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Foreword

This second volume of the History of the EBRD is going to press just as the
world is tentatively looking forward to a recovery from a pandemic that has
cost hundreds of thousands of lives and dealt a devastating blow to econo-
mies across the globe.

Intense suffering has continued. There may still be further setbacks and,
even in recovery, the world could look quite different from the pre-Covid-19
era. There is no doubt that the virus has wielded a disproportionately greater
impact on the poorest and most vulnerable sections of society, including in
the EBRD’s regions.

The EBRD stands willing and prepared to stand by its countries as they
continue to deal with the immediate challenges of the worst global health
crisis in generations. It will help them deliver a more robust and more inclu-
sive economic future once the recovery takes hold.

This second volume of the EBRD’s history tracks the path that the Bank
has taken over the last 15 years, during which it strengthened its contribu-
tion to the countries where it invests, making a greater impact on the lives
of the people it serves.

It covers a period where the Bank became even more international in its
shareholder base and adapted to address more comprehensively the global chal-
lenges of the 21* century. The Bank embarked on a period of expansion to
geographies beyond the planned economies of its post-communist remit. Yet,
it remained unerringly true to its fundamental purpose to support its coun-
tries of operations in their quest to become well-functioning, market-oriented
economies.

Picking up the story in the latter part of the first decade of the new mil-
lennium, we see how the EBRD transferred the skills it had successfully
built up in central and eastern Europe and seamlessly applied them first to
Turkey and then further afield.

We track the EBRD as it filled a policy vacuum that emerged in the
global financial crisis of 2008/2009, taking the lead in a response that staved
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off the worst impacts of the sharpest economic downturn since the transi-
tion collapse, and stepping up financingjust as the private sector retrenched.

Just as there were signs of embryonic recovery in eastern Europe, pop-
ular protests erupted across the Arab world, reminiscent of the 1989 quest
for freedom from the communist yoke. The EBRD responded to appeals
from the international community and from emerging new democracies
and brought its talents to the Mediterranean shores of North Africa and the
Middle East. Just a little later, it supported the economies of two eurozone
members, Cyprus and Greece, whose financial sectors had been devastated
by a fiscal and debe crisis.

The Bank’s strong early contribution had been to support the integration
of post-communist countries into the EU and to encourage all of them to
build free market economies. The ease with which it shifted gear to reach out
just as effectively to a different set of countries is testament to the high qual-
ity of the EBRD’s central proposition. It demonstrated during this period the
supremacy of the Bank’s unique business model over the confines of geog-
raphy or cultural and historical heritage. It is a business model that thrives
because of its targeted market-driven focus and support for the drivers of eco-
nomic growth. It is success built on a presence on the ground in its countries
of operations that is unmatched by other development institutions.

The EBRD has established a winning combination that brings together
sectoral and institutional expertise with teams of highly professional local
staff with a profound understanding of the economies and the political
dynamic in each of the countries it serves. This insight into politics and
access to policymakers facilitates meaningful dialogue with both local and
the central authorities at all levels of political influence, including the very
highest. These are relationships that engender mutual trust and respect and
also allow for candour in those periods that call for difficult messages.

The EBRD’s ability to forge strong partnerships has been another impor-
tant plank in its support for emerging economies, one outstanding exam-
ple being its cooperation with the European Union and key bilateral donors
to provide finance and technical assistance for the countries of the Western
Balkans as they work towards further EU integration.

The EBRD’s mandate and the goals that it enshrines have remained
unchanged since the creation of the Bank in 1991. But it has deepened its
endeavours and its contribution to transition in the light of experience and
added to the toolkit it uses to achieve its goals. It has shifted the balance
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between financial investment and policy engagement and placed a greater
emphasis on support for policy reform that underpins economic progress
and guarantees that the EBRD’s ultimate contribution is greater than the
sum of its individual projects.

Rejecting the binary notion of “state bad, private sector good”, the
EBRD fully acknowledges the crucial role the public sector must play in
helping to create institutions and regulatory frameworks within which the
private sector can flourish. The Bank has worked tirelessly and across mul-
tiple economic sectors to help authorities deliver the institutional evolution
and adherence to the rule of law that attracts international and domestic
flows of sustainable investment.

During the period covered by this second volume, the EBRD strength-
ened the criteria according to which it measures the success of its interven-
tions in emerging economies to take account of the sustainability of its trans-
formational efforts. It has remained committed to improving such qualities
as competitiveness and integration—core activities of the early years—but
put an even stronger focus on green transition, inclusion and governance, as
well as resilience.

There emerged an increasing alignment between the EBRD’s priori-
ties and the international development agenda when, in 2015, the United
Nations unveiled its 17 Sustainable Development Goals and there was
near universal endorsement of the Paris Climate Agreement, which finally
made a determined global effort to address the urgent challenge of climate
change.

Having pursued a strong environmental agenda since its inception, the
EBRD’s own contribution to the Paris accords was now a pledge to raise the
share of its green financing to 40 per cent of annual investments by 2020,
and then subsequently to scale up further its ambitions to become a major-
ity “green” bank by 2025.

Just as it had reacted with determination and agility to earlier external
events like the financial crisis and the Arab Spring, deftly applying its skills
to new challenges, the EBRD also responded decisively to concerns about
the negative impacts of climate change and to fears that the fruits of rising
prosperity were not being shared fairly across societies in its regions.

It remained true to its belief in the positive forces of multilateralism and
its rejection of nationalism and protectionism. It did not want to reverse the
tide of globalisation, but it wanted to make it more widely beneficial—to
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help small businesses and entrepreneurs in its regions participate competi-
tively and successfully in the global marketplace.

It increased its efforts to reach out to those who risked being stranded on
the margins of economic progress with the introduction of a fully-fledged
strategy of economic inclusion. Through its investments and policy work
the Bank could ensure the greater integration of individuals—who were
missing out through no fault of their own—into the jobs market and to the
world of enterprise.

As the EBRD now looks forward to the post-Covid era and implements
its strategy for the next five years, it has three clear priorities:

e It will deliver on its ambitious green economy targets, with plans to
ensure that every one of its projects is aligned with the Paris climate
goals by end 2022, and that over so per cent of its investments are
“green” by 2025. It will not neglect its other traditional investment areas
including small businesses, industry and energy and infrastructure, but
financing in these sectors will be an integral part of the EBRD’s path-

way to a net Zero emissions future.

¢ It will promote inclusion and equality of opportunity through access
to skills and employment, finance and entrepreneurship, providing tar-
geted support especially for women, young people and underserved
communities and seeking to address imbalances that have been put
into particular relief by the Covid-19 pandemic.

o It will accelerate the digital transition process, supporting a trend
whose importance has only been highlighted during the lockdowns
that have been imposed to stem the spread of the coronavirus.

In the future, if this is what shareholders decide, the EBRD may deter-
mine whether there is scope for incremental further expansion of the Bank’s
geographic remit into sub-Saharan Africa and Iraq. We aim for a decision
next year.

In the meantime, the EBRD remains a robust and reliable partner for all
of its countries of operations.
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It will make good on its pledge to deliver a stronger, sustainable eco-
nomic future that changes lives for the better and is shared by the many, not
just the few.

Odile Renaud-Basso

President, European Bank for Reconstruction and Development

May 2021
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Preface

The EBRD was created at a time of momentous political and economic
change. It would probably never have existed had it not been for the grand
vision of Jacques Attali and his President, Frangois Mitterrand, to push for
a new European institution to help former communist countries embrace
democratic values and market economics.

The fledgling institution symbolised a new Europe embracing east and west.

That perspective became more broadly based with the inclusion of
OECD sharcholders beyond Europe, at Mrs Thatcher’s behest. And with it
a combination of private and public sector standpoints. The Bank emerged
as a well-balanced multilateral institution defined by its “European char-
acter,” trans-Atlantic perspective and truly international shareholder base
(spanning five continents).

Many of the EBRD’s founders did not expect—or want—the institution
to last for long. There was a widespread belief that while some assistance was
needed to help markets become established in former command economies,
once they were in place they would be able to guide economic progress with-
out further interventions from development institutions.

This view proved to be wide of the mark. The transition towards market
democracies was not an easy or straightforward process. The shocks from
the radical changes to economic systems that occurred were severe and their
effects long-lasting for the EBRD’s countries of operations. The value of the
EBRD’s financial and other assistance thus became more durable than the
more vocal market advocates had supposed at the start.

It was against this backdrop, described in Volume 1 (After the Berlin Wall),
that the EBRD offered vital support in its early days to investors in central and
castern Europe and to local entrepreneurs secking to develop their businesses
and skills in the new market context. The EBRD soon grew to become a suc-
cessful regional MDB with considerable sectoral expertise and developed a
deep knowledge of countries in its areas of operations—in central, eastern and
south-eastern Europe, Russia, the Caucasus and Central Asia.
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At the halfway point of the EBRD?s life, in the mid-2000s where this
volume begins, the Bank was investing around €5 billion a year, more than
double the rate seen at the end of the 1990s. It was also making substantial
profits.

A vigorous debate was underway among shareholders and with the
Bank’s management over the size and future direction of the institution. It
was prompted by the accession of eight countries of operations to the Euro-
pean Union, with two more slated to become member states in the near
future. Arguments raged over the graduation of the EU countries. There
was a further view that the EBRD, if it was to continue at all, should focus
its investments towards the “south and east”.

No-one predicted just how extensive and significant this 9o-degree shift
in geographic direction would turn out to be. Neither was it foreseen that
the EBRD would double its balance sheet within 10 years.

It is the events and decisions behind the growth and reorientation of
the EBRD that forms the basis of this volume. For much of this period,
the quintessential “Bank for transition” also became a “Bank in transition”.
And it emerged the better for it.

The first part of the book depicts the geographic dimension of this
change and includes the Bank’s responses to the series of crises that contrib-
uted to these developments and the growth of its business.

After two decades of transition it had become clear—especially as a
result of the global financial crisis—that successful market development
went hand-in-hand with institutional development. Inadequate improve-
ments to market-supporting institutions and wider governance issues were
proving to be major hinderances in several of the EBRD’s countries. Many
countries had become stuck in transition.

Understanding the political economy of change proved to be just as
important in the transition context as applying the tenets of market eco-
nomics. This realisation prompted a review of the transition concept that
underpinned the rationale for the Bank’s activities.

The second part of the book looks at this and considers the implications of
the review for the Bank’s operational stance.

Transition was no longer just a matter of putting markets in place and
investing to create a private sector. After all, by now markets and private sec-
tor activity were present almost everywhere in the EBRD’s regions, albeit
with varying degrees of success.
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Instead, the view emerged that transition, and successful development,
was more a matter of transforming these emerging market economies to be
able to function well and become sustainable over the longer term. The tran-
sition story was thus a deeper and more complex one than simply introduc-
ing competition and integrating economies into regional and global mar-
kets, important though these were. It included a more prominent role for a
(benign) public sector.

The core thesis was that transition could be better achieved by improving
six qualities that together would transform a market economy to become
sustainable, one which could grow steadily and prosper over the long run.
Two qualities—“competitive” and “integrated”—were integral to the Bank’s
story so far. The other four—“resilient”, “well-governed”, “inclusive” and
“green”—emphasised new or existing qualities that were regarded as addi-
tionally necessary for successful economic development.

The picture that was being drawn was coloured by circumstances that
had arisen from the Bank’s experience. The focus on resilience, for exam-
ple, was a natural consequence of efforts to avoid a repeat of the damag-
ing impacts from financial crises in the face of future economic shocks. The
EBRD’s work to improve local currency financing and strengthen local cap-
ital markets was one response.

Corrupt practices, the dominance of politically-connected cliques and
the flouting of legal norms in several countries meant that the investment
climate and business environment too often failed to support sound eco-
nomic growth. To address this, the EBRD looked at ways to improve gov-
ernance. Similarly, widespread and high levels of youth unemployment in
southern and eastern Mediterranean countries put a spotlight on the need
for better opportunities for young people. The striking inequalities fac-
ing women in this region, and also in Turkey, was another reason for an
increased emphasis on inclusion by the Bank.

A further consideration involved a more complete integration of the
Bank’s green agenda within its transition apparatus. The EBRD was a pio-
neer in working with the private sector to tackle climate change and was
playing a leading role in supportinga transition to a low carbon future. The
rationale for focusing on green outcomes, as part of the systemic transfor-
mation needed to create a sustainable market economy, was strong.

From the beginning to the present day, the EBRD has focused on systemic
change. As a relatively small IFI, it concentrated on building partnerships
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through which it could achieve greater impact and change. Chief among them
was its relationship with the private sector, where together with the EBRD sub-
stantial amounts of finance have been invested for transition and development.

This finance has been leveraged, especially in more recent times, through
the Bank’s policy engagements with public authorities and increased donor
support to deliver structural reforms, enabling market improvements and
greater investment and job opportunities. The EBRD’s public-private part-
nership model has achieved a great deal and, in many ways, has been ahead
of its time. The EBRD is a multilateral institution like no other.

The final part of this history looks at the role of the EBRD in this con-
text. It takes a view of the Bank over the 30 years of its existence, including
how its regions have fared over this time.

During this period, the EBRD responded rapidly and effectively to new
challenges and circumstances. Although one of its original purposes—help-
ing former communist countries develop a market orientation and a pri-
vate sector—has faded with the passage of time, the logic of transforming
economic systems to help countries become sustainable market economies
has not. In fact, leveraging the private sector to deliver public goals, such
as sustainable development or greater opportunities for women and young
people, and encouraging the public sector to introduce market-supporting
reforms has never been more important.

While the current predicament of trying to manage the spread of Covid-
19 and address its economic consequences is of central importance, it will
not be the only threat to development in the next 30 years. Among the most
prominent that can be foreseen is climate change. Here too, the EBRD can
make an important difference.

The balanced multilateral setting and public-private partnership model
that has lain behind the EBRD’s unique contribution to transition and
development over the past 30 years is one that the global community would
be well-advised to embrace.

The chances of longer-term success would appear to be greater if it does.

Andrew Kilpatrick
Anthony Williams
May 2021
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Chapter 1
Pivot to Turkey

Introduction

In the autumn of 2008, the EBRD made one of the most important deci-
sions of its then 17-year history. The Bank that had been set up specifically
to support the countries of former communist eastern Europe voted to start
investing in Turkey, a country without a communist past.

It was a controversial decision that saw three years of shareholder wran-
gling before a consensus could be reached. The debate surrounding accept-
ing Turkey as a country of operations was sometimes emotional, with some
fearing that by moving away from the post-communist sphere the EBRD
was losing its soul and abandoning the rich heritage of a common cultural
and historical past.

The discussion was also fiercely political, pitching key shareholders one
against another. The notion that the EBRD would start financing projects
in Turkey challenged the assumption that the EBRD’s mandate was to per-
form a specific task in a clearly defined region and that it would close its
doors on completion of that job. The USA and the United Kingdom, in par-
ticular, were initially firmly of the view that the admission of Turkey would
overturn the very finite essence of the Bank’s original remit.

The period leading up to the decision was one of intense debate among
shareholders about the EBRD’s future. Decisions over Turkey, and the geo-
graphic expansion it entailed, became intertwined with other key questions
that divided sharcholders at the time—the graduation of countries that
became EU member states and payment of a dividend out of profits—both
of which potentially constrained the Bank’s forward path.

To any external observer, much of the discussion would have seemed arcane:
an almost theological analysis of the EBRD’s mission and a semantic dissection
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of the meaning of “transition”. Yet the debate struck at the very heart of the
EBRD’s purpose. Questions included whether operations in Turkey were com-
patible with the EBRD’s transition and geographic mandate, and whether Tur-
key fulfilled the political and economic criteria to become a recipient.

According to one participant active at the Bank at the time, “We started
having Jesuitical discussions—counting angels on the head of a pin, ask-
ing: What is transition? What is it to? What is it from?” Did transition refer
only to the transition of former communist countries, implicit in the politi-
cal context of its creation and the characteristics of every country it had ever
worked in? Was transition restricted only to movement away from a com-
munist command economy? Or was the mandate to promote the private
sector, irrespective of the point of departure?

It was not that the EBRD had not faced membership issues before. One
of the trickiest had been the only previous “out-of-area” expansion to Mon-
golia, a recipient since 2006. But this was not much help as a precedent for
Turkey. Mongolia had not formally been part of the Soviet Union, but as a
former communist state facing very similar transition challenges to its Cen-
tral Asian neighbours it might as well have been.

The decision on Turkey was far more controversial because it threatened
a change in direction and outlook for the Bank. Despite protestations to
the contrary at the time, this is in fact what occurred. The pivot to Turkey
turned out to have far-reaching consequences for the EBRD.

1. Turkey and the European Union

In the first years of the new millennium a major focus of the European
Union (EU) was on enlargement and the accession of new member states.
The EBRD had played an important role in bringing the former communist
countries of central and eastern Europe to this point as part of its mission to
integrate east and west.

Unlike its central European counterparts, Turkey was not a recipient
member of the EBRD. It was a founding member. But it had long wished for
a closer, more integrated relationship with the EU, which the new democra-
cies to the north were now also seeking.

Turkey had in fact applied for association status with the European Eco-
nomic Community as long ago as 1959, shortly after the EEC came into
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being, and long before the former communist countries entered the fray.
The Ankara Agreement of 1963, which promoted trade and Turkey’s eco-
nomic development, gave rise to the possibility of accession to the EC and
ultimately to Turkey’s membership. A Customs Union came into force in
1996" and the Helsinki European Council of December 1999 placed all can-
didates for EU membership, including Turkey, on an equal footing.*

Following a major financial crisis in 2000-2001, Turkey began a pro-
cess of accelerated economic reform. An Accession Partnership with the
EU was agreed in March 2001 and a national programme for the adop-
tion of the EU Acquis was announced shortly afterwards. An election on
2 November 2002 resulted in the newly-formed Justice and Development
Party (AKP), led by Recep Tayyip Erdogan, coming to power. As a party
with Islamist credentials this represented a significant change in Turkey’s
political make-up. Nonetheless, Erdogan declared himself in favour of
reform and Turkey’s EU accession.

A few days after the election, former French President Valéry Giscard
d’Estaing, who presided over the convention examining the constitutional
future of Europe, offered some trenchant criticisms of Turkey’s proposed
accession to the EU in an interview reported in Le Monde. This received
considerable prominence, and notoriety, with Giscard reported as saying,
“Turkey is a country that is close to Europe, an important country ... but
it is not a European country ... Its capital is not in Europe, it has 95% of its
population outside” and, as for enlargement outside Europe, “It is the end
of the European Union!”? He advocated instead a partnership and coopera-
tion arrangement, similar to the one the EU had with Ukraine.

Giscard was not alone in holding such views. According to The Wall
Street Journal at the time, “Mr Giscard d’Estaing is the first top European
official to say publicly what others have long said privately”, in reportedly
saying: “The majority of European heads of state and government have said
they are against its joining the union ... ‘but no-one ever told the Turks’”*

1 This was after an extended period of political instability in Turkey, including a military coup.

2 The candidates were (in alphabetical order): Bulgaria, Czech Republic, Cyprus, Estonia, Hungary, Latvia,
Lithuania, Malta, Poland, Slovenia, Slovakia, and Romania. Following the launch of negotiations towards a
‘just settlement’ in Cyprus, Greece removed its threat of veto, allowing Turkey to be added to the list, mak-
ing 13 candidates in total.

3 ‘For oragainst Turkey’s Membership of the European Union’, Le Monde, 8 November 2002.

4 Brandon Mitchener, ‘France’s Giscard d’Estaing Ignites EU-Turkey Debate’, The Wall Street Journal, 11
November 2002.
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Naturally, Turkish officials protested. In a letter to the former French
President of the Republic, the Turkish ambassador to the EU, Oguz Demir-
alp, argued: “Not only is Anatolia a part of classical Europe, but Turkey has
also been part of Europe since the 1oth century.”

Despite various messages from senior EU politicians decrying the former
President’s remarks, the episode was damaging and brought to light a wider
schism within Europe on Turkey. A lack of knowledge of the new govern-
ment and concerns over progress on the political criteria added to the mixed
views ahead of the 2002 Copenhagen European Council, which was due to
take a decision on the accession of new member states, ten of which were
EBRD countries of operations.

The Council agreed to conclude negotiations with eight countries so that
they could become member states on 1 May 2004 and set a target of 1 Jan-
uary 2007 for the accession of two other countries (Bulgaria and Roma-
nia). But Turkey was not on the list. It was regarded as not having made as
much progress as the others. The Council concluded that, if the Commis-
sion recommended it in one year’s time, accession negotiations could begin
then. According to one report, “uncertainty led the Copenhagen European
Council ... to postpone its decision on Turkish accession until December
2004, to the bitter disappointment of Erdogan.”s

Turkey continued to introduce reforms, but at the Brussels European
Council in December 2004 a further delay to accession negotiations was
announced stating they would start in October 2005. Cyprus had proved a
sticking point as, in order to open negotiations, Turkey was required to rec-
ognise Cyprus as a member of the EU. This proved difficult. It was only later
that the Turkish delegation agreed de facto recognition by signing a proto-
col to its customs union agreement with the EU to take account of the acces-
sion of the 10 new member states, which included Cyprus.¢

It was not long after the Brussels summit that Turkey first showed inter-
est in changing its status to become a recipient member of the EBRD.

s DPierre Gerbet, “The case of Turkey’, p. 3, hteps://www.cvce.eu/obj/the_case_of_turkey-en-97ebgcob-c49c-
4111-86ab-52d33c5ece94.heml
6 Gerbet, “The case of Turkey’, p. 4. The protocol was signed on 29 July 200s.
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2. AThree-Cornered Problem

Management’s dilemma

The accession of eight countries of operations to the EU raised questions over
their future relationship with the EBRD. They were now firmly ensconced
in a market-oriented economic system, one in which there was a strong com-
mitment to multiparty democracy. To be sure, convergence was incomplete
and gaps remained which the Bank could help to fill. But it appeared that
the core goal of transition was to all intents and purposes complete. The
ensuing period was marked by a debate over when and how these countries
might graduate from investments by the EBRD, and this was the main pre-
occupation as preparations were laid for the next strategic capital review
(CRR3) ahead of the 2006 EBRD Annual Meeting,

The EBRD President, Jean Lemierre, was in no doubt that graduation
would be a mark of success for the EBRD. The institution had been created
to assist the integration of east and west and for him “the great success of
the EBRD, and it was acknowledged at the time, notably by the European
Commission and by most of the shareholders, was that the EBRD had been
very helpful in making the enlargement a success”.” The strategy set out in
CRR3 and endorsed by Governors in May 2006 made clear that these coun-
tries would graduate before the end of the decade.

Not all in management were as sanguine about the future as Lemierre
appeared to be. The implications of the changes for the EBRD that lay
ahead were serious. A loss of more than one-quarter of the Bank’s countries
of operations (by number) and a sizeable chunk of business volume for an
organisation that had become used to growing rapidly, and successfully, was
a potentially devastating blow.

The absence of eight EU countries, including further ahead potentially
two more in Bulgaria and Romania, could have profound effects on the
activities of the Bank as well as its balance. In 2004 and 2005, annual busi-
ness investment in central Europe and the Baltics (CEB)® averaged 17 per
cent of total volume, while Bulgaria and Romania accounted for a further
16 per cent. A hole ultimately approaching one-third of the Bank’s business

7 Interview with Jean Lemierre, September 2020.
8  Excluding Croatia, which was part of the EBRD definition for the region at the time.

II
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would not only dent profits severely, particularly as these countries were rel-
atively profitable for the Bank, but it would inevitably mean a sizeable loss
of staff and morale.

Graduation also had significant implications for the EBRD’s abilities to
fund rising investments in areas like the Balkans, eastern Europe and the
Caucasus and Central Asia. In Poland, for example, the EBRD had invested
hundreds of millions of euros that would generate revenue either from inter-
est payments or from profitable equity sales that it would then funnel to new
investments. These would no longer be available.

Intensified efforts in the Balkans or Central Asia, where the EBRD
was now setting its sights, could help but would not be sufficient to take
up the slack. Countries in these areas were generally smaller and more vol-
atile and involved more difficult business environments than the EU acces-
sion countries.

Investments in the “south and east” of EBRD’s existing region, though
well-advertised and welcomed as a deepening of EBRD’s transition model,
could not solve the problem. The implication was that Russia would unavoid-
ably become the mainstay.

Moscow was more than willing to fill the gap left by central Europe. Rus-
sia was already arguing that EBRD business volumes there were too low and
was pushing for more. A diminishing presence of the EU countries provided
the opportunity.

Indicative figures in the Bank’s strategic preparations anticipated this
change in direction. The plan showed the share of annual Bank business
conducted in advanced countries dropping from 16 per cent in 2005 to 6
per cent by 2010, and a corresponding increase in Russia’s share from 26 per
cent to 41 per cent.

Geographically, and in terms of GDP, Russia dominated EBRD’s region.
But many in the Bank were apprehensive as to what heavy reliance on Rus-
sia implied for the management of the EBRD, including operating with a
less-diversified portfolio. Some warned that increasing dependence on Rus-
sia was putting too many eggs in one basket.

At the same time, there were concerns about a growing number of indi-
viduals and companies in Russia with which the EBRD was unwilling to do
business on account of integrity issues.

Some geographical expansion of the Bank began to look useful in this
context. A glance at the map of EBRD’s region, especially its south and east,

I2
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suggested countries like Turkey and Egypt and perhaps even the Middle
East more generally—a vision that EBRD founder Jacques Attali had once
entertained—could fit the bill. An important economy like Turkey’s or
Egypt’s could provide an answer to this conundrum.

Turkey was in many ways the obvious choice. Egypt, like Turkey, was
a founding member of the Bank and large enough, but it was poor, not as
well connected to the region’s markets and a sensitive proposition politically
with then-President Hosni Mubarak in power. Further afield might have
won support from some sharecholders—the USA and the UK were keen for
the international community to support Irag’s reconstruction, for exam-
ple—but fault lines over the 2003 Iraq invasion were still fresh in people’s
memories and this would be a stretch too far.?

Turkey was different. It could claim European credentials. The notion of
EBRD assistance fitted well with the idea of further European integration:
not necessarily Turkey as an EU member state, but as a country with a sig-
nificant and growing EU trading partnership—more than half its exports
already went to the EU. It was the only original member in the region with
aborder with the EU that had not become a country of operations or an EU
member state. And it was pursuing like-minded reforms to its central and
castern European neighbours, with a similar goal.

Besides, the operations side of the EBRD already knew Turkey well
since many Turkish industrial conglomerates had been involved in EBRD
financings over the past decade as they expanded into former communist
territories.

Turkish partners included beer brewer Anadolu Efes that exported
drinks to Kazakhstan, Moldova, and Russia and other countries in the
region. With TAYV, the airport group owned by Akfen Holdings, the EBRD
had cooperated on the modernisation of airports in the Georgian cities of
Thbilisi and Batumi; and the Bank had regularly worked with the glass man-
ufacturer Sisecam in Bulgaria, Russia and Ukraine, as well as with numer-
ous other Turkish companies. From the start of EBRD operations until
2009, Turkish companies were involved in €800 million of EBRD financ-
ing in the region.™

9 TheIraqinvasion soured relations between those who chose not to be involved (most major European coun-
trics) and the “coalition of the willing”. Many EU countries wanted nothing to do with the increasingly
complicated situation the US-led administration faced in the country.

10 According to the Turkish Ministry of Treasury and Finance.

13
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Straddling Europe and Asia, Turkey was an important hub for commer-
cial links that supported the economic integration crucial to the long-term
success of economic development across the EBRD’s regions. In the view
of one experienced senior banker, it was a “gateway to a wide and diverse
region spanning Central Asia, the Western Balkans and the southern and
castern Mediterranean”."" The sheer size of the Turkish economy meant
that it had a tangible impact on other EBRD countries, whether in south-
eastern Europe, the Caucasus or Central Asia. Any EBRD contribution to
a strengthening of the Turkish economy would indirectly have a positive
effect on these economies as well.

Entering a large, new market almost three-quarters the size of CEB
would provide a neat solution to the potential problems that lay ahead,
including the expected graduation of the EU-8 within five years.

For Lemierre, though, the key was to be found elsewhere: “The only way
to convince people and to reassure people was to say ‘No, there is a clear
vision—which is accession to the EU. Let’s do for Turkey what we have done
for Poland!”*

The advantages for the Bank’s management were clear. But they faced
a major dilemma. Although the EBRD was a regional development bank
in the vicinity, it was not an ordinary development bank. It was a transi-
tion bank. It had been set up to help former communist countries adapt to
democratic norms and develop market-based democracies. On the face of
it, Turkey did not meet the EBRD’s founding fathers’ particular ambition
for the institution.

Turkey’s interest

While keen to encourage inward investment, Turkey had not hitherto
revealed any desire to become a country of operations of the EBRD. It had
never been part of the historic, communist genesis of the Bank; and the
stigma of that era did not chime well with either the secular or Islamist per-
spective of modern Turkey.

Yet Turkey was clearly not shy about accepting finance from interna-
tional financial institutions. And with accession negotiations at last on the

11 EBRD Press release, 21 April 2016. “Turkey’s journey to become the EBRD’s largest market’.
12 Interview with Lemierre.
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horizon, additional help could prove useful, particularly as the post-crisis
economy continued to need structural support.

As well as being a founding member of the EBRD, Turkey had estab-
lished long-standing relationships with international financial institutions.
It had joined the International Monetary Fund (IMF) and World Bank as
an early member in 1947, and was a recipient of World Bank and Interna-
tional Finance Corporation (IFC) loans for many years—by the mid-2000s
it was the fifth-largest country in IFC’s committed portfolio. The European
Investment Bank (EIB) had been present in Turkey since 1965 and was a
large investor, investing over €500 million in 2004 before ramping up activ-
ity to almost €1 billion in 2005, in preparation for Turkey’s potential EU
accession.

Turkey’s 2000-2001 crisis had resulted in a US$ 19 billion augmented
IMF programme that was now ending. The international financing together
with a series of reforms, led first by Kemal Dervis (to 2002) and then Ali
Babacan as Minister of Economy, had been a success. Turkey’s economy was
recovering well under the new government’s programme with fast growth,
averaging some 8 per cent a year, and inflation falling to a 30-year low.

However, concerns were mounting over a rapidly expanding current
account deficit which by 2004 had reached s per cent of GDP—a level many
saw as critical—leading to new discussions with the IMF. Given Turkey’s
volatile economic history the situation was still seen as fragile.

Turkey had a youngand rapidly growing population and, despite a much-
improved macroeconomic performance, structural deficiencies remained.
Its GDP per capita of around US$ 6,000 was still a very long way short of
most southern European countries. Turkey had also fallen behind central
and eastern European countries: per capita GDP, almost 20 per cent higher
than in Poland in 1991, was 10 per cent lower by 2003. By the turn of the
millennium, Turkey had been surpassed by most CEB countries: its GDP
per capita was one-fifth lower than the CEB average.” A relative lack of con-
vergence with the EU was a source of disappointment for the authorities.

With a continuing goal of closer integration with EU countries against
a backdrop of a need for further reforms and rising vulnerabilities ahead

13 In current US dollars, Turkey’s per capita GDP was US$ 6,040 in 2004, and US$ 10,860 in purchasing pow-
er parity (PPP) terms. Per capita GDP in CEB was almost one-quarter higher and Greece, for example, was
2% times larger in PPP terms.
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of accession discussions, and facing growing objections within the EU to
Turkish membership,* the Turkish authorities saw some value in enlisting
the potential contribution of the EBRD. A number of the Bank’s attributes
supported this perspective.

An EBRD commitment to investing in the country offered a stamp of
approval that would strengthen Turkey’s ability to access international cap-
ital markets and mobilise other investors. This would help integrate Turkey
into global and especially European financial markets. Turkish businesses—
many of whose family owners were closely linked with the political author-
ities—would welcome the ability to access long-term finance where longer
tenor private sector loans were in scarce supply.

Moreover, the Bank’s skillset built on the back of helping transition
economies—from its knowledge of privatisation, expertise in working with
financial institutions and at the municipal level—was especially relevant to
Turkey’s needs. The fact that the vast bulk of EBRD finance was to the pri-
vate sector and non-sovereign loans to the municipal sector was an added
advantage.” As a multilateral with a majority European shareholding, there
were policy routes that could also be explored.*

Meanwhile, in Paris and Berlin, and in Brussels, with mounting strains
over the Turkish accession issue—especially in France ahead of the May ref-
erendum on the EU Constitution'’—there was interest in additional oppor-
tunities to help Turkey and encourage reform. A view was emerging that the
active involvement of the EBRD could assist the process. Discreet enquiries
were made in the spring by the French and German offices at the EBRD on
what might be needed for Turkey to become a recipient member.

14 Opposition parties in France and Germany were becoming more vocal on the issue. Angela Merkel, then
opposition Christian Democrat Party (CDU) leader had already made plain that she did not believe Tur-
key could become a member “for the foreseeable future” and in December 2004 explained “that is why we
are urging a privileged partnership with Turkey and not full membership” (Suddeutsche Zeitung, 16 De-
cember 2004). French President Jacques Chirac offered cautious support ahead of the May referendum, but
kept open the idea of a “privileged partnership” as a fallback to full membership. (See ‘Chirac envisages al-
ternative to full EU membership for Turkey’, The Irish Times, 3 December 2004.) His rival, Interior Min-
ister and leader of the governing Union for a Popular Movement, Nicolas Sarkozy, was against accession:
“There are two ways of associating [ Turkey] to us: either by the status of social partner with Europe—which
is rather my own way of thinking—or you integrate it, which is rather what I don’t want.” (BBC, 27 Sep-
tember 2004.) By mid-200s, attitudes had hardened further, see below.

15 In the period between 2000 and 2004, for example, about one-half of EIB’s lending to Turkey was to the
public sector.

16 A small additional advantage by switching to recipient membership was the possibility of obtaining a seat
on the EBRD’s Board. (This occurred later when Romania joined a constituency with Turkey.)

17 The French referendum was held on 29 May 2005, where the proposed EU Constitution was rejected.
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According to the Turkish Ministry of Treasury and Finance', a let-
ter from the Swiss Director who represented Turkey at the EBRD arrived
in March informing them that a number of Directors at the EBRD were
running with “the idea of Turkey’s status change as a logical step forward”
reflecting “Turkey’s central geographical position in the EBRD region as
well as EBRD’s enabler position in the European Union (EU) accession
negotiations”. The letter emphasised that there would be “mutual benefits of
the status change for both sides”, with Turkey obtaining access to resources
to help with its liberalisation and structural reform programme while the
EBRD would find new investment opportunities.

The Turkish Ministry of Foreign Affairs (MFA) was also contacted
that March, in this case by the EU Director at the EBRD, who pointed out
that the Bank would have increased headroom for lending with countries
expected to graduate soon and that the Bank was worried about consequen-
tial geographical concentration risks. Accordingly, it was possible that Tur-
key could become a recipient country if it desired to do so.

The MFA subsequently advised the Turkish Treasury to consider becom-
ing a country of operations at the EBRD, and internal discussions among
the Turkish authorities on the economic, political and foreign policy impli-
cations began.

In May 2005, following the successful conclusion of the earlier
programme,"® Turkey decided to consolidate its support from the IMF by
agreeing a three-year US$ 10 billion Stand-By Arrangement. The IMF press
release explained “the program aims to ... reduce the current account defi-
cit to more sustainable levels” and “to create conditions for sustained growth

. [and] facilitate convergence towards the EU economies”* That same
month, ahead of a technical framework for accession negotiations due from
the European Commission in June, Erdogan appointed Babacan as his chief
negotiator for the upcoming EU talks scheduled for October.

Preparations did not go as smoothly as hoped, however. Turkey’s refusal
to recognise Cyprus when signing the customs union additional protocol at

18 Thisand the following two paragraphs are based on information supplied by the Turkish Ministry of Trea-
sury and Finance, January 2021.

19 Aninitial stand-by credit of approximately US$ 3.7 billion was granted in late December 1999 to help bring
down inflation and support the government’s economic programme, and was followed by a US$ 7.3 billion
Supplemental Reserve Facility in 2000 introduced in the face of declining market confidence.

20 IMF Press release No.os/104, 11 May 2005. IMF Executive Board Approves US$ 10 Billion Stand-By Ar-
rangement for Turkey’, 11 May 200s.
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the end of July did not go down well. Towards the end of August, the French
President, Jacques Chirac, voiced his concerns suggesting Turkey needed to
recognise Cyprus before talks began. Simultaneously, Angela Merkel, who
was about to be elected Chancellor of Germany, wrote to EU conserva-
tive heads of government to express her view that negotiations should not
automatically lead to membership but be “open ended” and instead should
involve a “privileged partnership”. According to The Guardian newspaper,
“the interventions by Mr Chirac and Mrs Merkel show that within weeks
Turkey could face the nightmare scenario of losing the support of the EU’s
most significant countries.”*’
The Financial Times reported similarly on Friday, 26 August,

Turkey’s hopes for a smooth start to European Union membership talks
on October 3 were shaken Friday by separate warning shots from France
and Germany. ... The prospect of Ms Merkel and Mr Chirac placing obsta-
cles in the path of the Turks would be a huge setback for Ankara but would
be in tune with public opinion in Germany and France, where opposition

to Turkish membership is strong.**

The following Monday, 29 August, the EBRD President received a let-
ter of the same date from the Turkish Governor, Ibrahim Canakgi, Under-
secretary of the Treasury, requesting advice on a possible change of Tur-
key’s EBRD status to become a recipient country. Referring to a bilateral
discussion at the EBRD Annual Meeting earlier that year where, “we had
the chance to consider at length the idea that has been flagged at the direc-
torial ranks of the Bank regarding Turkey to be a country of operations ...”,
Canakgi asked Lemierre “to provide an assessment of the factors that would
come into play in the case that Turkey becomes a country of operations for
the Bank”, and then set out some particular points of interest, such as the
legal process, the advantages for Turkey’s public and private sectors, and so
on. Canakgi concluded by saying he looked forward “to receiving your input
to facilitate the discussions on the subject of a possible change of status”.*

21 Luke Harding and Nicholas Watt, ‘Turkey’s EU dream dealt double blow as Chirac and Merkel raise
doubts’, The Guardian, »7 August 2005, https://www.theguardian.com/world/2005/aug/27/turkey.cu.

22 George Parker, Bertrand Benoit, and John Thornhill, ‘Paris and Berlin dent Turkey’s EU hopes’, The Finan-
cial Times, 2.6 August 2005, https://www.ft.com/content/48584ffo-165f-11da-8081-00000€2511¢8.

23 ‘Request for Turkey to become possible country of operation’, 29 August 200s.
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The President’s reply on 15 September thanked Canakgi for his letter and
said a detailed response was in preparation and would be sent “as soon as it is
ready”. It appears no written reply was sent, but instead a visit by an EBRD
delegation to Ankara was arranged to discuss the issues with the authorities
in more depth and take the matter forward from there.

The Turkish request prompted a flurry of internal activity, particularly in
the Office of the Chief Economist (OCE) and the Office of the General Coun-
sel (OGC). Reviews of the economic, political, legal and operational aspects
of the issues were swiftly launched under the umbrella of a Turkey Task Force
involving senior officials from those departments and from the banking side.

An EBRD delegation led by the Secretary General, Horst Reichenbach,
accompanied by the General Counsel, Deputy Chief Economist, a bank-
ing group director and others met with senior Turkish officials in Ankara in
mid-October. The EBRD team explained management’s thinking based on
the internal paperwork prepared over the previous six weeks.>* The EBRD
Governor and his team responded with pertinent questions on legal, institu-
tional and operational aspects related to recipient membership.

Sticking to their instructions, which had been to keep to low starting
figures of €150 million for the first year and €300 million in the second,
the team faced an awkward moment when Babacan asked what investment
volumes the EBRD had in mind. According to one participant, Babacan
scoffed at the mention of the initial amounts, commenting that he could
obtain €150 million from one bank in a single transaction. Only when the
quality of support the Bank provided alongside its investment projects
was explained to him, and that the indicative figures were a small first step
which would likely increase over time, was he reassured enough to carry on
with the meeting. He found the EBRD’s non-sovereign finance approach to
municipalities and their utilities of interest, however.

Reflectinglater on the experience, Reichenbach said “we went home with
mixed feelings”, but he concluded on balance that the Turkish authorities
accepted the EBRD would add high quality investments to several indus-
trial and financial sectors.

The President informed the Board on 26 October that the Turkish
authorities had approached the Bank with queries on a change of status
and proposed to share information on the legal and technical questions in a

24 The papers covered similar ground to the material that eventually reached Governors almost three years later.
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closed session of the Board. He ventured that on the basis of the discussion
a response to the Turkish authorities might then be prepared.

The opportunity to move towards operations in Turkey thus emerged
in the context of EU accession and as a counterpoint to the expected grad-
uation of some countries of operations. If the legal, technical and political
barriers could be overcome it seemed only a matter of time before the move
might be accomplished.

However, several major shareholders were uneasy at the prospect of Tur-
key becoming a country of operations. Some were ideologically opposed
while others objected to a possible diversion of EBRD capital away from
what they regarded as “higher priority” countries. The force of opposition
was strong and problematic for Turkey which was keen to reach consensus if
possible. Management’s hands would be tied for the next two years.

Shareholder concerns

Preparations for the capital resources review to be agreed at the 2006 EBRD
Annual Meeting were already well advanced by the time Lemierre informed
the Board of Turkey’s interest in a change of status. The big issues that had
occupied management and Directors throughout the year had been how to
deal with graduation and its implications and, to a lesser extent, pressure
from Russia for a bigger share of the Bank’s business.*

At the EBRD Annual Meeting in London in May 2006, shareholders
acknowledged, “the historic achievements of the countries of central and
eastern Europe in their economic and political transformation” and upheld
the principle of graduation by declaring as part of the strategy “.. the eight
countries which have joined the EU will have graduated from the EBRD by
the end of 2010”.* Compromise on graduation had been achieved by accept-
ing the argument that the EBRD would stop investing once it was no lon-
ger needed, while making clear at the same time that no country would be
forced out from the EBRD against its will.

The five-year strategy paper proposed shifting the EBRD’s focus to Rus-

sia, south-eastern Europe, the Caucasus and Central Asia. There was no

25 See Andrew Kilpatrick, Affer the Berlin Wall: The History of the EBRD, Volume r (Budapest—New York:
CEU Press), Chapter 12, section 9, p. 339.
26 EBRD Press Release, 22 May 2006. ‘EBRD plans major shift in activities to needier regions’.
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mention of Turkey as a possible country of operations in the paper, nor in the
entire record of the Annual Meeting proceedings. The trail had gone cold.

There were a number of reasons for this development, the most impor-
tant of which was that the USA was opposed to a change in Turkey’s sta-
tus—the US Director at the EBRD implacably so. Fearful of the conse-
quences of upsetting the USA, Turkey preferred to wait patiently until a
consensus looked possible. Although the USA was especially direct in its
opposition, this was mainly for ideological reasons rather than as a protest
against Turkey per se.

Acting as the tip of a Treasury spear for his colleagues back in Washing-
ton (as one American observer put it), the hard-line US Director, Mark Sulli-
van, firmly pressed the case against Turkey as a country of operations. He was
confident in his belief that Turkey was neither a former communist state nor a
truly European country, and that legal hurdles would prevent it from becom-
ing a country of operations of the EBRD. The underlying reason for the objec-
tion was that the US Treasury was insisting on the EBRD bringing its busi-
ness to a close. The last thing they wanted was for the Bank to gain a lifeline by
opening up business in Turkey since it would spoil the closure agenda.

The idea of a transitory nature for the institution lay in the original nego-
tiations which created the EBRD*” and was entrenched in the thinking of
several key sharcholders. Sullivan pushed a long-standing US commitment
to the principle of graduation particularly hard and was a leading proponent
of the view that the Bank should pay a dividend to shareholders out of prof-
its. This tallied with the “Neocon” agenda pursued by a number of senior
administration officials at the time under George W. Bush’s presidency. Sul-
livan, a former Reagan appointee as General Counsel to the US Treasury,
was by some accounts close to administration officials who professed little
faith in multilateral institutions or the European Union.?®

The USA had seen the EBRD from the beginning as a different kind
of international institution, one that was created for a specific purpose and
had a methodology to test when it had reached its goal with the idea that

27 See Kilpatrick, After the Berlin Wall, p. 29.

28 An influential advocate of this position was John Bolton, who served in the State department and as US
Ambassador to the United Nations during George W. Bush’s presidency. Bolton argued that such suprana-
tional organisations lacked democratic legitimacy. See for example Stewart M. Patrick, John Bolton, Sover-
cignty Warrior’, Council on Foreign Relations, 23 March 2018, hetps://www.cfr.org/blog/john-bolton-sov-
ereignty-warrior.
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it would then shut up shop, unlike other UN system institutions some US
officials saw as bloated and bureaucratic.

