attached.
Nevertheless, they still appeared in several instance in the form of general
references to ‘multilateral donor support’ (e.g. 11 November 2016), explicit
reference to critical importance of ‘IMF and EU funding’ (13 and 28 February
2014), explicit reference to EU MFA propping up reserves (18 April 2017) and
explicit reference to the AA as a factor supporting confidence, investment and
demand (8 November 2013).

Beyond the financial aspects, some individual conditions also had positive effects on the
business community. These notably included (i) condition #4, 3rd tranche, on the reduction of
public sector payment arrears, which had an immediate effect, and (ii) custom-related
condition (#18, 3rd tranche), which will facilitate cross-border trade in the longer term.

207 Moody’s, 2014-2018. Ukraine. Available at: https://www.moodys.com/credit-ratings/Ukraine-Government-of-credit-
rating-600037040?stop_mobi=yes
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12 Broader reflections on non-disbursement and design of MFA
conditionality

Given its exceptional character, the non-disbursement decision has been subjected to
more detailed analysis over the course of this evaluation, to cover in-depth the
underpinning factors, its perceptions and consequences.

Some broader reflections on the design of effective conditions were also developed from
studying the ‘atypical’ conditions included in the MFA III operation.

12.1 Reflections on non-disbursement
Key facts

The MFA III operation expired on 13 January 2018, without the third and last
disbursement being made, given the lack of sufficient progress with the implementation
of some of the conditionalities. More specifically, the commitments on four concrete
conditions were not sufficiently fulfilled:

* Condition 5 (AC), whereby Ukraine committed to setting-up an electronic asset
disclosure system for public officials, including a verification mechanism, while
starting to verify assets and possible conflicts of interest on the basis of the paper-
based asset declarations submitted by officials in 2015;

* Condition 6 (AC), whereby Ukraine committed to putting in place mechanisms to
verify, post-registration and on a selective basis following clear criteria, the
accuracy of the information provided by companies and enforcing compliance with
this obligation;

* Condition 17 (trade), whereby Ukraine committed to refraining from introducing
trade-restricting or trade-distorting measures, in line with its WTO obligations;

* Condition 21 (financial sector), whereby Ukraine committed to establishing a
central credit registry.

Insufficient progress on some reforms under the IMF EFF programme was an additional
factor. There, too, conditions related to AC measures were the most problematic?°8, The
Cancellation Decision was officially approved on 18 January 20182%°,

Factors leading to non-disbursement

In the four blocking conditions underpinning the Commission’s non-disbursement
decision, the issues which weighed most heavily were related to the non-fulfilment of the
two specific AC conditions. By then, the wood export ban had become a major political
issue and it is uncertain that a waiver could have been negotiated for the third tranche,
similar to the second tranche. The fourth blocking condition (financial sector) was of
relatively minor importance and was solved quickly after the expiration of the operation,
in line with expectations at the time.

The main reasons for not implementing the AC conditions within the agreed timeframe
were a lack of political will (e.g. absence of champion inside the government to push the
reform), entrenched bureaucracy (slowing the process) and resistance from some
stakeholders in Ukraine, who regularly attempted to reverse or limit the scope of the AC
reforms. Key pro-reforming forces included civil society and the international community,
led by the IMF, European Commission and the World Bank, which all agreed that vested
interests were the key element. Had those vested interests been less present, or had the

208 Eyropean Parliament (2018). Further MFA to Ukraine. Available at:
http://www.europarl.europa.eu/RegData/etudes/ATAG/2018/623530/EPRS_ATA(2018)623530_EN.pdf

209 C(2018) 405 final. Available at: https://ec.europa.eu/transparency/regdoc/rep/3/2018/EN/C-2018-405-F1-EN-
MAIN-PART-1.PDF
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Ukrainian authorities put more efforts in overcoming them, the conditions could have
been met. Interviews conducted as part of this evaluation pointed towards a material
drop in ownership of the reforms in early 2016, making progress more difficult.

Perceptions of the non-disbursement decision

With the exception of the Ukrainian authorities (which challenged the achievability of the
conditions within the agreed timeframe), the non-disbursement decision was generally
seen as justified, by both the services consulted ahead of the adoption of the
Cancellation/Suspension Decision (e.g. EEAS, SGUA, EU Delegation) and civil society in
Ukraine.