Although less ideological in its perspective, the UK also believed that the
EBRD should not have a permanent existence. UK Prime Minister Tony
Blair had stressed the point at the EBRD Annual Meeting in 2004, and the
Secretary of State for International Development, Hilary Benn, repeated
this view in his address as host of the 2006 Meeting: “The Bank was not set
up to exist for ever”. The view was that the EBRD was a great institution and
had done a good job—"“we continue to celebrate this [graduation] success
story,” said Benn. The UK, and especially the USA, saw significant dem-
onstration value from EBRD closure: other international financial institu-
tions (IFIs) would be put on notice that their lifespan was not a given cither.

Nonetheless, from a foreign policy perspective Turkey was an important
country, especially for the USA given Bush’s “freedom agenda” in the Mid-
dle East, post-Iraq. Condoleezza Rice, writing of her first trip as US Secre-
tary of State to Ankara in 2005, noted:

The East and Central Europeans had made a peaceful transition to democ-
racy. Their two lodestars had been NATO and the European Union ... Tur-
key was a member of NATO but wanted desperately to accede to the Euro-
pean Union. ... But the Europeans were ambivalent in the extreme about
integrating more than 70 million Muslims. The Turks felt that Europe was
going through the motions of negotiating their entry but unlikely ever to fin-
ish the process. Their fears were not unfounded. ... My encounter with the
Turkish leaders reinforced my belief that the country could be at the epicen-
ter of a transformed broader Middle East, one that would embrace democratic
values ... Prime Minister Recep Tayyip Erdogan was somewhat harder to read.
... Finally, we established common ground very quickly on the desirability of
Turkey’s joining the European Union, and I made assurances to intensify the

United States’ already considerable efforts to make the case to our allies.”

The US relationship with Russia was another important factor which
influenced US thinking on the EBRD at the time. Some years earlier, wel-
coming Russian President Vladimir Putin to his Texas ranch at Crawford in
the early days of his Presidency, Bush had famously said: “I looked the man

29 Condoleezza Rice, No Higher Honour (London: Simon & Schuster), 2011, pp. 330-1.
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in the eye. I found him very straightforward and trustworthy—I was able to
get a sense of his soul.”*°

By now, in his second term as US President, and after the difficulties
encountered (especially at the UN) over the Iraq war, the feeling had soured
significantly. The Kremlin had been centralising power: taking over indepen-
dent television channels, abolishing the election of (regional) gOvernors, prose-
cuting defiant oligarchs and putting them in prison or into exile. In 2006, Bush
was heard to comment: “I think Putin is not ademocrat anymore. He’s a tsar.”>”

In the EBRD context, these concerns translated into increased US wari-
ness of operations with Russia. As Russia began to move away from market
democracy and towards a version of state capitalism, scrutiny of the Bank’s
activities in Russia intensified. Tensions rose over EBRD financing of Rus-
sian oligarchs. Pressure from Russia for increases in Bank investment made
things even more difficult for management, and added to US conviction
that the time had come to close the EBRD. In US eyes, this was certainly
not the time to start expanding into a major economy like Turkey.

For its part, Russia too saw dangers in Turkey becoming a recipient
country. Although business in Turkey would likely start small, its GDP was
already more than one-half that of Russia and growing fast. Should busi-
ness volume there replace the Czech Republic, Hungary and Poland for
instance, which even as recently as 2004 had absorbed around 14 per cent of
the total, Russia’s ambitions to see a much greater share would be unlikely to
be achieved. The Russian Director, Elena Kotova, raised many questions on
the business case for Turkey as a recipient country and its implications for
the overall operating framework, including stafhng and headroom.?*

Other countries like the Netherlands, and also the UK, were concerned
with the direction the EBRD might take if Turkey became a destination
for its investments. They were keen for the Bank to concentrate on poorer
and more fragile states in the south and east of the region. Although there

30 Bush-Putin Summit, Press Conference, Ljubljana, Slovenia, 16 June 2001, C-Span https://www.c-span.
org/video/?c4718091/user-clip-bush-putins-soul. This warmth was not shared by his team who saw more
than anything the KGB in his eyes. “Every time Cheney saw Putin, he privately told people, ‘T think KGB,
KGB, KGB.” Sce Peter Baker, “The Seduction of George W. Bush’, Foreign Policy, 6 November 2013,
heeps://foreignpolicy.com/2013/11/06/the-seduction-of-george-w-bush/.

31 Baker, “The Seduction of George W. Bush’.

32 Kotova left the EBRD in 2010 after an investigation into bribery and corruption. Back in Moscow she was
charged in 2013 by the Russian interior ministry for soliciting bribes and received a five-year suspended jail
sentence.
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were areas in eastern Turkey that matched this agenda, the more advanced
regions such as Istanbul and its hinterland and sectors such as tourism did
not. Turkey was seen as out of line with the EBRD’s mission on transition
and a distraction from finishing the job it had been asked to do.

The EIB, unlike the European Commission which regarded the EBRD
as a valuable source of help in convergence matters, was another EBRD
member that voiced objections to EBRD business in Turkey. It made its
position clear as early as the 2005 Annual Meeting, where alternate Gover-
nor Wolfgang Roth said: “I see no need for ... the EBRD to start becoming
active in Turkey, where transition is not the issue at all.”

With major shareholders questioning or blocking the way forward, Tur-
key decided not to press the case but wait. The impasse remained in place for
some time given the unchanging positions taken by key shareholders.

However, momentum began to change in 2007 as Turkey became frus-
trated with the continuing difficulties posed by some shareholders and was
emboldened by positive signals coming from the European Commission.

Because of carlier EIB objections and a need to iron out the relation-
ship between the EBRD and EIB in eastern Europe, the southern Cauca-
sus, Russia and Central Asia®, the Commission had preferred to wait for
the dust to settle on the adoption by the EIB of its new external mandate for
operations outside EU countries, before pushing Turkey’s case.’* In 2007,
they were able to help more concretely.

Meanwhile, Turkey’s Alternate Director, Turan Oz, began a diplomatic
effort within the EBRD to garner support among those in favour and to see
if they could persuade waverers. Elsewhere too, the Turks engaged in a dip-
lomatic push. With the help of the Commission, they succeeded in winning
enough support among EU member states for the issue to reach the EU’s
economic and financial committee in the second half of the year. A discus-
sion at the Economic and Financial Affairs Council (ECOFIN) ministers’
lunch on 9 October recognised that a formal view would need to be taken
soon, but that first papers on the issue by the Bank could help ministers
adopt a position on the matter. The situation had been helped by Philippe
Maystadt, the EIB’s President, signalling for the first time his openness to
discussions with the EBRD over cooperation in Turkey.

33 An MoU covering this region was signed by the EC, EBRD and EIB on 15 December 2006.
34 The mandate covered the period 2007-2013.
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3. Management’s Response to the Debate

The first formal discussion of Turkey’s case took place in October 2007
with a closed session of the Board. There were many questions but two
aspects were key: whether and how Turkey could become a recipient coun-
try legally, that is in line with the Agreement Establishing the Bank (AEB),
and whether it met the political and economic conditions for the Bank to
carry out investments in the country.

Legal arguments: principles and interpretation

Management responded to the questions raised by preparing two papers
which were discussed at an information session on 23 November. The first
paper presented a legal analysis of Turkey as a country of operations.’s It
addressed two aspects of the situation: criteria for being granted recipient
status, and how a decision to grant such a status might be made.

The first point for consideration was geography. Under the Agreement,
the EBRD was expected to conduct its activities in “Central and Eastern
European countries”. Despite disagreements elsewhere on whether Turkey
was a European country, it was not difficult for the Bank’s lawyers to place
Turkey in this grouping. In its listing of initial member subscriptions, the
Agreement allocated Turkey to the group “Other European countries”.’¢
Although 95 per cent of Turkey’s land mass was in Asia, the paper pointed
out that like Russia it was a transcontinental country with a foothold in
Europe; and that it was engaged in talks that could eventually lead Turkey
to become a member of the EU.

The second issue concerned the transition purpose of the Bank. This
posed more of a challenge. The key passage of Article 1 was “to foster the
transition towards open-market economies and to promote private and
entrepreneurial initiative ...”. Its origin was the reason that the EBRD was
established in the first place, namely the transition of former communist
countries towards free markets and democracy. The possibility of a similar
‘transition’ of a non-communist country like Turkey threw into stark relief

35 EBRD, ‘Turkey as a country of operations of the Bank — legal aspects’, in ‘Legal and Economic Aspects of
Turkey as a Country of Operations’, 20 November 2007.
36 ‘Agreement Establishing the European Bank for Reconstruction and Development’, Annex A.
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the question of whether the EBRD was useful only in its one, original pur-
pose—with its starting-point of socialism and ultimately once completed
to become an historical artefact—or whether it might play a similar role
beyond its geographical and societal origins.

Turkey would not be the first country to be admitted as a country of
operations. Mongolia had been granted this status the previous year and the
decision had extended the Bank’s geographical remit, though arguably only
in a limited way given its border with Russia stretches for more than 2,000
miles. Importantly, however, Mongolia had lived in the shadow of the Soviet
Union and as the Mongolian People’s Republic it had been governed by its
own communist party. Turkey had no communist or socialist antecedents.
Indeed, after its founding by Ataturk in 1924 the country had developed first
as a secular state and after World War II became a parliamentary republic.

The argument turned on the interpretation of the word “transition” and
whether a particular starting condition was necessary for the achievement
of the desired end-state. If the world of well-functioning market democra-
cies envisaged in the Articles was the goal, then should it matter what the
starting point was provided a country was “committed to and applying the
principles of multiparty democracy, pluralism and market economics”, as
required by Article 1? The size of transition gaps may differ from country
to country, but if they were large enough to demand EBRD’s attention and
the country was striving towards these goals then surely there should be no
objection in principle?

Interpretation of meaning can turn on just one or two words, or where
they are missing; and it can make a big difference. This was true in the
EBRD?’s case as the absence of the preposition “from” in the Articles was
instrumental in its future direction. The paper pointed out,

The word “transition” is used in several articles of the Agreement to des-
ignate the transition of countries to “open market-oriented economies”
(Articles 1, 2 & 11). In all these instances, the Agreement describes the
state of destination but does not specify the state that precedes it.”

And added,

37 Original paper’s underlining. ‘Agreement Establishing the European Bank for Reconstruction and Devel-
opment’, Annex A, p. 3.
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An ordinary rendering of the word “transition” where it appears in the
Agreement Establishing the Bank would permit the Bank’s involvement
beyond the former communist countries of Europe, in a politically qual-
ifying country of Central and Eastern Europe facing the challenges of
the shift to an open market-oriented economy, irrespective of the starting
point of that process. On that plain reading, Turkey is eligible to become

an additional recipient country.

Other aspects of the Agreement also needed to be considered. Here the
interpretation favoured Turkey. Reforms that the Bank was created to sup-
port, as detailed in Article 2 of the Agreement Establishing the Bank, such
as breaking down state monopolies, decentralisation and the promotion of
privatisation were not purely the province of former communist countries
but applied equally to Turkey (and other emerging economies).?®

Turkey shared many of the challenges faced by other transition econo-
mies with market gaps most acute in the more remote geographical regions
that had not benefitted from economic integration. Despite never having
been run by a communist administration, it had, like the eastern European
economies, a legacy of widespread state interference.

Turkey’s history of strong state control and intervention, trade protec-
tion and widespread use of subsidies and significant role of the military in
the economy indicated the extent to which reforms were needed. Like many
state-dominated economies it needed to sustain and deepen markets and
align its institutions more closely with successful open market economies.
This after all was one purpose of working towards EU accession. Moreover,
the EBRD’s mandate to develop the private sector matched well with the
Turkish authorities’ economic objectives at the time.

The paper argued that while the collapse of communism in eastern
Europe was “clearly the spur” to the creation of the EBRD, it did not neces-
sarily preclude other possibilities.

Arguably, the founders of the Bank may have intended to limit the Bank
. [to] the former “Eastern bloc” ... However, it is also true that ... the

38 In particular, to fulfil the EBRD’s purpose, Article 2 required the Bank to assist “recipient member coun-
tries to implement structural and sectoral economic reforms, including demonopolization, decentraliza-
tion and privatization”. These aspects had clear relevance to Turkey.
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framers of the Agreement ... may have intended not to preclude a differ-
ent reading ... [one which] would permit the Bank to be involved in any
Central and Eastern European country facing the challenges of a shift to
an open market-oriented economy, although not necessarily from a com-
mand economy. This reading would make Turkey, and Turkey only, eligi-

ble to become an additional recipient country.?

In effect, this shifted the constraint on any expansion of the EBRD to
geography rather than history. Countries still had to be committed to and
applying principles of democracy and transitioning towards market econo-
mies, but the origin of the state and its nexus was no longer a critical defin-
ing factor. This was in many ways a decisive change.

Legal arguments: decision methods

Having established that Turkey could legally become a country of operations,
the next question was how such a decision might be made. In Mongolia’s case,
this had involved an amendment of the Agreement and had involved a pro-
tracted process requiring acceptance by all members. Given the parlous state
of relations between the EBRD and Uzbekistan following the 2003 Annual
Meetingin Tashkent, a repeat of the earlier difficulties in obtaining Uzbek con-
sent was all too likely. Fortunately, there was another option under the Articles
which entailed the possibility of an interpretation rather than amendment.*°

The advantage of an interpretation of the Articles was that it did not
require unanimity. Given a quorum,* Directors could make a decision
with not less than two-thirds of the total voting power of members voting.
Should any Director request it, the decision could be referred to the Board
of Governors. In turn, given a quorum,** a decision by Governors required
only a majority of the voting power of those voting.

There was nevertheless some uncertainty over whether a decision should
be made by amendment or interpretation. There had, however, been a

39 ‘Agreement Establishing the European Bank for Reconstruction and Development’, Annex A, pp. 3—4.

40 Under Article 57 of the Agreement and relevant rules of public international law, in particular Articles 31
and 32 of the 1969 Vienna Convention.

41 In this case, a majority of Directors representing not less than two-thirds of total voting power.

42 Foravalid decision this required two-thirds of Governors representing not less than two-thirds of total vot-
ing power.
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precedent after the dissolution of the Union of Soviet Socialist Republics
(USSR) when an interpretative decision was made to lift restrictions on
investment under Article 8.4.# Directors had granted Japan’s request at
the time that the decision be referred to Governors. With this in mind,
the General Counsel suggested Directors err on the side of caution and fol-
low this route, but with a higher majority requirement: not less than two-
thirds of Governors representing not less than three-quarters of the total
voting power.

The higher threshold was chosen as it matched the requirement for mem-
bership and was thus an upper bound. The great majority of recipient coun-
tries had been subject to this test as the Soviet Union and Yugoslavia broke
up and, although Turkey was already a member, it was felt that this thresh-
old would provide a more satisfactory, and safer, basis for a decision.

Economic and political arguments

The second paper prepared by management reviewed Turkey’s political and
economic situation, making comparisons with the transition economies of
central and eastern Europe.

From a political perspective the European Council’s view from late 2004
that Turkey fulfilled the Copenhagen political criteria, whose scope broadly
matched the political aspects of the Bank’s mandate under Article 1, was a
strong starting point, as was the decision by the Parliamentary Assembly
of the Council of Europe that same year to “graduate” Turkey (a founding
member since 1949), by ending its monitoring reports on the country.

In the intervening years some further reforms had been undertaken,
including Turkey becoming party to the principal international UN human
rights treaties and revising its Law on Political Parties to meet international
and European commitments. While the implementation of several legal
requirements needed more work, there was no reason to reject Turkey’s
potential application on Article 1 political grounds.

From the economic perspective too, Turkey was making good progress
though with more to do. As noted earlier, the macroeconomic situation had
become much more stable and growth was strong. Nonetheless, there were
many structural and sectoral gaps still to overcome.

43 See Kilpatrick, Affer the Berlin Wall, Chapter 3, section 10, p. 102.
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An analysis by the Bank’s economists covering 13 EBRD sector group-
ings, matched against the three categories used for the assessment of tran-
sition gaps,** showed Turkey was similar to transition countries still under-
going reform, such as Bulgaria and Romania (and a little ahead of Croatia).
“Large” transition gaps were identified for energy efliciency and private equity,
and to a lesser extent municipal infrastructure,* with most gaps assessed as
“medium”. Of the 39 measured gaps, only seven were assessed as “small”.

The implication of the analysis was that considerable potential existed
for the EBRD to support Turkey’s economic development in a wide range
of industrial and financial sectors and in municipalities and their sub-sec-
tors. Substantial regional differences within Turkey, with the east consid-
erably further behind in terms of development, strengthened the case. Fur-
thermore, Turkey’s middle ranking in the World Bank’s Doing Business
index (just below Bulgaria and Romania) added to a picture of a country
that could benefit from further support for reform.+

No formal conclusions were drawn from the session. But the papers and
discussion added substance to the momentum that was already building
towards making a decision. Several closed sessions of the Board followed in
the new year to see whether a consensus might be reached.

4. Turkey’s Application, Kyiv and the Strategic Review

By ecarly 2008, it was well over two years since Turkey had first indicated
its interest in becoming a country of operations. In the meantime, Turkey’s
prospects of accession to the EU had deteriorated.*” Growth was slowing
and economic storm clouds were gathering, makingaccess to EBRD finance

44 These were the structure and extent of markets; market institutions and policies; and the market-based be-
haviour of producers. See Kilpatrick, After the Berlin Wall, Chapter 10, section s, p. 282.

45 Municipal and Environmental Infrastructure, which comprised several sub-categories such as water and
wastewater services, urban transport, etc., showed a “large” overall gap under market institutions and pol-
icies. The quality of services varied between types of infrastructure and across the regions of Turkey, being
less well- developed further east.

46 Turkey was ranked s7th (out of 178) in the 2008 Doing Business Survey, scoring well on enforcing con-
tracts (34th) and starting a business (43rd), but poorly on dealing with licences (128th) and closing a busi-
ness (112nd). Bulgaria and Romania were ranked 46th and 48th, respectively, in the Doing Business index.

47 The Commission had already published a critical report on Turkey’s progress in November 2006, after
which negotiations proceeded only slowly and with difficulty. In its Annual Progress Report on Candidate
Countries, published in November 2007, the European Commission further highlighted the need for prog-
ress on civil liberties, including freedom of expression and religion.
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and expertise increasingly attractive. A decision at the EBRD Annual Meet-
ing in Kyiv seemed ideal from Turkey’s point of view.

The USA remained unconvinced and continued to hold out against sup-
porting a change in Turkey’s status. Turkey remained keen to obtain US
agreement and so refrained once more from making its formal request. Its
diplomatic push was however beginning to pay dividends. The idea was
reaching higher political levels and beyond the confines of finance minis-
tries. In particular, foreign affairs departments and political decision-mak-
ers were now considering the proposal.

In the EU, preparations were being made for finance ministers to agree
to support Turkey’s bid at the next ECOFIN meeting due on 4 March. A
consensus had been forged at the ECOFIN lunch a month earlier, on 12
February, where the EIB was no longer objecting and work by the Slove-
nian presidency along with Turkish diplomatic efforts—demonstrating the
political importance they attached to the decision—had persuaded of some
of the doubters. Notably, the UK, one of the USA’s closest allies and long
sceptical of the plan, was ready to change tack and support Turkey. They and
other EU finance ministers duly did so at the March meeting.

With the EU on board, their majority shareholding meant that Turkey
was in a strong position to push forward. This would not be enough on its
own but a US vote against, should it come to it, would not be decisive.*® It
appeared to be over, bar the shouting. Yet the shouting continued.

As late as mid-April, the shareholder split over Turkey appeared to be as
wide as ever. A Wall Street Journal article quoted Lemierre as saying in an
interview that the EU was on the “pro” side with the Americans still opposed:

Mr. Lemierre said EBRD shareholders have yet to decide whether to invest
in Turkey. He said European Union governments are keen to see the bank
invest in Turkey, which is in talks to join the bloc. But he said the US
opposes such a move, which would be an extension of the bank’s original

mandate.*

48 The US sharcholding in the EBRD was 10 per cent and with, say, the support of another major non-EU
country, such as Japan (with 8.5 per cent), it would still be less than the 25 per cent needed for a blocking
minority in this case. Even adding in Russia (4 per cent) would be insufficient.

49 Lemierre, in interview with The Wall Street Journal, 17 April 2008.
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Turkey’s formal application

It was against this backdrop of continuing divergent views about the future of
the EBRD that Turkey finally applied for recipient status. The formal appli-
cation from Turkish Governor Ibrahim Canakgi arrived at the Bank on 24
April. As an official request it would need a response from the Bank one way
or another before long. The Turkish authorities, and several of their support-
ers, hoped a decision could be made in Kyiv at the Annual Meeting the follow-
ing month (putting some pressure on the Americans), though with only three
weeks to go before the meeting this was pushing the bounds of probability.

The letter did not seek to explain in any detail the reasons for Turkey’s
application but emphasised that the change to Turkey’s status “could be
done through a decision of the Board of Governors”, that is through the
interpretative route. Noting the EBRD’s ability to contribute to many sec-
tors, Canakgi wrote, accurately as it turned out, “we believe that changing
the status of Turkey in the EBRD will be immensely beneficial for the Bank
as well as for Turkey”.

The Bank still had to explain how adding Turkey to the list of countries
of operations would be managed within the operational financial envelope
that had been agreed two years earlier. Again, EBRD management had to
perform a delicate balancing act. On the one hand, the Turkish authori-
ties expected becominga recipient member would be worthwhile financially
with a large and rapid build-up of operations to fulfil their and Turkish busi-
ness expectations. On the other hand, existing countries of operations were
wary of any sharing of their claims on Bank resources.s°

A clarification was sent to the Board towards the end of April, following
another closed session of the Board at which a number of questions were raised
on how the strategic operating framework parameters might be affected. Man-
agement’s short answer was that the strategic objectives of the Bank would be
unchanged. The only significant change of note, depending on what planning
exchange rate assumption was chosen, would be perhaps a small downward
adjustment of the strategic reserve in 2010 (the end of the planning period).

The result had been achieved by assuming a “gradual ramp-up” in
business volume in Turkey, from no commitments in 2008 (as there was

so This was especially true of the Russians who, as noted earlier, were already complaining of insufficient at-
tention from the Bank.

32



Part| Chapter 1

insufficient start-up time) to €150 million in 2009 and €300 million in 2010,
and that these commitments would be additional to previously agreed over-
all projected volumes.

Neither Turkey nor the USA found this very satisfactory. The Turk-
ish authorities were disappointed that the business projections were so low,
echoing Babacan’s initial response three years earlier. The American per-
spective was different. Their complaint was not simply over figures but with
the whole exercise. They were particularly aggrieved by a request from the
Bank for a final legal view by 1 May, in time for an executive session just
ahead of the Annual Meeting

This time David McCormick, the US Treasury Undersecretary for Inter-
national Affairs, after being briefed by the US Director,’* wrote an excori-
ating letter to the EBRD President stating not only that his lawyers contin-
ued to have “significant reservations” with the Bank’s legal interpretation
but also that the Bank’s analysis had been “woefully inadequate” for such
a major decision, including the latest resource assessment. To back up its
position, the USA lobbied G7 deputies for a delay in any decision until new
EBRD leadership was installed (Lemierre’s Presidency was due to end that
summer), which deputies agreed in order to placate the USA and reach a
consensus on the matter.

McCormick thus proposed a “strategic review” of how Turkey’s request
fitted the Bank’s “broader mandate” to allow a “careful consideration” of
Turkey’s change of status for a decision to be made “before the end of this
year”. Despite the forceful tone of the letter, it left some room for manoeu-
vre by stating that the USA was prepared to play a “constructive role” in the
process and would “respect the outcome of any vote at the end of the review”.

Given the general view that a consensus, if it could be found, would be
the best result, the way forward was now clear. A Strategic Review would
be conducted over the coming months and a deadline set for the Board to
decide and make a recommendation to Governors on Turkey’s request.

The 2008 Annual Meeting

At the 2008 EBRD Annual Meeting in Kyiv, Governors were thus asked to
approve a resolution whereby they would request Directors to undertake a

s1 The US Director, Mark Sullivan, left the EBRD abruptly soon after Turkey’s formal application.
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strategic review of the implications of granting recipient country status to
Turkey, as part of a process that would see a recommendation going back
to Governors by the end of September and a final decision before the end of
October.s>
The Governors adopted the resolution, effectively signalling Turkey’s
request was almost certainly on track for a positive response. Conference
speeches generally expressed strong and warm support for the step now that
consensus on this point had been reached. A large number of Governors’
statements endorsed Turkey’s application with some commenting that they
would have preferred to have decided the issue finally at the Kyiv meeting;
on the other side, there was simply agreement to the process and review.
Turkey’s Governor now explained why Turkey had decided to apply for
operational country status. The country wanted to benefit from the EBRD’s
finance, as well as the expertise in promoting the private sector it had built
over more than a decade and a half in central and eastern Europe. Canakgi
said that EBRD support would contribute to Turkey’s efforts to speed up
privatisation, strengthen the standards of corporate culture and governance,
decrease regional disparities, and accelerate the accession process to the EU.
It had been a tricky journey, as a conference speech by Austrian Gover-
nor Wilhelm Molterer made clear. Molterer welcomed the move to embrace
Turkey, but pointed out that the Turkey question and several other key stra-
tegic issues for the EBRD had proven to be divisive, telling delegates: “The
rifts which have recently frequently emerged among the Bank’s shareholders
on the issue of the Bank’s future and the commencement of operations in
Turkey, as well as on the question of dividends, will have to be healed again.”
The UK and USA welcomed the fact that a process been agreed to deter-
mine whether and how Turkey could change its status. The head of the UK
delegation, Gavin McGillivray, referred to our “our good friend Turkey” and
said: “We support the review process to work out how the Bank could make
the most effective and appropriate contribution in this important country”.
The USA had been particularly keen to place the deliberations over Tur-
key within the context of a wider review of the EBRD’s activities and this
they had achieved. McCormick said: “We will work with other sharehold-
ers to give Turkey’s application a serious and thorough review in the coming
months”. He stressed the need for a wide-ranging discussion: “Discussion of

52 Resolution No. 113, ‘Request by Turkey to become a country of operations’, 19 May 2008.
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the EBRD’s geographical scope and mandate go to the core of the institu-
tion and these issues should be considered in an open and transparent way
that involves all shareholders.”

In a letter to The Wall Street Journal published just after Kyiv, McCor-
mick wrote that an editorial by the same newspaper “raises important ques-
tions about the possibility of expanding the mandate of the ... EBRD but
fails to acknowledge the role of the United States” in establishing a compre-
hensive and rigorous review for answering them.

Lemierre, in his last appearance as President at an EBRD Annual Meet-
ing, emphasised the benefits to both Turkey and the EBRD of a positive
response and was at pains to stress this was the last opportunity for EBRD
expansion: “This (change of status) would, of course, support Turkey in
developing its private sector, applying the proven EBRD model in the only
remaining country in the Bank’s geographical scope of Europe.”

The Norwegian delegate was even more specific: “Norway can support
Turkey’s request as a special case, but we are not prepared to accept a further
widening of the Bank’s geographical mandate.”

The Turkish authorities were buoyant at the end of the Kyiv talks.
Canakgi said: “We now strongly expect the management to complete all the
necessary work by September and the successful conclusion of our applica-
tion through a Board of Governors decision by the end of October.”

He made clear that the benefits to the EBRD itself were not lost on Tur-
key: “From the Bank’s standpoint, having Turkey as country of operations
will certainly contribute to the EBRD’s efforts to continue to expand its
business volume, to diversify its portfolio, to overcome the existing over-
concentration problem, and thus to enrich the Bank’s operations.”

Strategic Review

Management’s strategic review reported to Directors in September. There
were no new arguments to those advanced earlier on the legality of the
change and the economic challenges Turkey faced ahead. It concentrated
largely on the EBRD’s objectives in Turkey and that initial business would
be small and would not detract from the Bank’s efforts in other countries
of operations. Concerns with overlaps with other institutions, particularly
the EIB and IFC, were dismissed on the grounds of the size of the country
and the scale of its needs. The Bank emphasised its active approach to equity
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financing, agile responsiveness and client focus and the sectoral expertise it
had built over many years in similar market environments.

With agreement on these points, the EBRD’s Board of Directors voted
on 23 September to recommend that Governors accept Turkey as a recipi-
ent. The Governors themselves agreed by late October, voting unanimously
in favour of the resolution.s?

5. Turkey as a Country of Operations

Reflections on the process

Before Turkey expressed an interest in becoming a country of operations,
the EBRD’s mandate was perfectly clear. At some stage the Bank would
close its doors. What was of particular importance at the time of this dis-
cussion was the relationship between Turkey and the EU and the EBRD’s
undoubted successes in supporting the process of EU enlargement. Many
Europeans, including the UK, were in favour of Turkey becoming a mem-
ber of the EU.

It was clear to Lemierre that the usefulness of the Bank was to help to
replicate the success of central Europe in Turkey. “Moving to Turkey was
not to open the door to a wider base, but mainly to be part of the enlarge-
ment process,” Lemierre said later. Its geographic proximity fitted this logic
and accession set a clear limit.

Lemierre believed those who stressed the importance of Turkey becom-
ing a recipient country in terms of compensating for central and eastern
European graduation plans oversimplified the position. In any case, these
arguments became academic once it was clear that as a result of the global
financial crisis, no country other than the Czech Republic (which had just
graduated)s* left the ambit of the EBRD. Turkey could however help deliver
a short-term rebalancing of the portfolio. But also important was the pos-
sibility of using profits to increase investments, including support for Tur-
key’s convergence efforts, rather than allocate them to dividend payments.

53 Resolution No. 116. 99.80 per cent of voting power (62 votes) were in favour, as Uzbckistan failed to indi-
cate its position by the deadline.
s4  See Kilpatrick, After the Berlin Wall, p. 351
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As far as the USA was concerned, Lemierre opined, the main factor in
favour of swinging behind Turkey’s application was its support for a fellow
member of the North Atlantic Treaty Organization (NATO). Other com-
mentators, agreeing, linked the final decision by the USA not to stand in the
way of the Turkish application to the support, especially within the State
Department, for NATO ally Turkey’s EU aspirations. Observers under-
stood the US Treasury’s espousal of the “sunset bank” view of the EBRD,
but also pointed to the State Department, headed during this period by
Rice, which looked more at the strategic relationship with Turkey, includ-
ing the fact this was a NATO member secking support from an organisa-
tion in which the USA was the largest shareholder.

One separate, less public strand, came from Japan and South Korea,
countries that had mostly sided with the non-Europeans on strategic issues.
The Koreans had just witnessed the EBRD going into Mongolia and had a
longer-term vision that, at some time in the future, North Korea could also
be on the menu. A Board member involved in the discussions at the time
said: “This was definitely a factor for the South Koreans and ... indirectly
for Japan and indirectly also for the Australians because they shared a chair
with the Koreans. So, in this way the Koreans also contributed to bringing
the Australians on board.”

Once the Japanese authorities had come around, the USA also modi-
fied their position. “And then all that counted for them was that they make
a clear stand, expressing their views,” but no longer standing in the way of a
development that had become inevitable.

A key factor for all member countries was the important role played
by the diplomacy of Turkey itself. Directors remember still today the very
effective campaigning by the Turkish Alternate EBRD Director and Baba-
can, by then Minister of Foreign Affairs, and the embassies that were active
in every capital.

It is important not to underestimate how the decision was seen by the
Turkish authorities. Being accepted by the EBRD was a symbolic step on
the road to Europe and supported their goals for reform, higher investment
and regional integration.

While Turkey saw itself as distinct from central and south-east-
ern Europe, with its sizeable and experienced private sector, it: “had full
confidence that [a] partnership with the EBRD would support Tur-

key’s economic development to the next level, by attracting domestic and
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international investment”.® The Bank’s wide range of financial instru-
ments, especially non-sovereign loans and equity, its knowledge of liberali-
sation, corporate governance and high-quality technical expertise, plus the
private sector’s familiarity with the EBRD, were further reasons behind
the decision.

But, as the Ministry of Treasury and Finance further explained in a ret-
rospective assessment:

Another major motivation was Turkey’s EU accession process. [The]
EBRD had helped many countries during their EU accession process ...
Turkey’s accession to EU already had a long history and Turkey was then
implementing an ambitious economic reform program to achieve a more
open and competitive economy with the prospect of EU accession ...

We felt that being a country of operation of [the] EBRD would contribute
to Turkey’s economic development and further integration of trade and
business relations with Europe and neighbouring countries ...

Our view was that [the] EBRD’s support to urban infrastructure, envi-
ronmental and municipal projects would certainly contribute to our EU

accession p[‘OCCSS.56

At the time, perhaps less so a decade later, said one observer, “Turkey
wanted to become a European country”. It was this that was behind the very
persuasive diplomatic activity on the part of the Turkish leadership. When
it came to a choice between shareholders holding on to individual policy
positions and personal diplomacy, “it was personal diplomacy that won”,
another commentator said.

The tensions over Turkey highlighted once again the nature of the Bank
as a compromise that had been forged from the beginning between the US
and continental European perspectives. Turkey had been a tussle between
ideological goals on the one hand and the value of integration, economic
development and stability in the European neighbourhood on the other.

In the end, sharcholders recognised the geopolitical advantages of sup-
porting Turkey, whose authorities had come around to the view that the

specific skillset of the EBRD could help their businesses and economic

ss  Information from Turkey’s Ministry of Treasury and Finance.
56 Information from Turkey’s Ministry of Treasury and Finance.
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performance. For the EBRD, it seemed the beginning of a beautiful friend-
ship. For Lemierre, in his last significant act as EBRD President, it was a
reward for careful preparation and a victory for common sense.

Largest country of operations

On 28 October, the Bank issued an official statement confirming the change
in status and announcing the EBRD’s investment priorities for Turkey. The
Bank said it would focus on five main areas: micro- and small- and medium-
sized enterprises by increasing the availability of risk capital and long-term
financing, especially outside the main cities; agribusiness, with investments
along the food chain; municipal environmental services, through support-
ing reform and securing efficient delivery of key services, via non-sovereign
lending; energy and energy efficiency, by enhancing market conditions and
promoting good use of scarce resources; and privatisation in supporting the
country’s reform programme, through equity finance and expertise.

“A dynamic market economy in Turkey will benefit not only the peo-
ple of Turkey but also help strengthen other economies in the EBRD region
given the country’s economic importance,” the new EBRD President,
Thomas Mirow, said in the statement. “Such a move to help secure a sustain-
able economic future for the countries in our region is all the more impor-
tant now at this time of global economic uncertainty.”s”

His comments came less than a month after the collapse of the US
investment bank Lehman Brothers—the trigger that unleashed the full
force of the global financial crisis that was to have a devastating impact on
the EBRD’s regions.

Mirow was quick to stress that the move into Turkey would not be rep-
licated. “There is a broad understanding that Turkey is a special case, not a
precedent,” Mirow said. “Itis nota move that should lead to further moves.”s®
Mirow also sounded a typically cautious note about the pace of investment
in Turkey. Investments would start slowly. “We would have reasons for con-
cern if we were bound to make a huge step,” he said. “This is not what were
intending. We want to start modestly.”?

57 EBRD Press Release, 28 October 2008. “Turkey to receive EBRD investments of $600 million by 2010”.

58 Paul Hannon, ‘EBRD Sharcholders Give Go-Ahead For Investment in Turkey’, Dow Jones Newswires, 2.8
October 2008.

s9 Hannon, ‘EBRD Sharcholders Give Go-Ahead’.
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It was Mike Davey, an experienced EBRD banker from New Zealand,
who took over direct responsibility for delivering the EBRD’s mandate
in the uncharted Turkish waters. Davey was a perfect example of “homo-
EBRD” pre-Turkey. He had spent decades in the former Soviet Union
and led the EBRD’s operations in Armenia, Azerbaijan, Belarus, Georgia,
Kazakhstan, the Kyrgyz Republic, Moldova, and Tajikistan. In 2009, he
moved from Tbilisi to Istanbul as director of the EBRD’s newest country of
operations, the very personification of the Bank’s shift away from the post-
communist world of eastern Europe into new territories.

Reflecting on his first impressions a decade later, he highlighted the dif-
ferences between the former Soviet Union and Turkey—as well as the sim-
ilarities that made clear the EBRD had a role to play in this new space.
Unlike the former Soviet Union, Turkey had a confident business sector, a
plethora of big family-owned businesses, a deeper middle class and a vibrant
private banking sector. It was, nevertheless, a country in transition, mov-
ing away from monolithic business structures. Its economy was opening up
and experiencing a return of capital and expertise from the Turkish dias-
pora. The time was ripe for the EBRD to engage and to apply its experience
in pushing forward and developing even further the Turkish spirit of pri-
vate enterprise.

The niche role for the EBRD among other IFIs active in Turkey was to
make a real difference in the private sector—and especially away from major
cities such as Istanbul and Ankara. The EBRD could help develop the eco-
nomically underserved southern and eastern parts of Turkey, promoting
small- and medium-sized enterprises that had the best chance of generating
jobs in regions of high unemployment. It turned out that the Bank’s exper-
tise in working with financial institutions was especially valuable in help-
ing Turkish banks extend loans to these types of companies in less advanced
regions and to women entrepreneurs, as well as in other areas such as energy
efficiency.

According to Davey, the EBRD helped deliver systemic change in Tur-
key that went beyond its successful investments across many sectors of the
economy. Perhaps its biggest impact was in developing the role of women
in the world of Turkish business and in the roll-out of sustainable energy
projects.

“As far as the role of women in the economy is concerned, Turkey was
challenged. We got involved with gender financing programmes through
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the Women in Business programmes and we made a difference.”®® And, on
green energy: “We started financing projects in this sector when it was very
difficult to invest in renewable energy in Turkey.” The Bank’s very first proj-
ect was financing for the country’s largest windfarm.®'

Davey was not surprised by the speed with which the EBRD established
itself in Turkey and the pace of its investment growth. There was immedi-
ate and very strong demand for the EBRD’s finance that outstripped what
he was allowed to deliver under early constraints imposed on his team. In
the first year of business, investments came in exactly at the €150 million
that management had proposed once the go-ahead to do business in Tur-
key was given.

“At the beginning, we rationed our delivery of projects. But once we
had overcome initial caution on the part of some shareholders, we were able
to grow much more quickly. The people in Turkey wanted more from us,”
Davey said. The EBRD was helped by the fact that it was already very well-
known in the country, as a result of having been a sharecholder since 1991
and because Turkish companies had for many years been active investors
with the Bank across its traditional regions.

After the first investment in the windfarm, further financing came thick
and fast. Already by 2010, investment volume exceeded the self-imposed cap
of €300 million, coming in at just under €500 million. That then doubled to
over €1 billion in 2012.

By 2014, when the EBRD stopped funding new investments in Russia in
line with shareholder guidance following the annexation of Crimea, Turkey
became the EBRD’s largest country of operations by annual business vol-
ume. Just one year later, with annual investment approaching €2 billion, the
EBRD’s biggest country investment portfolio was in Turkey at just under
€6 billion.

Turkey had indeed stepped in to fill a revenue gap the EBRD was fac-
ing that would become more significant after 2008, but not in quite the way
sharcholders, or management, had anticipated. The financing gap had not
materialised from central and eastern Europe. As the global financial crisis
intensified, the graduation of the EU-8 for all but the Czech Republic was

6o Interview, January 2021.

61 InMarch 2009, the Board approved a project with Rotor Windfarm, a 54 turbine (135 MW) onshore wind-
farm in Osmaniye, involving €45 million financing by the EBRD to a company owned by Zorlu Energji,
part of Zorlu Holding, a large Turkish conglomerate.
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put on ice. The crisis led to a sharp increase in demand for EBRD financing,
On the other hand, the subsequent fall away from Russia was abrupt.

Nor did the EU vision that informed the EBRD’s early aims for Turkey
at the very start of the negotiations turn out to be the real driver of the rela-
tionship in the end. EU membership had become nothing more than a dis-
tant hope by 2018 when a European Council meeting put a clear block on
further accession negotiations:

The Council notes that Turkey has been moving further away from the
European Union. Turkey’s accession negotiations have therefore effec-
tively come to a standstill and no further chapters can be considered for
opening or closing and no further work towards the modernisation of the

EU-Turkey Customs Union is foreseen.®*

Yet the gamble had paid off. The EBRD was helping to bring about sys-
temic change and economic progress in Turkey by making and encourag-
ing substantial investments, almost exclusively in the private sector. At the
same time, Turkey was contributing to the EBRD’s ability to scale up devel-
opment support at a time of crisis.

From the Turkish perspective, there was appreciation too for what was
achieved as a result of the strengthened relationship.® Turkey’s new sta-
tus “came at a time ... when international support was seen as an assurance
for ... the stability of national economies”, while “Turkish companies bene-
fitted from EBRD’s experience, know-how transfers and strong technical
capacity”.

In the judgement of the Ministry of Treasury and Finance, “EBRD’s
open and flexible business model [means] that the EBRD is perceived as
one [of ] the most efhicient international financial institutions in addressing
obstacles in business ... [and] a preferred development partner”. “Non-sover-
eign loans to municipalities and private sector”, its “contribution to the pri-
vatisation process”®* and “help in introducing new PPP schemes” were all

62 EU Press release. ‘Enlargement and Stabilisation and Association Process — Council conclusions,” https://
www.consilium.europa.cu/media/35863/st1osss-en18.pdf.

63 Information from Turkey’s Ministry of Treasury and Finance.

64 The EBRD has been involved in seven privatisation projects in Turkey, mainly in the transportation, ener-
gy and agribusiness sectors for a total amount of more than US$ soo million. Source: Turkey’s Ministry of
Treasury and Finance.
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attractive dimensions of the institution. A focus on the renewable energy
sector—three-quarters of Turkey’s energy demand is imported—was also
cited as a prominent area of cooperation: “EBRD has contributed to reduce
Turkey’s energy dependence and also the chronic current account deficit”,

After almost €13 billion of financing for projects since Turkey became
a country of operations, the Ministry noted that the EBRD is: “Turkey’s
second largest development partner among all MDBs [and that] 96% of
EBRD’s lending to Turkey has been to the private sector”.s

As was stressed repeatedly during the Turkey negotiations, this expan-
sion was supposed to be the last, the exception to the rule that the EBRD
was a transition bank with a finite mandate. However, the remarks of the
Egyptian delegate to the 2008 Annual Meeting in Kyiv seemed eerily pre-
scient just three years later when the EBRD was being called upon to join in
the international response to the economic challenges of the Arab Spring.
Egyptian Governor Fayza Aboulnaga told the Kyiv conference, “Egypt sup-
ports Turkey’s change of status to that of a country of operations and we are
pleased to see consensus emerging on this issue. This is a positive precedent.”

Within seven years Turkey and other south-eastern Mediterranean coun-
tries would provide the bulk of EBRD business activity, and two years later
the majority of its portfolio. The corridor of investments that once stretched
from Warsaw to Moscow, and which defined the first period of the EBRD’s
existence, now pointed towards Istanbul and beyond. It had been a stress-
ful and bumpy journey, but the pivot to Turkey was just the first step that
changed the Bank for ever.

65 Ministry of Treasury and Finance, ibid.
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Markets in Crisis

Introduction

By 2007, the economies of the EBRD region were growing at a record pace.
The region was basking in the success of a sustained period of economic
improvement. Many countries had embraced democracy and the princi-
ples of the market economy. Eight of the countries where the EBRD was
investing were now established EU member states and preparing to leave the
ambit of the Bank. Two more had joined the EU at the start of the year. Nat-
urally, many delegates at its annual meeting in Kazan in May congratulated
the EBRD on a job that was progressing well.

In the previous four years, GDP growth in the region had accelerated to
a rate of almost 7 per cent a year, up from an already high rate of around s
per cent a year between 2000 and 2003. Even more striking was the breadth
of improvement that had taken place. Each of the 30 EBRD countries of
operations had seen increases in output for seven years in a row (other than
a 0.2 per cent fall in Kyrgyz Republic in 2005). The region’s GDP was now
more than so per cent above its level at the start of the millennium.

Income convergence with western economies was finally happening
across the board, especially for those closest to or within the EU.

This rosy economic picture was no less true for some of the Soviet Union’s
former republics. In the Baltic states, growth had accelerated to 10 per cent
a year by 2007. Many resource-rich countries in the Caucasus and Central
Asia had seen increases in GDP that were nothing less than spectacular,
helped by the acceleration in commodity prices. In Armenia, Azerbaijan,
Kazakhstan and Turkmenistan, GDP had more than doubled since 2000.
Houscholds were beginning to see the fruits of these developments.
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For the Kazakh farmer, just as for his counterpart in the US Midwest,
improvements were unmistakable. Wheat prices and incomes were rising,
banks were keen to lend for business expansion and real estate values were
booming. Working on opposite sides of the world, twelve time zones apart,
the once ideological enemies were now an integral part of a continuous
global production cycle and appeared to share a common future of growth
and prosperity.

What they shared in fact was a common underlying and serious prob-
lem: a rampant financial sector with little respect for borrowers’ ability to
repay. In a matter of months their dreams would be shattered, and with
them those of many more, as a financial tornado tore through the USA and
Kazakhstan before morphing into a global financial crisis.

1. Financial Problems in Kazakhstan

Kazakhstan was indeed an early outlier in the crisis that was to engulf the
whole of the EBRD region and a harbinger of what was to come more widely.

An attractive investment opportunity

A plentiful supply of oil and gas, mineral resources and a vast, highly-fer-
tile agricultural landscape—covering an area the size of western Europe—
had allowed Kazakhstan to tap international capital markets as interest
in emerging economies re-emerged in the 2000s. A period of economic
reform after the Russian crisis—efforts which won praise from the IMF—
resulted in a strong macroeconomic performance, despite currency appre-
ciation pressures from financial inflows as growth rocketed. At the time,
Kazakhstan even earned the epithet of ‘tiger of the steppe’ in a compar-
ison—wholly misplaced in retrospect—to fast-growing Asian economies
such as South Korea and Taiwan. Unlike Kazakhstan, these original Asian
Tigers had built strong manufacturing sectors and had little by way of nat-
ural resources.

Rising production and a steep increase in global commodity prices pro-
pelled its economy and the net inflow of FDI, already running at almost
US$ 3 billion a year in the first half of the decade, grew to around US$ 12

billion by 2007. Foreign exchange earnings grew similarly fast and provided
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ready fuel to spur on the financial system to offer new loans to businesses
and houscholds who were more than eager to join the spending spree.

As the economy was booming, the country’s banks, primarily domestic,
had expanded rapidly, competing fiercely for market share at home while
also spreading their reach to foreign markets. Investor confidence was high
and banks like Bank TuranAlem (later renamed BTA Bank) and Kazkom-
merzbank (KKB), the largest bank in Kazakhstan, both of which had been
carly EBRD clients,” were easily able to raise funding on the international
credit markets.

With a stable exchange rate, the ability to borrow abroad in hard cur-
rency at low interest rates and charge double-digit rates in tenge to custom-
ers at home became irresistible for Kazakh banks. Ignoring growing bal-
ance sheet mismatches and the risk of a sudden depreciation, the banks piled
on their exposures as profits rose. Construction and property became the
outlet for this growing pool of liquidity and real estate prices accelerated,
most noticeably in major cities like Almaty and Astana. In short, Kazakh-
stan’s economy fell victim to a speculative construction and property boom
as domestic credit expanded at over 6o per cent a year—even increasing by
80 per cent in 2006.*

Investing in the financial sector

André Kutsvek, an Estonian banker who moved to run the EBRD’s opera-
tions in Kazakhstan in 2004, recalled that around two-thirds of the EBRD’s
portfolio in the country in those days was in the financial sector. There was
little opportunity for involvement in municipal areas and the corporate sec-
tor was largely in the hands of oligarchs.

For the EBRD, the model of developing the domestic financial sector as a
means of intermediating funds generated by resource sectors, thereby allow-
ing them to be reallocated towards productive, job-creating sectors, especially
to SMEs, or for industrial energy efficiency, underpinned this thinking.

1 The EBRD had exposure to BTA through its trade finance and grain receipts’ programmes before it pur-
chased convertible preference redeemable shares in BTA in 2001, alongside other IFIs. Following a loan in
1998, the EBRD purchased an equity stake in KKB in 2003. Preference shares in BTA were converted to
ordinary shares in 2006.

2 The EBRD Transition Report, published in 2007, noted that almost one-half of all bank liabilitics originat-
ed abroad and that the property sector accounted for more than 32 per cent of bank lending at the end of
2006.
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In addition to the credit lines, the EBRD also held equity stakes in KKB
and BTA. Both banks were competing for better market share. However,
Kiitisvek noted that while the largest banks were successfully raising money
internationally via large syndications and foreign listings there was in fact
little scope to reinvest the scale of these funds effectively back at home. Con-
sequently, much of the financing was funnelled directly into the construc-
tion industry, fuellinga property bubble that would soon burst spectacularly.

Awkwardly, there were also clear examples of ‘connected banking’, where
banks conduct their lending on the basis of (sometimes too cosy) relationships
with business associates and related companies. The EBRD grew increasingly
wary of the activities at BTA, especially after the return to the helm of the
bank of its major shareholder, Mukhtar Ablyazov. Ablyazov, who had been
freed from jail in 2003* and subsequently fled the country (in 2009), was to be
accused and convicted of fraud—and, many years later even murder, follow-
ing the death by shooting of the former co-owner of BTA, Yerzhan Tatishev.

Tatishev died in what was originally billed as a freak hunting accident in
2004, at a time when Ablyazov was no longer at the bank and out of favour
with the administration of President Nursultan Nazarbayev. But in 2005, at
a hastily called extraordinary sharecholders meeting, Ablyazov was brought
back into the fold and appointed chairman of BTA’s board of directors.

Ablyazov returned with big ideas for the bank. Kiitisvek was not con-
vinced. He and the Austrian head of financial institutions at the EBRD,
Kurt Geiger, went to see the reinstated head of BTA. The EBRD decided
there would be no further transactions with BTA but that it would none-
theless remain a shareholder.*

Instead, as the largest foreign investor in Kazakhstan outside the oil and
gas sector, the EBRD sought diversification opportunities and shifted its
portfolio away from financial institutions towards the corporate and power
sectors. It managed to maintain strong growth in its predominantly non-

sovereign business volume.$

3 Ablyazov had been a Minister for Energy, Industry and Trade before helping to found the Democratic
Choice of Kazakhstan (DCK) in 2001, a political party that posed a challenge to the Nazarbayev regime.
He was jailed for six years for abuse of office and illegal financial dealing in 2002 but, after promising to stay
out of politics, was released in 2003. See ‘Former managing director of BTA Bank extradited to Kazakhstan
from UAE’, Fergana News Agency, s March 2020, https://en.fergana.news/news/115794/.

4 The EBRD’s eventual exit from BTA took place in 2011.

s In 2007, the non-sovereign share was 88 per cent, with the portfolio increasing by more than one-third in
that year alone.
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It was against this backdrop of heady financial sector growth, a boom-
ing property market and a rapidly expanding economy that things began to
turn in 2007.

The turn in 2007

Commercial bank lending had been accelerating over several years, heavily
reliant on international wholesale funding and debt securities with bullet
repayment structures. Credit risk indicators such as loan-to-deposit ratios
(LDRs) had soared to over 150 per cent and in many banks more than one-
third of exposure was to construction and real estate (with residential mort-
gages adding further to the concentration risk).

Concerned at the unsustainable pace of credit growth, the Kazakh regu-
latory agency, the FSA, imposed a number of measures in the second half of
2006, including limits on banks’ short-term external borrowing. Nonethe-
less, banking assets continued to expand fast, doubling that year, and private
external debt jumped to over 9o per cent of GDP.

The FSA deployed a further round of prudential tightening the follow-
ing April. But by then, bank margins were being squeezed and asset growth
had started to slow, even though house prices continued their upward track
for a few months more.

The deceleration of credit growth was compounded by the first ripples of
the subprime mortgage crisis in the USA. As Bear Stearns, a New York global
investment bank, reported mountinglosses on subprime exposures in July 2007,
international banks started to look more critically at riskier assets. Kazakh-
stan’s onerous external obligations were an obvious source of vulnerability, par-
ticularly when set against a domestic boom based on shaky foundations.

The country’s copious exposure to foreign finance suddenly turned what
had looked like a positive sign of transition and integration with the world
of international capital into a major liability, as access to funding dried up
amid a widening global credit chill. No longer able to access foreign fund-
ing or refinance foreign obligations coming due, Kazakh banks sharply cut
back on new lending and began to raise interest rates.

Prior to Bear Stearns, most commentators remained relatively sanguine
at the unfolding picture—for example, Moody’s noted the low level of gov-
ernment debt, virtually none of which was external, and the build-up of for-
eign exchange reserves in the National Fund.
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By October 2007, however, it was clear that the global rise in investor
nervousness and increasing risk aversion on the part of lenders worldwide
was now a major threat to the country’s economy. On 8 October, Standard
& Poor’s (S&P) cut its rating for Kazakh debt, citing a significant tighten-
ing in credit conditions for borrowers. Announcing the step, S&P analyst
Luc Marchand said:

The rating downgrades reflect funding problems in the Kazakh financial
system. [...] Since July, falling domestic depositor confidence and difficul-
ties in rolling over maturing international syndicated loans and cross-bor-
der interbank deposits have forced Kazakh banks to obtain short-term
funding from the National Bank of Kazakhstan to support their liquidity.®

The downgrade was a trigger for furious activity to try to restore calm to
the worried markets. Nazarbayev, the country’s powerful president, said the
government would support the country’s commercial banks and instructed
the authorities to free up US$ 4 billion to do so. He also criticised the rat-
ings agencies and called the downgrade unfounded, while his Prime Minis-
ter Karim Massimov was quoted as complaining that the country was under
attack from hedge funds and vowing “we shall fight back”.”

Duringa press conference in the northern city of Pavlodar in December,
the Kazakh President told reporters:

I think ratings agencies should think more thoroughly and understand
that Kazakhstan stands firmly on its feet and will not allow any Kazakh
bank to collapse ... The economy is stable ... It’s not objective that the rat-
ings are being cut.®

By February 2008, in his annual state of the nation address, Nazarbayev
acknowledged that the problems emanating from the USA had indeed
become a problem for Kazakhstan and he called on his government to take
steps to curb the volatility on the domestic financial sector:

6 ‘Kazakhstan’s Sovereign Rating Cut By S&P on Funding Issues’, Dow Jones, 8 October 2007.

7 David Litterick, ‘Angry Kazakhstan props up bank shares’, The Telegraph, 13 October 2007, https://www.
telegraph.co.uk/finance/markets/2817642/Angry-Kazakhstan-props-up-bank-shares.html.

8  ‘Kazakh leader says he won’t let banks collapse’, Reuters News, 12 December 2007.
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We must learn lessons stemming from the US mortgage crisis which has
had a serious impact on the global financial system as well as our banks. ...
We have to intensify work to fight inflation. The government must tempo-
rarily ... cut state spending across the board apart from social spending ...
This will help ease inflationary pressure.’

That same month, Kiitisvek announced that the EBRD was planning to
earmark up to halfa billion dollars in funding for Kazakh banks to help them

overcome their problems with borrowing on the international markets:

We plan to sign new projects worth about US$ 1 billion this year and
maybe half of that will be with banks. In the second half (of this year) we
might try to reopen the syndicated loan market for Kazakh banks."

The Kazakh authorities responded decisively to the problems faced by the
financial sector, pumping in central bank liquidity and creating a financing
facility for lending to construction companies and small firms. But external
forces became too strong for this medicine to have its desired effect.

Any optimism about an early recovery from the problems in the econ-
omy was shortlived once the full force of the global crisis became apparent
in the wake of the collapse of US investment bank Lehman Brothers in Sep-
tember 2008. Kazakhstan was now confronting a ‘double whammy’ from
its dependence on foreign borrowing and commodity exports, and its banks
were in the front line.

By November, Finance Minister Bolat Zhamishev was saying that
Kazakhstan once again faced “huge risks” following a precipitous fall in the
oil price.” He noted:

Now that a second wave of the crisis has engulfed us, we have to realise that
a period of rapid economic growth due to high oil prices (has ended) ... we

have to ensure the economy evolves ... with the smallest possible losses.™

9 ‘Kazakh leader urges less spending, more exploration’, Rexters News, 6 February 2008.
10 Olzhas Auyezov, ‘EBRD to support Kazakh banks amid credit woes’, Reuters, 19 February 2008, https://
www.reuters.com/article/rbssFinancialServicesAndReal EstateNews/idUSL1989648720080219.
11 Oil prices (WTTI) fell from around US$ 140 per barrel at their peak in June 2008 to US$ 5o per barrel in
November, reaching a low of US$ 45 per barrel at the turn of the year.
12 Mark Thompson and Maria Golovnina, ‘Kazakhstan faces “huge risks” - finance minister’, Reuters News,
21 November 2008.
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Bank debt was also a big concern with non-performing loans rising rap-
idly following the collapse in house prices which triggered insolvencies in
the construction sector."”

As the crisis unfolded into 2009, the Kazakh government pitched in to
buy up shares in the biggest banks: BTA, in which it bought new shares rep-
resenting three-quarters of the stock, KKB and Halyk."* Already having seen
adrop in GDP growth of 7 percentage points in 2008 against the average for
the decade,’s Kazakhstan’s economy was now facing a highly uncertain future.

2. Contagion and Crisis

From Kazakhstan to Europe

Kazakhstan’s boom on the back of huge flows of foreign bank finance
had been extreme. Primarily driven by emerging markets investors™ desire
to exploit a growing economy with large supplies of natural resources, the
financial flows had enabled domestic expansion. But as oil prices plunged,
a significant devaluation of tenge followed in February 2009. The currency
mismatches on the balance sheets of the Kazakh banks came back to haunt
them. What had been an early casualty of imprudent financial behaviour
became a full-blown crisis, and significant bank rescue efforts followed.
Further west it was not natural resources that had enticed foreign banks
to follow a similar path into the EBRD region but skills, low wages and
proximity to the large market of the European Union. The economic boom
here had been more broadly based and, for most countries, more measured.
But it exhibited the same dynamic of foreign finance leading the way and
encouraging large-scale bank borrowing, mostly in foreign currencies.
Foreign banks dominated the region’s banking systems. In some cases,
such as Estonia, it was virtually total—99 per cent of banking assets were
foreign-owned—but even for central and south-eastern Europe, foreign

13 The house price index fell by around one-fifth between the summer 2007 peak and October and dropped by
a further one-third by the end of 2008, meaning average prices had more or less halved in eighteen months.
Source: Trading Economics.

14 EBRD Transition Report 2009, p. 176.

15 GDP growth fell to 3.3 per cent in 2008 from an average of 10.1 per cent since the turn of the decade, and
dropped to 1.2 per cent in 2009. Growth in per capita GDP turned negative.
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bank penetration was some 80 per cent in 2006 and rising. It is no surprise
that when the financial crisis hit global banks with hurricane-like force
in the autumn of 2008 it was these countries, like Kazakhstan, that were
caught severely in its path.

Misplaced optimism

A year earlier it had all looked different. Buoyed by years of solid growth, the
emerging economies of former communist eastern Europe appeared more or
less impervious to the wave of dire financial news sweeping over the Atlan-
tic. Even as the US sub-prime mortgage crisis metamorphosed into a credit
crunch in western Europe, and clouds gathered over eastern Europe, the
impact was still expected to be manageable.

That changed in one fell swoop with the bankruptcy of Lehman Broth-
ers on 15 September 2008. Confident assertions about an imminent suc-
cessful conclusion of the transition journey for many economies in east-
ern Europe melted away. Growth forecasts were wound back savagely and
repeatedly. Eastern Europe ultimately turned out to be the emerging region
of the world hardest hit by the crisis.

In retrospect, many saw the Lehman collapse not so much as the cause
of the rapid descent of the eastern European economies, but as a catalyst
that revealed underlying frailties. As the economic downturn deepened,
it became clear that record levels of growth had been masking deep-seated
residual challenges in the economies where the EBRD was active.

There was no doubt that the post-communist states had made remark-
able progress in terms of wholesale economic transformation. However, the
path to economic convergence with the more advanced economies beyond
the EBRD region was going to be much longer and more arduous than orig-
inally anticipated.

Only four months before the Lehman shock, the EBRD had produced a
set of relatively optimistic forecasts that reflected the prevailing view of the
region. Growth would moderate slightly across the EBRD’s countries as a
whole, in line with the global economic climate.

That was not entirely bad news. The previous growth rates were becom-
ing unsustainable, based on inflows of foreign capital that might dry up. The
region would still see respectable growth of some 6 per cent for 2008, only a
little below the robust rate of 7 per cent recorded in 2007.
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In their May 2008 Economic Forecast, the EBRD economists wrote,
“The international credit crisis has so far only had a limited impact on the
region as whole. Banks in the region had little if any exposure to structured
assets linked to US mortgage markets.”*¢

The economists warned that any protracted stress on the western finan-
cial markets could lead to a sharper than expected downturn in capital flows
to the region, exposing the substantial external financing requirements of

some countries, especially in the Baltics and south-eastern Europe.'”

Downturn takes hold

By November, when the EBRD issued its 2008 Transition Report, the tem-
perature was markedly different. The pace of growth across the EBRD
regions was now expected to drop sharply to 3 per cent in 2009, according
to new forecasts, almost half that predicted just six months earlier.

This Transition Report, entitled somewhat tenuously by the time of publi-
cation “Growth in Transition”, recognised the abnormality of the situation.
The EBRD Chief Economist Erik Berglof, a Swedish economics professor
previously in charge of the Centre for Economic and Financial Research at
the New Economic School in Moscow, who had taken over from Willem
Buiter in 2006, said:

There are now increasing signs that the wider economy is being affected,
with industrial production slowing down and even contracting in many
countries. These developments stem not only from more expensive credit
and a rapid reduction of growth in key export markets, but also increas-
ingly from the shutdown of traditional lending channels.™®

He pointed out that stabilisation of banking systems would need to be
the priority for governments across the whole region. Hinting at the intense
and productive cross-border cooperation in which he personally would later

play a key role, Berglof added,

16 EBRD Press Release, 18 May 2008. ‘(EBRD sees moderation in 2008 economic growth as the global econo-
my deteriorates’.

17 EBRD Press Release, 18 May 2008. ‘(EBRD sees moderation in 2008 economic growth as the global econo-
my deteriorates’.

18 ‘Growth in Transition’, EBRD Transition Report, 2008, p. vi.
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Stabilisation measures will need to be coordinated with other countries—
both in western Europe and in other transition countries—takingaccount

of the inter-linking ownership structures in the region’s financial system.”

The EBRD’s new President, Thomas Mirow, who arrived in office just as
the conflict between Russia and Georgia erupted (Chapter s) was now fac-
ing a major economic crisis in the region the EBRD, and he as its President,
was charged to support. It was a true baptism of fire.

Mirow was in no doubt about the sort of impact the financial crisis
would have on the institution he was leading. He began by telling share-
holders that the Bank’s profitability was under threat for the first time since
the 1998 Russian crisis. The damage included a US$ 135 million exposure to
the now bankrupt Lehman itself, which would have to be marked down as
an impairment. In October, The Financial Times quoted Mirow as saying,
“the EBRD will be hit ... To what degree is not yet completely clear ... But we
will see write-downs on our listed equities and on the unlisted.”*°

It was too soon to gauge the full extent of the impact that would be
wrought across the region by the global financial meltdown, but the direc-
tion was clear. As each day passed the outlook appeared increasingly bleak
as the “sudden stop” of finance took more and more banks and companies
to the brink of collapse.

The EBRD’s downgraded economic forecasts turned out to be far too
optimistic, like others at the time. The about-turn in the region’s output
was on an unparalleled scale. Predicted growth went from plus 6 per cent in
2008 to minus 6 per cent a year later, although the final outturn transpired
to be not quite as dramatically bad.

The effect on the EBRD’s finances was also pronounced. When they
came, the EBRD’s losses dwarfed the €61 million shortfall experienced in
1998. After earning profits just shy of €2 billion in 2007, the Bank’s account
was to swing into losses of €602 million in 2008 and €746 million in 2009.

For Mirow, there was no question that the EBRD had to respond. But
how? And what would shareholders be prepared to do to help? These were the
questions that needed to be addressed as he prepared the ground for action.

19 EBRD Press Release, 25 November 2008. ‘(EBRD economies to slow sharply in 2009’.
20 Stefan Wagstyl, EBRD aces first loss in decade’, Financial Times, 2.4 October 2008, https://www.ft.com/
content/fs3bcb7a-aree-11dd-a32f-000077bo7658.
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3. Preparing a First Response

On 17 and 18 November, Mirow and his team decamped to a hotel in the
Hertfordshire countryside with the Board of Directors for a retreat to dis-
cuss the EBRD’s next steps. It was early days and there was a certain amount
of caution among the assembled company.

Management was at pains to make it clear right from the word go what
the EBRD could do and—just as importantly—what it could not do. The
Bank provided project finance and projects needed preparation, which
could take some time. Projects also needed to meet sound banking crite-
ria. The EBRD was not the International Monetary Fund (IMF). It did not
have a mandate to manage macroeconomic crises: it did not finance fiscal or
balance of payments gaps. Nor was it a lender of last resort.

Nonetheless, it had a duty to support its clients where feasible and a solid
track record of helping the authorities to find policy solutions in difficult sit-
uations, working alongside other international financial institutions.

Not the IMF but an active market participant

An internal debate about the EBRD’s role in response to the crisis had been
underway before the retreat. According to Jeromin Zettelmeyer, a former
IMF economist then at the EBRD, it was the strict definition of the man-
date that engendered the Bank’s initial caution as the crisis started to engulf
the EBRD’s regions. As he later recalled, “the EBRD was not set up to be a
crisis fighting institution. Crisis management was for the IMF. The EBRD
was about long-term development and transition.”

It was not immediately obvious what role the EBRD could play, Zettel-
meyer said.*’

This was certainly correct from a strict macroeconomic perspective. The
IMF had long years of experience in dealing with economic crises all around
the globe, while the EU had aleading role in policy formulation for many of
the EBRD’s countries. The EBRD was far smaller than the European Invest-
ment Bank (EIB), whose reach by now extended well beyond the boundar-
ies of the EU. The EBRD could not respond alone with the vast amounts of
finance that was clearly needed.

21 Interview, 2020.
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Although the EBRD lacked the financial firepower to stem the macro
effects of the crisis the economists foresaw the outlines of a coordination role
in which the EBRD might play a significant part, especially as it was acknowl-
edged to be a major, and often #he major, investor in the countries of its region.

At a micro level, the Banking Department too could see a way of play-
ing a role and had some experience of dealing with crises, albeit on a much
smaller scale than what they were now confronting. After all, the EBRD
was a nimble private-sector focused and demand-led institution. Its ear was
close to the ground where the crisis was happening, in the periphery of the
EU and further afield. Intimate local knowledge distilled from more than
fifteen years of working with clients in its countries of operations, and with
offices in every country, large and small, was a unique asset.

For their part, the bankers knew that the EBRD’s balance sheet had
at least some capacity to help well-run companies and banks survive the
intense pressures they were under and make it to the other side of the eco-
nomic cycle. They were already at work with clients on restructurings and
devising rescue packages and ready to provide advice to companies, banks
and policymakers.

IFI coordination

Berglof was acutely aware of the imbalance between eurozone-led banks and
central, eastern, and south-eastern European (CESEE) banking systems and
the risks this imposed on the region. Coordination failures were a common
feature of international crises and he could see the problems that lay ahead.
Fortunately, the OCE team he had built was well-suited to the task of find-
ing a solution.

Zettelmeyer had cut his teeth at the IMF researching debt defaults
and complex resolution mechanisms, while his colleague, Piroska Nagy-
Mohdcsi, a Hungarian economist and another recent IMF recruit, was cor-
ralling international institutions to help with the crisis in Georgia that had
erupted earlier in 2008, and one of the present authors®* had experience as
a former head of delegation to the Paris Club, an official debt resolution
agency. The team quickly reached a view on the strong need for coordina-
tion, notably between the public and private sectors.

22 Andrew Kilpatrick.
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What had started as a private sector banking problem was rapidly esca-
lating into a public sector one, as cries for help grew and unemployment
rose. The EBRD’s niche role was its focus on the private sector, whereas the
IMF and World Bank dealt with the public sector. “We were uniquely posi-
tioned to play a private-public coordination role for which the EBRD was
created,” said Zettelmeyer. The economists ran with this idea, leading the
way with an action plan that just a few months later would become known
as the Vienna Initiative.

The group also strongly believed that all of the multilateral development
banks (MDBs) together could play a key counter-cyclical role, with each
bringing something special to the table. This was seen as especially impor-
tant for the many countries in the region which lacked the fiscal capacity to
offset the recessionary forces now at work.

The prominent role assumed by the economists in those early days of
crisis response was something of a novelty, which in some Bank circles was
viewed with a certain suspicion. Zettelmeyer recalls: “The EBRD posi-
tion was complicated by the fact that the initial formulation of the crisis
response—the initial thinking about it—was an OCE-led exercise. The
Bank was not used to being led by the OCE.”

Typically, economists” advice was to warn when to put the brakes on and
sound notes of caution about whether projects put forward by bankers really
conformed with the mandate and had meaningful impact on the transition pro-
cess. But, Zettelmeyer said: “The bankers welcomed the OCE initiative, because
by leading a coordinated response the EBRD was protecting its investments.”

Mirow contemplates what’s needed

Although ahead of the game, the economists were aware they had to per-
suade the new President of the wisdom of pushinga more prominent role for
the EBRD, including in terms of increased investment, when the financial
world appeared to be in retreat. At that time, the inclination of every com-
mercial bank was to turn inwards and protect assets, reduce risk exposures
and withdraw from markets and new business.

As a former State Secretary at the Federal German Finance Minis-
try—famed for its strict budgetary policy—at first sight Mirow might have
appeared an unlikely candidate for such a radical strategy. Significant expan-
sion could also lead to pressure on the EBRD’s balance sheet and potentially
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to a capital increase, which did not appear to be on the cards, since he had
only recently ruled it out during the debate over Turkey.

This was a time of difficult choices. Mirow, whose habit of collecting his
thoughts in silence behind closed doors contrasted with his predecessors,
nonetheless rapidly concluded there was only one logical route forward. The
EBRD needed to be cautious, yes, prudentially as a bank, but it also needed
to be bold, demonstrably above the fray as a supranational institution.

The pressures were unprecedented but Mirow saw virtue in leading the
charge to redress the financial failures hitting the EBRD region so dramat-
ically hard, and that to do so effectively would require joining with other
international actors to strengthen the position. He also surmised that share-
holder support would be crucial to the endeavour and this formed part of
his thinking ahead of the Hertfordshire retreat.

It was doubly fortunate that Mirow had recently appointed a very able
member of staff to head his office, Hans Peter Lankes, an economist who
had served as Berglof’s previous deputy. Lankes, a fellow German national,
was not only familiar with the region but also knew the EBRD inside-out
having played a major role in its development (Volume 1, Chapter 10).

Mirow, as a former G7 deputy, was also well-connected to the interna-
tional financial coordination mechanisms that were getting under way. This
followed US action to support its financial institutions and the recapitalisa-
tions of British banks, led by a call from UK Prime Minister Gordon Brown
for a global rescue effort to prevent a total collapse of the financial system
and a recession comparable to the Great Depression of the 1930s.

Armed with the arguments that management had prepared, Mirow pre-
sented the case for action at the November retreat of the EBRD Board.

4. Gearing Up

Despite the initial caution of many shareholder representatives present at
the retreat, the effect of discussing the issues collectively helped to amplify
the view that this was no ordinary downturn and that the situation was par-
ticularly perilous for the EBRD region and the fate of its transition. Capitals
would need to be carefully briefed on the central and eastern European situ-
ation with the hope that they would pay close attention to it, notwithstand-
ing the enormous domestic pressures they were under.
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Fresh from the rural retreat, and eager to consolidate the gains made at
the meeting, Mirow wrote to shareholders right away outlining the consen-
sus for an EBRD response that had been forged during the discussions in
Hertfordshire. There was, said Mirow, clear agreement on the need for a
determined EBRD response that would send a clear signal of the Bank’s pre-
paredness to support its countries of operations:

Given the limited resources of the Bank relative to the magnitude of the
challenge, the Bank’s response must be based on its country and proj-
ect expertise and not in the first instance on lending volume ... [and] be
guided ... by its core operating principles of transition impact, sound bank-
ing and additionality.>’

Significantly, the EBRD would respond to the needs of all countries,
including the more advanced economies in central Europe and the Baltics,
“without questioning graduation”. A crucial element in the response would
be a significant reinforcement of coordination with other IFIs “in order to
leverage on each other’s particular strengths”.

Mirow was careful to leave room for higher business volume and pro-
posed to sharcholders that investments would rise to €7 billion in 2009—a
20 per cent increase on the upper bound that had been set for 2008.

The €7 billion reflected a mid-scenario that assumed a resolution of the
global financial crisis and a resumption of growth by 2010. Given the uncer-
tainties and a “significant likelihood” of a more pessimistic economic sce-
nario, the projections also considered the possibility that the Bank’s busi-
ness volume would be constrained even with a resolute crisis response effort.

The President’s proposals, based around the mid-scenario and plans for
scaled-up financing, were adopted by the Board on 10 December.

5. EBRD’s Early Operational Efforts

The EBRD’s initial response was designed to focus especially on supporting
the region’s banks and making sure finance kept flowing, in particular to
small- and medium-sized firms. The broader corporate sector was expected

23 ‘Letter from the President following the Bank Retreat’, EBRD, 19 November 2008.
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to benefit from extending working capital lines and short-term debt refi-
nancing, while the EBRD’s Trade Facilitation Programme (TFP), which
was a well-established product valued highly by clients, was expanded, keep-
ing trade flowing to and from the region at a time of severely restricted
access to finance.

Appropriate emphasis was given to policy dialogue too, especially related
to the financial sector and in close cooperation with the IMF, central banks
and regulatory authorities. The crisis had shown that a number of key areas
such as bank insolvency rules, corporate governance and domestic capital
markets had been found wanting.

An operational delivery Task Force involving the heads of all banking
teams, as well as representatives from the credit, economics and planning
departments, was swiftly set up under Varel Freeman, the First Vice Pres-
ident, to ensure that the Bank made good on its commitments. The Task
Force met weekly throughout the crisis, reporting regularly to the Board on
progress in the Bank’s crisis response.

Graduation postponed

A stand-out element in the crisis response package was additional financing
of €500 million the Bank had set aside for central Europe and the Baltics,
precisely those countries from which the EBRD was supposedly stepping
back ahead of their envisaged ‘graduation’ from the EBRD in 2010.

This chimed with demands from the more advanced countries them-
selves for which it was clear that this was not the time for the EBRD to start
winding down its business. On 13 November, the Prime Minister of Hun-
gary, Ferenc Gyurcsdny, had written to the Bank’s shareholders, saying,

At this difhicult juncture, we urge the EBRD ... to strengthen its presence
and, rather than investing less, to substantially step up its financing for
Central Europe for as long as is necessary to help overcome the current cri-
sis, preserve and consolidate the achievements of transition, and set our

economies back on a path of recovery.**

24 Letter to Governors: Letter from the Prime Minister of Hungary, 17 November 2008.
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Of the eight EU countries likely to graduate from the EBRD by the
end of 2010, only the Czech Republic had done so—in 2007 before the full
force of the crisis hit the region. Although the EBRD stuck to the princi-
ple of graduation, the lasting effects of the crisis postponed the remaining
countries’ graduation. Even now, over a decade later, these countries are still
recipients of EBRD finance.

Financial institutions first

The Bank put an immediate focus on the worst hit areas. At the start of
December 2008, Mirow made his first trip as EBRD President to Kazakh-
stan.

The EBRD also threw its weight behind Latvia, one of the worst hit
countries whose GDP would drop by more than 20 per cent, saying it was
looking to support systemically important banks that had no foreign strate-
gic investors—banks like Parex Banka, in whose subsequent successful res-
cue and restructuring it would play a significant role (see Box 1).2s

Another prominent locally-owned bank to benefit was Banca Transilva-
nia in Romania, in which the EBRD had held a 15 per cent stake since 2001.
The EBRD provided a €100 million loan. Nick Tesseyman, who had taken
up the position of group Director for Financial Institutions in August, said,
“In these exceptional global circumstances, the EBRD is using all available
means to help shore up economic confidence in the region.”*

Georgia’s two largest banks, TBC and Bank of Georgia, were also a pri-
ority for the EBRD, since Georgia was now feeling the double impact of the
crisis and the effects of the August 2008 conflict with Russia on its bank-
ing sector.””

Even as the EBRD was preparing for unprecedented levels of invest-
ments, management appeared confident that the Bank had adequate capital.

“No capital increase or any other additional contributions from the
Bank’s shareholders have been requested or are needed,” a statement issued
after the last Board meeting of the year said.**

25 EBRD Press Release, 15 December 2008. ‘(EBRD supports stabilisation efforts for Latvia’.

26 EBRD Press Release, 17 December 2008. ‘EBRD supports Romanian small businesses with loan to Banca
Transilvania’.

27 EBRD Press Release, 30 December 2008. ‘Bank of Georgia to receive EBRD and IFC support’.

28 EBRD Press Release, 10 December 2008. ‘EBRD Board adopts crisis response package’.
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But at this stage the EBRD was still expecting positive growth ahead.
The severe downturn in train would demand a far greater response than first
anticipated.

Financing continued apace in 2009, in line with the promised crisis
response. In the first three months of the year, new investments rose to €1.1
billion, up 64 per cent from the same period a year earlier and a record for
any first quarter of the year since the Bank’s inception.*

It would not be long before the Bank’s corporate planners, and the Presi-
dent himself, realised an effective response to the mounting pressures on busi-
nesses in the region would require enhancements to the EBRD’s capital base.

29 EBRD Press Release, 7 April 2009. ‘EBRD investments hit record €1.1 billion in Q1.

Parex Bank, Latvia

On the same day in April 2009 as it announced the rise in first quarter
investments, the EBRD also unveiled its plans to contribute to the rescue
of Parex Banka. This decision was not uncontroversial. The investment
was deemed risky and fraught with potential political complications.

An earlier suggestion that the EBRD work with Parex had been
rejected on integrity grounds. However, given its systemic importance
as the second largest bank in Latvia (and largest Latvian-owned bank)
with several subsidiaries in the Baltics and the Commonwealth of Inde-
pendent States (CIS), and given the impact of the crisis, the EBRD
decided to go ahead this time but only on the basis of a very tough stance
on corruption and stringent governance guidance.

The EBRD team worked hand-in-hand with the IMF on the rescue
of Parex. The fact that both institutions were taking part made it easier
for each of the individual institutions to proceed.

The Latvian authorities had effectively nationalised Parex in Novem-
ber 2008, after a run on the bank linked to concerns about losses on its
securities portfolio and its ability to repay two syndicated loans. The
troubles in Latvia’s banking system began earlier with some deposit out-
flows from Swedbank’s Latvian subsidiary which were reversed when the
Swedish government announced support. However, Parex did not have
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a strong foreign parent company and its deposits were quickly haem-
orrhaging, with daily outflows peaking at €100 million a day, deplet-
ing deposits by more than one-quarter in the space of a few months.*°
The bank sought government assistance in late October and the state
decided to take an initial 51 per cent controlling stake in November.

That was not enough to stem the run on deposits and the govern-
ment then stepped in to buy up the remaining shares owned by the
founders, Valerijs Kargins and Viktors Krasovickis, who received a sym-
bolic one lat each.

For the EBRD, the investment in Parex Banka was critical to increas-
ing confidence not just in the individual bank but also in the wider Lat-
vian financial sector. It was supporting the recapitalisation of Parex
and bringing its own expertise and reputation to strengthen the Lat-
vian bank’s corporate governance. The hope was that after a period of
restructuring Parex might be privatised to a strategic investor. One of
the key contributions of the EBRD participation in the Parex rescue was
its intense lobbying to persuade the EU authorities to change their posi-
tion and allow state aid to a bank.

The Board approved the EBRD’s acquisition of a stake of a 25 per
cent plus one share on 7 April 2009. The capital injection would give the
EBRD representation on the supervisory board of Parex and a direct
say in future developments, including in meeting anti-money launder-
ing international best practices.

EBRD First Vice President Varel Freeman said the EBRD investment
would “see Parex Bank through the most difhicult time in its history”.
The Bank’s involvement would help restore confidence in the bank and
the whole Latvian financial sector. As a shareholder, the EBRD would
be able to participate in the development and implementation of a stra-
tegic plan for Parex’s restructuring.’’

The purchase of the Parex stake became effective in September 2009.
But much like other consequences of the crisis it was not the end of the
story.

30 Sece IMF Executive Board Approves €1.68 Billion (US $2.35 Billion) Stand-By Arrangement for Latvia’,
IMF Press Release, 08/345, December 23, 2008.
31  EBRD Press Release, 7 April 2009. EBRD Board approves finance package for Parex Bank’.
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Following discussions between the interested parties (Parex man-
agement and other stakeholders, the Prime Minister of Latvia and the
EU Directorate-General for Competition), EBRD’s investment was
disbursed on condition that Parex would be split into a ‘good’ bank
and ‘bad’ bank. The good assets and liabilities were to be spun off
into a newly created bank, Citadele, owned by the Latvian Privatisa-
tion Agency, while impaired assets, syndicated loans and state fund-
ing remained in a bad bank branded Reverta. The split took place in
August 2010 and the value of EBRD’s investment was transferred to
Citadele for a 25 per cent plus one share stake. Some further changes
were made but delayed until the EC concluded the measures were in
line with state-aid rules.>

The presence of the EBRD, alongside the significant restructuring,
helped to make Citadele a privatisation candidate. As had been hoped
for, a consortium of investors came forward in 2014, led by Ripplewood
Advisors, a US investment company, and purchased the new bank.
The EBRD remained a sharcholder (with a stake of 25 per cent less one
share), with its good knowledge of the bank and the Latvian market giv-
ing comfort to the new shareholder and its clients.

“The EBRD’s investment in Parex and the policy advice we pro-
vided played a crucial role in Latvia’s post-crisis macroeconomic adjust-
ment,” said Sabina Dziurman, the EBRD banker who led the work on
the Parex investment. She added: “There is no doubt in my mind that we
took a very large risk with an investment in a bank that was badly man-
aged and poorly governed. But we persevered because this was a system-
ically important bank that was critical to Latvia’s economic future. It
was a risk worth taking.”*

Citadele is today the fourth largest bank in Latvia with a successful
track record and stands as a testament to the major effort by the EBRD,
Latvian authorities and others in responding decisively to the crisis sit-
uation in 2008.

32 The matter was not resolved finally until July 2014.
33 Interview, January 2021.
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6. High-level Coordination: The Vienna Initiative

The collapse of Parex during the autumn of 2008, and Latvia’s negotiations
with the IMF for support, came when there was a flurry of activity aimed
at addressing the crisis but little by way of joined up thinking, a situation
that Chief Economist Berglof saw as a major cause for concern. He warned
repeatedly of the dangers of uncoordinated national responses to the crisis
and the threat of regional systemic risks in emerging Europe.

Berglof and his colleagues were pioneers in a drive to plug a policy void
that had undermined the coherence of many of the responses to the cri-
sis. Together, they made sure that the EBRD played a significant role in the
inception, roll out and management of a platform that would address prob-
lems in emerging Europe’s financial sector.

According to one observer reflecting on this time:

Piroska Nagy-Mohdcsi and Erik Berglof of the European Bank for Recon-
struction and Development (EBRD) ran around Europe trying to get
something done. They proposed a public-private partnership to deal with
the situation where no one cared about their neighbour and ... everyone

was focused on preserving their own country.>*

There was no lack of activity at the time, with individual programmes of
support from the IMF, the European Commission and others for the ben-
efit of a number of countries hit hard by the crisis. Ukraine, Hungary and
Latvia all benefitted from international sovereign support over the last three
months of 2008.

In late November, the western European private sector piped up, with
the heads of the six large EU-based banks most heavily engaged in cen-
tral and eastern Europe?s writing to European Commission President José
Manuel Barroso and French Finance Minister Christine Lagarde (at the
time Chair of the Economic and Financial Affairs Council of the EU).
The bankers sounded an alarm bell about the state of financial stability
in emerging Europe and pressed for liquidity injections, strengthened

34 Julia Kirély, former Deputy Governor of the National Bank of Hungary, quoted in EIB, Ten years of the
Vienna Initiative, 2009—2019, Vienna Initiative Steering Committee, 2019, p. 368. https://www.cib.org/at-
tachments/efs/1oyears_vienna_initiative_en.pdf.

35 Erste Bank, Intesa SanPaolo, KBC, Raiffeisen Bank International, Société Générale and UniCredit.

66



Part| Chapter 2

deposit insurance, more IFI funding and for appropriate regulatory steps
to be taken.?

The challenge, however, was to bring all these different initiatives
together, to coordinate activities and to make sure there was a fair outcome
for all concerned. The fear was that if the international banks with prom-
inent subsidiaries in the region quickly withdrew to their home markets
in western Europe, bank deleveraging would devastate central and eastern
Europe’s banking systems.?”

At a conference at the EBRD’s London headquarters in early Decem-
ber, the EBRD economists raised the possibility of a broader meeting that
would address this issue of coordination and burden sharing, discussing the
idea with Thomas Wieser, Director General of the Ministry of Finance of
Austria. The aim of the meeting was to bring together the home and host
supervisory and fiscal authorities of the large EU-based bank groups oper-
ating in emerging Europe and to forge agreement on the basic principles
of information exchange, coordinated management of exposures and crisis
burden-sharing.

On 23 January 2009, Wieser hosted a meeting at the Austrian Ministry
of Finance in Vienna, with participants from the central banks and minis-
tries of finance from seven central and eastern European ‘host’ countries and
six advanced EU ‘home’ countries, and from the I[FIs—the IMF, the EBRD,
the EIB and the World Bank Group (including the IFC and the Multilat-
eral International Guarantee Agency), as well as the European Commission.

Berglof initially labelled this platform for collective action between the
public and private sectors the “Vienna Club’ (after the Paris Club). The for-
mal title given to the platform was the European Bank Coordination Initia-
tive, but it very quickly became known as the Vienna Initiative.?®

36 ‘Stability for the Financial Sector in EU Member States and Candidate Countries’, Letter from Andreas
Treichl, Corrado Passera, André Bergen, Frédéric Oudéa, Alessandro Profumo and Herbert Stepic to
Christine Lagarde, Manuel Barroso, Joaquin Almunia, and Charlie McCreevy, 1 December 2008.

37 Mark Allen in a comprehensive review of the chronology of the Vienna Initiative, on which this and the later
commentary draws, notes: “From the time of the Latin American debr crisis of the 1980s, if not before, action
to encourage creditors to maintain exposure and not to succumb to the temptation of withdrawing financing
precipitately from a debtor country in distress had been a feature of the international handling of debrt crises.”
Mark Allen, “Ten years of the Vienna Initiative: a chronology’, in EIB, Te years of the Vienna Initiative, p. 16.

38  One close observer suggested the change of name to Vienna Initiative from Vienna Club to avoid any cyni-
cal connotation that the effort might be portrayed as a talking shop over tea and biscuits! The analogy with
the Paris Club was apt however as the meetings required collective action between the interested parties (in
this case non-binding agreements between public and private creditors) and regular meetings to forge con-
sensus and actions. The London Club of private creditors (although moribund) was another angle.
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As described by former IMF official Mark Allen:

This was intended as a way to deal with the collective action problem
among the banks, to send a signal to the markets and to allow the IFIs to
complement each other’s work. It was agreed that the IMF would draw up
a proposal for burden-sharing rules between home and host authorities.
Such a proposal was presented and broadly approved at a follow-up meet-
ing of the group at the Joint Vienna Institute on 17 March 2009.3

At the heart of the matter was a tension between the international banks,
who were under financial pressure and needed to meet constraints imposed by
home supervisors, and thus wanting to protect their balance sheets as quickly
as possible by cutting exposures, and host authorities who wished to ringfence
and protect their domestic banking systems and stem capital outflows.

What the Vienna Initiative sought to solve was a classic coordination
failure. Individually, an international bank may find it optimal to cut losses
and withdraw from a crisis-hit economy, hoping that firms who borrowed
from its subsidiary can repay by borrowing elsewhere. If all banks follow
this strategy, however, firms may well be unable to roll over their debts.
Defaulting en masse, they deepen the economic crisis, amplifying losses for
the international banks. Much like banks in, say, Latvia had to be protected
from a bank run by depositors in those depositors’ best interest, whole econ-
omies needed to be protected from a bank run by international lenders.

The importance of the Initiative lay in:

Arrangements with individual banks to maintain exposures as part of an
international support package with the approval of their home authorities
and to recapitalize subsidiaries should stress tests performed by the host
authorities require it. These agreements to maintain exposure and capital-

ization were the central feature of the original Vienna Initiative.*>+

39 Allen, “Ten years of the Vienna Initiative: a chronology’, p. 15.

40 Allen, “Ten years of the Vienna Initiative a chronology’, p. 16.

41 The Vienna Initiative website, http://vienna-initiative.com/about/vienna-initiative-1-o/overview/, cites
the main initial objectives as: to prevent a large-scale and uncoordinated withdrawal of cross-border bank
groups from the region, which could have triggered systemic bank crises not only in individual countries
but in the region as a whole; and ensure parent bank groups maintained their exposures and recapitalise
their subsidiaries in emerging Europe and that national support packages of cross-border bank groups bene-
fitted their subsidiaries in emerging Europe and thus avoided a ‘home bias’.
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The EBRD took a group approach to lending to the banking sector, help-
ing to shore up exposures of key western banking groups in the region by tar-
geting their subsidiaries in a number of EBRD countries of operations. On
7 May 2009, for example, the Bank announced a series of transactions with
UniCredit, an Italian bank and the largest banking group active in central
and eastern Europe. It invested a total of €432 million in UniCredit subsid-
iaries across eight eastern European countries.** Similar support was provided
for the subsidiaries in the EBRD regions of Paris-based Société Générale
and Austria’s Raiffeisen Bank International. Later, as south-castern Europe
fell prey to the unfolding Greek and eurozone crisis, the EBRD was to pro-
vide almost €1 billion of support for the banking operations of Greek banks
which played a particularly significant role in the Balkans. (The EBRD’s role
in helping to ameliorate the Greek crisis is examined in Chapter 4.)