Welcoming the disciplinary effect of the non-disbursement, the majority of the online
focus group participants thought that it was justified, given the non-fulfilment of key AC
conditions, in particular. EU credibility was reportedly at stake: turning a blind eye to the
major shortcomings in reform progress by the Ukrainian authorities would have signalled
EU willingness to compromise on its reform requirements. For instance, opinion polls on
attitudes towards the EU in Ukraine traditionally show that the general public associates
the EU (very) strongly with the rule of law and transparency (see Section 11). If the
disbursement had taken place under the circumstances at the time, it might have had
long-lasting consequences, rendering the ‘MFA argument’ - often used by AC CSOs for
leverage - less powerful.

The EU had already shown some flexibility when disbursing the second tranche (albeit
with some delays) by using the waivers. In early 2017, the waivers concerned the social
assistance to IDP condition (# 12, 2nd tranche) and the trade-related condition (# 13,
2nd tranche). There seems to be a shared understanding that any further flexibility
would have been counter-productive. The flexibility showed by the EU regarding the IDP
condition was largely welcomed, with consensus that progress had been made, despite
some outstanding issues. On the wood export ban, however, there were opposing views.
Some on the EU side believed that the EU should have been firmer with the second
tranche, claiming that these waivers were granted only after the Ukrainian side had
intervened at the political level. They were already concerned that the granting of
waivers might send a message on the decision-making process within the Commission,
particularly at a time when the Ukrainian authorities were failing repeatedly on their
commitments. With some exceptions, civil society stakeholders spoke of their support for
the waiver, rejecting a pure ‘checklist approach’. While admitting the need to respect
WTO commitments and agreeing that, technically speaking, the condition might not be
met, they put forward two considerations: (i) the wood export ban issue was not central
to the broader context of Ukraine’s reform path, and (ii) there were valid reasons behind

the wood export ban?10. In that context, civil society likely would have seen the
withholding of disbursement (be it the second or third tranche) solely for that reason as
unjustified.

Consequences

This evaluation has not found any evidence of negative political impacts originating from
the non-disbursement decision. Based on the insights from the EU side and other IFIs,
the collaboration between the Commission and the Ukrainian authorities remained
unaffected. If anything, the positive impact of the non-disbursement was mentioned by
the Commission staff directly involved in the design and implementation of the
subsequent MFA 1V operation, e.g. the ‘disciplinary effect’ that led to greater focus of the
Ukrainian authorities on the implementation of the conditions and resulted in more
honest policy dialogue between the two sides. Some focus group participants noted that
the EU needs to walk a fine line when deciding on non-disbursement. In other

210 Main arguments referred to: (i) the need to address an environmental issue to prevent deforestation of the
Carpathian mountains; (ii) the aim to export furniture, processed wood rather than raw wood, with a view to
protecting/developing local industries.
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circumstances, if repeated too often or considered unjustified, non-disbursement could
have undermined the EU-Ukrainian relationship and had international relation
implications (pushing Ukraine towards others - including Russia - to meet its financing
needs).

Looking at consequences at the economic level, the non-disbursement of the third
tranche had some negative implications, according to the Delphi experts and Ukrainian
authorities. However, that impact remained limited (see Section 9). The macroeconomic
data show that in late 2017, the macroeconomic environment in Ukraine had already
improved markedly. The stakeholders interviewed and the Study team believe that the
decision was adequately balanced, in light of MFA III's macroeconomic objectives.

Another mitigating factor for the non-disbursement of the third tranche was the
continuation of EU support to Ukraine. The non-disbursement did not end all EU
programmes and the EU remained firm in its commitment to Ukraine. In particular, a
new MFA IV operation was proposed as early as March 2018, two months after the
cancellation of the third tranche under MFA III. The short interval between both
operations meant that the MFA IV was sometimes presented as a replacement
programme in the Ukrainian authorities’ communications, according to stakeholders
based in Kyiv. This is not to say that MFA IV was intended as such - the adoption of MFA
IV followed the regular procedure and stemmed from an existing need, like every other
operation. In addition, in terms of actual disbursement of funds, some time elapsed
between MFA III and IV - the first disbursement under the MFA IV was made in
December 2018. Lastly, stakeholders (other than the Ukrainian authorities) valued the
firm hand of the EU in introducing conditions to be met ahead of the MFA 1V first tranche,
including in relation to MFA III unmet conditions?!!. This is believed to have safeguarded
EU credibility: ignoring the unmet conditions in the subsequent operation would have
watered down the effects of the non-disbursement of the third tranche.

12.2 Reflections on MFA conditionality

This evaluation raises some lessons learned in respect of conditionality that might
usefully be considered during the design and implementation of future MFA operations.