The Vienna Initiative sought to prevent a mass exodus from emerging
Europe of precisely those banking groups that had such a dominant position
in the financial sector of the region.

The foreign banks had a double-edged role in the run up to the crisis.
Their investment had underpinned rapid economic growth, but this growth
had turned into a liability once it developed into a surge and pushed loan-to-
deposit ratios to exceptional heights—in most cases reaching well over 100
per cent and in Latvia touching 300 per cent.# As Croatian central bank
governor and a later Vienna Initiative chair Boris Vuj¢i¢ noted: “Part of the
blame for the unsustainable expansion of CESEE countries rests with West-
ern European banks.”

The quid pro quo from the western European private sector to the pledges
of liquidity and support from the public sector was that they should main-
tain their exposure in the region. In late March 2009, the CEOs of the par-
ent banks began signing commitment letters pledging their support, ini-
tially for Romania and Serbia, and saying their banks would maintain their
exposure and recapitalise their subsidiaries.

This was an agreement from which there could only be winners. As
Vuj¢i¢ pointed out 10 years later, the commercial banks were not acting out
of pure altruism.

42 EBRD Press Release, 7 May 2009. ‘EBRD and UniCredit join forces to support businesses across eastern
Europe’.

43 See Figure 1 in World Bank and IFC staff, ‘A perspective from the World Bank Group’, in Ten years of the
Vienna Initiative, p. 73.
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Due to the size of cross-border operations, for some banking groups large
credit losses in the region could have jeopardized the solvency of the parent
institution. In such a context, it was in foreign banks’ best interest to keep
supporting these economies. There was a case for coordination.**

Everyone involved recognised at the time that there would subsequently
be a further restructuring and deleveraging within the region. Vienna, how-
ever, had made certain there was no uncoordinated stampede for the exit.

The Joint IFI Action Plan

A second key element within the Vienna Initiative was the Joint IFI Action
Plan (JTAP) launched on 27 February 2009 by the EBRD, the EIB and the
World Bank Group to channel €24.5 billion into the region over the fol-
lowing two years. Introduced just a month after the first Vienna meeting,
the finance aimed to support the banking sectors in the region and to fund
lending to businesses hit by the crisis.* The EBRD President explained how
he saw the joint effort:

The institutions are working together to find practical, efficient and timely
solutions to the crisis in eastern Europe. We are acting because we have a
special responsibility for the region and because it makes economic sense.
For many years the growing integration of Europe has been a source of
prosperity and mutual benefit and we must not allow this process to be

reversed.

The EBRD hosted the secretariat of the Vienna Initiative from the out-
set and through its initial years. Given the number of actors involved—some
90 participants, including 15 systemically-important European banking
groups active in the region, met at the first Full Forum—and the complexi-
ties of supervisory arrangements across multiple jurisdictions against a rap-
idly changing economic and financial backdrop, the Vienna Initiative was
remarkably successful.

44 Boris Vuj¢i¢, ‘Managing a supra-national public-private platform still based on sovereign interests’, in Tez
years of the Vienna Initiative, p. s.

45 EBRD Press release, 27 February 2009. ‘EBRD, EIB and World Bank Group join forces to support Central
and Eastern Europe’.
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A review in September 2009 concluded that reductions in cross-border
exposures had been contained and financial conditions in CESEE stabilised.
By the end of that month, the three IFIs had disbursed over €16 billion of
support in the form of senior loans, tier 1 and 2 capital, trade finance, facil-
ities for small business loans and syndicated loans.*® The adjustment pro-
grammes, banking exposure agreements and JIAP financing succeeded in
avoiding systemic collapse and restored confidence in CESEE financial sys-
tems. After severe recessions in 2009 most of the region’s economies began
to grow again in 2010.

In total more than €33 billion was delivered to the region by the end of
2010, well in excess of the original target. A report on the JIAP published in
2011 recorded that the EBRD’s delivery too had exceeded its initial objec-
tive of a contribution to the JIAP of €6.0 billion, to reach a total of €8.1
billion.*”

7. International Response and the EBRD

The 2009 Annual Meeting

As the months passed from the start of 2009 the true scope of the macro-
economic impact on the region was becoming clearer with every new assess-
ment from the EBRD’s economists. In January, they were no longer predict-
ing growth of three per cent for 2009 but just o.1 per cent. By May, they were
expecting a contraction for the year of five per cent and, by the end of the
year, they estimated that output would shrink by 6.3 per cent.

The priority for Mirow and his team now was to ensure that the EBRD
was in a position to do whatever it could to make sure that the progress
the region had made over the previous 20 years was not sacrificed to a crisis
whose origin was not even of its own making.

With timing that could not have been more convenient, the Bank was
about to embark on its regular five-year capital resources review (CRR), the
fourth such review (CRR4), which was due to be discussed by Governors

46 Ralph De Haas, Y. Korniyenko, A. Pivovarsky, and T. Tsankova ‘Taming the herd? Foreign banks, the Vi-
enna Initiative and crisis transmission’, Journal ofFinamiﬂl Intermediation 24, issue 3, 2015, Pp-325-355.

47 EBRD, ‘Final Report on the Joint IFI Action Plan’, 2011, https://www.cib.org/attachments/final _report_
on_joint_ifi_action_plan_feb_2011.pdf
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in a year’s time and cover the period from 2011 to 2015. There was no need
for an immediate decision on resources as available capital was adequate in
the near-term. But in a letter to Governors on 17 April 2009 previewing the
upcoming EBRD Annual Meeting, Mirow warned that: “the Bank’s cap-
ital and prudential ratios could impose constraints on the level of activity
during the CRR4 period”, and that the trade-offs between a higher crisis
response, the effects of more impaired assets and capital requirements “will
need to be evaluated”.

Management prepared a paper entitled: “Fighting the Crisis, Promoting
Recovery and Deepening Transition”, which formed the basis for a Gover-
nors’ discussion at the 2009 Annual Meeting in London. In keeping with
the straitened economic backdrop to the event the meeting was held at the
Bank’s headquarters rather than in a central London hotel, as was tradition-
ally the case when the EBRD staged its conferences in the UK and not in a
country of operations.

The paper concluded that the EBRD’s contribution to economic recovery
had to draw on the lessons from the crisis. One such lesson was that build-
ing markets and promoting the private sector was not enough on its own. It
was also important to improve the quality of those public and private insti-
tutions which supported markets and ensure that they worked well together.

Mirow wrote to the shareholders ahead of the meeting enclosing the

paper, saying:

These are not new insights, but the abundant liquidity of the past years
allowed them at times to be sidelined. I propose to derive operational
implications from these lessons for the Bank over the coming months,
with a focus on the most effective ways to combine project finance, techni-
cal cooperation and policy dialogue.

The question of more intense support for policy development, the cre-
ation and strengthening of public institutions needed to introduce condi-
tions more conducive to the promotion of the private sector and efforts to
reinforce economic resilience featured prominently during the May discus-
sions. In his summing up, Mirow told Governors in the closing session:

I should like to mention the wish many of you expressed to see the EBRD

engage more strongly in policy dialogue, for instance in relation to
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banking regulation and banking supervision. We take this very seriously.
It will have an impact on the Bank’s activities and probably also on how
we finance this.*

Later, as staft ground through different business projections for the
CRR4 period, and as demand for EBRD finance and help grew, it became
obvious that shareholders would need to be primed for a change of heart on
capital needs. Mirow and his team began to do just that.

The G7 and G20 meetings

As the EBRD worked on its own response to the crisis, individually and
with partners in the context of the Vienna Initiative and the Joint IFI Action
Plan, the G20 leaders were also developing their global response, which had
direct implications for the multilateral development banks including the
EBRD.

The G7 Finance Ministers under the chairmanship of US Treasury Sec-
retary Henry Paulson had agreed a five-point plan of “exceptional action”
to stabilise financial markets, restore the flow of credit and support systemi-
cally important banks back in October 2008,* following a week of dramatic
stock market falls (of around 20 per cent) amid concerns that financial sys-
tems in the USA, and, especially, the UK, were on the point of collapse. This
helped avert an immediate disaster.5°

Nonetheless, it took a little while before international leaders fully under-
stood the important role the IFIs could play—collectively as coordinators
with convening power and financiers of last resort—in the face of a global,
as opposed to domestic, crisis. UK Prime Minister Brown, Nicolas Sarkozy,
the French President and Robert Zoellick, the World Bank President each
called for an effort to create a new international financial architecture.

At the behest of the outgoing US President George W Bush, the first G2o

Leaders’ Summit was convened in Washington in November to consider the

48  President Mirow’s closing speech to the Annual Meeting,

49  G7 Finance Ministers and Central Bank Governors’ Plan of Action, 10 October 2008, Washington DC,
Munk School, Trinity College, University of Toronto, http://www.g7.utoronto.ca/finance/fmo81oro.htm.

so It gave time for the UK government to inject capital in exchange for equity in (most of) the main UK
banks over the weekend of 11-12 October 2008. See Andrew Rawnsley “The weekend Gordon Brown saved
the banks from the abyss’, 7he Observer, 10 February 2010, https://www.theguardian.com/politics/2010/

feb/21/gordon-brown-saved-banks.
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issues facing the international community. Encouragement was given to the
MDBs to use their full capacity and ensure “[they] have sufficient resources
to continue playing their role in overcoming the crisis”.s*

Spurred on by the gravity of the situation, Prime Minister Brown took
the initiative to ensure that the proposed actions under the five principles
agreed by the G20 were followed up by the relevant financial actors.s> With
the UK leading the G20 in 2009, he summoned the world’s financial author-
ities to develop a fully-fledged international response—which in due course
resulted in a global stimulus worth over US$ s trillion’*—and one in which
the IFIs, including the EBRD, were given a prominent role.

Following a round of visits to key capitals to win support for his plan,
Brown chaired a G20 meeting in London on 2 April which reflected the
spirit of cooperation and collaboration that had also been a hallmark of the
Vienna Initiative. In their statement, the G20 leaders declared “a global cri-
sis requires a global solution” and called for “systematic cooperation between
countries” over regulatory systems.’*+55

They made clear the MDBs were a key element in the global response: “We
support a substantial increase in lending of at least [US]$ 100 billion by the
Multilateral Development Banks (MDBs), including to low income countries,
and ensure that all ... have the appropriate capital.”s¢ They agreed to “reviews

of the need for capital increases” among MDBs, including for the EBRD.*

s1 G2o ‘Declaration of the Summit on Financial Markets and the World Economy’, 15 November 2008,
Washington DC, Munk School.

sz The common principles for reform of the international financial architecture were: strengthening transpar-
ency and accountability; enhancing sound regulation; promoting integrity in financial markets; reinforcing
international cooperation; reforming international financial institutions. See G20 Leaders’ Declaration, 15
November 2008, Office of the Press Secretary, The White House, Washington DC, https://georgewbush-
whitehouse.archives.gov/news/releases/2008/11/20081115-1.html

53 The headline at the time was a US$ 1.1 trillion boost to the IMF, trade and MDB finance. But allowing for
the full effects of fiscal action the total was calculated at closer to US$ s trillion. See “The April 2009 Lon-
don G-20 Summit in Retrospect’, Colin I. Bradford and Johannes F. Linn, Brookings, 5 April 2010 https://
www.brookings.edu/opinions/the-april-2009-london-g-20-summit-in-retrospect/

s4 ‘Global Plan for Recovery and Reform’, Statement Issued by the G20 Leaders London, 2 April 2009.

ss Not all were fully satisfied with the G20 response (including Austria and Sweden who were not members
of the G20). “Yet the G20 process left a gaping void. To be efficient it focused on the ‘globally systemically
important’ economies, but abstracted from possible spill-overs and developments in countries of regional
systemic importance.” See Erik Berglof, Anne-Marie Gulde-Wolf, Piroska Nagy-Mohécsi and Thomas Wi-
eser, ‘Reflections on multi-country and multi-player issues” in Ten years of the Vienna Initiative, p. 53.

56 IMF Press Release, Leaders” Statement, 2 April 2009: https://www.imf.org/external/np/sec/pr/2009/pdf/
g20_040209.pdf.

57 ‘Declaration on Delivering Resources through the International Financial Institutions’, London, 2 April
2009, Munk School.
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Only four months earlier, in December 2008, the EBRD had been con-
fident that it could respond to the demands of the region without resorting
to requests for further capital from its shareholders. But with the sizeable
expansion of business volume and in a riskier environment, the question
of adequate capital became much more pressing. By end-July 2009 com-
mitments had exceeded €5 billion, the same as for the whole of 2008 and
almost twice the amount achieved over the same period a year earlier, with
some two-thirds deemed crisis-response investments. The rate of increase far
exceeded the original estimate made by the Bank in its response to the ear-
lier G20 call for a substantial increase in lending.

Meeting in London on 5 September, the G20 finance ministers and cen-
tral bank governors acknowledged that the MDBs were fulfilling their side
of the bargain and were “fully on track to deliver [US]$ 100 billion of addi-
tional lending”.s® Three days later, on 8 September, the EBRD announced a
further increase in its planned investments for 2009. The Bank would now
target €8 billion, a rise of another €1 billion and an increase of just over so
per cent on the level of financing for 2008.

At a meeting in Pittsburgh on 25 September 2009, G20 leaders con-
firmed their position:

We welcome and encourage the MDBs to continue making full use of
their balance sheets ... [and] ...we will help ensure ... the regional develop-
ment banks have sufficient resources ... including through a review of their

general capital increase needs to be completed by the first half of 2010.%

8. A Contingent Callable Capital Increase

In a statement that September, the EBRD said it was acting in response to
an appeal from the Gz2o for MDBs to make full use of their current capac-
ity. However, while the rise in envisaged spending for 2009 would come out
of reserves, the Bank indicated that it was indeed now looking at its capi-
tal base: “Additionally, and consistent with the appeal from the Gzo, the

58 ‘Meeting of Finance Ministers and Central Bank Governors, Communiqué’, s September 2009, London
hetp://www.g2o.utoronto.ca/2009/2009communiqueogos.heml.

59 ‘Gzo Leaders’ Statement: The Pittsburgh Summit’, 25 September 2009, Pittsburgh http://www.g20.uto-
ronto.ca/2009/2009communiqueo92s.html.
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shareholders of the Bank are reviewing the long-term capital requirements
of the EBRD to ensure that it has adequate funding for the years to come.”®

Mirow spoke more bluntly in two interviews that he conducted on
the sidelines of a financial conference in the Ploner Schloss, a castle in the
northern German state of Schleswig-Holstein. He told both Reuters and
Dow Jones newswires separately that the EBRD could stretch to another
€8 billion in 2010 on existing capital resources. But in the Reuters inter-
view he said that the Bank “would probably go beyond the 8 (billion euros),”
should there be a clear signal of support for a capital increase from contrib-
uting institutions and the international community. “In terms of a capi-
tal increase this would be a mix of callable capital and a very much smaller
amount of paid-in capital. We cannot yet speak about concrete figures.”®

Mirow declined to say whether its shareholders would provide the EBRD
with more funds. “I would not speculate on that,” he told Dow Jones. “We
have to tell our shareholders what we can do with the existing capital and
what is the potential. I think we have some good arguments to make.”**

Towards the end of the month, Mirow outlined his proposals for a capi-
tal increase in a letter to shareholders that was quickly in the public domain.
In the letter, Mirow warned that while the region’s economies “had begun
to stabilise” they had “not done so uniformly and it would be premature
to say that a general turnaround has begun. The crisis will have lasting
repercussions”.

Writing 20 years after the fall of the Berlin Wall, Mirow said the region
deserved broad support in continuing “its mutually beneficial integration
into the European and world economies”. A €10 billion capital increase to
€30 billion would allow the Bank to commit €9 billion to €10 billion annu-
ally, or €20 billion in total extra funding during the next five years, 2011-
2015. Allowing for the mobilisation of additional capital from private inves-
tors, Mirow pointed out that the extra funds could reach €60 billion.

In his letter, Mirow also raised the prospect of a change in the develop-
ment model of the region, in which there would be less dependence on for-
eign capital and a greater reliance on its own resources.

60 EBRD Press release, 8 September 2009. ‘(EBRD ups investments to €8 billion in 2009”.

61 ‘EBRD: East European investment at least 8 billion eur in 2010, Reuters News, 11 September 2009.

62 Nina Koeppen, ‘EBRD Could Raise Investments With New Capital’, Dow Jones Newswires, 11 September
2009.
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The region will need to change its growth model—away from a reliance
on easy finance and commodities, and towards the development of domes-

tic financial markets, strong institutions and a diversified production base.
Commenting on the proposals, the Financial Times said:

Mr Mirow’s proposals highlight how the global recession has transformed
the EBRD. Before the crisis, the US, the biggest sharcholder, was keen
to reduce the bank’s activities on the grounds that its role in supporting
post-communist transition would end as the market economy took root in
region. But following the crisis, and Barack Obama’s election as president,
Washington has developed a more positive view of international financial
institutions, including the EBRD. However, Mr Mirow remains sensitive
to possible complaints from shareholders that bank executives may be tak-
ing advantage of the crisis to reinforce it as an institution.®?

Shareholders formally approved the €10 billion capital increase at the
EBRD Annual Meeting in Zagreb, Croatia, on 14 May 2010.

French Finance Minister Christine Lagarde, Chair of the EBRD Gover-
nors for that year, praised the structure of the transaction as “innovative in
at least two ways™

Firstly, it combines a rise in callable capital of €9 billion with a trans-
fer of €1 billion of reserves to capital and secondly, it includes provisions
to review the use of this capital after five years. I am very happy that the
EBRD is demonstrating an exemplary sense of responsibility in the utili-

sation of its resources.’*

The EBRD was able to scale up its activities but without putting any
immediate strain on government coffers as the additional finance was pri-
marily in the form of callable capital, with the rest taken from reserves that
had been built up in good times (and, fortuitously, not depleted through a
payment of dividends).

63 Stefan Wagstyl, EBRD secks 50% increase in capital’, Financial Times, 28 September 2009. https://www.
ft.com/content/aodffeco-acs1-11de-a754-00144feabdco
64 EBRD Press release, 14 May 2010. ‘(EBRD sharcholders boost capital, pave way for increase in investments’.
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After record lending commitments of €8 billion in 2009, annual business
volume increased further to €9 billion in both 2010 and 2011.

9. A Focus on Local Financial Markets

Ahead of the Zagreb meeting, the EBRD President used a speech at the
London School of Economics (LSE) to raise the prospect of a ‘New Growth
Agenda’ for emerging Europe that would help deal with the imbalances and
weaknesses in the region’s economies that had been laid bare by the crisis.

In his speech, Mirow again focused on the mismatch between external
and domestic sources of financing and the need to promote further diver-
sification of economies. Excessive reliance on foreign credit and borrowing
in foreign currencies had emerged as one of the largest weaknesses in the
region. Mortgages and loans for cars and other goods had appeared cheap
at the low borrowing rates in the Swiss franc or Japanese yen. But they very
quickly became unaffordable liabilities once local currencies came under
pressure.

In Zagreb, the EBRD delivered its response to the challenge of foreign
currency dependence when it unveiled a Local Currency and Local Capital
Markets Initiative that sought to promote the use of local currency within
a wider macroeconomic and regulatory framework that ensured sustainable
and liquid markets for long-term funding in local currency.

Launching the new programme, Berglof said:

The crisis laid bare the region’s twin vulnerabilities of excessive reliance
on foreign capital and excessive use of foreign exchange borrowing. As the
recovery takes hold in the region, it is important to urgently address these
vulnerabilities, with a fresh eye and approach that fuses the knowledge
and expertise of key stakeholders: governments, IFIs, the banks and other

private sector stakeholders.

The new programme put local currency lending and local capital market
development firmly on the EBRD’s agenda. The Bank had already borrowed

and lent in local currency—as early in 1994 when it conducted transactions

65 EBRD Press release, 14 May 2010. ‘EBRD sharcholders boost capital, pave way for increase in investments’.
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in Hungarian forint. But the initiative took these activities to a completely
new level. (The initiative is considered further in Chapter 8.)

10. ‘Vienna Plus’ and the Vienna Initiative 2.0

The Vienna Initiative had been an unqualified success and questions turned
naturally towards next steps as the second Full Forum approached in the spring
of 2010. There was no doubt that it had filled a hole in the European financial
architecture. It was clear too that no other body or institutional setting was
in place ready to take on its mantle. The Forum thus agreed to maintain the
arrangements in view of the continuing vulnerabilities facing the region.

The focus now turned from crisis resolution and towards crisis preven-
tion and led to what became known as “Vienna Plus”. Two working groups
were set up to deliver improvements in new areas, again involving public
and private sector participants. One group, chaired by the EBRD, looked at
problems in local currency and capital markets; while the other group, led
by the EC, concentrated on the role of commercial banks in the absorption
of EU structural funds.

The crisis had revealed many weaknesses in the transition economies
and led to major reflections on the implications for the emerging markets’
growth model.*¢ One important conclusion from this work concerned the
vulnerabilities created by foreign currency lending in the EBRD’s countries
of operations and the need to boost domestic savings. The Bank had begun
work on strengthening local currency and capital markets to draw attention
internally to the problems that would need to be tackled in Bank operations
in future.®” The opportunity to work with banks, regulators and finance
authorities across Europe under the Vienna Initiative umbrella fitted well
with these objectives.

The working group reported in November 2010. It recognised the need
for greater reliance on domestic savings, especially in domestic curren-
cies, and made a number of recommendations, including tighter pruden-
tial requirements on foreign currency lending, greater local currency sov-
ereign issuance and macroeconomic policies designed to support local

66 See Chapter 6.
67 See Chapter 8.
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currency market development. The other working group suggested ways in
which commercial banks could facilitate the use of EU structural funds.
This was especially relevant to countries like Bulgaria and Romania where
low absorption of these funds was particularly acute.

The third Full Forum in March 2011 introduced two further working
groups, one on the implications of implementing Basel III regulations in
emerging Europe (these were seen as a tightening of the regime), and the
other on non-performing loans (NPLs) in CESEE.

During this time, the crisis in Greece was deepening and spreading
to other highly indebted European countries, notably Ireland, Portugal
and Spain. Most large European banks held significant amounts of sover-
eign debt of these countries, and this engendered a so-called ‘doom-loop’
as banks’ assets fell in value while increasing precariousness of banks’ bal-
ance sheets gave rise to concerns about forthcoming bank rescues. Those
concerns, in turn, drove up yields on sovereign debt further depressing the
value of bank holdings of sovereign paper.

Funding conditions worsened and national regulators pushed the par-
ent banks to strengthen their balance sheets and raise capital. Banks oper-
ating in CESEE once again faced difliculties raising finance. The home bias
of regulators—their tendency to favour banks’ lending within their juris-
dictions over lending abroad—threatened to undo progress made under the
Vienna Initiative.®

Towards the end of November, Berglof pressed the case for a renewed
effort, a Vienna Initiative 2.0, in order to address the external risks and dele-
veraging once again facing the CESEE region.

The same players from the private and the public sectors met in Vienna
in early January 2012 to consider the situation. At the meeting, they agreed
a set of principles for coordination between supervisory authorities of home
and host countries, including on the free allocation of liquidity and capital
and consideration of spill-overs from national actions,® and launched the
Vienna Initiative 2.0 at the fourth Full Forum meeting in March.”

68 Among the concerns was a decision on 21 November 2011 by the Austrian authorities to increase capital re-
quirements and introduce tighter lending criteria on cross-border activities by their banks.

69 Joint Press release, 13 March 2012. The Forum described the effort as “designed to enhance cooperation
and coordination among the various stakeholders so as to help ensure mutually beneficial outcomes even in
times of global financial stress and a shifting financial-sector landscape.” http://vienna-initiativ ¢.com/wp-
content/uploads/2012/08/Principles-for-Home-Host-Authority-Coordination.pdf.

70 The meetingalso adopted reports from the working groups on Basel ITI and non-performingloans, embrac-
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This second iteration of the Vienna Initiative was more structured with
a Steering Committee headed initially for a five-year term by Marek Belka,
who at the time was Governor of the National Bank of Poland. He was well-
qualified for the role. Belka had been the Director of the IMF’s European
Department and a key ally of the EBRD in the early stages of the crisis, and
played a key role as chair of the Vienna Initiative in driving forward inter-
national coordination.

With the eurozone crisis intensifying and affecting the economies of
CESEE negatively—eight out of 17 countries in CESEE experienced falls
in GDP in 20127'—and with cross-border deleveraging once again threat-
ening these countries’ financial systems, the World Bank Group, EIB and
EBRD announced a new Joint IFI Action Plan for Growth for the region,
pledging to provide over €30 billion of new resources for infrastructure and
the corporate and financial sectors in 2013 and 2014.

The final tally of €42.7 billion far exceeded the original estimate, with the
EIB providing the largest amount at €28.3 billion and the EBRD at €7.0 bil-
lion the biggest proportional increase (up from an originally estimated €4.0
billion).” According to the final report on the Joint IFI Action Plan for
Growth, “assistance from the IFIs was in the order of 1% per cent of the region’s
GDP each year, and supported around 6 per cent of the region’s investment.””?

By 2014, growth had returned to nearly all countries in the region.” As
had been the case previously, the rapid and substantial countercyclical finan-
cial support from the IFIs proved to be a timely input in a difficult situation.

The pioneering Vienna Initiative had fended oft the potential for dual
financial and currency crises across the region on more than one occasion.”s

ing recommendations on ways to include emerging market concerns more effectively in regulatory debates
and remove impediments to NPL resolution.

71 The 17 countries comprise EU member states, Bulgaria, Croatia, Czech Republic, Estonia, Hungary, Lat-
via, Lithuania, Poland, Romania, Slovakia and Slovenia and EU candidate and potential candidate coun-
tries in the West Balkans such as Albania, Bosnia and Herzegovina, Kosovo, North Macedonia, Monte-
negro, and Serbia. Those with negative growth in 2012 were: Croatia, Czech Republic, Hungary, Slovenia,
Bosnia and Herzegovina, North Macedonia, Montenegro, and Serbia.

72 World Bank Group, EIB and EBRD, ‘Final Report on the Joint IFI Action Plan for Growth in Central and
South Eastern Europe’, 2015, Table 1, p. 5, https://www.cib.org/attachments/efs/economic_report_jiap_
IV_2015_en.pdf.

73 ‘Final Report on the Joint IFI Action Plan for Growth in Central and South Eastern Europe’, p. 19.

74  Ofthe 17 countries only Croatia and Serbia registered negative growth in 2014, of -0.3 and -1.6 per cent, re-
spectively.

75 Subsequent work under the Vienna Initiative umbrella paid increasing attention to the concerns of south-
castern Europe (SEE), whose countries were candidates or potential candidates for EU membership, and in-
cluded the appointment of a representative from the region to the Steering Committee (initially the Gover-

81



Transforming Markets

It had been a major success for the EBRD and, in particular, for its Chief
Economist. The CEO of Erste Group, Andreas Treichl, put it this way:

The Vienna Initiative was more than a success. No country in the [CESEE]
region required any support to its banking system—the whole region was
kept clean of government support, a huge success. It is a wonderful story to
tell regulators in Brussels. A case of professional people getting together to
solve a problem and having the guts to do it.”

11. The Crisis and the Transition Development Model

Within months of the beginning of the crisis, Berglof and his team of econ-
omists embarked on a long, hard look both at its impact on the region’s
economies and the entire paradigm upon which the operationalisation of
the EBRD’s mandate was based.

One outcome of this work was a detailed report’” published a year after
the onset of the crisis. It raised questions about the development model for
transition, especially the financial integration that had fuelled rapid expan-
sion, and how to deal with countries, particularly further to the east, whose
growth depended on income from natural resources. According to Zettel-
meyer, the main editor of the report, the crisis challenged everything the
EBRD had worked for up until then:

It challenged the very paradigm of financial integration. The paradigm
that integration was a good thing was something we had written on our
flag. That was the core ideology of EBRD —right below the idea of transi-
tion itself.

nor of the Bank of Albania, Ardian Fullani, and then the Governor of the National Bank of the Republic of
Macedonia, Dimitar Bogov). This raised these countries’ profile and an opportunity to hear and learn best
practices as new supervisory and regulatory arrangements came into play. As small countries outside main-
stream European banking structures yet with sizeable dependence on curozone banks (with consequen-
tial spillovers outside their control), the Vienna Initiative served their interests well over the longer term,
just as it had done in the immediate aftermath of the crisis. Noze by authors: In 2019, the National Bank of
the Republic of Macedonia changed its name to the National Bank of the Republic of North Macedonia.

76 EIB, Ten years of the Vienna Initiative, 2009-2019, p. 370.

77 “Transition in Crisis?’, EBRD Transition Report 2009.
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A close look at financial integration made clear that the model was a
double-edged sword. On the positive side, the report declared “financial
integration has significantly benefitted the transition region by contribut-
ing to high economic growth over at least a decade”, and attributed the rela-
tive success of CESEE transition countries to their deeper integration with
advanced countries and the role of foreign-owned banks.

On the other hand: “Financial integration may also have had significant
costs, in terms of encouraging credit booms and overborrowing, and possi-
bly in biasing the denomination of borrowing towards foreign currency.””®

Some of this inevitably reflected the process of integration, the authors
noted, and by helping deepen financial systems the foreign banks may have
had a longer-term stabilising influence. The report concluded that it would
be wrong to try to end or reverse financial integration, even if it was possible,
as this would “deprive [the region] of a source of growth”.

Berglof was nonetheless in no doubt that the transition region was in
deep crisis. In a foreword to the Transition Report 2009, he asked whether
transition itself was in trouble:

How have the institutions and policy frameworks that were the outcome
of the transition process coped? Are the ideas that drove transition, which
in addition to market reforms and trade integration also encompassed
financial liberalisation and integration, still attractive? Lastly, is the future
of transition in doubt? Will the crisis lead to a backlash against market-

oriented reforms?7°

Berglof responded to his own question—answering that posed by the
title of the report, “Transition in Crisis?”—with what he said was a “qual-
ified no”. The global recession had “demonstrated the resilience of reforms
and economic integration” achieved over the previous two decades. But it
had highlighted “some pitfalls of the development models that countries in
the transition region have pursued.” Berglof concluded: “.. it is clear that
the way to address these pitfalls is to extend the transition agenda, not to
replace it.”*°

78 “Transition in Crisis?’, EBRD Transition Report 2009, p. 73.
79 “Transition in Crisis?, EBRD Transition Report zo0y, p. vi.
80 “Transition in Crisis?’, EBRD Transition Report 200y, p. vii.
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From this point on, the EBRD continued to pursue market-oriented
solutions but paid closer attention to the distinct role of the institutions
underpinning markets—especially to the need for effective state, legal and
regulatory processes—and to market-enabling qualities successful transi-
tion needed to encompass.

The thinking behind a deeper interpretation of transition and oper-
ational procedures was as yet in its infancy and it would take some time
before the transition concept was fully updated.®” Views on how the EBRD
should implement its mandate and its newfound enhanced role were how-
ever about to receive a significant impetus from another crisis emerging on
its southern borders. One in which the EBRD would again be called upon
to play its part: the “Arab Spring’”.

81 See Chapter 6.
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Arab Spring

Introduction

When the EBRD started operating in Turkey in 2009, the Bank’s manage-
ment and its shareholders were keen to stress that it was not a precedent for
rapid further expansion. It was introduced very much as a one-off step, with
Turkey the obvious gap in a region that spanned Europe and Asia. There was
a clear logic in developing a continuum of coordinated economic integration.

That the EBRD might venture across the Mediterranean—into a third
continent—to embrace yet more economies that were culturally and histor-
ically distinct from its traditional post-communist, east European stamping
ground was not seriously on most sharcholders’ agenda.

Yet, just as the EBRD had been born out of a huge and sudden sweep
of socio-political change across an entire region, it was another tsunami of
demands for democratic freedom, dignity and economic improvement that
triggered the next move.

Those demands started with the suicide on 17 December 2010 of a Tuni-
sian street vendor who could no longer stomach his daily ration of harass-
ment and humiliation from public officials. In response, protests spread
across Tunisia and then right across North Africa and into the Middle East,
toppling some autocratic leaders and securing pledges of economic and
political reform from others.

The EBRD would very quickly become part of the response of the inter-
national community to calls to support this new wind of change, the ‘Arab
Spring’. That had not been on the cards when Governors gave a green light
for a review of expansion to Turkey at the 2008 Annual Meeting in Kyiv.
The refrain there had been “Yes to Turkey. And no further”.

8s



Transforming Markets

Three years later, meeting in the then Kazakh capital Astana,” Governors
gave the EBRD the go-ahead to embark on another journey to a new geog-
raphy, the southern and eastern Mediterranean. For the EBRD, 21 years on
from the creation of its charter, it was as much a rebirth as a coming of age.

The Middle East and North Africa (MENA) had traditions in many
ways vastly different to the legacy of the Soviet communist era encoun-
tered initially by the EBRD. Its young and fast-growing population, poor
regional integration and long-standing and deep cultural heritage con-
trasted with the Soviet experience. But there were commonalities too, in the
need to break the stranglehold of state regimes—whether bureaucratic, mil-
itaristic or monarchist—find productive jobs for a well-educated but under-
used workforce, and introduce democratic freedoms so long suppressed by
feather-bedded plutocrats.

It was indeed a new challenge for the EBRD. But it was one that was
entirely in keeping with its transition mandate.

1. Before the Arab Spring

Egypt’s early request

At the 2008 Annual Meeting in Kyiv, when most delegates said there should
be no further expansion beyond Turkey, one voice stood out from the crowd.

Fayza Aboulnaga, Planning and International Cooperation Minister
under Egyptian President Hosni Mubarak, said Egypt supported Turkey’s
change of status and saw it as a “positive precedent,” adding:

As Europe extends partnership and the EuroMed union to the south, south-
ern partner countries that are EBRD members, such as Egypt, are also eligi-

ble to benefit from the Bank’s assistance and operations.*

She repeated the call the following year, when the EBRD was holding
its Annual Meeting in London, the first under the presidency of Thomas
Mirow. Aboulnaga spoke of the effort Egypt had been putting into

1 On 20 March 2019, the capital was renamed from Astana to Nur-Sultan.
2 Speech to 2008 Annual Meeting,
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delivering economic and social reforms. But the country still faced a num-

ber of challenges:

The Egyptian economy therefore remains in need of the EBRD’s unique
set of skills and experience that the Bank has built up over 18 years of help-
ing countries of operations develop market economies and strengthening
private enterprises, especially in light of the global financial crisis, which is

turning into a real economic crisis.?

With operations in Turkey growing and the global financial crisis affect-

ing all economies, including Egypt, the call became formal in 2010 when

shareholders met in Zagreb to agree a so per cent capital increase to bol-

ster the Bank’s resources to stave off the impact of the crisis. Aboulnaga pre-

sented Egypt’s case to the assembly:

As a founding member of the EBRD, Egypt is quite familiar with, and
indeed appreciative of, the Bank’s support to its countries of operations—
including its role during the crisis—and thus we strongly believe that
extending the EBRD’s operations to Egypt would support our development

endeavours.

She listed the areas where the EBRD could be particularly useful with its

specialised skills and expertise, in sustainable energy, climate change miti-

gation, information and communication technology, infrastructure and

agribusiness:

Changing the status of Egypt to an EBRD country of operations is in our
view a win-win prospect, as it will definitely generate benefits for Egypt as

well as for the Bank and its members.*

Closing the Annual Meeting, the Vice Chair of the Board of Gover-

nors, Slovak Finance Minister Jdn Pociatek, was non-committal but said,

“...the interest in becominga country of operations expressed by Egypt and,

3
4

Speech to 2009 Annual Meeting.
Speech to 2010 Annual Meeting.
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possibly, other countries, will need analysis and discussion” “Other coun-
tries” referred specifically to Morocco, another founding shareholder of the
EBRD. The Alternate Governor from Rabat, Abdeltif Loudyi, had aligned
his authorities with Egypt telling the conference: “Joining the countries
of operations affords an opportunity for our two countries, Morocco and
Egypt, to benefit from the expertise acquired by the Bank in specific areas.”

The Zagreb Annual Meeting triggered a review process for Egypt’s
request. Mirow told journalists at the end of the conference that the EBRD
would certainly look into the Egyptian request. “What I've said here to the
Board of Governors is that they deserve a serious consideration,” Mirow said.
But he was making no promises. “We will need to make an assessment of any
possible step and then put this on the table for discussion ... | made a commit-
ment in procedural terms but made no commitment in substantial terms.””

France considers a European Mediterranean Bank

Just as the EBRD was preparing its response to Egypt, even if there was little
real sense of where the review might end, the Bank was drawn into a paral-
lel debate about European development plans for the Mediterranean region.

A French-led initiative was looking into the creation of a European-Med-
iterranean (EuroMed) Bank that appeared to be developing in the image of
the EBRD itself. The proposed bank was a product of the 43-nation Union
for the Mediterranean (UfM), a brainchild of French President Nicolas Sar-
kozy. Launched in 2008, the aim of the UfM was to create a more balanced
dialogue between the wealthy EU and the poorer states that line the Medi-
terranean including in North Africa and the Middle East.

One year later, Sarkozy wanted to back up that dialogue with financial
support. He charged Charles Milhaud, former Chairman of the Board at
the Caisse Nationale des Caisses d’Epargne, the French mutual banking
group, with forminga Working Group to “assess the opportunity of creating
abank dedicated to the financing of co-development in the Mediterranean”.

Milhaud’s group comprised high-ranking ofhcials from both sides of the

Mediterranean, and included a Vice President of the European Investment

s Closingaddress to 2010 Annual Meeting.
6 Speech to 2010 Annual Meeting.
7 ‘EBRD increases 2010 growth forecasts for Eastern Europe’, Dow Jones, 15 May 2010.
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Bank (EIB), Philippe de Fontaine Vive Curtaz, as well as Jean Lemierre,
the former EBRD President and then Adviser to the Chairman of BNP
Paribas.®

Milhaud’s report was published in May 2010. It recommended the cre-
ation of a Euro-Mediterranean financial institution for co-development, by
establishing a dedicated subsidiary of the EIB, encompassing the EIB’s exist-
ing Mediterranean activities which were then headed by de Fontaine Vive.?

The attributes of the institution they were proposing tallied closely
with the programmes and instruments the EBRD had been applying to its
regions over the previous 20 years. The report said:

This new institution would focus on supporting the private sector, in partic-
ular through assistance for long-term financing, helping SMEs gain access
to bank credit, developing guarantees, stimulating financial markets, sup-
porting innovative investment funds and transferring financial technology

through technical assistance.
It added:

The value of any new institution would be conditional upon the imple-
mentation of institutional and economic reforms propitious to private ini-
tiative. It should have a complementary role, offering services that other
institutions do not provide to any great extent or very well, without wors-
ening coordination issues. It should be subsidiary to the private sector and

not replace it; finally it should be an instrument of transition and support.

The report, which proposed the EIB as the “reference sharcholder” of the
new institution, taking approximately one third of the bank’s capital, was
presented to Sarkozy in August. Media speculated at the time that de Fon-
taine Vive would be tapped to lead the Euro-Mediterranean Bank. There
was also media speculation of German opposition to the project.

Inanarticle headlined “Berlin Risks Burying Milhaud Report,” Maghreb
Confidential wrote:

8  Lemierre would later take the Chair of BNP Paribas.
“The Financing of Co-Development in the Mediterranean’, Final Report, May 2010. https://www.bassani-
ni.it/wp-content/uploads/2020/10/Final-Report.pdf.
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Some fear Germany could torpedo France’s hopes of setting up a Union
for the Mediterranean “bank” ... According to our sources, the German
government doesn’t seem keen on having 43 countries—members of the
Union for the Mediterranean—having a say in decision-making at the

bank.™

At the EBRD, there was sufficient interest in the project—even from
a distance—to consider the implications of the creation of a new financial
institution very similar to the Bank itself. Mirow dispatched his head of
office Hans Peter Lankes to a meeting on the new bank as an observer.

An EBRD “non-paper”™* looked at whether there might be a possible
role for the EBRD in the Mediterranean and noted the similarities between
the objectives and characteristics of the proposed new bank and the EBRD.
These included “co-development”—the principle of joint ownership and
determination by recipient and donor countries that was core to the EBRD’s
own model—as well as the new bank’s focus on creating sustainable jobs via
the private sector. Other key principles of the new bank like conditional-
ity, complementarity with other IFIs, subsidiarity vis-a-vis the private sector
and a transitional mandate were all part of the EBRD model.

The paper concluded that the EBRD could indeed fill an important gap
in the financial architecture of the region, as part of a well-designed division
of labour with the EIB and other development lenders. But it made equally
clear that it only intended to contribute to the current debate. It was not a
proposal and did not necessarily reflect the views of the Board and share-
holders of the EBRD.

This debate was taking place just as the EBRD, in late 2010, was prepar-
ing its response to the request from the Egyptian authorities, as had been
agreed at the Zagreb Annual Meeting. A draft work programme on Egypt
was circulated to the Board in November, identifying a division of labour
within management and listing issues that needed to be assessed, including
the legal, economic and operational implications. That work was expected
to be completed roughly one year later, in October or November 2011.

10 Maghreb Confidential report, 28 October 2010.
11 A “non-paper” isa document written by officials offering views which are not a formal position of an organ-
isation.
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2. The Arab Spring and Preparations for an EBRD Response

Tunisian street vendor’s protest triggers a revolution

Work on the EBRD’s response to Egypt and the elaboration of plans to cre-
ate a new EuroMed bank suddenly and dramatically took on a new com-
plexion, as a result of the death of the Tunisian fruit seller that triggered an
explosion of protest across the Arab world.

Mohamed Bouazizi set himself alight on 17 December 2010 after fac-
ing yet more intimidation. Suffering from horrific burns, he finally died in
hospital on 4 January 2011. Bouazizi became a cause célebre for the people
of Tunisia who sought dignity, rights and justice, and an end to humilia-
tion and suffering. His solitary act of defiance unleashed a chain of popular
revolt, first in Tunisia and then across the Arab world.

Protests spilt over to engulf Egypt, Syria, Yemen, Libya, and the monar-
chies of Jordan and Morocco, in what became known as the Arab Spring or
Arab Uprising.

In Tunisia, the revolts spread rapidly through the whole country. On 13
January 2011, just days after Bouazizi’s death, hundreds of protesters ignored
a curfew and fought running battles with police in the centre of Tunis. One
day later, after dissolving his government and declaring a state of emergency,
President Zine El Abidine Ben Ali, who had ruled over Tunisia since 1987,
fled to Saudi Arabia.

On 17 January, a man in Egypt set fire to himself outside the parliament
building in Cairo. Others followed suit in what appeared to be echoes of the
Tunisian suicide of one month earlier. Just days later, demonstrators were
gathering in their thousands in the Egyptian capital, clashing with police
who responded with tear gas and water cannon. 25 January was known as
“The Day of Revolt.” 28 January erupted into a ‘Friday of Anger’

Cairo’s Tahrir Square became a scene of violent clashes between the
demonstrators and Mubarak supporters and the security forces.

The 18-day revolution ended on 11 February, when Mubarak handed
over power to the military, leaving the Egyptian capital for the Red Sea
resort of Sharm el-Sheikh. A statement from the military said the cur-
rent government and regional governors would “act as caretakers of all
businesses until a new government is formed”. It would look to guarantee
“a peaceful transition of authority in a free democratic framework which

91



Transforming Markets

allows an elected civilian authority to rule the country, to build a free dem-
ocratic country”."

US President Barack Obama hailed the event as a display of “the power
of human dignity” and called on the Egyptian military to devise a clear path
to fair and free elections that would make the transition “irreversible”.

Even before the removal of Mubarak, the request from the Egyptian
authorities to the EBRD had taken on a new dimension as the world wit-
nessed the people of a region demanding radical change. There was an
unmistakable echo of the events of eastern Europe two decades earlier.

The EBRD considers Egypt’s request in a new light

When the Board met on 1 February 2011 to discuss the Egyptian work
plan, it was against the radically changed backdrop of popular revolt on the
streets of Cairo and other major cities. There was a new sense of urgency
to the Board discussion, even though Mirow knew he had to be cautious
about raising excessive expectations on behalf of the Egyptians and put-
ting pressure on shareholders when the situation in the region remained
unclear.

Some Directors had asked for the session on Egypt to be postponed.
Mirow believed this would be a mistake, saying the EBRD had to be pre-
pared to respond to changing circumstances. He conceded in his remarks
to the Board that the situation in Egypt was fluid. However, he predicted
that there might soon be a need for the international community, includ-
ing EBRD shareholders, to engage rapidly and strongly. By then the EBRD
needed to be ready. Any decision by shareholders should not be held up by
an avoidable lack of preparation. Mirow circulated an updated timetable for
the Egyptian review.