Firstly, the number of conditions was too high for the timeline envisaged for the
operation. The sheer humber of conditions under MFA III (36 in total, 46 if sub-
conditions are counted) did not lead to the non-disbursement of the third tranche but it
may have impacted the implementation of the operation. The initial assumption that the
MFA III conditionality could be successfully implemented in the short interval between
2015 and early 2016 was, with hindsight, overly optimistic. Many stakeholders on both
the EU and Ukrainian side mentioned the benefits of prioritising and focusing on a lower
number of conditions. A high number of conditions can have an overwhelming and/or
discouraging effect and also distract attention and finite resources from the main
priorities. It is generally seen as good practice to make more prudent use of
conditionality?12, even though the reality of the design of a programme - with number of
EU stakeholders wishing to leave their stamp on the conditionality - may be challenging
and require a decisive halt to the continuous expansion of the conditionality list. The IMF
reached a similar conclusion in its recent evaluation.

211 MFA 1V’s first tranche was tied to conditions in relation to the verification system for electronic asset
declarations and the verification of information on companies’ beneficial ownership. The issue of the wood export
ban is to be followed up through another setting (the dispute settlement mechanism). The issue with the delayed
law in the financial sector area was solved in the meantime.

212 See references in the Guideline on EU MFA assistance to third countries to ‘limited number of structural
conditions’ and the ‘principle of parsimony’ referenced in IMF 2002 guiding principles on conditionality.
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Some conditions had a high level of ambition and, with the benefit of hindsight,
reforms could have been broken down into smaller steps.

* In general, setting an ambitious condition without defining the exact steps is an
appropriate means of avoiding micro-management. However, in a context where
ownership is suboptimal, a step-by-step approach is needed. It is always
challenging to assess ownership level ex ante and the context may change over
the lifetime of the operation, but the fact that MFA conditions cannot be
renegotiated without amending the MoU and going through the whole decision-
making process only adds to the challenge. Under the current framework, it is not
easy for the Commission to switch from a flexible to a more hands-on approach.

¢ In the context of MFA III, the high level of ambition of the conditionality was
appropriate in many areas, for instance in the energy sector, where key progress
was made.

* One condition that led to withholding the disbursement of the third tranche was
labelled as particularly ambitious, although, again, its level of ambition was not
the sole explanatory factor: this is the beneficial ownership condition. In fact, with
the exception of the UK, no Member State has such a system in place. One good
point is that technical assistance was provided at the request of the Ukrainian
authorities, albeit quite late in the process. The condition could have been kept in
reserve for later or its scope could have been limited to make it more achievable.
The MFA 1V condition is more precise, specifying how to collect the necessary
information so as to be systematic (i.e. company registration process). MFA III
was less specific and more ambitious, mentioning the need to set up mechanisms
(i) to verify the information provided, and (ii) to enforce compliance with the
transparency obligation?!3,

e Accordingly, the condition related to the verification of the asset declaration, once
incorporated under MFA 1V, was broken into two main actions: (i) putting the
system in place, and (ii) demonstrating its actual use?!4,

The conditions (# 13, 2nd tranche; # 17, 3rd tranche) related to the need to avoid
introduction of new trade-restricting or trade-distorting measures proved
problematic. Despite this type of condition being aligned with the guidelines on the
drafting of MFA conditions (included in the Joint Declaration of European Parliament and

213 MFA IV condition read: ‘To ensure effective verification of information on companies’ beneficial ownership in
the Unified State Register of Legal Entities, Individual Entrepreneurs and Public Associations, amend the
company registration process so as to require — whenever a legal entity seeks to register or change its entry —
additional information on beneficial ownership, notably (a) the type of beneficial ownership, (b) the percentage of
each beneficial owner’s interest, (c) a description of the ownership structure in case a legal entity is not directly
and wholly owned by its members/shareholders, and (d) a reasoned explanation in case no beneficial owner can
be stated’. MFA 1ll condition read: ‘Following the establishment of an online database on beneficial ownership of
companies, put in place mechanisms to verify, post-registration and on a selective basis following clear criteria,
the accuracy of the information provided by companies and enforce compliance with this obligation.’

214 MFA IV condition for the first tranche read: ‘To put in place an automated verification system for electronic
asset declarations of persons authorised to perform functions of the state and local self-government and thereby
detect and prevent corruption, the Ukrainian authorities will (a) ensure the upgrade of the verification module to
enable logical and arithmetic control of electronic asset declarations, obtaining the necessary certificate of
compliance for this module, take ownership of the module and put it into operational use, and (b) conclude the
technical protocols on automatic data exchange between the verification module and relevant state registers and
establish these connections.” MFA IV condition for the second tranche read: ‘Operate a fully functional verification
system for electronic asset declarations of persons authorised to perform functions of the state and local self-
government proving effective in detecting undeclared income and assets, based on automated verification
software and automated access to information held in relevant state registers. On this basis, verify at least 1,000
declarations of high-level officials (including from the executive, the Parliament and the judiciary) and adopt the
corresponding verification decisions.” MFA 1l condition read: ‘Set up an electronic asset disclosure system for
public officials, including a verification mechanism, while starting to verify assets and possible conflicts of interest
on the basis of the paper-based asset declarations submitted by officials in 2015.
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the Council from August 2013), and Ukraine’s commitment under the AA, the Study team
would advise that the use of this type of condition be carefully considered in future, for
two main reasons.

e It risks adding fuel to the fire, exacerbating issues that could otherwise remain at
the technical level. Dispute settlement mechanisms exist to deal with specific
issues as they arise and encompass phases of consultation that increase the
chances of finding a mutually agreed solution. Should an issue arise, having
reference to the non-introduction of new trade-restricting or trade-distorting
measures as an MFA condition entails that a specific issue of relatively minor
macroeconomic significance can grow out of proportion quite quickly. It can
contribute to an escalation of the issue beyond the technical sphere - as happened
with the wood export ban issue, when it was discussed at the Ukraine-EU summit
in Brussels in November 2016, directly between European Commission President
Juncker and Ukrainian President Poroshenko?!>, Resolving trade irritants are
typically beyond the timeframe of an MFA?216,

e It entails reputational risk for the EU. When asking for the wood ban to be lifted,
the EU is perceived as pursuing its own trade agenda (primarily in the interest of
those Member States with a wood processing industry) at a time when the country
is in crisis. This may be legitimate from the EU point of view and coherent with
Ukraine’s commitments under the DCFTA or WTO, but it is not central to Ukraine’s
reform path. The use of this type of conditionality focused on trade liberalisation is
controversial (see Report prepared for the Norwegian Ministry of Foreign Affairs as
a background for the Oslo Conditionality Conference, November 2006)2'7,
Ukrainian civil society still associates the wood export ban with an environmental
objective and reports argue that the trade restrictions are justified on the grounds
of public policy and to protect nature, as permitted under the DCFTA?!8, The
effectiveness of the wood export ban in terms of environmental benefits is far
from being demonstrated?!®. On the contrary, there is evidence that problems
persisted despite the ban since i) it applies restrictions only to international and
not national players, and ii) exports, including to EU companies, continue to take
place, although illegally??°. The EU has, however, lost the communication battle.
Ukrainian civil society and forest experts??! point out that if environmental
protection were the EU’s main motive, lifting the wood export ban would not have
become a priority and an end in itself. Better forestry management practices and
better controls at the borders should be put in place first, before the forest can be
exploited altogether, whether to satisfy domestic or international demand. In that
context, even if, in parallel, the EU provides assistance for better forestry

215 http://www.enpi-fleg.org/news/ukrainian-timber-export-ban-to-be-or-not-to-be/

216 The actual duration of dispute settlement procedures are typically longer than the targeted duration of 12-15
months indicated on the WTO website. The average duration of those requests submitted between 2007 and
2011 was found to be 28 months. For more information, see Reich, A. (2017). The effectiveness of the WTO
dispute settlement system: a statistical analysis. SSRN Electronic Journal. 10.2139/ssrn.2997094.

217 https://www.regjeringen.no/globalassets/upload/kilde/ud/rap/2006/0164/ddd/pdfv/300495-
7final_conditionality _report.pdf

218 Earthsight (2018). Complicit in corruption: how billion-dollar firms and EU governments are failing Ukraine’s
forests. Available at: https://www.earthsight.org.uk/investigations/complicit-in-corruption

219 See, for instance, https://ukraineworld.org/articles/reforms/why-ukrainian-forests-dont-benefit-ban-wood-
export-interview

220 Earthsight’s analysis reveals that by December 2017, EU customs authorities had recorded importing almost 1
million cubic metres of logs from Ukraine, which were supposed to be banned from export.

221 http://www.enpi-fleg.org/news/ukrainian-timber-export-ban-to-be-or-not-to-be/
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management???, its insistence on lifting the wood export ban is perceived very
negatively by civil society, both in the media??® and during the focus group.