Views of the EU High Representative

The following day, Mirow shared the Bank’s reflections with Baroness Cath-
erine Ashton, who had been appointed in 2009, on the recommendation of
the UK Prime Minister Gordon Brown, as the EU’s first High Representa-

12 “Egypt military pledges transition to civilian rule,” BBC, 13 February 2011, https://www.bbc.co.uk/news/
world-middle-east-12441771.
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tive of the Union for Foreign Affairs and Security Policy.”* She was spear-
heading the EU’s response to the fast-moving events in the Arab world.

In his letter, Mirow was replying to Ashton’s interest in clarifying the
possible response of the international financial institutions to developments
in North Africa. He made clear that the EBRD was reviewing the Egyp-
tian request and that preliminary findings should now be available in the
spring—not towards the end of the year as envisaged under the earlier work
plan. He included the caveat that any decision to engage in Egypt would
require unanimous support from the shareholders.

Already in February, the EBRD was considering possible ways of moving
very quickly to deliver funding to the Arab region. While unanimous sup-
port was needed to open up the region to full-scale EBRD investment, the
creation of a Special Fund for investment would need a lower threshold of
support and could probably be achieved more quickly.

Mirow drew on the EBRD’s most recent experience in the expansion to
Turkey, where annual investments were set to rise to around €1 billion after
just three or four years in the country. A similar-sized engagement was pos-
sible for Egypt.

Ashton reached out publicly to the EBRD on 14 February in an impas-
sioned article for the Financial Times, entitled “Europe’s downpayment on
democracy”."*

Scenes of jubilation from Tunis and Cairo had brought to mind ear-
lier successful conquests of tyranny, whether in Paris in 1944, in Gdansk in
1980 or across eastern Europe in 1989, Ashton wrote. The EU stood ready to
help, she said, and asked the EIB to mobilise €1 billion for 2011, initially for
Tunisia. She explained she would call on member states to free up another
€1 billion, to support democratic reform including in Egypt.

Ashton directly invoked the EBRD. In an apparent reference to the plans

to create a new EU Bank for the Mediterranean, she continued:

Rather than reinvent the wheel, we need now to give these structures

the new task of supporting the current democratic wave. If shareholder

13 The Prime Minister’s Sherpa, Jon Cunliffe, was a former EBRD Alternate Director and knew the EBRD’s
attributes well, and its potential in the circumstances. Like Ashton, he was heavily engaged with key officials
involved, in this case working closely with France and the USA in preparing both a G8 and G20 response.

14 Catherine Ashton, “Europe’s downpayment on democracy,” Financial Times, 14 February 2011, https://
www.ft.com/content/6fsfcc40-387d-11€0-959c-00144feabdco.
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countries agree, the EBRD could—with its existing resources—provide
at least €1bn of finance annually to underpin the transition in Egypt, for
example. I shall shortly travel to Cairo to find out what the outside world

can do to help. I shall work with other EBRD shareholders around the
world to build agreement for this.

EBRD Press Officer Axel Reiserer confirmed to the media on 15 Febru-
ary that the EBRD was aiming to finalise the technical study on Egypt by
the spring. He said there had been no request by sharcholders to speed up
the formal processes; while there was political momentum and a sense of
urgency the legal requirements on any decision remained the same."

Different visions of financial support

That same day, the EIB’s de Fontaine Vive was continuing to raise the pro-
file of the possible new EU Bank for the Mediterranean and the role it could
play in financing for the Middle East and North Africa. He referred to cal-
culations made for French President Sarkozy, who had championed greater
EU support for the bloc’s Mediterranean neighbours, showing the new co-
development facility could generate €10 billion of business a year. De Fon-
taine Vive said support for such a bank appeared to be growing, despite ear-
lier resistance from northern European states.'

Mirow chose Oxford University as a venue to outline his own vision for
the role the EBRD could—once again—play to support a whole region that
was crying out for change.

There were clear parallels with the events of 1989 that had catapulted
the EBRD into existence. The world was once again at a historical turning
point. Reflecting on the point, Mirow said in his speech on 23 February to
the Oxford International Relations Society: “What we saw then and what
we are again witnessing today is people’s thirst for freedom, self-determina-
tion and democracy.”

Mirow pointed to the huge expertise the EBRD had gathered in the two
decades in eastern Europe. This was experience that could “travel beyond

15 ‘EBRD aims to complete Egypt inclusion study by spring’, Reuters News, 15 February 2011, https://www.
reuters.com/article/uk-egypt-ebrd-idUKTRE71E4OB2o110215.
16 ‘New EU bank could quadruple North Africa, Middle East aid’, Reuters News, 15 February 2011.
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our existing areas of work”. Analysis of what the EBRD could do in Egypt
was now proceeding apace and he confirmed the EBRD had sufficient funds
to support annual investments of €1 billion in the country. Any decision to
engage in Egypt would be a complex process. But, Mirow said:

Twenty years ago, the EBRD rose to the challenge posed by the collapse of
communism. Today, in the Middle East, if called upon by our sharehold-

ers, we are ready to act, again—championing the values that we hold dear."”

Agreement in Brussels

Mirow was in Brussels on 1 March for meetings with the EU’s top officials to
discuss the EBRD’s potential contribution. It was an opportunity to clarify
what the different actors could provide by way of support to the new and rapidly
evolving developments on the EU’s southern borders. The focus was on con-
crete actions to deliver on Ashton’s plea for effective, coordinated assistance.

In parallel to the thinking on the EuroMed idea, work had been going
on behind the scenes to update the operational relationship between the
EBRD and EIB, led on the EBRD side by Horst Reichenbach, now Vice
President Risk and Resources. The impact of the financial crisis and the
arrival of the EBRD in Turkey had added momentum to the exercise. An
agreed position between the two organisations was reached shortly ahead of
the Brussels meetings and allowed the two presidents, Mirow and his EIB
counterpart, Philippe Maystadet, to sign a Memorandum of Understanding
(MoU) on EIB and EBRD activities outside the EU region. It underscored
how they could cooperate more effectively in the relevant countries.

The new framework for cooperation, which was co-signed by European
Economic and Monetary Affairs Commissioner Olli Rehn, aimed to:

Enhance the combined impact of the two banks’ operations in the interest
of both the beneficiary countries and the banks’ shareholders. Strong coop-
eration and coordination will make the best use of the core competencies

and comparative advantages of both organisations."®

17 EBRD Press release, 23 February, 2011. ‘History can often move at breakneck speed’.
18 EBRD Press release, 1 March, 2011. ‘European Commission, EIB and EBRD sign Memorandum of Under-
standing’.
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Reporting back to the Board the following day on his meetings with
EU Commission President Jos¢ Manuel Barroso, Ashton, Maystadt,
Rehn and Enlargement Commissioner Stefan Fuele, Mirow said there
was strong support for the EBRD’s involvement in cooperation in North
Africa. Maystadt had in particular endorsed the MoU as a basis for the
EIB and the EBRD to work together in Egypt, as they were doing already
in Turkey.

That day, at a news conference in Brussels, Barroso set out the latest EU
position on the North African developments and called for a “new politi-
cal paradigm” for the EU’s Southern Neighbourhood. “We need a ‘Pact for
Democracy and Shared Prosperity’,” he said.

There was no reference to the new Bank for the Mediterranean. The proj-
ect was eventually dropped. It was clear, especially following the signing of
the latest agreement between the EBRD and the EIB, that the two institu-
tions would each make their own contributions to the transformation of the
Arab region, while working more closely together.

Barroso spoke of using the leverage of EIB funds to prepare a stimulus
package for the region, with a particular focus on SMEs to help create jobs
and called on the EBRD to make its contribution:

I also believe the EBRD can do more, and be more active in the South. All
this is the intention of the EBRD if the Member States that are members
of this bank are ready to change the statutes. Yesterday I already spoke to
the President of the EBRD who would support this change in the statutes
of the EBRD so that they can use their great expertise of transition and in
financial matters to support the Southern Mediterranean.”

Egypt again, and Israel

Aboulnaga, who had retained her position as planning and international
cooperation minister following the fall of Mubarak, reaffirmed Egypt’s
strong commitment to becoming an EBRD recipient country under the
new administration. In a letter to Mirow on 10 March, she thanked the

19 ‘Jose Manuel Durao Barroso President of the European Commission’s statement on the situation in North
Africa, Press point Brussels, 2 March 2011, https://ec.curopa.cu/commission/presscorner/detail /en/
SPEECH _11_137.
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President and EBRD management for the decision to accelerate the techni-
cal assessment process.

Aboulnaga said the interim government was working intensely on dem-
ocratic reform as well as social and economic development. On the political
front, Egypt was focusing on handing over power to a civilian democratic
government through fair and transparent presidential and legislative elec-
tions. Social and economic development targets aimed to meet the demands
of disadvantaged people, improve living standards, provide affordable hous-
ing especially for the youth and to foster job creation through a strong boost
for microfinance and SMEs. She explained that the government believed
the EBRD’s engagement in Egypt was “of the essence”.

“T hereby strongly reaffirm our request to become [an EBRD] country of
operations,” she said, noting that she and the Egyptian Foreign Minister were
in contact with G7 authorities with a view to receiving their agreement.*

One key non-G7 shareholder that Mirow was eager to bring on board
was Israel, whose views were crucial in reaction to developments on its door-
step. He made a trip to Israel for talks in what the Jerusalem Post described
as an effort to calm Israeli nerves ahead of any possible EBRD investment in
the neighbourhood. The Jerusalem Post quoted Mirow as saying:

My own perception is that any effort to support the stabilization of Egypt
and to increase the opportunities for young people could be helpful for
Israel, too. ... We have not only an economic but a political mandate... Every
taxpayer in Israel can be sure our money will not fund authoritarian regimes

or corrupt elements in the economy."

Morocco expresses interest in recipient status

In Morocco, popular protests had erupted in February, with thousands
taking to the streets to demand constitutional reform and an independent
judiciary.

King Mohamed responded in March by announcing plans for a new
constitution and calling together political parties, trade unions and civil

20 Letter from Governor for Egypt regarding Egypt’s Request for Country of Operational Status, 10 March
20I1.

21 Oren Kessler, “EBRD president seeks to calm Isracli nerves,” Jerusalem Post, 13 March 2011, heeps://www.
jpost.com/international/ebrd-president-seeks-to-calm-israeli-nerves.
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society groups to draw up proposals that would be put to a referendum. The
monarch’s proposals included an independent judiciary, a stronger role for
parliament and political parties and a regionalisation programme to devolve
more powers to local officials.

The plans were welcomed by foreign powers including the USA, France
and the UK, as well as the UN Secretary General Ban Ki-moon who said
that what had been seen in the King’s speech was a clear indication that he
had listened to the voices of his people.

In April, the Moroccan authorities wrote to the EBRD President to
express the country’s strong interest in becoming a country of operations of
the EBRD. The letter from the Minister of Economy and Finance, Salahed-
dine Mezouar, said:

We believe that this step would enable the Bank to complement the activities
of other international and regional financial institutions to enable Morocco

to meet the considerable challenges which it is determined to address.**

3. The Extension of the EBRD’s Remit

Shareholder backing in Astana

After useful discussions in April among heads of MDBs at the spring meet-
ings of the World Bank and IMF on how they might respond to the situ-
ation, management prepared the ground for a decision by shareholders at
the Annual Meeting in Astana. The goal was to be able to take clear steps
towards an extension of the EBRD’s mandate not just to Egypt or Morocco,
but across the wider Mediterranean region.

On the eve of the 20-21 May meeting, Mirow got sharcholder backing
for the plan from a very high source. In a keynote speech on the Middle East
on 19 May, President Obama made a specific reference to the EBRD:

We will work with the allies to refocus the European Bank for Reconstruc-

tion and Development so that it provides the same support for democratic

22 Letter to the EBRD President concerning Morocco’s interest in becoming a country of operations, 13 April
2011.
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transitions and economic modernization in the Middle East and North

Africa as it has in Europe.*?

Encouraged by this and other evidence of momentum building towards a
MENA role for the Bank, Mirow laid out a strong case for EBRD interven-
tion in the new region in his opening speech to the Astana meeting, saying:

Beyond the capacity, resources and expertise, I believe we also have a respon-
sibility. The Romans called the Mediterranean “mare nostrum” and what
happens in the region is indeed of fundamental importance for all of us. ...
The experience with transition is something that can and should be shared.
The people in that region, as in ours, deserve to see their political aspirations

matched by palpable economic gains.**

Following on from earlier comments by the US President, Washington’s
Treasury Secretary, Timothy Geithner, set out the basis for the US position
as he addressed the Astana audience:

This year, EBRD Governors have the opportunity to support a historic
moment in a region that does not fall within the Bank’s geographical scope
but does fall squarely within its fundamental mission. ... The EBRD is a

powerful tool that we should draw upon.

There was broad, if nuanced, support from the other large shareholders.
France described EBRD activity in the region asa “powerful political symbol.”

Germany was slightly more guarded, but “willing in principle” to pro-
ceed, while insisting that any new EBRD country of operations had indeed
to be committed to and applying the principles of democracy and market
economy. Japan, too, insisted on the multiparty democracy element.

Italy said there was an historic opportunity to maintain the momentum
of change in North Africa. “The EBRD, given its unique expertise in sup-
porting transition through the development of the private sector, should rise
to the challenge.”

23 ‘Remarks by the President on the Middle East and North Africa’, White House Press Office, 19 May 2011,
hteps://obamawhitchouse.archives.gov/the-press-office/2011/05/19/remarks-president-middle-cast-and-
north-africa.

24 Openingspeech to the 20" EBRD Annual Meeting, 20 May 2011.
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The United Kingdom strongly supported the extension of the Bank’s
geographical mandate to North Africa and the Middle East. The UK dele-
gate said: “Events still unfolding in that region are of historic importance,
and extending the Bank’s work should be part of a positive international
response to support the ambitions of the people in these countries.”s

Canada was supportive while encouraging the Bank to explore ways to
follow through on the successes in its current region of operations, espe-
cially on pursuing the graduation of more advanced EBRD countries in the
European Union.

The EU delegate, noting that the EU had been long supportive of con-
certed IFI action in countries of the south Mediterranean, welcomed the
move saying, “most of these countries face challenges that directly concern
the mandate of this Bank”, such as the “need to accelerate private sector
development.” The EIB, however, while acknowledging “recent good exam-
ples of cooperation” between the two MDBs in Turkey, took a more cau-
tious line. “The expansion into North Africa will require not just additional
consumption of capital but ... perhaps a significant call on the EBRD’s man-
agement time,” said its delegate, adding: “Going beyond North Africa needs
further deep analysis and calm reflection.”

Russia warned against “precipitate action” and saw serious risks and
challenges. “This subject needs to be discussed thoroughly and openly, and
it should be linked to the issue of graduation.”

The Astana conference ended with an agreement to review expansion
into countries along the coastline of the Mediterranean, a region the EBRD
would call the southern and eastern Mediterranean (SEMED). The EBRD’s
Board of Governors tasked the London-based Directors to come up with
recommendations on this extension of the geographic mandate.

There were conditions. Any expansion had to ensure that the EBRD
would not require additional capital contributions and, just as in the case
with the previous expansion to Turkey, that such a move should not com-
promise the scope and impact of the Bank’s operations in the existing recip-
ient countries.

But there was now clear support for yet another EBRD expansion.*

25 Delegate speeches to the 20" EBRD Annual Meeting.
26 EBRD Press statement, 20 May 2011. ‘EBRD sharcholders take steps towards supporting emerging Arab de-

mocracies’.
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The G8 at Deauville

One week after the Astana Annual Meeting, leaders of the Group of Eight

(G8) countries met in the northern French resort of Deauville under the

French presidency of Sarkozy*” to discuss their response to the Arab upris-

ing. Just as Baroness Ashton had in February, the G8 evoked memories of

the backdrop to the EBRD’s creation 20 years earlier. The 26-27 May Deau-

ville Summit Declaration on the Arab Spring opened:

The changes under way in the Middle East and North Africa (MENA)
are historic and have the potential to open the door to the kind of trans-
formation that occurred in Central and Eastern Europe after the fall of
the Berlin Wall.

The aspiration of people for freedom, human rights, democracy, job
opportunities, empowerment and dignity, has led them to take control of
their own destinies in a growing number of countries in the region. It reso-

nates with and reinforces our common values.

The G8 made a specific appeal to the EBRD to join in what was now being

dubbed the ‘Deauville Partnership™® and once again to extend its reach. In

any joint action by MDBs, the G8 wanted to “leverage the experience of

EBRD in accompanying economic transition”. The statement continued:

We call for an appropriate regional extension of the geographic scope of
the EBRD’s mandate, in order to support the transition in countries of
the region which embrace multiparty democracy, pluralism and market
economies.

The EBRD has been a unique instrument to help transform the econ-
omies of Central and Eastern European countries engaged in the same

27
28

France led the G8 and G20 in 2011.

The Deauville Partnership began with Egypt and Tunisia and soon included Morocco and Jordan, and lat-
er Libya and Yemen. In their Declaration the G8 leaders said: “Today we launched the ‘Deauville Partner-
ship’ with the people of the region, based on our common goals for the future, in the presence of the Prime
Ministers of Egypt and Tunisia, the two countries that originated the movement ... We stand ready to ex-
tend this long term global Partnership to all countries of the region engaging in a transition towards free,
democratic and tolerant socicties (‘Partnership Countries’), beginning with Egypt and Tunisia, in associ-
ation with countries wishing to support transition in the region. This Partnership enshrines common val-
ues of freedom and democracy ...”, Munk School, Trinity College, University of Toronto, http://www.
g8.utoronto.ca/summit/2o11deauville/2011-arabsprings-en.html.
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dynamics, with its focus on private and entreprencurial initiative. The
financial strength of EBRD makes it possible to extend its area of oper-
ation consistent with its current strategic commitments, notably in the

existing countries of operation.

According to one senior G8 official involved in the preparations for Deau-
ville, it was a time of unprecedented cooperation among leaders, where a
coordinated IFI response was supported by a number of Sherpas with strong
financial backgrounds and multilateral experience. France had intended to
focus on common principles for the internet at Deauville but the challenge
of a response to the Arab Spring very quickly took centre stage. Involving
the EBRD was particularly attractive, not only because of the historical nar-
rative and its mission to support the private sector—in its way responding
to the pleas of the Tunisian street vendor—but it fitted leaders’ desire to do
something new. And the EBRD could move quickly, unlike any new bank
which would take time to set up. It helped too that the EBRD had capital
available, which had been boosted only the previous year.

The G8 wanted the EBRD to move swiftly:

To fast-start EBRD support to and leverage its experience in private sec-
tor development and job creation in the region until the ratification of the
extension is completed, we will work with the EBRD towards the creation
of a dedicated transitional facility, to allow the bank’s operations to start as

early as possible to the benefit of prospective recipient countries...>°
yasp prosp p

The EBRD had established by now that it would be able to make invest-
ments of around €2.5 billion a year in North Africa without secking addi-
tional funding from shareholders.

Applications for EBRD membership and a three-stage plan

Following the requests for funding from Egypt and Morocco, other mem-
bers of the Deauville Partnership also made applications to the EBRD for

membership and recipient status.

29 Ibid.
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The authorities in Tunisia, where the uprisings around the region had
begun, wrote to Mirow in June to say the country was unveiling reforms.
The expertise of the EBRD would be “extremely useful in our current cir-
cumstances’, said Tunisia’s Minister for Planning and International Coop-
eration, Abdelhamid Triki. Tunisia had embarked resolutely on a path of
political, economic and social reforms to achieve democratic transition and
to meet the aspirations of the Tunisian people, he said. The government’s
Recovery Plan, which had recently been approved after consultation with
civil society, aimed to ensure transparency, good governance, and accelerate
growth in order to stimulate social cohesion.*°

Jordan would follow suit in September, saying the country had sought
to accelerate measures to strengthen the country’s democratic governance.
“The Government believes that the EBRD can play an important role in
promoting and sustaining this important process.”"

The Astana resolution had called on the Directors to come up with pro-
posals for expansion by 31 July. In their report, the Directors recommended
a three-phase approach that would allow for a timely start to activities in the
region even before securing unanimous agreement from all the shareholders
on an extension of the remit.

In afirst phase, the EBRD could offer technical assistance and similar activ-
ities funded by cooperation funds that could be available as early as the fourth
quarter of 2o11. Under the second phase, the Bank could provide investments
to “potential recipients” financed from a Special Fund. The amendments of the
Agreement Establishing the Bank to enable the creation of such a fund would
only require the support of two-thirds of the Governors and three-quarters of
the total voting power of the members. Full-scale investment, financed from
ordinary capital resources, could follow in the third phase after an amend-
ment of Article 1 of the Agreement Establishing the Bank, expanding the geo-
graphic scope of the Bank to include the new recipient countries.

The ecarlier decision on Mongolia®* offered a useful precedent for the
expansion of the Bank’s geographic remit. Article 1 had to be amended by
adding in the relevant places, alongside Mongolia, “and each of such [mem-
ber] countries of the Southern and Eastern Mediterranean.”

30 EBRD Press release, 24 June 2011. “Tunisia requests membership of EBRD”.
31 EBRD Press release, 21 September 2011. ‘Jordan requests membership of EBRD’.
32 See Kilpatrick, After the Berlin Wall, pp. 319-322.
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Article 18 which deals with Special Funds also had to be amended, to
allow for the creation of Special Funds for use in “Potential Recipient Coun-
tries” (not just recipient countries).

Finally, Governors were to be asked to confirm an interpretation that
cooperation funds could be used in the countries of the region for techni-
cal assistance and the preparation of Bank operations, pending the amend-
ments of Articles 1 and 18 of the Agreement Establishing the Bank taking
effect.

The report and the three separate resolutions providing for these parallel
steps, together with a request that Tunisia be admitted as a member of the
EBRD, were sent to Governors on 3 August with a deadline for decision by
30 September 2011.

Regional boundaries

Publication of the report also followed debate about the geographic defini-
tion of any expanded area of activity.

Too narrow a regional definition might leave out current or future aspi-
rant democracies and therefore dilute the international community’s offer
of support for the Arab Spring. But anything too wide might reduce the
EBRD’s ability to offer meaningful financing.

Directors agreed to propose an extension to the southern and eastern
Mediterranean region, “consisting of the countries that have a shoreline on
the Mediterranean as well as Jordan which is closely integrated into this
region.”?* Use of the acronym SEMED soon became commonplace.

Iraq, which like Jordan does not share a Mediterranean coastline, was
not included, despite some pressure from the USA. There had been a sugges-
tion that the definition refer to countries on the Mediterranean, as well as
Jordan—*“and countries like Jordan.” This proposal did not receive support.

The SEMED region now technically covered the four original Deauville
Partnership countries, Egypt, Jordan, Morocco and Tunisia, and also Alge-
ria, Libya, Lebanon and Syria, as well as the West Bank and Gaza.

To qualify for full EBRD financing, individual countries would still
have to be or become EBRD shareholders and subsequently apply for and be

granted recipient status.

33 Atits closest point, Jordan is about 40 miles from the Mediterranean coast.
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The process for the West Bank and Gaza was different because of its particu-
lar political status, but there were ways to allow it to become eligible for finance.

Endorsement for EBRD activities

At a G8 finance ministers’ meeting in Marseille in September, the leading
IFIs and MDBs threw their weight behind the Deauville Partnership. The
EBRD took the opportunity to map out the progress it had made in extend-
ing its geographic remit and senior representatives from the four regional
members of the Deauville Partnership attended the conference.

The IFIs strongly endorsed the economic framework of the partnership
that they said was tailored to support the individual country economic pro-
grammes. These would be “home-grown” and driven by countries them-
selves. IFI coordination was also key to the external support. During the
conference, the EBRD signed Memorandums of Understanding with the
African Development Bank (AfDB) and the Islamic Development Bank
(IsDB), outlining how the institutions would cooperate in the region in the
future. It was very important that the EBRD be seen as a welcome partner
in the region rather than as an intruder or competitor.

In their communique in Marseille, the Deauville Partnership Finance
Ministers** called upon MDBs and regional development funds to step up
support for the partnership countries:

The enlarged group of international and regional financial institutions sup-
porting the initiative brings the total amount available for Egypt, Tunisia,
Morocco and Jordan in 2011-2013 to $38 billion in support of suitable reform

efforts, in addition to resources that could be available from the IMFE.>s

A representative from Libya attended the Marseille meeting as an
observer. Protests in Libya had begun in February 2011 and developed

34 In Marseille the Deauville Partnership, which focused on an economic pillar at the meeting, was extend-
ed to include Kuwait, Qatar, Saudi Arabia, Turkey and the UAE, as well as including the G8 countries and
Egypt, Jordan, Morocco, and Tunisia. Nine international and regional financial institutions were also ac-
tive participants.

35 ‘Deauville Partnership Finance Ministers’ Meeting Communiqué’, Marseille, 10 September 2011, https://
www.afdb.org/fileadmin/uploads/afdb/Documents/Generic-Documents/DP %2 0Marscille%20commu-
nique%2oversion%20ENG.pdf. Much of the funding represented financing already earmarked for the re-
gion. Planned finance by the EBRD, as a newcomer to the region, was genuinely additional.
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into a full-scale armed revolt against Muammar Gaddafi, who had been in
power for four decades. Backed by Western and several Arab states, the reb-
els eventually captured and killed Gaddafi a month later. However, the sub-
sequent civil war put on hold developments on support through the Deau-
ville Partnership.

By October, the EBRD’s shareholders had overwhelmingly backed the
plans for the three-stage expansion of investment activities into the SEMED
region, in what Mirow described as “an impressive vote of confidence in our
ability to deliver concrete projects that foster transition and improve peo-
ple’s lives™.

The Article 1 decision by Governors still had to be formally ratified
by national capitals, in most cases with a requirement of parliamentary
approval. This was likely to prove time-consuming in some cases. But the
carlier stages of the process could move forward even before ratification. The
EBRD expected to provide technical assistance for Egypt, Jordan, Morocco
and Tunisia in the following weeks or months in preparation for investment
projects there.>®

By December 2011, donors to the EBRD were making significant con-
tributions to fund these technical cooperation activities. A total of nearly
€60 million in grant funding, including financing from the EU, bilateral
donors and via an allocation from the EBRD’s own net income, had been
made available.?”

The first donor-funded project was for a small local transportation com-
pany in Alexandria that helped it expand its services to Cairo and to improve
its business model and management.

Early in 2012, Jordan and Tunisia had joined Egypt and Morocco as
shareholders, as part of the process of becoming potential and then actual
recipients of EBRD investments.

The Bank began to open temporary offices in the region, in anticipation
of starting activities.

36 EBRD Press release, 5 October 2011. ‘EBRD shareholders back expansion to support emerging Arab de-
mocracies’.

37 EBRD Press release, 13 December 2011. “The EBRD starts donor-funded activities in southern and eastern
Mediterranean’.
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Transition-to-Transition

At this time, the EBRD launched a series of successful conferences in the
new region that facilitated an exchange of transition and reform experiences
between the Bank’s existing countries of operations and countries of the
southern and eastern Mediterranean region.

The first of these Transition-to-Transition (T2T) events was held in Cairo
on 24 October 2011. Aboulnaga welcomed high-ranking guests from east-
ern Europe, including Former Czech Prime Minister and serving EBRD
Vice President, Jan Fischer, and former Polish Prime Minister, Jan Krzysztof
Bielecki, who had been a long-serving Polish Board Director at the EBRD.
Neither of the visitors played down the challenges of the transition process.

Fischer, whose country had graduated from the EBRD process four years
carlier, said: “After 20 years, my country is still in a transition. The process
involves intertwining economic and political issues, legal changes, as well as
social aspects.” Bielecki told the meeting that transition inevitably brought
instability and governments had to find time for strategic thinking.

The sessions had been developed under the leadership of EBRD Chief
Economist, Erik Berglof, who stressed the peer-to-peer essence of the con-
ferences that were opportunities for sharing from both sides, allowing all
countries to understand the challenges of transition. Similar events were
subsequently held in Tunisia and then Morocco and Jordan.

4. Building up Operations

Good governance at the EBRD

The stage was set for an important Annual Meeting in May 2012 in Lon-
don, where Governors were due to endorse the Bank’s moves into SEMED
and vote on the EBRD Presidency as Mirow’s term of office was due to end
that summer.

A new German government, which had come to power after Mirow’s
appointment in 2008, did not back his re-election for another term, which
opened the door for candidates from other countries. Meanwhile, the tra-
ditional alternative country to lead the EBRD, France, was consumed by
electoral campaigning in the dying days of the Sarkozy Presidency, and the
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candidate they had endorsed, de Fontaine Vive, did not gain traction among
several shareholders. Eyeing an opportunity, the UK’s Chancellor of the
Exchequer, George Osborne, lobbied his finance minister counterparts to
suggest the election be publicly contested, while also offering the senior UK
civil servant Sir Suma Chakrabarti as a well-qualified candidate.

This was a neat ploy. No election for the position as head of an MDB
had ever been openly contested. The suggestion that the EBRD do so was
not only good governance, but it also had the added bonus that it might
first occur in an institution dedicated to upholding democratic principles.
The move was made more credible in the circumstances of EBRD expan-
sion into the SEMED region by proposinga candidate who had strong man-
agerial and development experience, rather than a candidate with the more
typical long-standing finance or central bank background presented for the
position up until then.?®

Ahead of the meeting other candidates put their names forward, each
with a statement of their future vision for the EBRD, including how they
might improve the relevance and functioning of the institution. As well as
Mirow, now forced to seek re-election, de Fontaine Vive and Chakrabarti,
two others applied for the job: Bozidar Peli¢, Deputy Prime Minister of
Serbia, and Bielecki, the former Polish Prime Minister. Sequential knock-
out voting procedures meant that several rounds of voting took place that
weekend, adding to the drama.

The end result was the election of Chakrabarti to replace Mirow. The
decision was, among other things, notable for the accession for the very first
time of a Briton to the presidency of the EBRD, signalling the end to a tradi-
tion—which some believed, harking back to the original negotiations, was
an unwritten agreement—where the top position at the EBRD was divided
between France and Germany.”® Two terms later, the EBRD presidency
returned to French hands.

38 Chakrabarti took a keen interest in development issues having been born in West Bengal and as a previous
head of the UK’s development ministry, DfID.

39 Such unwritten agreements were not unusual among IFIs, with for example a longstanding arrangement
between the USA and Europe over the top positions at the World Bank and IMF. When the EBRD was
founded among the compromises made was that the headquarters of the institution would be located in
London and its first President would be French (and that the initial First Vice President would be a US cit-
izen). (See Kilpatrick, Affer the Berlin Wall, p. 38.) Practice thereafter was that the presidency alternated
between France and Germany, until 2012. (In 2018 the arrival of a German national, Jurgen Rigterink, as
First Vice President broke with the tradition of the previous 27 years.)
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A €1 billion Special Fund and the first investments

The Bank also announced at the London meeting the approval of the €1 billion
Special Fund that would signal the start of its investments in the Arab world.#°

Those investments started flowing in September, as the Board of Direc-
tors signed off the first three projects—but only for Jordan, Morocco and
Tunisia. These three countries had requested “potential recipient” status in
July and this had been granted in September,*' opening up the way for proj-
ects to be financed from the fund.

The initial projects included a US$ 30 million trade finance line for
InvestBank in Jordan to promote lending to small- and medium-sized enter-
prises. There was a €20 million commitment to a private equity fund spon-
sored by AfricInvest TunInvest, one of the leading local private equity firms
in Tunisia and Morocco, and a loan and a trade finance facility for Moroc-
co’s Société Générale Marocaine de Banques.

Egypt had formally sought potential recipient status shortly after the other
three countries and it was granted in November, allowing it to be eligible for
investments via the Special Fund. But it proved impossible to seal any invest-
ments at that time during a period of continuing political and social uncer-
tainty. Divisions had remained in the country, pitching old guard supporters of
Mubarak against the newly-elected, Islamist-backed President Mohamed Morsi
amid concern about the persistent role of the military in Egyptian politics.

At his first main press conference after taking office, Chakrabarti
addressed this issue head on. He told journalists in October:

On Egypt, it is very simple. The reason for the delay and the reason why
Egypt is now a few weeks behind, if you like, is simply because of the politi-
cal situation in June, July and August. We did not really have anyone to talk
to at the time because the government was being re-formed, as you know.
Those initial elections took place and a new government then had to be

formed. We did not have a direct interlocutor.**

40 EBRD Press release, 19 May 2012. ‘EBRD sharcholders approve fund to start investment in emerging Arab
democracies’.

41 Full recipient membership status, which had been requested the previous year by Tunisia and Jordan, would
only come for each country once the amendment to Article 1 became effective in each case.

42 EBRD Press statement, 1 October 2012. ‘Speech transcript: Suma Chakrabarti at a Press Conference on 1
October 2012 in London’.
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The new President said he hoped the first investment in Egypt would
come the following month and certainly by the end of the year.

The first Egyptian project did not in fact come until early in 2013. And it
would take longer for Egypt to become a full recipient of investments from
ordinary EBRD capital than the other SEMED countries.

Morsi’s period in power was troubled from the start. Constitutional
changes were criticised for putting the President above the rule of law. Vio-
lent protests continued. A year after his election, he was removed from
power in 2013 in a military takeover driven by the country’s Defence Minis-
ter, General Abdel Fattah el-Sisi.

A further period of interim government followed, which included a
crackdown on members of the Muslim Brotherhood that had supported
Morsi. On 9 October 2013, the Obama administration suspended some mil-
itary aid to Egypt in response to the crackdown.

The political developments in Egypt were not making it easy for the
EBRD to carry out the mandate it had received from the international com-
munity two years earlier. At the same time, civil society organisations were
critical of the Bank’s involvement.

But management made clear the EBRD’s shareholders wanted it to con-
tinue to pursue projects in Egypt that could make a difference to the lives
of ordinary people there. In an interview during the Annual Meeting of
the World Bank and IMF in Washington in October 2013, Chakrabarti
said members were eager for the Bank to continue making investments in
Egypt provided they pass “a socioeconomic test”. He told Dow Jones: “All
agree it’s the sort of thing we should do. It’s not business as usual as if noth-
ing’s changed, because clearly our major shareholders are thinking about
this issue, but at the same time nor is it ‘stop doing what you are doing.”*

The subsequent political turmoil delayed Egypt’s formal admission as a
country of operations. After General Sisi stood for election in 2014, won and
was sworn into office on 8 June, there were yet further delays requiring another
extension of the deadline. Egypt would only become a full country of opera-
tions, with access to the Bank’s ordinary capital resources, in November 2015.

The other three Deauville Partnership countries had already become eli-
gible for full-scale investment out of the EBRD’s ordinary capital in Novem-
ber 2013.

43 ‘EBRD to Keep Investing in Egypt Despite U.S. Pullback on Aid’, Dow Jones, 11 March 2013.
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Gearing up

Even before the creation of the Special Fund that allowed investment in the
region ahead of countries reaching full recipient status, key practical deci-
sions had been taken, including the new appointment of a managing direc-
tor for the region.

Hildegard Gacek, a German national who had held senior managerial
positions in the EBRD in Serbia and Romania, as well as in the Caucasus
and Belarus and Moldova, was appointed to the position in April 2012. She
was no stranger to the EBRD’s newest region, having run operations for the
Middle East, West and North Africa department of the German Invest-
ment Corporation (DEG) for eight years before joining the EBRD.#4

Gacek led the operational rollout of the EBRD’s activities, initially iden-
tifying interim office space, appointing managers to run the operations
in relevant cities and negotiating Host Country agreements between the
EBRD and the national authorities that allowed the Bank to establish a per-
manent physical presence.

For Gacek, one very strong aspect of the EBRD’s early operations was
the flexibility of the Bank’s three-phase approach which allowed activities
to begin right from the word go. “We moved into interim offices. We started
to hire local people and we began operations very quickly,” she recalled.*

There were, of course, challenges but also opportunities from the fact that
the EBRD was a completely new face in the region. “We were a complete
unknown but then again we also had no legacy,” Gacek said. “We really gave
these four countries a lot of attention. Of course, we had to establish ourselves.
We were brand new. No one knew who we were. We came demanding very
high standards from local staff. In time we became an employer of choice.”

Gacek attributes the Bank’s success to the EBRD’s commitment to the
new region right from the start, both by the top management with the sup-
port of the Board and through the dedication of the staff.

One of the most important differences between the SEMED region
and the countries of the former Soviet Union and their neighbours, where
the EBRD had invested for the previous 20 years, was in her view the fact
that SEMED countries were already market economies. “We were certainly

44 EBRD Press release, 2 April 2012. ‘EBRD appoints head of southern and eastern Mediterranean region’.
45 Interview, December 2020.
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not here to build market economies,” she said. “Our role was to improve or
enlarge the private sector and the market economy.”

To a large extent, she says, the Bank achieved this by insisting on condi-
tions that were part and parcel of any EBRD project in any country across
both the private and public sectors. This meant that the EBRD was able to
have a much deeper impact through its projects than private or state inves-
tors, whether in terms of procurement in the public sector or by achieving
far greater accounting transparency in the small and medium-sized enter-
prises that received loans either directly or via the banks. “This sort of condi-
tionality was new and initially for us it was a challenge. But it worked. And
it worked because we made it clear right from the start that we were not just
alender but a partner.”

As the countries across the new region moved towards full recipient sta-
tus and negotiation of Host Country agreements proceeded, permanent
offices were set up. First in Tunisia and then Jordan, both in 2013, then Egypt
in 2014 and Morocco in 2015. Gacek had a choice in Egypt of whether to
locate the EBRD’s office in prestigious, but hugely overcrowded, downtown
Cairo in a building with spectacular views of the Nile or in the then rela-
tively embryonic business centre of New Cairo.

She chose New Cairo, partly because the office space provided much bet-
ter conditions for employees, but primarily because that was where business
was headed. “Everyone, all the banks, were moving out to New Cairo. The
staff had space, daylight, modern equipment and facilities. New Cairo was
going be and became the commercial centre of the city.”

Jordan

After the very first operations began in September 2012, one major invest-
ment in Jordan aimed to address the country’s acute energy shortages with
the construction of a power plant located 15 kilometres east of the capital,
Amman. The project was approved in October in a country which had seen
frequent power blackouts. Gacek said at the time: “We are determined to
justify the confidence our shareholders have shown in us by doing our bit to
support this region in meeting the urgent challenges it faces.”

The investment in Jordan’s Manakher power plant was a response to an
immediately pressing energy challenge. But the EBRD’s long-term aim was
to help wean Jordan off its dependence on foreign energy by developing its
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own sources of renewable power. At the time, Jordan was importing over
95 per cent of its energy. Gacek highlights the EBRD’s work to deliver solar
plants in Jordan as a major plank of the Bank’s contribution to the country.
Opver the coming years, sustainable infrastructure would assume the lion’s

share of the EBRD’s portfolio in Jordan.

Morocco

So as to be at the heart of the business world in its countries of operations,
the EBRD opened its first and principal office in Morocco in Casablanca,
rather than the administrative capital Rabat.

By the time this ofhice opened in April 2015, the EBRD had invested
close to €500 million in Morocco. One of the early projects in 2013 was to
support access to energy for Moroccans, with financing for a programme
of rural electrification. The EBRD’s investment helped link up over 1,200
remote villages to the electricity supply.

Later that year, akey EBRD investment in Morocco, according to Gacek,
was in support of a debut Eurobond issue from BMCE, one of the coun-
try’s leading banks. Getting access to the Eurobond market was an impor-
tant step for Moroccan financial institutions and corporations alike. As an
anchor investor, the EBRD was instrumental in contributing to the success
of this initial listing.

Tunisia

The EBRD ofhice in Tunisia was opened in Tunis in June 2013. Gacek was
back there shortly after the country unveiled its first post-uprising constitu-
tion in January 2014 and the subsequent formation of a new government.
During the two-day visit in late February, Gacek had an opportunity to
meet ministers from the new government for the first time and to reafhrm
the EBRD’s support for Tunisia’s economic development and its transition
towards democracy.

The new Tunisian constitution had been widely hailed by the interna-
tional community as a step forward in strengthening the country’s politi-
cal transition following the ousting of Ben Ali. The EBRD fully shared this
view, calling the latest political development a “key milestone for Tunisia as
it demonstrates the country’s commitment to transition”.
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Chakrabarti visited Tunisia four months later, reinforcing his support
for the EBRD’s role in the country. By then, the EBRD had already pro-
vided financing worth over €140 million via projects that were designed to
further promote the private sector, bolster the banking system and foster
foreign trade.

One particular area Gacek highlighted in Tunisia was the EBRD’s local
currency lending in the country. She signed an agreement in 2016 that
allowed Tunisian companies to benefit from a new EBRD local currency
lending programme. This gave small firms access to affordable local cur-
rency loans and also helped boost the availability of local sources of local
currency funding,

Egypt

Further allocations were made to the original €1 billion Special Fund before
it was wound up in November 2015 after Egypt became a full country of
operations. By the time this step was taken, the EBRD had provided more
than €1 billion in financing to Egypt, of which 77 per cent had been to the
private sector.

Its first investment in Egypt, in a white goods firm, aimed to support
the development of local manufacturing, but also to raise skills levels and
provide job opportunities in a country where unemployment was an urgent
challenge.*¢ Since then it has promoted small- and medium-sized enter-
prises, improved living standards across communities with higher quality
wastewater services and helped tap into renewable energy sources.

The EBRD?s first investment in the financial sector was with National
Bank of Egypt, the oldest and largest commercial bank in the country. That
first deal was a credit line for small- and medium-sized firms, aimed at driv-
ing forward economic development, with a clear focus on sustainable job
creation. Having established a good working relationship with the National
Bank of Egypt, the EBRD was able to go further and launch, with its help,
a successful Women in Business (WiB) programme in Egypt that strength-
ened the role of female entrepreneurs.

46 EBRD Press release, 27 March 2013. ‘EBRD invests US$ 24.3 million in Egyptian white goods manufac-
turer’.
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Commensurate with the size of the Egyptian economy, the EBRD’s
investments in the country grew strongly and quickly. By 2019, Egypt had
topped the annual rankings of EBRD annual investments for the second
year in a row, after moving narrowly ahead of Turkey. New financing rose
to €1.2 billion in 26 projects in 2019, after €1.1 billion in 19 projects the pre-

vious year.

West Bank and Gaza

Followinga request by the Palestinian Authority in January 2015, supported
one month later by a letter from the Central Bank of Israel, the EBRD
extended its activities to the West Bank and Gaza in 2017, after a careful
assessment was made to be sure the Bank would be able to deliver on its
transition mandate there.

While the transition case was strong, there were obvious difficulties
in investing in this new territory. It was not a member of the EBRD, nor
conceivably a potential member, since it was not a member of the IMF (a
requirement under Article 6.1). That precluded the use of the EBRD’s ordi-
nary capital resources or special funds for any investment.

Instead, and in order to be able to use its full range of its financial prod-
ucts, the Bank adopted a new financing instrument, a Trust Fund.*” Under
the exceptional circumstances that applied in West Bank and Gaza’s case,
and having established sufficient compatibility with the EBRD’s purpose
and functions, as required by Article 57, two Trust Funds were set up in
order to finance operations, to last for an initial five-year period. One Fund
received an allocation of €30 million from the Shareholder Special Fund
(SSF), the EBRD’s own fund for supporting projects, and the other was

established as a multi-donor fund.

47 Under Article 20.1 (vii) permitting the Bank to fully adopt such rules and regulations as necessary to fur-
ther its purpose and functions, and Article 29.3 allowing Directors to make general policy decisions. Hith-
erto, cooperation funds (i.e. donor funds) had been used in the territories of non-members for the purpose
of carly engagement ahead of membership, while the process towards recipient membership (allowing the
usc of ordinary capital resources) or potential recipient membership (allowing the use of special funds) was
carried out. These funds were approved for use in Kosovo from 1999, then for Mongolia in 2001 and later
the first four SEMED countries in 2011. This route was not possible for West Bank and Gaza as member-
ship of the EBRD was not an immediately feasible option. Moreover, the nature of such cooperation funds
is restrictive in that the Bank administers them on the behalf of donors and they are not available for loans,
equity investments, guarantees or other financing by the EBRD nor are they covered by the Bank’s immu-
nities and privileges.
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Operations began early in 2018 with the EBRD mainly involved in the
provision of support for small businesses in the West Bank areas, includ-
ing financing for women-led businesses, carrying out its activities from its
office in Amman. Continuing divisions within the political leadership of
Palestine has had an impact on the scope of EBRD activities, which have
so far been focused on the West Bank. By the end of 2020, the EBRD had
signed eight projects in the West Bank and Gaza for a total amount of
US$ 46 million.

Lebanon

In the same year that it began operations in the West Bank and Gaza, the
EBRD also extended its activities into Lebanon.

The Lebanese Finance Minister had written to the EBRD President on
6 July 2015, saying the Bank could play an important role in assisting Leba-
non’s process of democratic and free market transition. He requested mem-
bership with a view to Lebanon gaining recipient country status “as and
when appropriate”.+*

Membership was approved in December 2015. But, against a backdrop
of renewed political volatility in Lebanon, there was a delay before all the
requirements of membership could be fulfilled to give the country share-
holder status. Membership thus became effective only on 14 July 2017, with
shareholders granting Lebanon recipient country status two months later, on
4 September.