The Study team researched the extent to which it was appropriate to include ‘atypical’??*
conditions in the MFA programme, such as those linked to the judiciary or IDP. The main
findings included:

* As per the Joint Declaration of European Parliament and the Council from August
2013, MFA conditions should have a clear and direct link either to the
objectives of the MFA operation (macroeconomic stability) and/or EU
external policy objectives. EU external policy objectives are more all-
encompassing than trade policy and ‘atypical’ conditions are not, by definition,
excluded from the MFA scope;

* Conditions related to the judiciary are relevant and important. Working on
the judiciary means tackling the fundamentals and confronting the political and
institutional obstacles to reform. If left unaddressed, a weak judiciary system will
continually undermine reform progress in other areas. Such conditions are helpful
in advancing progress, provided that a number of prerequisites are in
place. In the case of Ukraine, conducive factors in implementing judiciary reform
included:

- Rule of law is a commitment under the AA so that the agenda is not imposed
from outside;

- According to those in charge of the MFA programme on the EU side, there are
domestic supporters of judiciary reform holding key positions in Ukraine;

- Active CSOs are pushing in the same direction as international players;

- Other donors, in particular the IMF, have been traditionally active in this area,
amplifying the leverage of the EU.

On the contrary, imposing judicial reform on a country while there is no ownership is
generally ineffective and wasteful, according to lessons from donor experience??>. In this
case, the focus could instead be to allow the environment to be more conducive in the
first instance (e.g. promoting transparency obligations).

Some specific design issues need to be considered:

- realistically, broader judiciary reforms need to be broken into steps so that
they can be implemented within the timeframe of an MFA;

- the limits of the MFA instrument and an external player like the EU, in
promoting judiciary reforms in a third country should be acknowledged. Certain
changes in relation to the judiciary need to be brought by constitutional
amendment, which can be called for through political dialogue but certainly not
included under an MFA programme. That type of conditionality would not be
seen as giving the beneficiary country sufficient policy space and could even be
seen as impinging upon its sovereignty.

At the time of MFA III, the IDP was a major issue in Ukraine, with the authorities
registering around 1.5 million people as IDP - this is a significant number in absolute
terms and as a share of Ukraine’s population (3.5 per cent). The MFA leverage was seen
as useful to put pressure on the authorities to extend their support programme and

222 http://www.enpi-fleg.org/ru/about/about-fleg/
223 This was also captured by the social media analysis conducted as part of the evaluation of MFA | and II.

224 By contrast, typical conditions cover public finance management, conditions with clear and direct link to the
macroeconomic objectives of the operation, and trade conditions.

225 Us General Accounting Office (2993). Assistance for justice administration, 14 (GAO/B-252458, 1993)
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reinstate the social assistance once it had been suspended, despite the broader and more
mixed results (see Box 25 and Annex 8). Over time, the IDP issue became linked to that
of the eligibility for pensions. Individuals from the non-government-controlled area could
receive their pensions only if they registered as IDPs, while, according to the EU/UN, all
people held the legitimate right to receive a pension, regardless of their IDP status. With
the benefit of hindsight, the MFA condition calling to ‘ensure the effective provision of
social benefits and services to internally displaced persons (IDPs) through adequate
legislation and funding’ may have been insufficiently precise and overly results-
oriented to ensure a shared understanding of what was meant exactly. Although the
issue was debated, subsequent operations included no MFA condition on pensions. If such
a condition were to be proposed as part of an MFA, there would be a need to ensure that
the condition is precise, that there is backing for it (from internationally agreed principles
or from rulings in Ukraine, e.g. the Supreme Court in Ukraine???), and that the authorities
are ready to endorse such a condition, which may be a stumbling block, given the
material differences in views.

226 |n 2018, the Grand Chamber of the Supreme Court ruled that the suspension of pensions was unlawful.
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13 Conclusions

The following section summarises the key findings for each of the evaluation criterion
that addressed the specific evaluation questions (Box 4).

Relevance

¢ Size of the MFA III financial assistance: The MFA III financial envelope of
EUR 1.8 bIn was of an ‘unprecedented’ scale. In absolute terms, the size of MFA
ITI was the largest single operation in the history of the MFA instrument, by a
wide margin. The size of the operation was justified and appropriate, given the
financing needs of Ukraine at that time, the political importance of the country
for the stability in the European Neighbourhood and the political integration of
the country with the EU. It was also seen as adequate by other key multilateral
partners, including the IMF and the World Bank.