Lebanon needed EBRD support for reforms that could boost economic
growth and tackle widening inequality. The economy was under particu-
lar pressure from the conflict in neighbouring Syria, which had disrupted
trade and tourism. Most specifically, Lebanon was suffering under a huge
influx of refugees, an estimated 1.2 million, or about one third of Lebanon’s
population.*

The crisis was putting a major strain on labour markets, public infra-
structure and government finances. It was also a threat to social cohesion in
a country that was already polarised. Unemployment was a significant chal-
lenge, with over 20 per cent of young adults looking for work.

48 Letter to the President from the Minister of Finance of Lebanon, 6 July 2015.
49 According to UNHCR, as at June 2015.
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A number of other development banks were already working in Leba-
non. The EBRD saw its particular niche—as usual—in supporting private
sector competitiveness, promoting sustainable supplies of energy, fostering
energy sector reforms and energy efliciency. It also aimed to improve the
quality and efficiency of public services and to engage the private sector in
public infrastructure.

On 15 March 2018, the EBRD launched its first investment in Leba-
non, buying a stake in Bank Audi, with an acquisition of shares listed on
the Beirut stock exchange. The transaction aimed to support the Leba-
nese financial market and help expand and strengthen the broader finan-
cial sector.

Chakrabarti was in Beirut to mark this first transaction and for discus-
sions with the authorities. He used the visit to reaffirm the Bank’s commit-
ment to addressing the enormous strain on Lebanon’s infrastructure caused
by the influx of refugees escaping from the civil war in Syria.

As previously in both Jordan and Turkey, the EBRD’s response to the
refugee crisis had been to help create an environment that would strengthen
employment opportunities and improve the delivery of services for the ben-
efit of refugees and the citizens of the host countries.

The EBRD continued to deliver investments in Lebanon, supporting
small business via deals with the banking sector and promoting foreign
trade. But the situation in the country became increasingly complicated
for the Bank amid political divisions and a seriously worsening economic
downturn.

Political volatility continued in 2020 and a deadly port explosion in Bei-
rut in August compounded an already devastating economic crisis. The
blast killed over 200 people, injured thousands, caused billions of dollars’
worth of damage and left some 300,000 people homeless.

The Lebanese pound fell to unprecedented levels against the dollar, erod-
ing the savings of ordinary people, paralysing the banking sector that tradi-
tionally had been a locomotive of the wider economy and triggering infla-
tion above 100 per cent. The almost total economic stasis in the country
made it difficult for the EBRD to operate normally via its traditional pri-
vate sector channels.

The Bank continued to support trade, especially imports of essential
goods, and looked into ways of becoming involved in rehabilitation of dam-
aged energy infrastructure. But key to its involvement was the restoration of
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a stable government capable of reaching an accord with the IMF that could
unlock the reforms needed to facilitate EBRD intervention.

Iraq

The EBRD’s sharcholders agreed to Iraq becoming a member of the Bank
during the 2020 Annual Meeting, held in virtual session because of the
Covid-19 pandemic. Baghdad had applied for membership in 2018, making
clear it believed the experience of the EBRD could be applied to supporting
Iraq address a number of different challenges.

As ashareholder, Iraq could subsequently make an application to change
its status to become a recipient country. This request would be addressed
by shareholders in a separate process but would involve a further amend-
ment to the Agreement Establishing the Bank, as Iraq does not lie within
the SEMED region.

The EBRD’s 2021-2025 strategy included a possible expansion of activi-
ties into Iraq within the scope of a wider potential extension of the Bank’s
remit into sub-Saharan Africa. Sharcholders were expected to review any
such move in 2022, based on guidance from the 2021 Annual Meeting,

Other SEMED countries

Libya had first been accepted as a shareholder as early as 2014 after an appli-
cation the previous year. But membership was not immediately formalised
given continued political uncertainty in the country. Only in July 2019, did
Libya officially become the EBRD’s 71° shareholder.

Algeria’s request for membership was approved in 2020 and it has
requested recipient status. The latest EBRD strategy said progress on Alge-
ria’s request to become a country of operations was likely early in the 2021-
2025 period.

Of these MENA countries with a Mediterranean coastline, only Syria,
where civil war has raged since 2011, has not yet applied for membership.

According to the strategy, political and security uncertainty in Libya
and Syria make it highly unlikely they would be granted country of opera-
tions status before 2025, “though conditions in Libya may be conducive ear-
lier”. The EBRD could however respond positively if the situation changed
in either country.
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Additional regional offices

Inline with the EBRD’s increasing efforts to reach out to the more remote areas
of the economies where it works, as part of its ‘inclusion’ agenda which accel-
erated with the Bank’s arrival in the region, it opened other regional offices. In
Morocco, offices were established in both Casablanca and Tangiers and most
recently in Agadir, while in Tunisia there are offices in Tunis and also in the
south-eastern coastal city of Sfax. The EBRD also widened its reach within
Egypt, opening an office in the Mediterranean port city of Alexandria in 2017,
where the primary focus is on supporting the development of small firms.

5. Ten Years After

An ‘on the ground’ perspective

Heike Harmgart was the economist for SEMED during the very early days
of the EBRD’s engagement in the region. She headed the EBRD’s first oper-
ations in Jordan, from where she later managed the Bank’s activities in the
West Bank and Gaza and Lebanon and subsequently became Managing
Director for SEMED.

Reflecting on the EBRD’s contribution, Harmgart said its real impact
was made not just in financing individual projects but rather in the combi-
nation of investment and engagement with the authorities.s°

The EBRD had fielded a strong mix of people that was capable of deliver-
ing solutions to complex developmental challenges. Local experts with a real
understanding of the domestic markets worked hand-in-hand with highly
technical teams with experience built up over many years in a winning com-
bination that left a lasting positive impact across the private and public sec-
tors alike. Harmgart said:

We did not just help finance a solar plant. We worked with the authorities
on the development of the tariff systems that were need for solar energy
across the country. Once the solar or wind power was becoming available,
we worked on how it was linked up with the national electricity grid.

so Interview, December 2020.
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That was notably the case in perhaps one of the most visible EBRD proj-
ects across the southern and eastern Mediterranean: financing for Egypt’s
Benban solar power park, the largest solar facility on the African continent.

Before the agreement on the Benban transaction, the EBRD worked for
three years with the Egyptian authorities on creating the regulatory condi-
tions for the development of solar power, providing policy advice and tech-
nical assistance that was as crucial as the funding itself.

By the same token, the EBRD’s support for tourism in resorts like Aqaba
in Jordan was about much more than helping to build hotels. The Bank had
used its projects to raise skill levels and training opportunities, often for
young people for whom unemployment was a major problem.

Its work on cities helped improve the quality of services for the citizens
of the region, while also supporting the local authorities’ ability to cope with
the complex demands of urban financial management.

Some three-quarters of the EBRD’s investment had been in the pri-
vate sector in Egypt. The remaining financing to the public sector had been
money well spent. Harmgart recalled with particular satisfaction a project
in Egypt, working with a local NGO and the national railway company, on
a campaign to improve safety for women when travelling on trains. With-
out the Bank’s involvement, it would have been much harder to get this pro-
gramme off the ground.

Post-revolution: challenges remain

Ten years after the eruption of popular protest across the Arab world, the
EBRD had invested over €13 billion in the southern and eastern Mediter-
ranean, putting a particular emphasis on inclusive sustainable development.

The 10" anniversary in December 2020 of the day Mohamed Bouazizi
set himself alight was an opportunity for reflection on developments in the
region since then. Some unsavoury leaders had been toppled. Clearly many
political expectations remained unfulfilled. There was no quick path to
democracy. Parts of the region remain wracked by violence.

The EBRD will continue to debate internally and with its shareholders
its relationship with governments where the commitment to, and certainly
the application of, democratic values is lagging or has suffered reversals.

Shortly after her election as the EBRD’s seventh President in October
2020, replacing Suma Chakrabarti, Odile Renaud-Basso said she believed
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the Bank’s focus on private sector lending helped strengthen civil society
against repressive regimes. “If you cut off all financing I'm not sure that
you will support the evolution of the country—and the democratic evo-
lution of the country,” the former head of the French Treasury and first
female head of any MDB told the Financial Times in response to a ques-
tion about Egypt. The Bank, she said, wanted to “help countries move in
the right direction”s’

A decade on, there is no denying that hopes for the transition of the
EBRD’s new region have waned. The political challenges and realities of
development post-revolution in many respects echo the problems encoun-
tered in dealing with the aftermath of the Eastern Bloc.

Yet the EBRD’s drive for transforming economies for the better persists
in this new geography. As in the early 1990s, the Bank has new and enthu-
siastic staff from the region who see its potential and want to make a differ-
ence. With its investment capacity and mandate for transition towards dem-
ocratic and sustainable market norms, and with a proven business model, the
EBRD remains an IFI of choice for the purpose—just as the G8 at Deau-
ville, and other EBRD shareholders soon after, intended 10 years earlier.

Table 3.1 Gross Domestic Product of countries in the SEMED region, 2019

GDP per capita, 2019
Current $, PPP
Egypt 12,284
Jordan 10,517
Lebanon 15,196
Morocco 7,826
Tunisia 11,232
West Bank and Gaza 6,495

Source: EBRD

st Ben Hall and Sam Fleming, ‘EBRD chief defends lending strategy in autocratic countries’, The Financial
Times, 7 December 2020, https://www.ft.com/content/87521b23-23 4a-4¢fd-9584-82¢8f18f4des.
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Table 3.2
EBRD’s Annual Bank Investment (ABI) in countries of the SEMED region, by share of portfolio, 2019

€ million ABI - Reported Rates |  Portfolio (EBRD) % of Portfolio
Egypt 1,047 4,423 54
Jordan 73 1,016 12
Lebanon 28 242 3
Morocco 742 1,653 20
Tunisia 242 831 10
Total 2,131 8,166 100
West Bank & Gaza 30

Source: EBRD
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Operations in Greece and Cyprus

Introduction

In 2010, as the EBRD regions slowly appeared to be pulling out of the worst
downswing since the collapse of communism, another threat was looming
that would put emerging Europe’s recovery back on hold.

Just like the crisis that erupted in 2008, which was an import from the
more advanced west triggered by problems in the US mortgage market, so
the new threat came from the countries of the eurozone: western European
nations using the euro as their common currency.

A debt crisis was emerging that would engulf Cyprus, Greece, Ireland,
Italy, Portugal, and Spain. It would fundamentally divide the currency
bloc, pitting the eurozone’s periphery against its more fiscally rigorous core,
which included nations like Germany and the Netherlands.

Tensions within the zone escalated and for some time threatened to
blow the whole currency system apart, barely more than a decade after it
had come into existence. As the closest and largest export market for many
EBRD countries of operations, the threat of a break-up of the eurozone was
unwelcome news so soon after the previous global shock.

One unexpected outcome arising from the eurozone turmoil was that
Greece and Cyprus—both eurozone members and founding shareholders of
the Bank—would become countries where the EBRD was also an investor.

Governors agreed at the EBRD’s Annual Meeting in May 2014 in War-
saw for Cyprus to become a temporary recipient of EBRD funding, under
the condition that there would be no more financing beyond the end of
2020. In November 2020, the Bank duly announced that investments
would end.
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Greece switched its status in 2015, one year after Cyprus, also signing up
for a temporary, five-year period during which it would be an EBRD coun-
try of operations.

In the case of Greece, however, shareholders extended the five-year period
until the end of 2025, at the request of the Greek authorities.

This was yet another departure for the EBRD, away from its original
focus on the eastern European countries that rose from the rubble of com-
munist collapse at the start of the 1990s.

The extension of the remit to Turkey and then to the southern and east-
ern Mediterranean region had placed the Bank in a very different geogra-
phy and cultural hinterland from the post-communist eastern European
states.

But the additions so far to the EBRD’s countries of operations were still
very definitely emerging or developing economies. Turkey’s per capita GDP
in 2010 for example was about US$ 10,750, and it was less than one-half
this amount in the southern and eastern Mediterranean (SEMED) region
countries.’

The move to Cyprus and Greece was a completely different proposition.
GDP per capita was over US$ 31,000 in Cyprus and close to US$ 26,900
in Greece, more than ten times higher than in Egypt. Nor was the EBRD
investing as it had done in, say, Poland or Hungary—richer countries that
were preparing for membership of the European Union.

Cyprus and Greece were not only members of the EU but also part of
the eurozone; in Greece’s case, already for well over a decade by the time the
EBRD started to invest.

There were nonetheless good reasons to lend a helping hand at a time
when these two countries each faced separate but grave crises of their own in
the early part of the new decade. As with other EBRD recipient countries’
experiences during the global financial crisis, their lack of resilience became
all the more obvious once the veneer of growth fell away and output col-
lapsed to reveal large structural weaknesses.

1 World Bank figures report GDP per capita in 2010 in Egypt, Morocco, Jordan, and Tunisia as US$ 2,650,
US$ 2,850, US$ 3,750 and US$ 4,150, respectively.
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1. Greece and the Eurozone

How well-prepared Greece was for membership of the eurozone remains a
subject for discussion. To a lesser extent, similar questions could be asked of
Cyprus. What was certainly clear many years after their accession to both
the EU and the eurozone was that both countries faced significant struc-
tural challenges.

Greece became the 10" member of the European Community in 1981,
seven years after democracy had been restored to the country in 1974 with
the overthrow of a military regime. It was not among the first group of 11
countries that formed the eurozone in 1999, but signed up two years later at
the start of 2001.

In 2004, however, the Greek authorities admitted that Greece had joined
the eurozone on the basis of figures that understated the true level of its fis-
cal deficit. One of the three Maastricht tests for eurozone membership—
covering levels of inflation, as well as debt and deficit levels—was that the
government deficit had to be below 3 per cent of GDP.

In November 2004, the government conceded that Greece’s budget defi-
cit had not been below 3 per cent since 1999. This was an embarrassment for
Greece and for the eurozone, even though Greece escaped any sanctions for
failing to keep to the Maastricht criteria. After all, just one year earlier, the
EU powerhouses France and Germany had also exceeded their deficit limits.

However, it was this very year, 2004, that eight former communist coun-
tries—all recipients of EBRD financing—had joined the EU. The EU8—
Hungary, Poland, the Czech Republic, the Slovak Republic, Slovenia, Esto-
nia, Latvia and Lithuania—had faced tough choices and made often painful
policy decisions to bring their economies into shape for EU membership. They
were frequently on the receiving end of pious sermons about the need for even
more fiscal rigour as they set their sights on the next goal of joining the euro.

As economics commentator Katinka Barysch was quoted as saying at the
time, the EU risked being accused of double standards as long as the Euro-
pean Central Bank (ECB) carried on telling the east Europeans that they
had to stick strictly to the 3 per cent rule to get into the euro. “These coun-
tries will say the ECB wants them to be holier than the Pope,” Barysch said.>

> ‘Greece admits fudging euro entry’, BBC News, 15 November 2004, http://news.bbe.co.uk/1/hi/busi-
ness/4012869.stm.
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Despite Greece’s violation of the Maastricht criteria, fiscal profligacy
continued and the government deficit and public debt levels grew larger.

By late 2009, the debt to GDP ratio was almost double the 6o per cent level
advised under EU rules. Early the following year, when Greece was upbraided
in an EU report for “severe irregularities” in its accounting procedures, the
deficit for 2009 was announced to have reached 13.6 per cent of GDP, more
than four times the maximum set in the protocol to the Maastricht Treaty.?

By now the ECB was having to deny reports that Greece would be asked to
leave the eurozone; and austerity plans were being met with demonstrations and
riots on the streets of Athens. Greece, and the eurozone, were in a deep crisis.

Cyprus

The other two countries that joined the EU on 1 May 2004 were Cyprus and
Malta, another founding member of the EBRD. Both countries adopted the
euro in 2008.

The seeds of the financial difhculties that were later to engulf Cyprus
were sown in those four years between EU and eurozone membership. Dur-
ing that period, growth was strong, averaging almost s per cent a year, but
little or no attempt was made to address pressing challenges or key struc-
tural issues on the divided island. There was for example no progress in the
privatisation and modernisation of public services and infrastructure.

Among the problems that would loom large just a few years later, and
where the EBRD would play its most important role, were the inadequate
standards of governance and supervision in the financial sector. The bank-
ing sector was bloated, with assets equivalent to eight times GDP.

There was huge exposure to Greece, with loans outstanding to Greek res-
idents equivalent to 130 per cent of Cyprus’s GDP by 2008, and bank hold-
ings of Greek government bonds as high as 30 per cent of GDP.

The economy’s boom in these four years was based on high private con-
sumption, rapid credit growth (and an associated housing bubble), and a
current account deficit financed to a large and precarious extent by non-res-
ident financial flows into the country, primarily from Russia, attracted by a
low corporate tax regime and beneficial offshore euro deposit arrangements.

3 ‘Timeline: The unfolding eurozone crisis’, BBC News, 13 June 2012, https://www.bbc.co.uk/news/busi-
ness-13856580.
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A heavy dependence on non-domestic financial services and the finan-
cial inflows meant the moment that the financial system globally went into
a nosedive in the last quarter of 2008 there was nowhere else for Cyprus to
turn. Its economy fell back swiftly the following year as its main banks took

the brunt of the fall.

2. Impact of the Crisis

The turbulence in Cyprus and Greece had far-reaching consequences for
both countries. The Cypriot banking sector would emerge radically changed.
Greece suffered a recession of devastating proportions.

A survey conducted by the EBRD in collaboration with the World Bank
in 2016 revealed that the Greek economic crisis had inflicted greater pain
on ordinary people than the global financial crisis had earlier unleashed on
the people of eastern Europe. Between 2008 and 2015, the Greek economy
shrank by more than one-quarter. Unemployment jumped by over 17 per-
centage points with youth unemployment running at a staggering rate of
over so per cent between 2012 and 2014.

Behind the figures lay an even grimmer story revealed by the Life in Tran-
sition Survey III. According to that poll of citizens, 92 per cent of Greek
respondents said the crisis had affected them “a fair amount” or “a lot”.#
Some 76 per cent of respondents experienced a negative income shock, such
as reduced wages or pensions, job losses, delayed or suspended wages and
decreased working hours between 2010 and 2016. That compared with one
in two households in the transition region and about one in three in western
Europe between 2008 and 2010. Almost 44 per cent of Greek households
saw their wages or pensions reduced between 2010 and 2016.

Cyprus fared better but its GDP also dropped significantly—by more
than 11 per cent between 2011 and 2014. Much like a resource-rich country
facing a significant commodity price fall, Cyprus’s ability to repair the dam-
age—in this case to its financial sector—was heavily constrained (its two
largest banks were insolvent), and it would take time to rebuild confidence
and alternative sources of income.

4 Lifein Transition III, Chapter 4, EBRD, 2016, https://litsonline-ebrd.com/.
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3. Problems in South-eastern Europe

Back in 2010, the problems within the eurozone were initially just a shadow
hanging over what looked like a genuine bounce back in central and eastern
Europe from the deepest recession in the region since the start of the transi-
tion period. Two years after the Lehman Brothers shock, things were slowly
starting to look up for the region.

In an outlook published in late October 2010, the EBRD’s economists
said emerging Europe was gradually experiencing a more broadly-based eco-
nomic recovery. There were country variations, but the region as a whole was
expected to expand by over 4 per cent in both 2010 and 2011, compared with
the contraction of 5% per cent in 2009.

Countries like Russia and Kazakhstan were doing particularly well, sup-
ported by higher oil prices, large-scale fiscal stimulus packages and banking
system support. Economies in eastern Europe and the Caucasus were also
benefiting from higher commodity prices, as well as a revival in remittance
flows, while central Europe and the Baltics were seeing an upturn on the
back of a stronger than expected recovery in western Europe.

The residual problem area was south-eastern Europe, which was expected
to see another contraction in 2010. One particular threat to this sub-region
was the continuing crisis in Greece where the earlier boom, predicated on
low interest rates, was imploding.

Greek government bond yields were rising and would peak at around 30
per cent in 2012.

The risks to south-eastern Europe of a major spillover from Greece had been
contained so far, said the economists, but warned that it still had the poten-
tial to disrupt economic activity in the region if the situation deteriorated.’

Support for Greek bank subsidiaries

Greek banks were heavily engaged in countries like Albania, Bulgaria,
Romania, and Serbia. Under the Vienna Initiative, the EBRD had already
stepped in to support the subsidiaries of western banks headquartered in
countries such as France, Italy and Austria but active in its region.

s ‘EBRD ups emerging Europe GDP outlook’, Reuters, 28 October 2010, https://uk.reuters.com/article/
ebrd-gdp/update-1-ebrd-ups-emerging-europe-gdp-outlook-idINLDE69R1GD20o101028.
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In the latter part of 2010, the EBRD turned its attention to the subsid-
iaries in the Balkans of the troubled Greek banking sector. In October, it
announced a package worth €630 million that was channelled through sub-
sidiaries of Eurobank EFG in Bulgaria and Serbia, of Alpha Bank in Roma-
nia and Serbia and of Piracus Bank in Albania, Bulgaria and Romania.

The package for these private Greek bank subsidiaries was topped up
to a total €980 million two months later, with €350 million for the bank-
ing units in Bulgaria, Romania and Serbia of National Bank of Greece. The
total financing package was divided into two equal tranches, with €490 mil-
lion disbursed at this stage.

The EBRD’s activities at this time were aimed primarily at support-
ing the economies of its existing countries of operations in south-eastern
Europe, bolstering banking units that were of systemic importance in Alba-
nia, Bulgaria, Romania and Serbia.

It was only after the crisis deepened significantly further in Greece and
Cyprus that the possibility of EBRD investment in the two countries, and
in particular the financial sector, become a reality. The final step came after
much more discussion and, in the case of Greece, a series of interim stages.

The Greek economy slid further into crisis in 2010, suffering under the
weight of market concerns about excessive government debt as a result of the
under-pricing of risk following the country’s adoption of the euro.

In Cyprus, a deep economic recession had been triggered by a banking
crisis so severe that it saw the complete disappearance of the country’s sec-
ond largest bank and a €10 billion rescue package in May 2013 by the Euro-
pean Commission, the IMF and the ECB, collectively known as the Troi-
ka.® The EBRD’s financial institutions and restructuring expertise was the
primary reason behind the start of the Bank operations on the island.

4. Greece Turns to the EBRD

Until the crisis, Greece had been like any other non-recipient sharcholder
country. There was, however, very active cooperation between Greek banks
and corporates and the EBRD in the Bank’s countries of operations.

6 IMF Press release, 15 May 2013. IMF Executive Board Approves €1 Billion Arrangement Under Extended
Fund Facility for Cyprus, https://www.imf.org/en/News/Articles/2015/09/14/01/49/pr13175.
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Before the crisis, there was significant liquidity in the Greek economy
and companies were expanding into the Balkans. The EBRD was a natu-
ral partner. Up until Greece switched to become a recipient country, Greek
firms and the EBRD had teamed up for projects worth over €2.3 billion.

Greece was an important source of foreign direct investment in the
Bank’s regions. The bulk of the joint EBRD-Greek financing had gone to
Albania, Bulgaria and Romania. Around one-third of the investment had
been in the financial sector.

The nature of the relationship with Greece was to change, however,
shortly after Chakrabarti was elected president of the EBRD in May 2012
and assumed office in July. One month into his presidency, Chakrabarti
received a letter from the Greek Governor of the Bank, Development Min-
ister Kostas Hatzidakis.

The letter raised the question of whether the EBRD’s expertise could be
applied in support of an extensive Greek economic adjustment programme.

Greece’s policies for restructuring its business sector had many comple-
mentarities with the EBRD’s activities and expertise, but the minister was
not seeking direct investment from the EBRD in Greece: “I would like to
invite you to consider the possibility of mutual collaboration on these issues,
with a component of technical assistance involvement paid for by European
funds, as the first phase of our joint efforts.””

The government’s priorities for cooperation with the EBRD were busi-
ness development and trade facilitation instruments for the export-oriented
activities of the Greek business sector and helping to promote Greece as a
transportation hub.

In his reply to the minister, Chakrabarti said: “The EBRD will work
with the Greek authorities, the European Commission and other IFIs to try
and define if and how we can help.”

Proposals for possible support for Greece were presented to the Board at
a meeting in September. They were clear that some strict principles had to be
applied. There would be no use of EBRD funds and the process would depend
on existing EBRD expertise and resources. In any such move, the EBRD
would work in close cooperation with other IFIs and the European Union.

The EBRD could continue to help Greece indirectly by supporting
Greek firms in their investments in EBRD regions, building on the long

7 Letter from the Governor for Greece to the EBRD President, 2 August 2012.
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experience it already had in financing projects with Greek sponsors in its
countries of operations, especially in the Balkans.

As far as delivering finance from other sources to fund technical assis-
tance projects was concerned, there were precedents for using non-EBRD
funding for EBRD activities in countries where direct investment was not
an option. The Board of Directors could apply an interpretation of the Arti-
cles that had been used first in Kosovo and then in Mongolia and the south-
ern and eastern Mediterranean countries before they received country of
operations status.

Any deployment of such funds in this way, however, would have to be
“broadly compatible” with the purposes and functions of the Bank and
“exceptional circumstances” had to exist to support such activity. A back-
ground paper suggested that these conditions could be met because: “The
economies of a number of recipient countries that neighbour Greece would
benefit from any improvement in that country, particularly in relation to
inter-regional trade and cross border investment.”®

Following the meeting with the Board that September, the EBRD engaged
with the Greek authorities, local corporates and banks, and the EU institu-
tions to determine the feasibility of putting together a technical assistance
programme. It was especially helpful that a former Secretary General and Vice
President of the EBRD had been appointed by the European Commission to
head the Task Force for Greece and was coordinating technical assistance to
support the Greek adjustment programme.? Horst Reichenbach was uniquely
well-placed to know how valuable deployment of EBRD expertise would be in
the difficult circumstances of reforming Greece’s economic structures.

5. An Action Plan for South-eastern Europe

Chakrabarti went public on Greece in the first media interview of his
EBRD Presidency, telling British newspaper The Times that the EBRD
would send its own Task Force to Greece to offer advice on boosting pri-
vate sector growth.

8  Background paper for Executive Session, 4 September 2012.

9 EC President Barroso launched a Task Force for Greece in July 2011 to help Greece design and mobilise
technical assistance for the EU/IMF adjustment programme, structural reforms and faster absorption of
EU structural funds.

131



Transforming Markets

The new President also used that interview to raise an issue that was
a particular concern for him and the Bank—the impact of the broader
eurozone crisis on other large parts of the EBRD’s regions—especially in
south-eastern Europe. It would become increasingly clear that the plans for
enhanced cooperation with Greece would be placed in the context of the
support needed by other EBRD countries of operations. In his interview,

Chakrabarti said:

People talk a lot about Spain, Portugal, Italy and Greece, but not about the
impact of the eurozone crisis on eastern Europe and south-eastern Europe,
in particular. ... The impact of that crisis on the region is something I feel
has been rather neglected in the global debate. The numbers are pretty
frightening actually this year and next year in growth terms ..."

Chakrabarti pushed hard to put a response to the knock-on effects of
the eurozone crisis on south-eastern Europe on the agenda for the meeting
of the heads of international financial organisations. Ahead of the Annual
Meeting of the IMF and World Bank, held that year in October in Tokyo,
The Times wrote that Chakrabarti would:

... hold discussions with other development banks over a so-called south
east Europe recovery plan. The hope is to spearhead co-ordinated provi-
sion of debt and equity for banks and other companies in the recession

blighted region, while readying help for struggling governments.

Erik Berglof, the EBRD’s Chief Economist, was quoted in the same arti-

cle as saying:

The south east Europe recovery plan will be a major coordinated effort
to help the countries that are most acutely exposed to the spill overs from

Greece and the eurozone. Many are in dire straits.'

10 Sam Fleming, ‘Neglected Eastern Bloc feels the chill as lenders retreat’, The Times, 11 September 2012,
hetps://www.thetimes.co.uk/article/neglected-castern-bloc-feels-the-chill-as-lenders-retreat-zzllpslk2.07.

11 Sam Fleming, ‘Financial big guns to support Europe’s exposed south east’, The Times, 12 October 2012,
heeps://www.thetimes.co.uk/article/financial-big-guns-to-support-curopes-exposed-south-cast-gntjscd-
j82v.

12 Sam Fleming, ‘Financial big guns to support Europe’s exposed south east’.
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Those October 2012 discussions in Tokyo resulted very quickly in the
launch of a new recovery and growth plan by the EBRD, the World Bank
and the EIB covering both south-castern Europe and central Europe, with
the inclusion of the latter region coming at the behest of the EIB.

In their joint statement, the three institutions said the new Joint IFI
Action Plan for Growth, developed within the context of the Vienna Ini-
tiative, responded to the continuing impact of eurozone problems on the
economies of emerging Europe. It promised €30 billion of joint commit-
ments would be made during 2013 and 2014. It aimed to rekindle growth
in the region by supporting private and public sector initiatives, including
infrastructure, corporate investment and the financial sector and was mod-
elled on the successtul earlier plan that supported central European econo-
mies affected by a liquidity crisis in the financial and corporate sector in the
2008-9 period.”

The East Europe editor of the Financial Times, Neil Buckley, saw the
launch as a feather in the cap for the new EBRD President, writing later
that autumn:

The programme marks a considerable diplomatic success for Sir Suma
Chakrabarti, new British president of the EBRD, who has lobbied for co-
ordinated action to support south-east Europe, in particular, since taking
up the job in the summer.

But what just weeks ago was envisaged as an €8bn plan to support Bal-
kan states hardest-hit by the eurozone slowdown and problems in Greek
banks has mushroomed into a programme with far greater financial and
geographical scope. It is understood that the EIB, the EU’s development
bank, insisted the plan be broadened to include central European coun-
tries, butin return pledged asignificantincrease in the financial firepower.™

The Financial Times quoted Chakrabarti as underscoring once again
that some of the problems that emerging Europe was now facing were being
imported from the advanced west, making the case for external support
even more critical,

13 See Chapter 2. EBRD Press release, 8 November 2012. ‘New Joint IFI Action Plan for Growth in Central and
South Eastern Europe’.

14 Neil Buckley, ‘Banks launch “action plan” for E Europe’, 8 November 2012, Financial Times, https://www.
ft.com/content/a3a3s110-29cc-11€2-9a46-00144feabdco.
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While the world’s eyes are fixed on the problems in western Europe, the
legitimate requirements of emerging Europe, which has staked so much in
the name of economic and financial integration, must not be neglected.
The EU’s new as well as its aspiring member states, especially in south-
ern and eastern Europe, are once again suffering from problems that are
largely not of their making.’s

6. Small Steps Towards Operations in Greece

When the EBRD Greece Task Force reported back to the Board in Novem-
ber 2012, the proposals for enhanced cooperation were put firmly in the
context of the new Action Plan for South-eastern Europe that Chakrabarti
had successfully pushed for at the IMF and World Bank Annual Meetings.

Management outlined the plans for continued support to Greek banks
and corporates in existing countries of operations, support for cross-border
infrastructure and energy investment and for trade finance.

The Task Force confirmed that the Greek economy was operating under
severe credit constraints and identified the lack of trade finance as an exis-
tential problem for the Greek economy. It also envisaged potential EBRD
participation as an observer in a planned Greek Institution for Growth that
would lend and provide equity to Greek companies with growth and export
potential but which had lost access to capital. There was continued discus-
sion about EBRD technical assistance funded primarily by the EU.

In the discussion with the Board, management made clear that any
enhanced cooperation was an integral part of the EBRD’s scaled-up support
for the countries in south-eastern Europe that were most directly affected by
the crisis in the eurozone, and specifically by Greece.

The proposals for support and other forms of technical assistance were
consistent with and complemented the new Joint IFI Action Plan for
Growth in Central and South Eastern Europe, precisely because the crisis
in Greece was one of the main sources of risk in the region. Action taken in
support of Greece could make a significant contribution to the stability of
south-eastern Europe.

15 Buckley, Banks launch “action plan” for E Europe’.
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Throughout 2013, the EBRD did indeed spend time assessing the situa-
tion in Greece and the possibilities of deeper cooperation. There was extensive
consultation and information sharing with industry associations and Greek
banks. And it was essentially during this period that the Bank and the Greek
authorities sowed the seeds for the steps that were to be taken later and which
would develop into Greece becoming a recipient EBRD country.

In terms of substance, however, not that much actually happened in
2013, partly because of a growing caution on the part of the Board and an
increased degree of risk aversion on the part of management. Very few proj-
ects, either in the banking or corporate sectors, were taken forward.

The second tranche of the €980 million credit facility for the 11 subsid-
iaries of Greek banks in the Balkans had been put on hold after the esca-
lation of the Greek sovereign crisis in the summer of 2011. In 2013, a deci-
sion was taken that it would not be allocated, though the Board did agree
new trade finance limits for eight of these Greek bank subsidiaries and some
energy efficiency projects, as well as cross-currency swap lines for subsidiar-
ies in Serbia and Romania.

A number of corporate projects were deemed too risky and there was very
little opportunity for EU-funded technical assistance activities, especially as
the EU had its own Task Force in Greece, which left little space for the Bank.

The next key development came duringa visit by the EBRD President to
Greece and Cyprus in December 2013. Meetings were held on the fringes
of a workshop on the future of the banking sector in the Balkans, jointly
organised by the EBRD and the Bank of Greece.

In Athens, Chakrabarti and Development Minister Hatzidakis assessed
the situation again and discussed possible ways forward. Hatzidakis pub-
licly thanked Chakrabarti for the “major help” the Greek economy was
receiving from this funding of the operations of Greek firms elsewhere in
south-eastern Europe. Statements were made about funding energy projects
in the Balkans, including the Trans Adriatic Pipeline, a gas interconnector
between Greece and Bulgaria, and continued funding for Greek companies
active in the Balkans.™

There was, in public at least, no suggestion of formalising the arrange-
ment by turning Greece into an EBRD country of operations.

16 ‘Development minister meets with EBRD President over Balkan funding’, Athens News Agency, 13 De-
cember 2013.
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7. Cyprus Obtains Recipient Status

During the same trip to the region, Chakrabarti met the Cypriot authorities
on 16 December. They did ask about becoming a recipient country.

The Cypriot Finance Minister, Harris Georgiades, followed up the visit
with a letter to the EBRD President two days later, where he expressed
interest in Cyprus becoming a country of operations “for a limited period”.
Georgiades said the financial crisis had brought to the surface certain fun-
damental structural deficiencies in the Cypriot economy. There was a very
specific need to restructure and recapitalise the banking sector and for pri-
vatisation in such areas as telecoms, power and energy, and sea ports. He
believed the EBRD could make very specific contributions with its transi-
tion mandate.'”

EBRD staff visited Nicosia from 16 to 18 January 2014 and reported
back to the Board on the challenges that Cyprus was facing, again plac-
ing an important priority on restoring the financial sector to good health.
Additional areas of potential EBRD involvement lay in the delivery of pri-
vatisations, restructuring and regulatory improvements in the energy sec-
tor, enabling diversification of energy sources and promoting high-quality
investments in selected strategic areas such as tourism.

The next letter from Georgiades to the President, dated 6 February 2014,
formally requested that Cyprus become a recipient country of the Bank.™

The Board of Directors was broadly supportive but insistent especially
on two issues. First, the temporary nature of any engagement in Cyprus had
to be made clear. Equally, in taking this step the EBRD had to underscore
the very specific nature of the crisis in Cyprus. This was not to set a prece-
dent for any more countries, they implied.

There was however sufficiently broad support for the proposal to be
transferred to Governors for their approval at the 2014 Annual Meeting in
Warsaw in May.

Another key element in the EBRD’s potential engagement with Cyprus
was that while the request had come from the authorities in Nicosia, the
Bank undertook to conduct its activities across the whole of the de facto
divided island, including the northern region, recognised only by Turkey.

17 Letter to the President from the Minister of Finance for Cyprus, 18 December 2013.
18 Letter to the President from the Minister of Finance for Cyprus, 6 February 2014.
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The EBRD’s work would aim to benefit both the Greek and Turkish Cypriot
communities.

The intervention by the Bank came during a rare moment of optimism
about a resolution of the bitter stalemate that had divided the island and its
people since 1974. Numerous initiatives to bring the two sides together had
been tried and failed.

On 11 February 2014, there was an apparent breakthrough, with the
publication of a joint declaration from both the Greek and Turkish Cypriot
leaders expressing their determination to resume structured negotiations in
a results-oriented manner. The status quo was unacceptable and its prolon-
gation would have negative consequences for Greek Cypriots and Turkish
Cypriots. Their statement said:

The leaders affirmed that a settlement would have a positive impact on
the entire region, while first and foremost benefiting Turkish Cypriots and
Greek Cypriots, respecting democratic principles, human rights and fun-
damental freedoms, as well as each other’s distinct identity and integrity
and ensuring their common future in a united Cyprus within the Euro-

pean Union.”

However, hopes for a political rapprochement were dealt a heavy blow
just eight months later when talks were halted after Turkey sent a ship to
monitor an oil and gas exploration mission off the southern coast of the
island, reflecting the strong opposition by Turkish and Turkish Cypriot rep-
resentatives about moves by the Government of the Republic of Cyprus to
explore hydrocarbon resources around the island.

The EBRD continued to emphasise its support for the whole country and
its two communities, as well as its expectations that political unification could
be achieved, even as the hopes for a resolution to the Cyprus issue would rise
only to be dashed just as regularly during the Bank’s five-year engagement.

The EBRD Annual Meeting in Warsaw sealed the agreement on EBRD
engagement in Cyprus, securing the strong backing of the Governors.*

19 Jean Christou, Joint Declaration: final version as agreed between the two leaders’, Cyprus Mail, 11 Febru-
ary 2014, https://cyprus-mail.com/2014/02/11/joint-declaration-final-version-as-agreed-between-the-two-
leaders/.

20 EBRD Press release, 15 May 2014. ‘EBRD sharcholders agree to temporary financing for Cyprus’.
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Bank of Cyprus rescue

Even before the vote on Cyprus had been taken, Georgiades made a com-
ment that was to reflect strongly the actual outcome of the EBRD’s activi-
ties on the island. “While EBRD operations in Cyprus are expected to be on
a small scale and temporary, they would be of great significance.”'

The EBRD’s primary—and indeed very significant—contribution to
Cyprus would in fact be rolled out very rapidly, even before the Bank had
properly opened up its operations hub in Nicosia. On 29 July 2014, the EBRD
announced it was investing €120 million in a €1 billion capital increase at
Bank of Cyprus (BOCY).>*

Bank of Cyprus was the country’s largest financial institution, respon-
sible for about 40 per cent of all banking assets, and only a year earlier it
had been saved from collapse in an international rescue package and merged
with the country’s second largest bank which had been liquidated in the
process. Recapitalisation of the banking sector was part of the agreement
between Cyprus and the Troika.

Announcing the deal, the EBRD’s First Vice President Phil Bennett said:

This is our first investment in Cyprus and we are pleased that it allows us
to apply our financial sector experience for the benefit of the country. Sup-
porting the restructuring and recovery of Bank of Cyprus is critical for
the economy as a whole. As an active shareholder, one of our priorities will
be to work towards improvements in corporate governance. This success-
ful capital raise is a positive signal to the markets, providing investors with

additional confidence.>?

Bank of Cyprus chief executive John Hourican called the capital raise a
“turn the page” moment, while an editorial in the English-language busi-
ness news site Financial Mirror referred to “a new era” for the bank.

Ironically, given the question over whether a country like Cyprus should
be supported by the EBRD with its history dating back to the era of post-

communist eastern Europe, the Financial Mirror’s piece had begun:

21 Speech to 2014 EBRD Annual Meeting.
22 EBRD Press release, 29 July 2014. ‘EBRD participates in capital raise of Bank of Cyprus’.
23 EBRD Press release, 29 July 2014. ‘(EBRD participates in capital raise of Bank of Cyprus’.
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The rate at which Bank of Cyprus is witnessing successive ‘new eras’, one
would think that we are a former Soviet state that has just come out of a
rigid economic model and is suddenly embracing the free market system,
with suitors lined up to buy anything they can get their hands on.

But, it continued,

Now, nearly three years after the bank’s foundations started to shake,
BOCY seems to have at last completed its cycle and is about to embark on
a truly new era, which, we hope will be an upward path and all stakehold-
ers will get to benefit.*

The EBRD office in Nicosia was opened in December that year, in a rib-
bon-cutting ceremony attended by both Chakrabarti and Georgiades. Libor
Krkoska, a senior banker at the EBRD, was in charge of the EBRD effort
that set about building up the Bank’s investment opportunities across the
island.

A year after the investment in BOCY, which had been closely followed
by EBRD support for a €1 billion mortgage covered bond issue, the Bank
announced it was taking a stake in what was then the second largest com-
mercial bank in Cyprus, Hellenic Bank.* The EBRD would also develop
active support for trade finance and for small- and medium-sized businesses,
rolling out an Advice for Small Business (ASB) programme in November

2015.

Unification hopes once again

The build-up to the EBRD’s Annual Meeting in Cyprus in May 2017 coin-
cided with another heady period of expectations about the possibility of a
resolution to the decades-old dispute over the division of the island. Planned
new talks were seen as the best hope of an agreement for many years.

The Annual Meeting underscored the Bank’s commitment to continu-

ing support across both the Greek Cypriot and Turkish Cypriot populated

24 ‘Cyprus Editorial: Yet another “new era” dawns for Bank of Cyprus’, Financial Mirror, 30 July 2014,
https://www.financialmirror.com/2014/07/30/cyprus-editorial-yet-another-acoenew-eraac% C2%9D-
dawns-for-bank-of-cyprus/.

25 EBRD Press release, 30 September 2015. ‘(EBRD becomes sharcholder in Hellenic Bank’.
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parts of Cyprus, with events—for the first time for any IFI—held in both
south and north Nicosia, despite the protocol complications of providing
access for staff and delegates across the Green Line.

The EBRD publicly threw its weight behind the unification process. In
his opening address to the meeting, Chakrabarti emphasised his desire to
see progress in reuniting the country:

Our backing for economic integration across all our regions of operations
is matched by our support for integration within the island of Cyprus
itself. We have worked hard to fulfil the mandate set by our Governors
to deliver projects across the whole island, for the benefit of both Greek
Cypriot and Turkish Cypriot communities. The EBRD remains staunchly

committed to promoting efforts towards unification.*®

The President said he believed shareholders would be “strongly support-
ive” of extending the EBRD’s mandate in Cyprus if negotiations on reuni-
fication succeeded and he held out the prospect of greater investment to
address the transition challenges in the prospective united Cyprus should
this come to pass.

One memorable feature of the conference was an exhibition game of bas-
ketball by the Peace Players Cyprus, a group of Greek-Cypriot and Turk-
ish-Cypriot boys and girls united by the sport in their drive to play together,
break down barriers and build relationships across the divide.

Just two months after the Annual Meeting, however, the latest hopes
for lasting peace were again dashed when talks in the Swiss resort of Crans-
Montana collapsed in failure.

Achievements in Cyprus

By the time the EBRD closed its office in Nicosia at the end of 2020, it had

delivered just eight projects, worth a total of just under €600 million.
Sabina Dziurman, who was EBRD director for Greece and Cyprus, was

adamant that even though the number of projects in Cyprus was low, the

26 EBRD Press release, 10 May 2017. ‘Our work “will secure the EBRD’s status as a strong and successful

bank™.
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EBRD had left a lasting legacy on the island with its contribution to the
Bank of Cyprus rescue.?”

For Dziurman, the investment in BOCY was effectively an investment
in the whole Cypriot economy: BOCY and the Cypriot economy were com-
pletely interlinked. “The fact that BOCY was rescued—and we played our
part in that especially on the question of corporate governance—was a huge
signal of confidence that helped the economy recover.”

The government concurred with this view and highly appreciated the
EBRD’s contribution, according to Dziurman. “That came back from the
Finance Minister,” she said. “He told us: “You were here when we needed you’”

There were other important contributions that transcend the bare figures.

With the island’s history as a trading post, Cyprus had benefitted hugely
from the EBRD’s Trade Facilitation Programme (TFP) that promotes for-
eign trade to, from and within the EBRD’s regions. The programme was
rolled out very quickly in Cyprus and banks on the island became among its
most active participants, helping the island’s reintegration into global trade
flows. Some €350 million of trade support was channelled to local banks in
more than 650 transactions.

The EBRD also provided crucial support for Cyprus’s small businesses,
including many dynamic firms that needed better access to long-term fund-
ing and working capital or help to improve their marketing or efforts to
innovate. The EBRD’s Advice for Small Business programme, backed by
donor funding, supported more than 270 small- and medium-sized enter-
prises across the whole of the island.

There was an important contribution to the decarbonisation of the
Cypriot economy, too, with support for the development of renewable
energy sources. One €10 million loan for the construction and operation
of five solar parks in Cyprus made significant savings in CO, emissions and
increased photovoltaic capacity on the island by 12 per cent.