* Form of the MFA III financial assistance: The financial assistance came in
the form of loan rather than a grant or a combination of both. This was
determined by the application of agreed principles, defined with reference to
the per capita income of Ukraine, debt sustainability and eligibility for
concessionary finance. The absence of the grant component should also be seen
in the context of the availability of non-refundable financing from other EU
programmes. The loan itself was provided on concessional terms that would not
have been available on the markets (interest rate of 0.250 per cent for a
maturity of five years for the first tranche, and interest rate of 0.750 per cent
for a maturity of 14 years for the second tranche). Overall, the chosen form
was appropriate and consistent with the treatment granted by the IMF and the
World Bank.

* Timing of the disbursements: Similar to MFA I and II, the timing of the MFA
ITI operation was essential, given the urgency of the situation in Ukraine, and
the disbursement of funds within the slot 2015-2017 was considered by
stakeholders to be critical support for the country. Overall, the operation was
negotiated and concluded extremely quickly, despite the use of the Ordinary
Legislative Procedure. The first MFA III disbursement, in July 2015, was
particularly crucial given the challenging fiscal and economic situation of the
country.

* Focus of the MFA III conditionality: At the thematic level, all six areas of
MFA III conditionality (public finance management, governance and
transparency, energy, social safety nets, business environment and financial
sector) were relevant and consistent with country priorities and the EU-Ukraine
AA. At the level of specific conditions, most reforms were (highly) relevant (e.g.
setting-up of three AC bodies, asset declaration system, legislative package on
the civil service, related-party lending criteria, Gas Market Law). Yet, the
ultimate beneficial ownership condition in the AC area was excessively
ambitious.

* Number of conditions: Overall, the humber of conditions was high in absolute
terms (36 conditions - 46 if sub-conditions are considered). To some extent,
this reflected the size of the assistance and the principle of ‘more money for
more reform’ and considerable reform enthusiasm in the aftermath of the
‘Revolution of Dignity’. Yet, given the relatively short-term nature of the MFA
instrument (in case of MFA III, the initially envisaged implementation
timeframe was Q2 2015-Q1 2016) and the relatively high ambitiousness of the
conditionality package, it appears that more sparing use of conditionality might
have sustained better motivation of authorities throughout the operation. In
hindsight, the evaluation of the IMF EFF programme similarly found out that
more parsimonious use of its conditions could have been beneficial.
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Coherence

¢ Coherence with a broad policy framework guiding the EU-Ukraine
relationship: The evaluation found that the MFA III, like MFA I and II, was well
aligned with the key priorities guiding EU-Ukraine relations, with conditionalities
reflecting the key areas of focus of the AA and the VLAP.

¢ Coherence of MFA III conditionality with overall EU budget support
package: The SBC was the most sizable budget support programme
implemented in Ukraine over the lifetime of MFA III. At the time MFA III was
being designed, the SBC programme was already running. In some cases,
where conditionality of both instruments was very similar, MFA III reinforced
the message, given its additional firepower (e.g. verification of the asset
declaration system, entry in force of the Law on civil service, transparency
around PP contracts). Otherwise, the programmes were coherent at the
thematic level (AC and public finance management reform). The evaluation did
not find any contradictions or unintended duplications in the conditionality of
MFA III and the SBC.

* Coherence of the MFA conditionality with conditionality of other donors
(e.g. the IMF, the World Bank): The evaluation found that MFA III had a
number of synergies with the programmes of other international organisations,
notably the IMF, World Bank and, to some extent, the EBRD. Areas where the
MFA complemented the efforts of the IMF included AC, for instance. At the
same time, there were some conditions where the MFA III was the sole financial
incentive used by the donor community to promote a given condition (e.g.
conditionality on IDPs). The evaluation did not find any contradictions or
unintended duplications in conditionality between the MFA III vis-a-vis
conditionality of other donors.

Effectiveness

e Stabilising effect of MFA III (and other donors): The financial support
provided by MFA III and the IMF (and by other EU programmes and
international donors) succeeded in stabilising the rapidly deteriorating economic
position of Ukraine. The country returned to modest growth in the first half of
2016, maintained a stable official exchange rate since March 2016, and
regained access to the international debt markets in 2017.

e In the absence of MFA III disbursements: Available evidence suggests that
had the first tranche of the MFA III disbursed in July 2015 not been available
(Alternative 1), obtaining alternative financing from domestic or/and
international sources was not plausible. Faced with no other options, the
authorities would have had to resort to public spending cuts in 2015 that would
likely have affected capital expenditure and pension transfers (in real terms).
The absence of this tranche would have been particularly acute for the
Treasury, given the limited fiscal headroom in 2015. Had the second tranche of
the MFA disbursed in April 2017 not been available (Alternative 2), the
evaluation found that authorities would possibly have raised the required
financing from the domestic debt market, which had already recovered from
major clean-up and restructuring by 2017. Yet, the higher interest rates in
domestic borrowing compared to MFA financing would have meant additional
cost of debt servicing, reaching at least EUR 29 mln (for a maturity of 18
months and substantially higher for any long-term financing arrangements).
Conversely, had the third tranche of the MFA III been disbursed in Autumn
2017 (Alternative 3), the Treasury would have not raised the corresponding
funding from the domestic debt market in December 2017.

July, 2020 133



Ex-post evaluation of Macro-Financial Assistance operation to Ukraine over the period
2015-2017

e In the absence of MFA III and IMF disbursement: The absence of both
donors would have had dramatic economic, social and political implications for
Ukraine. In absolute terms, Ukraine would not have received the rescue
packages provided by the EU and the IMF, amounting to approximately EUR 8.9
bln, according to conservative estimates, and this would likely have been
increased by the absence of support from other donors (e.g. the World Bank)
and most certainly coupled with the inability to access international financial
markets in September 2017, given the critical role of the donors. In parallel,
only very limited cuts to public spending would have been politically feasible,
making it likely that Ukraine would have defaulted on its debts over 2015-2017,
with hard-to-predict economic, social and political implications. No MFA III and
IMF support might have resulted in the absence of very substantial progress in
many reform area (where progress was induced by the conditionalities of the
donors). For the EU specifically, the absence of MFA III would have had a very
damaging and long-lasting effect on the EU reputation in Ukraine and its ability
to pursue the ambitions of the AA.

e Effectiveness of the reforms: Overall, Ukraine has made substantial progress
in reform implementation, especially during the initial stages of the operation,
often going beyond the fulfilment of the specific MFA III conditions stricto
sensu, and all in an exceptionally challenging environment. Examples of
particularly effective reforms include conditions from the energy sector area,
public finance management (e.g. procurement system, ProZorro), financial
sector (with excellent leadership of the NBU) but also the AC area, which saw
considerable progress, despite some outstanding issues (e.g. asset declaration
system, ultimate beneficiary ownership conditions).

SIA/DSA

e SIA: The absence of MFA III would have had a range of direct and indirect
implications. Negative direct impacts stemming from implementation risks to
the reform of social safety nets could have led to less effective compensation
mechanisms to protect vulnerable households and risk of increased delays with
the resumption of social benefits and services for IDPs. Indirectly, reductions in
government spending would have negatively affected household resources in
2015 (through the pension channel). In the absence of MFA and IMF support,
the likely default would have had severe social implications, such as economic
recession, increased rates of unemployment, high levels of inflation, cuts to
public services and wages, and - more broadly - fuelling of political instability.

* DSA: The evaluation found that had the MFA III not been provided but IMF
support continued (all alternatives except ‘Alternative 4’), debt sustainability
would have remained virtually unchanged compared to the baseline scenario.
The most plausible outcome is slightly more negative under Alternative 1, as
the cuts to government spending would have resulted in a real decline in
Ukraine’s GDP. In Alternative 2, the counterfactual implied an increase in debt
due to the higher cost of borrowing from domestic financial markets (compared
to the MFA’s concessional rates). The extra cost of Alternative 2 would have
been aligned to the extra cost of the non-disbursement of the third tranche.
Overall, however, the change in debt burden indicators would have been of
limited magnitude, except under Alternative 4 where default would have been a
likely outcome.

Efficiency

e Ownership of the programme by Ukrainian authorities: Overall, the level
of ownership turned out to be more fragile than initially anticipated by the
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European Commission, or by the IMF and the World Bank, as observed
throughout their programmes. After robust kick-off, reform enthusiasm fizzled
somewhat from Q2 2016 onwards. At the institutional level, ownership was
uneven. While the ownership at the Ministry of Finance and the NBU was
consistently high, some of the other institutions were less determined (e.g.
National Agency for the Prevention of Corruption). The key factor explaining
this lower than initially hoped-for ownership was resistance from vested
interests (including oligarchs and some Ukrainian MPs), which had relatively
strong leverage over authorities in Ukraine, as demonstrated by the protracted
delays in some AC reforms. Lower ownership in the AC area was partly offset by
diligent monitoring and the continuous pressure applied by the vibrant
community of Ukrainian CSOs on the successive governments.

e Capacity to implement MFA III conditionality: While capacity constituted
an issue in certain cases during the implementation of the operation, it was
only one of many (more significant) factors hindering reforms.