One of the problems of doing more business in Cyprus was just how dif-
ficult it was to operate in the northern part of Cyprus. Unification of the
island would have opened up many more opportunities to promote a market
economy in a region that was far less advanced than the south.

A breakthrough on unification would almost certainly have meant the
EBRD would have extended its term in Cyprus beyond the initial five-year

27 Interview, December 2020.
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agreement, leading to increased investment in the northern part of the
island. The case would have been very strong, since at issue was the prospect
of de facto a new state, with the funding needs and transition gaps very dif-
ferent than those at the time of EBRD’s initial mandate on the island.

There was no need for a ‘graduation’ debate or ceremony on departure
as the arrangement had always been a temporary one. But the experience
showed that the EBRD was adept at tackling specific problems where it
could deploy its expertise, advice and capital in a targeted way to get a job
done, even in an advanced European economy.

8. Towards Operations in Greece

There was no public discussion about the possibility of EBRD investment in
Greece after the December 2013 talks in Athens. But the groundwork had
been laid for taking the next step.

At the same time, the idea of possible direct involvement by the EBRD
in Greece was becoming part of the overall response to the crisis from the
European Union. A meeting of the Eurogroup in May 2014 indirectly
touched on the idea—a proposal that the Greek authorities developed over
the following months.

In its zour de table of various eurozone economies the Eurogroup gave a
fairly upbeat assessment of the progress Greece had been making, referring
to “recent positive macroeconomic developments in the Greek economy”.
A Eurogroup statement acknowledged the painful medicine the Greeks
had been taking to deal with their huge economic challenge. “The renewed
growth prospects for Greece reflect the remarkable adjustment efforts
undertaken by the Greek citizens and authorities,” it said.

The Eurogroup believed the Greek economy now had to take a new
direction, with a new phase, moving from stabilisation and recovery to
sustainable growth. Significantly, the finance ministers spoke openly
about closer cooperation with IFIs. They did not refer specifically to the
EBRD in their statement, but it opened a door to the possibility of its

involvement:

We recommend Greece, in coordination with the Commission (including

the Task Force for Greece) to provide an overview of external financing
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and technical support available and to reflect on the potential role of rele-
vant international financial institutions in providing their expertise and,

where applicable, funds.>®

Shortly afterwards, the Greek authorities mandated the Board Direc-
tor for Greece to prepare a study, coordinated with the European Commis-
sion’s Task Force for Greece, of potential project-financing contributions
that could be provided by the IFIs in support of the country’s reform and
growth agenda.

Nikolaos Dendias, the successor to Hatzidakis as Development Minis-
ter, drew on the Eurogroup statement in a letter to Chakrabarti in August
2014. There, Dendias made clear that Greece’s structural reform agenda was
incomplete and there were serious obstacles to recovery in economic areas
where the EBRD could provide “valuable expertise and catalytic financial
support”.

Greece had indeed benefitted from the enhanced cooperation with the
Bank, with support for Greek banking subsidiaries, co-investment with
Greek corporates and the EBRD’s promotion of cross-border infrastructure
investments that involved Greece.

But now it was time for more. He asked the Bank to come up with an
assessment of the different options for possible engagement, saying: “We
would like to explore the possibility of EBRD investing directly in Greece,
for a limited period of time, in order to support our programme of struc-
tural adjusted market-oriented reforms.”

In a statement to his fellow Directors, the representative for Greece,
Anthony Bartzokas, gave a more detailed explanation of the Greek position.
He noted that the enhanced relationship had been positive, but only up to
a certain extent. “Looking back to what has been achieved in response to
this initiative it is fair to say that the outcome of the continuous engagement
with Greek banks contributed to the overall stability of the banking sector
in the region.”

But, he added, due to legal reasons it had been difficult for the EBRD to

progress other areas, for example in trade finance, energy and transportation

28 Eurogroup statement on Greece: https://www.consilium.europa.eu/media/23910/eurogroup-statement-
greece-2014-05-05.pdf.
29 Letter to the EBRD President from the Governor for Greece, 11 August 2014.
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infrastructure. The EIB had provided a trade finance supportline in response
to an assessment of market gaps provided by the EBRD, for example.

Bartzokas stressed “at that point in time” the option of direct EBRD
financing had not been considered, because the general understanding was
that the main challenge for the Greek economy was macroeconomic adjust-
ment—primarily tackling its twin budget and trade deficits. This of course
was an issue “beyond EBRD’s mandate and resources”.

That had however changed with the suggestion that Greece review the
potential role of the IFIs, including direct financing. There was a growing
realisation that the rollout of structural reforms had to go hand-in-hand
with investment financing. This was still weak in Greece because of the lim-
ited access of its banks and corporates to the capital markets.

The letter from the Greek Governor was part of this review process,
Bartzokas said, and a welcome opportunity for an in-depth assessment of
market conditions in the Greek economy.

Some controversy

Once again, as had been the case when the EBRD started discussions on
engagement in Turkey, the debate about Greece initially led to divisions
within the London-based EBRD Board of Directors.

Eurozone members had thrown their weight behind EBRD involve-
ment, but some central Europeans in the EU were concerned that another
potential expansion, this time into Greece, could mean less available financ-
ing for them.

It was clear, given the size of the Greek economy, that the EBRD would
have to make a sizeable engagement. For it to operate effectively in the Greek
economy, investments would—as indeed became the case—propel Greece
to one of the top five EBRD recipients.

Some non-Europeans were initially sceptical. The idea of a long-standing
EU country such as Greece becoming a country of operations raised many
issues and could signal an end to the idea of graduation for obvious candi-
dates among central European EU countries. Their opposition also reflected
Greece’s full integration within the EU and the eurozone.

Non-European critics saw the growing involvement of the EBRD in
European affairs—especially in the context of an appeal from the Euro-
group of finance ministers—as an example of the Bank becoming an
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instrument of EU policy. That threatened to undermine the EBRD’s broad
international nature with a mandate driven by shareholders from countries
that spanned five continents.

Although reservations continued to persist, further missions were sent
to Greece, with another report sent back to the Board in early November.

Bartzokas, reflecting in 2020 on those earlier developments, said the con-
sensus that ultimately developed around a decision for the EBRD to invest
in Greece reflected efforts to depoliticise the debate—to draw the discus-
sion away from issues such as graduation and to focus wholly on the specific
needs of the Greek economy and simply whether or not the EBRD could
make a difference.?®

The criticism and vocal caution continued but was primarily part of a
process to ensure that strict limitations were put on what the EBRD would
be allowed to do. As Bartzokas noted: “There was a consensus. But some
shareholders continued to play a tough game in order to calibrate the scope
of the activities as much as possible.”

9. The Bank’s Assessment

With that, the EBRD embarked on its assessment of how it could respond
to the Greek request and the Greek authorities prepared to take what-
ever steps were necessary to reach a political consensus with the rest of the
EBRD’s shareholders.

In the report to the Board on 6 November 2014, management presented
what it called a “compelling transition case to rebalance the (Greek) econ-
omy”. The transition challenges facing Greece were comparable to those in
many existing countries of operations, the report said. Privatisation had
advanced only hesitantly and much of the economy remained in state hands.
Equity markets were limited with private investors deterred by weak stan-
dards of corporate governance. The general business climate also remained
problematic in several key areas, notably in contract enforcement.

Access to finance was an acute problem, especially for SMEs, the report
continued. Critical infrastructure and important sectors like energy were
dominated by the state, with limited room for commercialisation and

30 Interview, January 2021.
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private sector involvement. This was a major obstacle to Greece’s ambition
of becoming a regional hub.

It was suggested that the EBRD’s involvement could include steps to
unlock the private sector’s access to finance, including trade finance, and
there would be direct support to medium to larger-sized companies and
use of equity funds. It would also support the Government’s privatisation
programme, particularly in infrastructure and energy, and promote private
sector participation. Energy efficiency was another priority identified. The
Bank could also support capital markets through involvement in the issu-
ance of corporate bonds.

The EBRD believed its temporary engagement would assist the turn-
around in the economy. The proposed s¥% year investment period up until
the end of 2020 was “short but manageable”.

The Bank envisaged a potential annual investment volume of €500 mil-
lion or perhaps slightly more, resulting in total investments during the whole
period of engagement of some €3 billion, though amounts would depend on
the pace of reforms and might be revised down if the reform environment
was “unsupportive”.}"

10. Greece Formally Requests Country of Operations Status

The findings from the mission were also discussed in person the very next
day with by now a third Development Minister and new Governor for
Greece, Kostas Skrekas, at a meeting in the EBRD’s London headquarters.

Skrekas wasted no time once back in Athens in formulating the official
request to the Bank for Greece to become a country of operations. In his let-
ter to the President, he put no specific time limit on the proposed tempo-
rary engagement, but referred to EBRD activities lasting for “only as long as
is strictly necessary to help Greece address its transition challenges”.?*

Greece had clearly taken no chances about meeting resistance from other
shareholders. The government’s soundings and the minister’s own discus-
sions with Board members during his visit to London made Skrekas confi-
dent that there was broad support for the EBRD taking this next step.

31 Greece — Technical Mission, Board Information Session, 6 November 2014.
32 Letter from the Governor for Greece to the EBRD President, 25 November 2014.
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With much of the spadework already completed with the production of
the assessment paper on potential involvement in Greece, a resolution was
very quickly drafted and presented to the Board of Directors. They would
then vote on whether to pass the proposal to Governors for their approval.

The resolution should have gone formally to Directors on 14 January
2015, but there was a postponement after the US authorities requested more
time for consideration, prompting an anxious letter from Skrekas stressing
the acute need to support private investment and underpin resumption of
growth in his country.

The original Board date for a decision was just 11 days before a 25 Janu-
ary election in Greece. One of the reasons for the call for a postponement
had been political uncertainty ahead of the election.

As it turned out, the election result would change radically the face of
Greek politics, end four decades of two-party rule and pitch a leftist admin-
istration into direct conflict with more economically conservative govern-
ments and authorities across Europe.

The Board remained focused on the issue at hand: making the EBRD’s
help available for fundamental structural reforms to the Greek economy.
Once the outcome of the election was clear, and the uncertainties surround-
ing it over, the Directors approved the motion at the next available Board
meeting, on 28 January.

The new administration very quickly re-confirmed the commitment to
getting the EBRD on board in a letter dated 2 February. Three weeks later,
on 27 February 2015, the Governors’ resolution on Greece becominga coun-
try of operations was passed.

Announcing the news, the EBRD President said:

We are very happy to be able to apply our particular expertise in the private
sector to the Greek economy. The EBRD will be fully engaged to make the
most of its temporary mandate in the country. By concentrating on the
private sector we are seeking to actively contribute to the reform and recov-

ery of the country’s economy.”*

33 EBRD Press release, 3 March 2015. ‘EBRD to invest in Greece’.
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A period of volatility

The Greek election provided the clarity needed to allow the EBRD to move
forward, but it was a prelude to a period of extreme economic volatility that
persisted for much of the rest of the year.

The election victors were the left-wing Syriza party led by Alexis Tsipras
who would immediately throw down an anti-austerity gauntlet to Greece’s
creditors in Europe. “Greece is turning a page,” Tsipras said on the night of
the vote, “It’s leaving behind five years of humiliation and misery. ... We are
putting together a government of social deliverance to carry out our pro-
gramme and negotiate with Europe.”

The message to Brussels and Frankfurt, the seat of the ECB, was unequiv-
ocal: “The verdict of the Greek people ends, beyond any doubt, the vicious
circle of austerity in our country.”?*

It was the start of frantic months in Greece, as the new government,
including firebrand Finance Minister Yanis Varoufakis, bargained and bat-
tled with the EU, financial institutions and fellow European governments.

They marched many times to the brink of a precipice only to march back
again. The brinkmanship included putting the terms of a bailout package to
the people, winning a referendum on s July with a resounding “no” to aus-
terity, only to return to the table to accept the terms of a new bailout that
very same month.

The summer was spent pushing the new rescue package through parlia-
ment after which a new election was called that returned Tsipras to office, but
with a shrunken majority. Varoufakis, who had resigned straight after the ref-
erendum, compared the new bailout terms to the Versailles Treaty that had
humiliated and punished Germany after World War I. Feelings were certainly
running high, but objectively Greece needed investment more than ever.

11. EBRD Steps In to Bolster Greek Banks

The EBRD was now free to start looking for investment opportunities.
But the mood of the Board was unsurprisingly one of caution. Even under

34 Tony Barber and Kerin Hope, ‘Syriza win throws down challenge to Europe’, Financial Times, 2.6 January
2015, https://www.ft.com/content/9610da8a-a496-11¢4-8959-00144feabyde.
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normal circumstances, proposals for relatively uncontroversial transactions
such as trade facilitation were subject to intense shareholder scrutiny.

As with Cyprus, the first big EBRD investment in Greece targeted the
troubled banking sector. Dziurman had taken up her position as Director
for Greece and Cyprus, based in Athens, in early September 2015.

Just two months later, the EBRD announced a €250 million financing
package for the country’s four systemic banks, which involved the Bank
buying stakes. It was one of the most controversial set of transactions that
the Bank had ever undertaken.

A review by the ECB had identified a potential capital shortfall of €14.4
billion for the four banks.

The EBRD’s funding supported a multi-billion euro recapitalisation of
Alpha Bank, Eurobank, National Bank of Greece and Piracus Bank and
gave the EBRD the opportunity, as a shareholder, to play an active role,
especially in corporate governance.’s

At the time, Nick Tesseyman, the EBRD’s Head of Financial Institu-
tions, described the recapitalisation of the Greek banks as an essential step
towards the recovery of the country’s economy: “With our involvement we
are demonstrating our commitment to contributing to this process and we
will play an active role as a sharcholder so that the four banks can provide
the real economy with finance again.”

Dziurman recalls that between the go-ahead for the EBRD to invest in
Greece and the start of those operations much had changed, not least as a
result of the election of the new government and the further explosion of the
country’s debt crisis.

Events in the country moved very fast between her appointment earlier in
2015 and actually taking up her position in September. There were occasional
doubts as to whether the new party in power actually wanted the EBRD’s par-
ticipation. Would the EBRD be investing in a country with the euro as its cur-
rency, or would it be the drachma again if Greece exited the eurozone?

Dziurman said that she and her team were starting work on the basis
of an investment plan that did not reflect the changing circumstances in
Greece. She was in the country, building up a team, with a pipeline that was
now out of date. The country assessment for Greece presented to the share-

holders before they decided to agree to EBRD investment had not focused

35 EBRD Press release, 25 November 2015. ‘(EBRD to become stakeholder in Greece’s four systemic banks’.
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particularly on the financial sector, precisely the area where the EBRD had
now made its first very significant investment.

The assessment had put an emphasis on the Bank helping to unlock the
private sector’s access to finance and supporting private sector participation
and commercialisation of infrastructure to enable regional integration and
improving the quality of utility services.

“There was a lot of rejigging,” Dziurman said. There had originally
indeed not been a focus on banks. “But that had changed,” she said.

By the time the first country strategy was published in June 2016, the pic-
ture looked different. Supporting the stabilisation of the financial sector was
one of the strategy’s key priorities, as well as supporting private Greek com-
panies and helping them realise their export potential. Promoting private
sector participation in and commercialisation of the energy and infrastruc-
ture sectors remained a target and subsequent efforts to encourage regional
integration yielded some positive results.®

In the context of private sector involvement in the energy sector, Dziur-
man highlights the EBRD’s role in the privatisation of the country’s gas grid
operator DESFA as a major success. The EBRD took part in the bidding for
a stake in DESFA in 2018. It was not part of the winning consortium, but
the fact that it participated at all contributed to the success of the sale, in
terms of deliveringa good price for the state. “Our presence turned this into
a truly competitive tender.”

12. An Extended Mandate

By 2018, the EBRD had become a very important player on the Greek mar-
ket. Total investments for that year would amount to €846 million, mak-
ing it the third largest recipient of annual financing after Egypt and Tur-
key, but the Greek government felt that the Bank could contribute beyond
its 2020 remit.

A letter requesting an extension of the mandate came on 13 March 2018
from Development Minister Yannis Dragasakis. He said Greece and the
EBRD could be proud of their joint achievement over the previous three
years. Further,

36 EBRD Press release, 23 June 2016. ‘EBRD adopts strategy for Greece’.
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In our view—and this view is very much shared across the political spec-
trum in Greece—there is still much more that the EBRD could do to help
Greece address its transition challenges and assist it in the private sector
investment. There is also scope for working with us, alongside other key
partners, on new plans, as we develop them, to intensify the integration of

Greece within the wider region of South Eastern Europe.?”

The original resolution allowing Greece to become a country of opera-
tions had stipulated that any request for an extension had to be presented
to the 2020 Annual Meeting. But the Greeks wanted to move faster than
this. “It would be good if the Governors could make a decision already
at the Annual Meeting in Jordan later this year,” Dragasakis wrote. That
would have meant taking a decision in just two months in time for the
meeting in May.

Chakrabarti flew to Greece in March for talks with Tsipras and other key
ministers to discuss the question of an extension of the mandate. Reflecting
on the progress to date, he said during the trip:

In less than two and a half years we have invested €1.6 billion in the
Greek economy and Greece has become [on basis of 2017 financing fig-
ures] the fifth largest country in which we invest. This demonstrates what
the EBRD can do and illustrates our commitment to the country, one of
the founding members of our institution. If our shareholders agree, we are
ready to work with the Greek authorities to extend our mandate to sup-

pOI't economic I‘CCOVCI'Y.38

There was a lot of back of forth between management and Board Direc-
tors about the timing of a decision on any extension. Some Directors were
pointing firmly to the original insistence that an extension could not be
requested before the 2020 Annual Meeting,

There was a decision at the EBRD Annual Meeting in Jordan in May
2018, but only for the Governors to ask the Directors to review the request
and come back before the end of the year to seck further guidance on
whether or not to extend Greece’s recipient status.

37 Letter from the Governor for Greece to the EBRD President, 13 March 2018.
38 EBRD Press release, 27 March 2018. ‘EBRD President Chakrabarti in talks with Greek authorities’.
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In its report in September to inform that review, management noted
that the Bank had begun its operations in Greece in the first half of 2015 at
a time of considerable turbulence in the country, culminating in the tem-
porary closure of the banking system and the introduction of capital con-
trols. While relative calm was restored by the second half of 2018, growth
remained elusive for some time afterwards and investment and confidence
levels remained subdued as Greece struggled to emerge from the crisis.

Greece had only exited its latest rescue programme a month earlier, in
August 2018, and still faced important challenges. The country contin-
ued to need substantial investment that was only likely to come from exter-
nal sources and reforms that had been initiated during the adjustment pro-
gramme still had to be implemented. Encouragingly, as part of its new
growth strategy, Greece intended to promote regional cooperation and
intensify efforts to develop interconnections with neighbouring countries
in south-eastern Europe. As Chakrabarti made clear in his recommenda-
tion to the Board: “Addressing these challenges is key to making Greece
more resilient. It will take several years to do so effectively, and the Bank is
well placed to continue to assist Greece in the three targeted areas.”

Looking back, Dziurman said the extension was clearly justified by the
events in Greece as the EBRD had started its work there, and as the Bank
adjusted to the changing needs of the economy and the new government set-
tled in. “There had been delays. We had lost a bit of time out of the five years.
We’'d obviously managed to find opportunities and we had built the foun-
dations that meant we could do more.”

By early December 2018, with the Governors on board, the EBRD could
announce the extension. Commenting on the successful endorsement of the
Bank’s further engagement in Greece until 2025, the President said:

With its investments and support for Greece so far, the EBRD has dem-
onstrated its ability to respond quickly to the country’s economic require-
ments. The extension of the mandate illustrates our continued commitment.

We are now ready to do more to support Greece in its economic recovery.*’

Announcing the extension, the Bank referred specifically to its achieve-
ments in the stabilisation of the banking sector, its participation in the

39 EBRD Press release, 4 December 2018. ‘(EBRD extends its mandate in Greece’.
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modernisation of regional airports, a framework for renewables, the launch
of a programme of support and advice for small- and medium-sized enter-
prises and its support for Greek banks to resolve the challenge of high levels
of non-performing loans.

Dziurman adds that the EBRD engagement was very market oriented.
“What we ended up doing a lot of in Greece were market transactions. We
did a lot of bonds.”

With its investments in corporate bonds listed on the Athens Stock
Exchange, the EBRD made an important contribution to the development
of the local capital market. It also supported the access of Greek firms to the
international capital markets with its participation in a number of Euro-
bond issues. By 2020, the EBRD had invested well over €600 million in
around 20 domestic and international bond deals, worth a total of more
than €9.2 billion.

In an interview with the Greek newspaper Kathimerini on 27 January
2019, Bartzokas underlined the reasons for a continuing Bank presence:

The EBRD’s successful involvement in Greece confirms the scale of invest-
ment needs and the feasibility of launching financing structures with
sound market economics criteria that mobilize private capital and enhance

the prospects for economic growth.*

When asked in 2020 to provide an overall assessment of EBRD’s engage-
ment in Greece, Bartzokas told the same newspaper:

The successful operation of the EBRD in Greece is a testament of the need
and the feasibility of market-based solutions for investment recovery. If
we consider that the EBRD’s investments are private sector oriented, with
an estimated threefold capital leverage, we can conclude that untapped
opportunities are at the disposal of policy makers for investment recovery

in the Greek economy.*'

40 Evgenia Tzortzi, 'EBRD’s long-term investment in Greece’, eKathimerini, 27 January 2019, http://www.
ekathimerini.com/237076/article/ckathimerini/business/ebrds-long-term-investment-in-greece.

41 Evgenia Tzortzi, ‘Economic crisis experience key in battling Covid fallout, says EBRD official’, Ekathime-
7ini, 11 June 2020, https://www.ckathimerini.com/253538/article/eckathimerini/business/economic-crisis-
experience-key-in-battling-covid-fallout-says-ebrd-official.
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By the end of 2020, the EBRD had invested a total of over €4 billion in
Greece and had a substantial portfolio of €2 billion, overwhelmingly in the
private sector.

The rapid build-up in business showed that the EBRD had repaid its
shareholders’ faith in its abilities to deliver change on the ground through
its investments and expert sectoral and policy advice.

Shareholders had taken on serious risks in pressing the “go” button at a
time of great turmoil and economic uncertainty, but the rewards were there
for all to see with good prospects of more successes to come in the future.
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Geopolitical Tensions

Introduction

Two decades after the fall of the Berlin Wall, the EBRD had begun to invest
in a new range of countries located on the borders of the European Union
and across the Mediterranean Sea. The addition of these countries—Tur-
key, Egypt, Jordan, Tunisia, Morocco, Cyprus and Greece—increased the
population in the Bank’s ambit by more than two-thirds. The Bank’s opera-
tional compass had swung significantly towards the south. But it was events
related to Russia that made this shift decisive.

Russia’s share of annual Bank business had already begun to wane by
2007, from a level of just over 40 per cent. After the annexation of Crimea in
2014 and the imposition of EU sanctions on Russia, sharcholder guidance
interrupted the flow of investments. From that July, new EBRD business in
Russia dropped away to zero; and the portfolio shrank from an earlier peak
of around €10 billion to little more than €1 billion by the end of the decade.

A series of events linked to Russia contributed to this situation, start-
ing with a conflict in Georgia, followed by the seizure of Crimea and esca-
lating with military engagement involving Russian-backed rebels in eastern
Ukraine. It would lead to disputes with Russia at the Board for a number of
years and a difficult period for the EBRD’s President and its management.

Although the Bank would survive unscathed in overall business volume
terms, which continued to grow steadily, the absence of new activity in Rus-
sia represented a radical departure from the EBRD’s previous strong engage-
ment with the Federation. Investment and reform at centre of the former
Soviet Union had after all been a key driver of the Bank’s transition mission;
and Russia was its biggest client by far.

155



Transforming Markets

Resources allocated to help Russia’s development now shifted towards
the Mediterranean region. The transition needs of the new countries, espe-
cially given their rapidly growing populations, were large. It therefore made
eminent sense to redeploy the EBRD’s efforts and ramp up business in this
region while also continuing to pay attention to countries where transition
progress had been slow, such as in Central Asia.

The demise of Russian operations was undoubtedly a disappointing coda
to a relationship that over the years had benefitted both sides well. But circum-
stances had changed and the growing gap became increasingly unbridgeable.

Russia nonetheless continued to play a significant role as a strong and
vocal member of the Bank giving all EBRD members through its Board
Director the benefit of its knowledge, especially on transition challenges
facing newer countries of operations.

Events in this story begin in the dog days of summer 2008 in Tskhinvali,
the capital of South Ossetia, a separatist area of Georgia close to the border
with Russia.

1. The Crisis in Georgia, 2008

Around the middle of 2008, the Georgian economy was performing
strongly. Under flamboyant President Mikheil Saakashvili, the country had
introduced a series of reforms aimed at improving the business climate and
attracting more investment. The banking sector had strengthened signifi-
cantly over the previous two years and a new regulatory agency was beefing
up supervision across the financial sector.

Saakashvili was presiding over what was viewed as an unparalleled suc-
cess story in the region, a paragon of private sector-led transition. Foreign
direct investment in Georgia had risen dramatically, reaching almost 20 per
cent of GDP in 2007, or nearly US$ 2 billion, and remained vigorous into
2008. In April, Georgia issued its first sovereign Eurobond, raising US$ soo
million, which was heavily oversubscribed. Since Saakashvili took over as
President four years earlier, the economy had expanded at an annual rate of
over 10 per cent and was running at a robust 8.5 per cent rate in the first half
of the year.

This rosy economic scenario, however, belied a more sinister geopolit-
ical backdrop of growing tension between Georgia and Russia over two
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breakaway republics in Georgia and Georgia’s desire for membership of
NATO. Relationships had long been strained and the tension erupted into
war between the two countries on 7 August 2008. There was an immediate
impact on the economy, with GDP falling by over 6 per cent in the third
quarter, and especially on Georgia’s banking system.

Even before G7 Finance Ministers on 20 August called for a strong
response by IFIs —including by the EBRD'—the Bank was on the ground
talking to clients, preparing financing packages and coordinating its
response with the international community. The EBRD saw its role as par-
ticularly important in order to preserve as far as possible Georgia’s private
sector-led growth model.

EBRD staffers look back at the occasion as an important moment when
the Bank came into its own in defence of the economy and financial system
of one of its countries of operations at a time of crisis.

Although small in comparison with other countries of operations, Geor-
gia was significant because it had been very successfully following a reform
path, one which the EBRD had been supporting. Bank activities in the
country had increased rapidly during this time with the portfolio more than
quadrupling between 2004 and 2008 to almost €400 million. The conflict
and its consequences threatened these achievements.

For a poor country in the Caucasus, the effects of the war were serious with
tens of thousands of its citizens displaced or made homeless. The immediate
humanitarian task was for others to deal with. But the Bank could see that fail-
ure to stabilise the economy would bring further disaster and there wasa need to
help reconstruct damaged infrastructure and housing. As an important energy
transit region, Georgia’s future depended on a swift restoration of business.

Bank teams were quickly mobilised. UK-based staff were brought back
from their summer holidays for meetings at EBRD headquarters to map out
a response, with a suitable action plan and communications strategy. The
resident office in Thbilisi was on high alert and ready to respond. Some staft
evacuated their families. Nonetheless, Bank business carried on, with the
office only shutting its doors for one day.

1 “We...call on the Georgian authorities, other countries, the World Bank, European Bank for Reconstruc-
tion and Development, Asian Development Bank, European Investment Bank, and European Commis-
sion to promptly identify and support reconstruction needs and the restoration of services that will build
a base for future economic growth.” G7 Finance Ministers statement, Washington DC, 20 August 2008,
Munk School, University of Toronto.
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Local and international staff worked round the clock to deal with the
immediate challenges—both in the jeopardised banking sector and across
the country’s damaged infrastructure. A crisis-response template was cre-
ated which had lasting benefits—it turned out the global financial crisis was
only weeks away.

2. (Georgia and NATO

Saakashvili had swept to power aged just 36 in 2004, after the ‘Rose Revolu-
tion’ that ousted Eduard Shevardnadze, the former Soviet Foreign Minister
whose presidential administration of Georgia was tarnished by allegations
of corruption and vote-rigging. After winning the presidential election on 4
January, the reform-minded US-educated lawyer pledged to push for closer
ties with the USA and Europe and to stamp out the corruption that had
hampered economic progress. He had been determined to radically moder-
nise the Georgian economy and to make it a magnet for external investment.

Lado Gurgenidze, who became Prime Minister of Georgia in late 2007
after heading Bank of Georgia, the largest bank in the country, has no doubts
about the success of the policies that were introduced in the wake of the rev-
olution. “The economy was doing phenomenally well,” he said. There had
been massive deregulation, aggressive privatisation and a radical simplifica-
tion of the fiscal regime that produced low and flat taxes. At the same time,
the government had been in a position to deliver funding for social assis-
tance, welfare and healthcare on the back of a six-fold rise in tax revenues.

On the external front, since taking power Saakashvili had pursued a dual
strategy that sought to reduce the tensions with Russia while he simultane-
ously wooed the NATO alliance.

Nonetheless, tensions with Russia increased during the four years of Saa-
kashvili’s first term as he guided Georgia towards NATO and because of
Russia’s support for the breakaway regions of South Ossetia and Abkhazia,
where Moscow stationed peacekeeping troops.

The war of words intensified, partly as Russia linked a bid for indepen-
dence from Serbia by Kosovo to developments in the two rebel regions in
Georgia. Russia was fiercely opposed to independence for Kosovo, making
clear that if Pristina could take this step then South Ossetia and Abkhazia
could secede from Georgia.
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Kosovo formally declared independence on 17 February 2008 (and is
still not recognised by Russia). At the same time, Tbilisi was actively pur-
suing NATO membership, a goal that Moscow firmly rejected both for
Georgia and for fellow former Soviet republic Ukraine. These moves wors-
ened relations with the West. A Reuters briefing summarised the picture:
“The West’s recognition of Kosovo’s declaration of independence from
Serbia in February 2008, over Russian objections, fueled tensions and in
April NATO pledged future accession for Georgia and Ukraine, angering
Moscow.”*

By this stage, a number of former communist countries had signed up
to NATO, including Poland, Hungary and the Czech Republic. In another
round, in 2004, they were joined by Bulgaria, Romania, Slovenia, and the
Slovak Republic—and also the Baltic States.? NATO membership was
firmly on the agenda for Ukraine and Georgia, but Russia was adamantly
opposed. NATO itself was split, with the US and former communist mem-
bers in favour and some of the western Europeans nervous about antagonis-
ing Moscow.

At a NATO summit in April 2008 in Bucharest, the western alliance
invited Croatia and Albania to join the alliance, which they did a year later.
An invitation to what was then formally called the Former Yugoslav Repub-
lic of Macedonia would have to wait until a dispute about the name of the
country with Greece was resolved.* Neither Georgia, nor Ukraine received
the firm invitation accorded to Croatia and Albania. While NATO’s lan-
guage was strong and supportive, further assessment was put off until the
end of the year.

Pressure from Russia continued, however. By the middle of April, Mos-
cow was strengthening its ties to South Ossetia and Abkhazia in what Geor-
gian Foreign Minister Davit Bakradze said amounted to a “legalisation of
the de facto annexation process” by Russia. The NATO alliance said it was
deeply concerned and called on Moscow to reverse the legal ties that had

been established.

2 ‘Facts about the 2008 war in Georgia’, Reuters, 4 August 2009. https://www.reuters.com/article/us-geor-
gia-war-conflict-sb-idUSTREs732TH20090804.

3 To this day, Latvia, Lithuania, and Estonia are the only former Soviet states to have become members.

4 North Macedonia became a member in 2020.
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3. Conflict in South Ossetia and its Impact

As spring turned to summer, both sides turned up the rhetoric and the
build-up of their forces, with fighting erupting between Georgian troops
and separatist forces in early August 2008. Georgia launched a campaign
against Tskhinvali, on the evening of 7 August. Russia responded by send-
ing tanks into South Ossetia, ostensibly to support Ossetians who were Rus-
sian citizens on the basis of their Russian passports.

The Russian assault went beyond the confines of South Ossetia, with a
push into Georgia to within just 25 miles of Tbilisi. After five days of fight-
ing, a ceasefire agreement was negotiated on 12 August between Russian
President Dmitry Medvedev, Saakashvili, and French President Nicolas Sar-
kozy, on behalf of the European Union. Following the ceasefire, Russia rec-
ognised the independence of South Ossetia and diplomatic ties between
Thbilisi and Moscow were severed.

An official EU fact-finding report issued a year later blamed both par-
ties for the conflict, which it said had left nearly 850 people dead and 35,000
Georgians homeless and in which thousands of Georgians had tried to flee
to either Armenia or Azerbaijan.s

During the conflict, the EBRD called for a rapid resolution in a public
statement that referred to the enormous progress Georgia had made with
reforms that had helped the economy develop, attract investment and deliver
an efhcient, well capitalised and robust banking sector. The Bank reinforced
its message, saying: “The EBRD will continue to stand by its partner banks
in difficult times and to work on active prospective projects in the Georgian
financial sector.”

The conflict with Russia had an abrupt and severe effect on the econ-
omy. The stock market fell sharply and international reserves dropped by
one-quarter, tens of thousands of Georgians withdrew cash from their bank
accounts threatening the banking system” while transport routes between
Poti, Georgia’s main Black Sea port, and Thbilisi were cut off, creating a

s EU Council (2009), Report of the Independent International Fact-Finding Mission on the Conflict in
Georgia: hteps://www.echr.coe.int/Documents/ HUDOC _38263_08_Annexes_ ENG.pdf; ‘Quotes from
EU-sponsored Georgia war report’, Reuters, 30 September 2009, https://www.reuters.com/article/uk-geor-
gia-russia-report-highlights/quotes-from-cu-sponsored-georgia-war-report-id UK TREs8T3SU20090930.

6 EBRD Press release, 11 August 2008. ‘EBRD urges rapid resolution of Georgia conflict’.

7 Bank deposits fell by 14 per cent within two weeks according to National Bank of Georgia figures.
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bottleneck for many products.® Georgia’s vital tourism industry was also
badly affected as was confidence in the economy more generally.?

Georgia’s fast-growing economy, which had been pulling in very large
amounts of FDI in the previous two years, was facing a difficult future.
“That FDI disappeared overnight,” Gurgenidze recalls.”> Georgia was expe-
riencing a domestic recession. “Banks were sitting on a bunch of non-per-
formingloans,” he adds. Gurgenidze pointed further to infrastructure dam-
age worth around US$ 1 billion equivalent to nearly 10 per cent per cent of
Georgia’s GDP of just US$ 12 billion.

In the wake of the conflict, the EBRD quickly linked up with the IMF,
with whom contacts in the region were particularly good, and engaged with
the World Bank and UN in a Joint Needs Assessment (JNA) for Geor-
gia that also involved the Asian Development Bank (ADB), the European
Commission, the EIB and the IFC.

The scale of Georgia’s needs was soon established. Budgetary short-
falls, infrastructure and social sector spending were estimated at some
US$ 3.25 billion over three years, with additional funding of US$ 700 mil-
lion needed to keep the banking sector afloat. The IMF provided an excep-
tional access Stand-By Agreement in September,’* which helped cover exter-
nal financing gaps and stem the decline in confidence, while in October
international donors pledged support totaling US$ 4.5 billion."

Catarina Bjorlin Hansen, in 2020 the regional EBRD Head for the Cau-
casus, had been an infrastructure banker based in Tbilisi back in 2008. She
was out of the country when the conflict began but took the first flight back
to Thilisi. “There was definitely a fighting spirit,” she recalls, as teams were
galvanized into action. “We toured the whole country by car, looking across
the cities of Georgia to see what had been damaged, destroyed and what

8  See ‘Georgia: Request for Stand-By Agreement’, IMF, 10 September 2008, https://www.imf.org/external/
pubs/ft/scr/2008/cro8328.pdf; and Dan Bilefsky, “War Left Georgia Economy Bruised, but Not Broken’,
New York Times, 27 September 2008, https://www.nytimes.com/2008/09/28/world/europe/28georgia.
html.

9 Spreads on Georgia’s sovereign bonds rose by 240 basis points at their peak, to 775 basis points above com-
parable US Treasuries. Georgia’s sovereign and banks’ external debt ratings were also downgraded. See
‘Georgia: Request for Stand-By Agreement’, IMF, p. 10.

10 Interview, 2021. Note that the authorities and IMF staff predicted a drop in private inflows—FDI, bank
lending and portfolio investment—of over US$ 1 billion in the second half of 2008, of which about half
was expected to result from lower FDI. See ‘Georgia: Request for Stand-By Agreement’, IMF, pp. 12-13.

11 An 18-month programme of 317 per cent of quota, worth around US$ 750 million and equivalent to 7.5 per
cent of Georgia’s 2007 GDP, was approved on 15 September 2008.

12 Approximately US$ 2 billion in grants and US$ 2.5 billion in loans.
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needed to be rebuilt,” she says. “On my birthday, I inspected a bombed-out
waste water treatment facility.””

The tour was an opportunity to make an in-depth assessment of the
whole infrastructure challenge across Georgia, looking to make improve-
ments in both the conflict areas and the areas which still needed work fol-
lowing the neglect of the Soviet era. It was important to make sure post-
conflict reconstruction in the war zone did not lead to regional imbalances.
According to Bjorlin Hansen, this exercise laid the ground for many of the
infrastructure improvements that are visible in Georgia today.

A major part of the EBRD’s response to the crisis involved decisive sup-
port for the banking sector that is still remembered over a decade later by
local financial sector leaders.

The JNA report, presented to donors in Brussels in October 2008, said
the conflict had dealt a shock to the key pillars of economic growth across
Georgia. There had been a weakening of investor, lender and consumer con-
fidence, a contraction of liquidity in the banking system, stress on public
finances, damage to physical infrastructure, and increased numbers of inter-
nally displaced persons.

The report said the banking sector had weathered the immediate impact
of the conflict but referred to near-term post-conflict challenges. Key banks
faced external obligations falling due in early 2009. The economy had expe-
rienced an increase in the demand for dollars and withdrawal of deposits
from the banking system. The report also drew up an assessment of the sec-
tor’s financing requirements, estimated at some US$ 700 million in short-
term finance in order to allow a rollover of liabilities and to provide support
for a moderate growth scenario. It said these could be satisfied by a combina-
tion of equity and debt finance as well as guarantees by international finan-
cial institutions and by donors.

4. The Bank’s Response

The EBRD was preparing to address these needs well before the publica-
tion of the report. Just one week after the Russian invasion, Nick Tessey-
man, newly appointed as Managing Director for Financial Institutions, was

13 Interview, 2020.
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in Tbilisi with a team working with the EBRD’s eight partner banks and
developing a range of fast disbursing support facilities, in particular for the
country’s two leading banks, Bank of Georgia and TBC Bank. The purpose
of these facilities was to provide essential liquidity and an important buffer
against the effect of a sudden downturn in activity across the economy.

The very fact that the EBRD was in Georgia early on and actively work-
ing with the banks was a calming signal. By September the outline of financ-
ing for Bank of Georgia had been prepared and the whole process was
approved by the Board in November. As one banker active on the deal later
commented, “The EBRD’s response was in time to shore up Bank of Geor-
gia’s balance sheet.”

The EBRD together with the IFC provided a US$ 200 million finan-
cial package to Bank of Georgia that was made up of subordinated, con-
vertible and senior loans that offered longer-term liquidity and allowed the
bank to continue lending to retail clients and SMEs, key drivers of eco-
nomic growth in Georgia. At the time it was the EBRD’s largest transac-
tion in the financial sector in the early transition countries (ETCs), which
are among the poorest countries where the EBRD invests. The financing
helped Bank of Georgia recover from the crisis and to promote a stable and
healthy banking sector.

TBC Bank, the second largest in Georgia, with which the EBRD had
begun a relationship based around trade finance back in the late 1990s,
received US$ 70 million in a financing package that comprised two loans
and an equity stake worth US$ 36.8 million.

Bank of Georgia and TBC Bank dominated the Georgian banking sec-
tor, representing up to 7o per cent of the banking market. For Gurgenidze
it was quite clear that not one but both of these banks could have collapsed
given the size of the economic shock from the war and the growing global
crisis. He said: “Specifically, the EBRD—together with the IFC—in the
immediate aftermath of the war were instrumental in helping to avert a
banking crisis. They played a very important role.”

This support sent an important signal at a time of investor anxiety caused
by the war, especially given the downgrades imposed after the outbreak of
hostilities by the rating agencies Fitch and Standard & Poor’s.

On 5 September, EBRD management presented to its Board proposals
for a response to the challenges to growth from the conflict and its nega-
tive impact on investor confidence. The Bank made clear it would continue
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to support its partners and help the local economy regain its momentum,
so Georgia could again become a stable and attractive location for foreign
investments. In accordance with its three governing principles,’* the EBRD
outlined a three-pronged approach that entailed maintaining the higher
level of investments already envisaged in the 2008 business plan, as well as
offering co-financing in new infrastructure funds and actively participating
in the IFI/donor needs assessment steering group with the specific aim of
making sure responses did not crowd out the private sector.

Another positive that arose out of this difficult period was enhanced coop-
eration among the donor community and development organisations like the
EBRD in Georgia. “This conflict paved the way for donor coordination in
Georgia,” said Bjorlin Hansen, “raising it to a completely different level and
resulting in the excellent cooperation that we have in this country today.”*s

The EBRD’s response to the conflict in Georgia was underway as the
global financial crisis was escalating and just days before the collapse of
Lehman Brothers on 15 September 2008 sent emerging economies into a
tailspin. The experience was put to good use in this new context. The com-
bination of IFI and donor efforts and the effective response of the Georgian
authorities to their predicament was decisive in ensuring Georgia’s situation
stabilised and that the economy returned to a steady growth path further
ahead, one that outperformed its peers in the longer term.

5. Ukraine and Russia, 2014

On 23 July 2014, the EBRD issued a short statement that would test rela-
tions for years to come with the very country that until then had been the
largest single recipient of its investments. The Bank was being drawn into a
geopolitical crisis that was reverberating around the globe.

It was a development that would also radically change the EBRD’s
investment portfolio, signalling and sealing a further dramatic shift in the

14 Transition impact, additionality, and sound banking. In the latter case the IMF US$ 750 million macro-
economic stabilisation package was seen as key by providing vital external finance and liquidity to the heav-
ily-dollarised Georgian economy.

15 The JNA, to which the EBRD contributed, was named as one of the winners in the World Bank’s third an-
nual competition ‘Improving the Lives of People in Europe and Central Asia’ in 2010. See ‘Georgia Post-
Conflict Joint Needs Assessment Wins a World Bank Prize’, World Bank Press Release, 31 March 2010.
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geography of the Bank’s activities away from the cradle of its inception, the
former communist countries of eastern Europe

On that day, the EBRD effectively ceased new financing in Russia—
not as a management decision but following guidance from a majority of
its Board of Directors that they would “for the time being” be “unable to
approve new investment projects in the Russian Federation”.’®

Annexation of Crimea and armed conflict in eastern Ukraine

The guidance followed an angry response by the EU and the USA to the
escalating tensions between Russia and Ukraine. In March 2014, Russia had
annexed Crimea, which had been part of Ukraine since the 1950s. Shortly
afterwards Russian-backed separatist rebels and Ukrainian forces were wag-
ing an increasingly violent war in eastern Ukraine.

On 16 July, the EU called on both the EBRD and the EIB to halt financ-
ing to Russia when it announced a series sanctions aimed at Moscow.

Western anger against Russia rose dramatically just one day later when
a Malaysian airliner en route to Kuala Lumpur from Amsterdam was shot
down over Ukraine. All 283 passengers, the overwhelming majority of
whom were Dutch citizens, and 15 crew were killed. A Dutch-led investiga-
tion team concluded that flight MH17 had been hit by a Russian-made Buk
missile fired from a field in eastern Ukraine controlled by the rebels.

The halt to new EBRD financing was perhaps just one small piece in
the complex mosaic of fraught relations between Russia and Ukraine and
between Russia and the West. It was, however, a step that some at the Bank
initially feared might prove existential.

The importance of Russia to EBRD business

Russia was a crucial integral part of the EBRD’s operations. By far the largest
economy within its region, Russia consistently received the highest annual
share of EBRD investments and the Bank was the most important interna-
tional investor in the country outside of the oil and gas sector.

16 EBRD Press statement, 23 July 2014. ‘EBRD statement on operational approach in Russia’. Council
on Foreign Relations (CFR): https://www.cfr.org/backgrounder/ukraine-conflict-crossroads-europe-
and-russia.
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By 2013, the EBRD had invested over €23 billion in Russia in more than
700 individual projects. Concerns had been expressed during the latter part
of the first decade of the 21* century that the EBRD was becoming over-
dependent on Russia. In absolute terms, the peak of EBRD investment had
been in 2011, when Bank financing was some €2.9 billion out of a total of
just over €9.0 billion. As a share of investment, however, Russia had taken
over 40 per cent of total financing in 2007. The share had been steadily and
deliberately reduced in subsequent years. One of the arguments for entering
the Turkish market in 2009 had been to create a more balanced portfolio as
a counterweight to the dominance of Russia.