* Degree of flexibility and adjustments in implementation of MFA II1
given external factors: The evaluation found that the decision to grant two
waivers ahead of the second tranche, as well as the decision to suspend the
third MFA III tranche, were well-balanced and justified. The former took into
account the likelihood of sufficient progress in both reforms going forward. The
latter, driven to a considerable extent by the non-fulfilment of two prominent
AC conditions, correctly assessed the potential economic implications of the
non-disbursement, as well as potentially negative implications (e.g. reputational
risks for the EU) of being seen as lax with respect to critically important
conditions in a key sphere of interest and competence of the EU in Ukraine.

* Visibility of MFA III: Overall, despite the significant size of the financial
envelope, the evidence suggests that MFA III had no better visibility than other
MFA evaluations, although this varied depending on the audience. One
exception was those informed about the AC field, who had very specific
knowledge of MFA III conditions (as they were actively promoted by Ukrainian
CSOs).

* Monitoring the implementation of MFA III: Overall, the monitoring of the
operation was appropriately conceptualised and implemented. It mostly drew
on (i) regular progress reports submitted by Ukrainian authorities, (ii) regular
missions of the DG ECFIN staff to Kyiv and (iii) desk research and exchanges
with experts from the EU Delegation, SGUA and EEAS, facilitating the
verification of progress with selected conditions.

EU added value

* Financial added value of MFA III: While Ukraine benefitted from both
bilateral and multilateral support since the ‘Revolution of Dignity’, the former
has lagged in terms of volume and concessions. It is clear that while some EU
Member States and certain individual third countries could and have mobilized
extra resources to support Ukraine, they could not have done it at a scale
matching MFA III. The EU role was therefore instrumental in pulling together
this additional support. In addition, a substantial part of the bilateral support
comes in the form of project financing, as opposed to the MFA-type financing,
where a government is not constrained in its use of the funding.

e Symbolic value of MFA III: The MFA III operation came at a very challenging
time for Ukraine and its people, who had demonstrated their European
aspirations with exceptional spirit in winter 2013-2014. While somewhat
expected, given the plausible continuation of support based on the
developments under MFA I and II, NFA III was nevertheless a strong sign of
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solidarity and support for a country facing exceptional economic, social and
political challenges, including continuous violation of its territorial integrity by
Russian armed forces.

¢ Additional boost of MFA III for the reform process: Evidence confirmed
that the EU support in the form of the MFA III offered an additional boost to the
reform process in Ukraine, although the strength of that effect varied across the
reform areas. For instance, two areas where progress would likely have been
made even without the MFA are public finance management and the financial
sector. On the other hand, the areas where the MFA III role in stimulating
reform was clear were AC and public administration. For instance, the MFA
conditionality was often used as a means of leverage over the government by
the CSOs operating in Ukraine, especially in the area of AC. MFA III and the
need for sufficient progress in structural reforms was also raised at the EU-
Ukraine political level.

* Confidence boosting effect of MFA III on the private sector: As in the
case of MFA I and II%%7, MFA III did not seem to impact private sector
confidence in a clear-cut way. Some specific conditions could have had some
direct impact on the business community (PP, automated process for VAT) and
the overall MFA III package may have contributed to the appreciation of the
domestic currency. References to ‘EU support’ also featured explicitly in the
communication of credit rating agencies, like Fitch.

Impact of all three MFA operations on the use of the euro in asset and debt
management of Ukraine

* The use of euro in asset and debt management of Ukraine: The MFA
operations in Ukraine did not include any conditionalities or involve any specific
diplomatic efforts aimed at promoting the use of euro. However, by increasing
the stock of EUR-denominated debt, the MFA played a role in encouraging the
Ukrainian authorities to go to the EUR Eurobond market. The medium-term
state debt management strategy of the Ukrainian authorities envisages a
diversification of the currency mix of their public debt and construction of EUR-
denominated Eurobond yield curve. The use of MFA was thus aligned with the
authorities’ plans.

227 See European Commission (2017). Ex post evaluation of the MFA | and Il to Ukraine. Available at:
https://ec.europa.eulinfo/evaluation-reports-economic-and-financial-affairs-policies-and-spending-activities/ex-
post-evaluation-mfa-operations-ukraine_en
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