In 2013, however, the Bank was still expressing a strong commitment
to its continued presence in Russia. “We are proud of the role we play here
and will continue to play in the further long-term development of the Rus-
sian economy,” Chakrabarti told a meeting of the Russia-Singapore Business
Forum in September of that year.

The EBRD strongly believed that its private sector-focused investments
could support the growth of a burgeoning middle class in Russia that ulti-
mately would build a counterweight to the pervading role of the state in the
economy. It aimed to bolster the reformers, strengthening the role of private
sector players that would keep demanding a level playing field, respect for
property rights and the rule of law.

The EBRD strategy at the time made this clear:

The Bank will pay particular attention to projects that increase eco-
nomic opportunities for the emerging middle class in the regions through
increasing access of regional SMEs to finance, supporting urban renewal,

and improving the quality of jobs and services.'”

Bank financing was overwhelmingly in the private sector. Of its invest-
ments in the six months up to the financing halt in July 2014, 88 per cent
had been private sector projects.

There were undoubted challenges to investment in Russia, not least of which
was corruption. Nevertheless, Chakrabarti made clear in his speech to the forum
that the EBRD was going to stay in Russia and was there for the long haul.™

17 EBRD Country Strategy for Russia: https://www.ebrd.com/downloads/country/strategy/russia.pdf.
18 EBRD Press release, 23 September 2013. Speech transcript, ‘EBRD is fully committed to Russia’.
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The halt in financing to Russia in 2014 starkly underscored the shift
in the EBRD’s activities that had been signalled in 2008 when sharehold-
ers agreed that the Bank would invest in Turkey, meaning for the very first
time the EBRD would venture beyond the confines of the former commu-
nist east.

At the end of 2013, before the financing halt the Bank’s portfolio of
investments in Russia stood at €8.9 billion, by far the largest individual hold-
ing. Just one year later, annual investment to Russia would fall to €608 mil-
lion from €1.8 billion in 2013. In that same year, Turkey became the Bank’s
single largest country of operations by annual investment volume, with a
total of just under €1.4 billion.

Six years later, with no new investments since July 2014 in Russia, and
as loans were repaid and shareholdings wound back in the normal manner
of business, that portfolio had shrunk to just under €1.2 billion, dwarfed
by the relatively newer geographic investment destinations. Turkey now
accounted for the lion’s share, with a portfolio close to €7 billion. The hold-
ings in Egypt had risen to close to €4.5 billion.

6. Deep and Persistent Corruption

The Yanukovych era

For all the later tensions with the Moscow authorities that would emerge
from the halt to investments linked to events in Ukraine, a year earlier in
2013, it was in fact Ukraine that was causing the EBRD the most problems.

In 2010, Viktor Yanukovych had taken over the Presidency of Ukraine
from Viktor Yushchenko. It was Yanukovych’s second shot at leadership. An
carlier election victory in 2004 against Yushchenko had been overturned
amid allegations of fraud and voter intimidation that triggered the ‘Orange
Revolution” from which Yushchenko emerged as a hero.

During his period in office, Yushchenko pinned his colours firmly to the
mast of closer integration with the West. He regularly stressed the impor-
tance of Ukraine joining both the EU and NATO, a position that Moscow
continued to resist. He criticised Russia’s incursion into Georgia in 2008
and annoyed Moscow by insisting that Russia remove its Black Sea fleet
from Crimea by 2017.

167



Transforming Markets

When Yanukovych assumed power in 2010, primarily with the support
of Russian speakers in the industrial east of Ukraine as well as in the south
including in Crimea, he was determined to mend the relations with Mos-
cow that had soured significantly under Yushchenko. Equally, he knew he
had to play both sides of the geopolitical equation.

In a low-key inauguration ceremony that was boycotted by his 2010 elec-
tion rival Yulia Tymoshenko and most of her party, Yanukovych pledged to
steer a balanced line between Russia and Europe. His first trip abroad was not
to Moscow, but to Brussels where he told EU leaders, “For Ukraine, European
integration is a key priority of our foreign policy”. His aim was also, he said:
“Friendly and constructive relations with the Russian Federation and devel-
oping friendly relations with strategic partners such as the United States.”"

The real change in relations would nevertheless be with Moscow, to
where Yanukovych flew just three days after his visit to Brussels. “The new
government in Ukraine will change relations with Russia, so that they will
never again be like they were for the last five years,” Yanukovych told Rus-
sian President Dmitri Medvedev. The Russian leader responded: “I hope
that with your arrival and your work as president this black page in relations
between Ukraine and the Russian Federation will be turned over, and we
will see completely new conditions for cooperation.”

During his inauguration speech, in what would be viewed with bitter
irony following his ignominious departure from office and from his country
four years later, Yanukovych had made a pledge to combat corruption, in a
country where this social and economic curse remained endemic.”’

From the point of view of the EBRD, Yanukovych failed signally to
deliver on his anti-corruption pledge. Towards the end of 2012, the Bank
was becoming increasingly agitated about persistent reports of illegal raid-
ing on businesses that were having a negative impact on business confidence.
In internal meetings, management reported that public governance had
continued to deteriorate and corruption had worsened significantly.

The EBRD was concerned that the Ukrainian administration had no
real commitment to tackling this issue.

19 Stephen Castle, ‘New leader of Ukraine secks closer ties with E.U.’ International Herald Tribune, » March
2010.

20 ‘Ukraine’s Leader Visits Russia’, 7he New York Times, 2 March 2010.

21 Mark Rachkevych, ‘Ukraine’s Yanukovych: corruption talks, EBRD walks’, Financial Times, 6 November
2013, https://www.ft.com/content/664db72d-8efs-386e-abbg-48948adcctaf.
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In 2013, an expose from the openDemocracy website indicated that
friends and family of the political leadership were the primary beneficiaries
of the rent-secking structures that dominated the Ukrainian political sys-
tem and state.

Anarticle, entitled “Yanukovych’s “Family” spreads its tentacles’, referred
to the President’s recent political appointments, “all of which have gone to
close associates of his elder son”. Yanukovych was now dependent on his
own inner circle, connected to him by the ties of “Family” business.**

Later, immediately after Yanukovych had been removed from office in
2014, Saakashvili, by then the former Georgian President revealed how the
Ukrainian would openly boast to other heads of state how corrupt he was.

In an interview with the Guardian newspaper, Saakashvili said Yanu-
kovych bragged at length about how his corrupt government worked, at a
2011 UN meeting in front of a group of leaders from post-Soviet countries.
“He would talk very loudly about how he had corrupted senior officials, in
the supreme court and the constitutional court,” Saakashvili said. “He didn’t
care who he was talking to; the guy did not have any idea about morality.”*

Anti-corruption efforts

Chakrabarti flew to Kyiv in February 2013 with a high-ranking manage-
ment team for talks with the Ukrainian leadership where these concerns
would be put firmly on the table. Reporting to the Board on his return,
Chakrabarti said he had reinforced the EBRD’s underlying commitment
to investment in Ukraine, but this commitment would not come without
strings attached.

The scale and the scope of future activities would depend on the govern-
ment’s success in securing macroeconomic stability, preferably through an
IMF programme and by pushing further structural reform in certain sec-
tors, particularly in the energy and local capital markets sectors. Crucially,
the level of investment would depend on “seriously fighting corruption and
unfair business practices”.

22 Sergii Leshchenko, ‘Ukraine: Yanukovych’s “Family” spreads its tentacles’, openDemocracy, 29 January
2013, https://www.opendemocracy.net/en/odr/ukraine-yanukovychs-family-spreads-its-tentacles/.

23 Shaun Walker, ‘Viktor Yanukovych boasted of Ukraine corruption, says Mikheil Saakashvili’, 7he Guard-
ian, 25 February 2014, https://www.theguardian.com/world/2014/feb/2s /viktor-yanukovych-ukraine-
corruption-mikheil-saakashvili.
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It was unusual for the EBRD to play out its political discussions with its
countries of operations or its other shareholders in the public arena. Tough
diplomatic messages had always tended to be confined to face-to-face,
closed-door meetings. Open criticism of the Uzbek regime at the EBRD’s
Annual Meeting in Tashkent in 2003 led to an almost total freeze on EBRD
activities in the country until after the death of Uzbekistan’s long-term Pres-
ident Islam Karimov 13 years later.

In Ukraine, however, Chakrabarti was determined to go public and did
not hold back in a news conference with international and local media. Just
as Jean Lemierre had done in Tashkent, so Chakrabarti laid down a gaunt-
let to Yanukovych.

At the news briefing, the EBRD President said Ukraine needed to step
up its fight against corruption to improve its deteriorating business climate.
He spoke openly about the increasing number of complaints the EBRD
had received from companies working in the country. Businesses had raised
concerns about their treatment by tax and customs officials and courts.
“The scope and scale of our investment will depend on the business cli-
mate,” Chakrabarti said. “In recent months, as you all know, the business
climate has deteriorated.”

Businesses were complaining that tax authorities were trying to plug
the growing budget deficit by forcing companies to make advance tax pay-
ments. Complaints about straightforward corruption were also common.
Chakrabarti said: “We want to see much more action to tackle corruption
at all levels. It is not just about passing laws, of course. Implementation is
needed. We need concrete steps on these issues.”*

The Ukrainian authorities—in public at least—responded positively to the
EBRD’s pressure. Yanukovych said Ukraine had been implementing reforms
for over three years, and the country would hold to this course. He believed
Ukraine should be given more time to implement these reforms, but he also
stressed that Kyiv remained committed to closer ties with Europe: “Several
things contribute to the effective cooperation between Ukraine and the EBRD.
I mean, first of all, a stable partnership, in which the bank never lets Ukraine
down, while Ukraine, its government, does its best to fulfil its obligations.”

24 ‘EBRD warns Ukraine over worsening business climate’, Reuters News, s February 2013, https://www.
reuters.com/article/ukraine-ebrd/ebrd-warns-ukraine-over-worsening-business-climate-idUSLs N-
oBsCi1920130205.

25 “Yanukovych satisfied with Ukraine’s cooperation with EBRD’, Interfax, s February 2013.
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One of the goals that the EBRD wanted to help Ukraine achieve at this
time was getting into the top 100 countries of the World Bank’s Doing Busi-
ness ranking. It had crept up in the previous year to stand in the 137" posi-
tion but it had much more work to do.

Just three days after the top-level meeting between the EBRD and Ukrai-
nian presidents, concrete measures were made public that would support
Ukraine’s reform ambitions. One key element was the establishment, at the
suggestion of the EBRD, of a business ombudsman that would aim to set-
tle disputes between Ukrainian business and the authorities. Investors and
other business people, both domestic and foreign, would be able to turn to
the ombudsman to seck redress in response to their complaints.

The creation of the ombudsman was part of a larger anti-corruption ini-
tiative that the EBRD was developing, in conjunction—it was hoped—
with the political leaders in Kyiv. In April, Chakrabarti told the Wall Street
Journal that the EBRD was aiming to launch a plan to tackle corruption in
Ukraine in the summer of 2013: “Until they do something about corrup-
tion, it’s difficult to get foreign investors to go near the country.”*

At the same time, the EU, while reporting progress on the creation of
Association Agreements, including a Deep and Comprehensive Free Trade
Area (DCFTA) with its eastern European neighbours in the Eastern Part-
nership (EaP), was also putting pressure on Kyiv. In order to proceed in
Ukraine, the EU wanted to see further steps to make sure parliamentary
clections were compliant with international standards, on addressing the
issue of ‘selective’ justice and in implementing agreed reforms.

When Chakrabarti made a speech in Paris in June 2013 about the perva-
sive problem of corruption across the EBRD regions, he singled out Ukraine
for a special mention. He also actively coaxed the Ukrainian authorities into
action by pre-empting their own commitment to the EBRD’s plans for the
anti-corruption initiative. In a keynote speech to the Annual Anti-Corrup-
tion Conference of the International Bar Association, he said: “We are very
pleased that the Ukrainian authorities have fully embraced the Initiative at
the very highest political level and are determined to make it bite.”*”

But that confidence was misplaced as long as Yanukovych remained in
charge in Kyiv. By November, there were clear signs of backtracking and

26 Paul Hannon, ‘EBRD President Calls for “Radical” Steps to Boost Growth’, Wall Street Journal, 29 April 2013.
27 EBRD Press release, 14 June 2013. ‘EBRD steps up fight against corruption’.
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Chakrabarti cancelled a trip to Kyiv after hearing that the Ukrainians were
not ready to sign up to the initiative.

7. Yanukovych Suspends EU talks

Later in the month, the plans seemed back on again. But on 21 November
2013, Yanukovych dropped a political bombshell that would very quickly
end his political career and change the face of Ukraine.

On 28 and 29 November, the third summit of the EU’s Eastern Partner-
ship was scheduled to be held in the Lithuanian capital of Vilnius, bring-
ing together the heads of state or government from the 28 EU member
states and the leaders of Armenia, Azerbaijan, Belarus, Georgia, Moldova
and Ukraine. The partnership had been established in 2009 to reinforce the
political association and economic integration of the six eastern European
and south Caucasus partner countries.

EU Commission President José Manuel Barroso said the summit would
deliver “change and a new perspective to citizens” of those six countries. It
was, he said, part of a much bigger transformation taking place on the Euro-
pean Union’s borders. “Ultimately Europe and the Eastern partners can only
flourish as an integrated continent without dividing lines,” Barroso said.*®

The plan was for the EU to sign in Vilnius a far-reaching association and
free trade agreement with Ukraine, as well as with Georgia and Moldova.
The EU had been working hard to secure the accord, while at the same time
prodding Ukraine ahead of the meeting to pursue legal reforms and work
on human rights.

One particular pressure point was a call for the release from jail of the
opposition leader, Tymoshenko, who had been imprisoned on what many in
the West believed were trumped up political charges and who was secking
medical treatment in Germany.

At the same time, Moscow was making its own views clear about steps by
Ukraine to move away from its sphere of influence, threatening retaliation
and raising the spectre of a rerun of the “gas wars” between Moscow and

Kyiv. In 2009, Russia had abruptly cut off the flow of gas through Ukraine

28 EC Press release, 26 November 2013. “Third Eastern Partnership summit, Vilnius 28-29 November 2013,
https://ec.curopa.cu/commission/presscorner/detail/en/IP_13_1169.
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for 13 days, depriving much of south-eastern Europe of energy supplies dur-
ing the height of winter. Similar action had been taken in 2006, with both
sides blaming the other for the escalating tension.

Just as the EU had been courting Ukraine, Russia had been beckoning
Ukraine to the Eurasian Economic Union, building on a customs union of
Belarus, Kazakhstan and Russia that had been formed in 2010.

The pressure from Moscow proved irresistible and the hopes of the
EU—and of an increasingly large number of Ukrainians—of forging closer
ties were dramatically crushed when Yanukovych abruptly changed track.
The Ukrainian government said on 21 November that the talks on a trade
pact with the EU would be suspended and that it would pursue closer ties
with Russia.

An order issued on the government website said Ukraine was suspend-
ing the “process of preparation” for the agreement “with the aim of adopt-
ing measures to ensure national (economic) security”. It said Ukraine would
“renew active dialogue” with Russia, other members of the (Moscow-led)
customs union and the Commonwealth of Independent States with the aim
of strengthening trade and economic links.*

Carl Bildt, who was Swedish Foreign Minister at the time, tweeted:
“Ukraine government suddenly bows deeply to the Kremlin. Politics of bru-
tal pressure evidently works.”>°

The Vilnius summit recorded the fact initially in typically neutral ofhci-
alese: “The participants of the Vilnius Summit take note of the decision by
the Ukrainian Government to suspend temporarily the process of prepara-
tions for signature of the Association Agreement and Deep and Compre-
hensive Free Trade Area between the EU and Ukraine.”

The next sentence was less sanguine: “They also take note of the unprece-
dented public support for Ukraine’s political association and economic inte-
gration with the EU.”3"

The reaction to the setback within Ukraine was as rapid as it was dra-
matic. The opposition said Yanukovych’s failure to sign the deal was grounds
for impeachment and called for the resignation of Prime Minister Azarov.

29 Richard Balmforth and Pavel Polityuk, ‘Ukraine drops plan to go West, turns East to Moscow’, Reuzers
News, 21 November 2013, hteps://www.reuters.com/article/us-ukraine-eu-idUSBRE9AKoS220131121.

30  @carlbildt, 21 November 2013, https://twitter.com/carlbildt/status/4035215133428981762s=20.

31 Council of the European Union, Joint Declaration of the Eastern Partnership Summit, Vilnius, 28-29
November 2013, https://www.consilium.curopa.cu/media/31799/2013_eap-11-28-joint-declaration.pdf.
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Putin’s spokesman, Dmitry Peskov, said Russia welcomed Kyiv’s desire
to improve trade ties with Moscow, signalling satisfaction with a Ukrainian
government decision to suspend preparations for the landmark trade pact.

EU foreign policy chief, Catherine Ashton, said in a statement: “This is a
disappointment not just for the EU but, we believe, for the people of Ukraine.”*

8. The Maidan Revolution and Annexation of Crimea

Ukrainians quickly responded. The following weekend, thousands of dem-
onstrators took to the streets of Kyiv to protest against the government’s
decision to turn its back on the EU deal. The protestors staged a series of
weekend demonstrations through the winter months that grew week by
week in numbers, intensity and violence—climaxing in the ‘Revolution of
Dignity’ that was played out primarily on Maidan Nezalezhnosti, or Inde-
pendence Square.

Ten years earlier, the Maidan had been the focal point of the largely
peaceful Orange Revolution that had pitched Tymoshenko and Yuschenko
against Yanukovych and overturned his contested election victory. The 2014
revolution was anything but peaceful.

The months of protests across the country culminated in five days of
conflict between 18 and 23 February that turned the Maidan into a battle-
ground of smoke and fire. More than 100 protesters were killed, the victims
now remembered as the ‘Heavenly Hundred’.

Sevki Acuner was head of the EBRD’s Ukraine operations at the time.
He remembers the very fast eruption of extreme violence on the main city
square. The previous couple of days had been relatively quiet. Acuner was
living in his apartment, close to the centre of all the action:

I remember the first shots. It was a calm and beautiful morning. When
I woke up there was absolute silence. I heard one gunshot and then sev-
eral gunshots and then all hell started breaking loose. I couldn’t go out.
I started watching the news on television of the snipers. I stuck my head

32 ‘EU says disappointed with Ukraine shift to the East’, Reuters, 21 November 2013, hetps://uk.reuters.
com/article/ukraine-cu-reaction/eu-says-disappointed-with-ukraine-shift-to-the-cast-idUK-
LsNoJ64HL20131121.
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out of the window to look and in that second a bomb went off. I pulled
back in but there were dead people and people being shot on the corner of
my street. It was a very shocking experience.?s

An EU-mediated deal finally brought about a peace that saw Yanu-
kovych removed from power, Tymoshenko released from jail and prepara-
tions for a new administration. By 23 February, Yanukovych had fled Kyiv,
travelling ultimately to Russia, leaving behind a bruised nation, a trail of
corruption and cronyism and a residential estate that was as opulent as it
was tasteless.

Annexation of Crimea and sanctions

Significantly in the context of subsequent events, many of the largely eth-
nic Russian and Russian-speaking citizens in Crimea, who supported Yanu-
kovych in the 2010 election, had condemned the protests in Kyiv. And very
soon the peninsula itself was the scene of violence between those who sup-
ported the new post-Yanukovych interim Ukrainian administration and
those who wanted to maintain close ties with Moscow.

In Sevastopol, opponents of the new government in Kyiv voted to estab-
lish a parallel administration in Crimea and pledged their allegiance to
Putin. By 17 March, a referendum, declared illegal by the western powers,
decided overwhelmingly in favour of a return of Crimea to Russia. The USA
and the EU prepared to impose sanctions on Moscow.

The sanctions targeted Russian individuals, businesses and officials and
Russia responded with tit-for-tat action, including a ban on food imports
to Russia which had a direct impact on a number of EBRD countries of
operations.

9. A Halt to Operations in Russia

New sanctions on Russia were on the agenda of a Special Meeting of EU
leaders on 16 July 2014. According to the conclusions of the Council:

33 Interview, December 2020.
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The signature of new financing operations in the Russian Federation by the
EIB will be suspended; member states will coordinate with the European
Bank for Reconstruction and Development to adopt a similar position.>*

The wording referring to the EIB and the EBRD differed, as the EU could
not decide unilaterally to suspend EBRD financing to Russia, as it could in
the case of the EIB, an entity solely controlled by the EU. The EBRD’s unique
shareholder structure took into account the concerns of all shareholders, which
at the time comprised 64 countries as well as the EU and the EIB themselves.

However, it was clear that a sufficient number of Directors were in a
position to deprive any project of the requisite majority needed to approve
financing. As the statement issued by the Bank at the time said:

A majority of Board of Directors of the European Bank for Reconstruc-
tion and Development (EBRD), including all EU member states and sev-
eral non-EU shareholders, have given clear guidance to the EBRD man-
agement that, for the time being, they will be unable to approve new

investment projects in the Russian Federation.

Operational implications

EBRD management could not avoid becoming part of the sanctions, even if
the EBRD’s shareholder base and legal status precluded that.

It became an exercise in pragmatism. There was a large team in Russia—
and not just in Moscow—backed by departments at the London headquar-
ters who were dedicated to originating investments in the country. There
would be no point in their determinedly pursuing viable transactions and
preparing them for presentation through all the EBRD’s internal vetting
mechanisms, only for them to land in the boardroom and be rejected.

While no new projects would be presented, the EBRD would continue
to manage its portfolio of existing projects and client relationships in Russia
and it would maintain its physical presence in the country. It would also do
whatever was necessary to protect existing investments.

34 Special meeting of the European Council, 16 July 2014, https://www.consilium.curopa.cu/en/mectings/
european-council/2014/07/16/.
35 EBRD Statement on operational approach in Russia, 23 July 2014.
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In the first six months of 2014, Russia had accounted for just under one-
fifth of the EBRD’s total investments in the period of €3.6 billion—down
from the heady heights of just a few years earlier but still a substantial share.
Natasha Khanjenkova was managing director for Russia at the time of the
new guidance on EBRD investment in the country. She and her team had
been hoping that any action that might be taken would not prevent financ-
ing to the private sector. The news of the blanket ban came as a shock. Look-
ing back, she said: “Uppermost in our minds was fulfilling the commit-
ments we had to our clients and how we could remain a good partner, even
if we weren’t in a position to engage in new projects.”

It was particularly important that, however disappointed clients were,
relations between the business world and the EBRD remained strong,
Khanjenkova added: “We tried to be as constructive as possible given the
circumstances.” The Bank continued to honour its obligations and disburse
on signed contracts, as well as managing the existing portfolio.

Khanjenkova was reassured by the fact that the geopolitical tensions and
the official rhetoric did not spill over into any problems or practical issues
for the EBRD’s operations in Russia or for its staff.

At its peak, the EBRD had a team of some 160 in Russia as a whole.
Most of the staff—around 125—were in Moscow and the remainder spread
across six regional offices outside Moscow spanning Russia’s 11 time zones:
Ekaterinburg, Krasnoyarsk, Rostov-on-Don, St Petersburg, Samara, and
Vladivostok.

Many were needed to manage the still very large portfolio. Others were
sector specialists who could apply their experience in other countries or
be relocated there. Moscow was a very convenient hub for travel to other
areas—especially Central Asia, the Caucasus or destinations like Belarus
or Moldova. Khanjenkova was pleased with the results of the team effort:
“One of the things I am most proud of is the way we were able to support
our staff'and to give them the opportunity to apply their skills and expertise
in other countries of operations of the Bank.”3¢

The regional offices were closed down in the coming years with the last
one shutting in St Petersburg in August 2018. Towards the end of 2020,
there were still some 45 staff in Russia in the Moscow office.

36 Interview, December 2020.
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Tensions rise

If the relations for the EBRD in Russia remained as cordial as possible in the
circumstances, the tensions rose on an institutional level.

Russia responded quickly to the EBRD statement. In a news conference
in London, the day after the announcement, Russia’s ambassador to the
UK, Alexander Yakovenko, said Western sanctions against Moscow over its
role in the crisis in Ukraine were “illegal, unreasonable and counterproduc-
tive”. Yakovenko called the EBRD investment ban “unacceptable and harm-
ful to all parties™.>”

Two days after new investment came to a stop, Chakrabarti was in Mos-
cow for face-to-face meetings with the Russian authorities. The Economic
Development Ministry issued a statement, reported in Russian media, quot-
ing its minister Alexei Ulyukayev as telling the EBRD President that the
financing halt contradicted the goals of international development institu-
tions. He questioned the legitimacy of the steps taken at the EBRD and
criticised what he called the political instrumentalisation of the institution.
According to the reports, the statement said:

For the last few months, Russia has repeatedly stated the inadmissibility
of using the EBRD as an instrument of political pressure. Such actions are
unconstructive and inconsistent with the goals of international develop-
ment institutions. They can cause serious harm to the bank itself, clients,

as well as the long-term interests of all its shareholders.?*

The EBRD steadfastly separated the issue of its inability to pursue invest-
ments in Russia from the question of retaliatory EU measures, emphasising
that the decision to halt new projects was not a matter of compliance with
EU sanctions.

However, external comments in the media and even official comments
from EU officials conflated the two. A statement issued by the European
Commission on 29 July included a reference to the EBRD financing halt
when it announced some additional measures targeting sectoral cooperation
and exchanges with Russia:

37 ‘Russia’s UK envoy: Western sanctions over Ukraine illegal and harmful’, Reuzers News, 2.4 July 2014.
38 ‘Russian economy ministry sees suspension of new EBRD projects as illegitimate’, Inzerfax, 28 July 2014.

178



Part| Chapter 5

This package reinforces the recently expanded listing of persons and enti-
ties undermining Ukrainian territorial integrity and sovereignty, includ-
ing the so-called ‘cronies’, the suspension of EIB and EBRD financing, the
restriction of investment and trade with Crimea and Sevastopol and the
reassessment of the Russia EU bilateral cooperation with a view to reduc-

ing the level of the cooperation.?

Economic and financial consequences

The end to EBRD financing in Russia led a series of increasingly bit-
ter attacks on the EBRD including threats of legal action—and a robust
defence from the Bank itself.

There was no doubt that the sanctions overall had a significant impact
on the Russian economy while the impact of the crisis was felt right across
the EBRD’s regions.

In an economic report published in September 2014, the Bank’s econo-
mists were predicting stagnation for the Russian economy that year and a
contraction in 2015. The Russian economy was under pressure, both from
the sanctions imposed from abroad as well as from counter sanctions with
which it had responded.

The escalation of military turbulence in eastern Ukraine was weighing
heavily on Ukraine’s economy and its external financing needs, with a sharp
GDP contraction of 9 per cent forecast for the year. Against a backdrop of
increasing military spending, Chief Economist Berglof referred to an ero-
sion of the “peace dividend” from which the post-communist EBRD coun-
tries had been benefiting for close to 15 years. In its economic report, the
EBRD said: “Permanently higher military spending in the transition region
over the medium term, in response to the renewed geopolitical risks, could
erode the peace dividend from the dissolution of the Soviet Union.”#°

The stagnating economy in Russia was bad news right across the EBRD’s
regions, affecting many of its neighbours that depended on growth there to
support their own economies. Remittances from workers in Russia back to
their families in Central Asia, the Caucasus and eastern Europe contracted

39 European Commission statement, 29 July 2014, https://ec.curopa.cu/commission/presscorner/detail/en/
STATEMENT _14_244.

40 EBRD Press release, 18 September 2014. ‘Russia/Ukraine crisis casts shadow over emerging economies’.
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in the first quarter of 2014 for the first time since the height of the global
financial crisis in 2009.

The grim economic scenario took its toll on the EBRD’s financial
results—just as it had during the earlier global crisis. Amid the political
backlash, a steep fall in the rouble depressed the value of the Bank’s Russian
equity stakes. At the same time, EBRD provisioning rose in response to the
deteriorating economic performance of Ukraine.

The result was a net loss of €568 million, a substantial shortfall, even
though it was largely on paper, and a significant swing from the 2013 net
profit of €1.0 billion.

10. Russian Reactions

The Annual Meeting in Thilisi

When Chakrabarti reported to the Board of Governors at the 2015 Annual
Meeting in Thbilisi on the 2014 activities of the Bank, he said the disappoint-
ing operating environment was behind the losses, referring to the “impact of
currency and market valuations of our Russian equity book and the deterio-
ration in the quality of the Ukraine portfolio”.*"

For the Russian authorities, the Tbilisi meeting provided a very public plat-
form upon which to vent their anger at the financing stop and to launch a sus-
tained attack on what they perceived to be the failings of the EBRD’s strategy.

In his remarks to the opening session of the Annual Meeting, the Russian
Deputy Finance Minister Sergei Storchak blamed the losses on the financ-
ing suspension. The results “could partly be attributed to the Board of Direc-
tors’ informal decision to suspend the Bank’s operations in the Russian Fed-
eration,” Storchak said. He added that in the view of the Russians, the action
was politically motivated and totally lacking any economic rationale:

We are surprised and disappointed that the EBRD, being a major and
prestigious international financial institution, found itself involved in
the sanctions polemics and was used to ramp up political and economic
pressure on our country, which is contrary to the operating principles of

41 Opening speech to the Board of Governors, 2015 EBRD Annual Meeting.
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multilateral development banks and above all contradicts the mandate

of the EBRD.

He complained that the EBRD had failed to deliver on goals set from
the previous 2011-2015 planning period, in terms of operating assets, the
size of the portfolio in the Bank’s traditional region of operation, and its
profit. He said agreements on the geographical distribution of investments
had also not been observed.

What was more, Storchak said, the EBRD was now searching for new
geographical and operational priorities, with business activity shifting to the
new region for the Bank—the southern and eastern Mediterranean—and
towards financing projects in Ukraine. It could not be said in every instance
that the Bank’s clients were observing the EBRD’s strict internal rules and
policies regarding projects’ rates of return, the priority for investments into
the private sector and the transparency of operations:

It is essential that the EBRD remains a depoliticised transition institution.
... We hope that the Bank will not be guided by temporary political trends,
but will instead adhere to the basic principles of its operation stipulated in
the Agreement Establishing the Bank.**

This became the standard tenor for Russian commentary about the
EBRD for years to come, whether in the fortnightly Board meetings or in
public arenas such as speeches or Annual Meetings.

Legal questions

Storchak continued in similar vein a year later at the 2016 Annual Meetingin
London, referring to the adoption by the EBRD of a “political management”
of Russian projects which he said was essentially an interpretation of the anti-
Russian sanctions applied by some shareholders of the EBRD. He said the
EBRD had in fact gone further than the EU and some other countries whose
sanctions were aimed at Russian state companies and specific individuals.
Just two months later the Russian response was tightened a notch fur-
ther, with a letter from the Russian authorities to the chairman of the

42 Russian delegate speech to 2015 EBRD Annual Meeting.
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EBRD’s Board of Governors which warned of potential legal steps aimed at
challenging the guidance on Russian investments.

Russian media leapt on news of the letter from Alexei Ulyukayev, the
Russian economy minister, to the Luxembourg finance minister Pierre
Gramegna, interpreting the statement as a sign the Bank was going to be
sued, even though the Bank’s status precluded that possibility. In the let-
ter, Ulyukayev wrote that Russia’s representatives on the EBRD’s Board of
Directors “will shortly take legal steps ... to restore the rights of the Russian
Federation that have been infringed”.+

The EBRD’s Managing Director for Communications, Jonathan Charles,
made clear in external comments to the media that there was no question
of the Bank being sued, saying: “It is not about taking external legal action
against the bank, it is about internal interpretation of EBRD procedures.”**

At the EBRD’s Annual Meeting in 2017 in Cyprus a line was drawn
under the Russian charges, with a resolution put to Governors on whether
the Bank had indeed abided by its own rules.

The Russian delegation came to the meeting fully equipped and deter-
mined to repeat the standard position. This time it was left to Russian Gov-
ernor and Economy Minister Maxim Oreshkin to regret the “long-term
unsustainability of the profitability of the Bank’s operations”, a “decline of
the Bank’s operational effectiveness”, an “erosion of the Bank’s operational
mandate” and its “questionable risk management policies”. Oreshkin con-
cluded: “In the circumstances, having exhausted other ways of resolving the
issue and to protect the interests of the Russian Federation as an EBRD
shareholder and country of operations, Russia has no option but to take
steps to identify a legal solution to the situation.”

Oreshkin said the implementation of the “political guidance” violated
legal norms, including the Agreement Establishing the Bank. He quoted
widely from the AEB, including Article 8.3 on the possible suspension or
modification of a member’s access to EBRD resources: “Any decision on
these matters must fall within the sole jurisdiction of the Board of Gover-
nors and may not be delegated to the Board of Directors.”

43 Letter from the Governor for the Russian Federation to the Chair of the Board of Governors, Moscow, 5
July 2016.

44 Quoted in Buckley, ‘Russia seeks to overturn EBRD lending ban’, https://www.ft.com/content/ffdscse-
4462-116-b22f79eb4891c97d.
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In addition to other references to the AEB, he also cited Articles 32.2
and 32.3 on the international character of the Bank and the inadmissibil-
ity of attempts to exert influence over management in the interests of indi-
vidual shareholders or groups of shareholders: “In essence, it amounts to dis-
crimination based on nationality, and is inadmissible as part of the activities
of a multilateral development institution.”

But when it came to a vote, the Governors exercising their powers under
Article 57.2 of the AEB agreed overwhelmingly to support the view that the
Bank had not violated its own rules in its dealings with Moscow.

Shareholders accounting for 96 per cent of its equity voted against the
Russian challenge, with only Armenia, Belarus, Kyrgyz Republic and Mon-
golia understood to have sided with Moscow.

Chakrabarti said the Governors’ decision was “final and binding” and
there had been no discussion of what it would take to restart lending to Rus-
sia. Referring to the Governors’ resolution, Chakrabarti nonetheless tried to
offer some hopes for the future:

However, I want to stress once again...that Russia is a member with which
we have a special and deep relationship. The EBRD has continued to
engage with Russia since July 2014, even though we have not been able to
begin any new projects. Looking ahead, I want to continue to try to engage
with the Russian authorities. As you know, we have a 25-year track record
in the country, and I think that that should continue going forward. Itisa
very, very important relationship for me, for the Bank and for the region.*¢

Limbo continues

Six years later there was no change in the position of the shareholders, despite
intermittent signals that some countries might be looking for a way out of the
impasse. In March 2018, for example, Italy’s ambassador to Moscow was quoted
in an interview with Reuters as saying Italy would propose to other sharehold-
ers a resumption of lending in Russia to small- and medium-sized enterprises.*”

45 Statement to the 2017 Annual Meeting by Maksim Oreshkin, Governor for the Russian Federation.

46 EBRD Press release, 16 May 2017. 2017 Annual Meeting, President’s Closing Press Briefing.

47 Katya Golubkova and Christian Lowe, ‘Ttaly to propose EBRD resuming lending to SMEs in Russia —
ambassador’, Reuters, 8 March 2018, hteps://uk.reuters.com/article/uk-russia-italy-ebrd/italy-to-propose-
ebrd-resuming-lending-to-smes-in-russia-ambassador-idUKKCN1GK1MU.
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To the very end of his eight-year period in office, Chakrabarti would
reflect regularly on the question—frequently posed by Russian media—
whether the EBRD might resume lending to its once most important coun-
try of operations. His answer would be this was not a question for man-
agement but for sharcholders and he saw little chance of any consensus
developing for any change in the position.

Chakrabarti’s hopes here as President of the EBRD did not come to pass. In
the week he left the Bank in July 2020, he was quoted by the UK’s 7he Guard-
ian newspaper as saying there was “more chance of the organisation extend-
ing its operations to sub-Saharan Africa than of resuming lending to Russia”.+*

11. Ukraine after the Revolution of Dignity: A New Drive for Reform

In the wake of the overthrow of Yanukovych, the EBRD rapidly threw its
weight behind the country once again, pledging publicly to step up funding
as part of a coordinated programme of international assistance that would
put Ukraine’s reform programme back on track.

A statement released on § March 2014, said the EBRD was ready to pro-
vide investments of at least €5 billion over the period until 2020—and said
that level could be higher depending on economic circumstances. It again
stressed the need for Ukraine to make progress on corruption, and said it
was looking forward to making real progress on the anti-corruption initia-
tive that had been in the works for a year.#

It was putting support for reform at the heart of its activities in Ukraine.
In many ways, the country became a test bed for Chakrabarti’s increasing
conviction that policy reforms and financial investment had to go hand in

hand—right across the EBRD’s regions.

Supporting reform and investing in Ukraine

The following day, 6 March, Chakrabarti issued a strong personal call
to action, to help put Ukraine back on its feet with a public statement

48 Larry Elliote, ‘Fifteen years after the G8 summit, it’s the UK that’s in dire need of aid’, Guardian, s July
2020, https://www.theguardian.com/business/2020/jul/os /fifteen-years-after-glencagles-its-the-uk-thats-
in-need-of-aid.

49 EBRD Press release, s March 2014. ‘EBRD statement on financing for Ukraine’.
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proclaiming “Why we must support Ukraine”. As the European Council
in Brussels voiced its support for Ukraine that same day, stating “We stand
by Ukraine”,*° Chakrabarti mapped out scaled up financing commitments
by the EBRD and reform goals the Bank would pursue together with the
Ukrainian authorities.

There was an urgent need for a shift in the economic policy mix to ensure
sustainable development. Ukraine had to make clear there was no doubt in
its commitment to the private sector. “For far too long, Ukraine had not
used its resources efficiently and for a very narrow circle of beneficiaries
only,” Chakrabarti said.

Ukraine needed a radical break with the past, takinga cue from its west-
ern neighbours in building up small and medium-sized enterprises.

Most crucially, Ukraine needed the right institutional framework and a
level playing field in order to allow its private sector to flourish. Good gov-
ernance could no longer be overlooked. Now was the moment to make real
progress on the business ombudsman proposals that Ukraine had failed to
sign up to in 2013.

Chakrabarti was encouraged by the new administration’s announcement
that a purge of corruption would be a priority and he ensured the EBRD
stood ready to contribute. The EBRD President put support for Ukraine in
the context of the country becoming part of the European family, the very
notion that had been so actively opposed by Russia and the dashed dreams
of which had been the trigger for the weeks of protest that eventually ousted
Yanukovych.

Restoring the rule of law to Ukraine was, he said, not only critical to restore
order but to make the country attractive as a business destination again.

It is also what it essentially means to be a part of Europe, a variety of
nations with complex histories, shared values and a bright future. Ukraine
has embarked on a new path. It is our duty to stand by this important
country’s side and we are ready to do so. Our help would be significant
and we, together with the international community, are ready to deploy
it, because we are all united in the determination that we want Ukraine

to succeed.s!

so  EC Press release: https://www.consilium.curopa.cu/media/29285/141372.pdf.
s1 EBRD Press release: Statement by Suma Chakrabarti, 6 March 2014. “Why we must support Ukraine’.
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Later in March, the EBRD lifted its restrictions on sovereign financing
that had been in place since the previous year in response to the administra-
tion’s refusal to take reforms and the fight against corruption seriously. This
step allowed the Bank to announce a major investment in May into road
transport infrastructure improvements.

The financing was delivered as part of a joint package with the EIB and the
decision to proceed was made contingent on an IMF programme, underscor-
ing just how firmly the EBRD’s response to Ukraine was entrenched within
a context of closer cooperation with other IFIs and development banks.s*

It was Arseniy Yatsenyuk, the first Prime Minister after the ousting of
Yanukovych, who launched the anti-corruption initiative with Chakrabarti
at a ceremony in May in Kyiv.

A former economy and then foreign minister in the 2000s, Yatsenyuk
had famously become the centre of a controversial leaked conversation
between senior US state department official Victoria Nuland and the US
ambassador to Ukraine Geoffrey Pyatt as they discussed who they thought
should take senior roles in any new administration. In the conversation,
Nuland was heard to back Yatsenyuk, saying: “I think Yats is the guy who’s
got the economic experience, the governing expericnce.”53

Yatsenyuk held the position for two years.

At the launch of the anti-corruption drive, attended by Yatsenyuk,
Chakrabarti praised the new administration’s commitment to taking on the
challenges. He described corruption as a scourge, “hollowing out the econ-
omy, eating away at political life and undermining democracy”. Chakrabarti
noted that signing the memorandum and launching this initiative would
not stop corruption but, he added: “We salute the government of Ukraine
for its determination to tackle this fundamental problem regardless of the
adverse geopolitical situation in the country.”s*

The EBRD turned to a number of national governments to secure financ-
ing to help promote policy reform across the country. Grant money from
the EBRD’s Stabilisation and Sustainable Growth Multi-Donor Account
(MDA) Fund was quickly applied to financing the administration of the

sz EBRD Press release, 6 May, 2014. ‘EBRD steps up lending to Ukraine as part of international support
package’.

53 ‘Ukraine crisis: Transcript of leaked Nuland-Pyatt call’, BBC News, 7 February 2014, https://www.bbc.
co.uk/news/world-europe-26079957.

s4 EBRD Press release, 12 May 2014. ‘Ukraine and EBRD launch initiative to combat corruption’.
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office of the new business ombudsman that had been created as part of the
anti-corruption initiative. Former Lithuanian Finance Minister and EU
Commissioner Algirdas Semeta took up the role of business ombudsman
towards the end of the year.”

The EBRD closed the year with a so per cent increase in investments to
Ukraine in 2014 to €1.2 billion and underlined this renewed commitment
with the opening of a second office in the country, in the western city of
Lviv, where an emphasis would be placed especially on support for small and
medium-sized business in that region. Two years later it would expand east-
wards with a second regional office outside Kyiv in Kharkiv.

In eastern Ukraine in early 2015, however, war was still raging between
Ukrainian government forces and Russian-backed separatists who had
declared ‘people’s republics” in the disputed region. The nine-month long
conflict that erupted after Russia’s annexation of Crimea had claimed the
lives of over 5,000 people.

Peace talks built around the Minsk Protocol, devised in the Belarusian
capital three months earlier and bringing together Ukraine, Russia and the
Organisation for Security and Cooperation in Europe (OSCE), collapsed at
the end of January 2016. The violence continued and there was still no peace
six years after the initial outbreak of fighting

The timing for making real progress on reforms was not propitious, with
the new administration under President Petro Poroshenko having to focus
on an increasingly bitter and costly war. But progress was indeed made with
a government that Chakrabarti was to call later that year “one of the most
professional administrations that we in the EBRD have ever worked with”.5¢

The EBRD had already been an important backer, with financial sup-
port from its MDA fund, of Ukraine’s National Reforms Council. The
Council, founded in December 2014, created a platform for political con-
sensus-building around key national reforms, stretching across all depart-
ments of government with the aim of making coordination of the reform
process more systematic.

ss  EBRD Press release, 3 November 2014. ‘EBRD establishes multi-donor fund to support reforms in
Ukraine’.
56 EBRD Press release: Speech transcript, 9 June 2015. “The way forward for Ukraine’.
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The Ukraine Reform Architecture project

Later the EBRD, jointly with the EU, would embark on an even more ambi-
tious plan, a ground-breaking and transformational state-building project
that aimed to put in place a new home-grown generation of professional and
highly qualified reform experts—dubbed “local change agents”—to drive
the transformation needed from the inside.

This Ukraine Reform Architecture (URA) project, launched in 2016,
was built around the concept of embedding reform-minded Ukrainians in
ministries within the Ukrainian government.

Bojana Reiner, a Senior Governance Counsellor at the EBRD, who helped
design and implement the project described it as “a gene therapy for the
state”. The local element—local doers and change agents—was a crucial part
of the programme, ensuring that Ukrainians themselves had ownership of
dealing with the challenges. It was not just a top-down exercise where foreign
experts would come in and dispense wisdom. Reiner said: “It was innovation
in state design, built around three core principles: local genes for local prob-
lems; incubate then integrate; and experiment, learn, adapt.”s”

A vital aspect of the programme was to make sure civil servants were
adequately compensated, reducing the temptation of secking financial back-
handers for favours and helping to eradicate corruption. It also stayed away
from the typical recipe of paying fees at ‘western’ consultant levels since
these costs were unsustainable on a large scale. Instead, a new pay grade was
designed that would afford a decent living in Ukraine, comparable to other
countries, but which did not alienate those working there already.

Among the many projects rolled out to promote the reform process in
Ukraine, two stand out particularly: one in the energy sector and another
in banking.

Naftogaz

A combination of financial investment and efforts to raise business stan-
dards and drive forward reforms was applied to the Ukrainian gas industry,
long seen as a quagmire of inefficiency and corruption. This was much more
than the simple provision of finance for infrastructure projects.

57 Interview, December 2020.
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The investments sought to transform the quality of governance at the
two companies that were at the heart of the Ukrainian gas industry: NJSC
Naftogaz, the national oil and gas holding company, and its subsidiary,
Ukrtransgaz, which operated pipelines and storage facilities. Negotiations
to deliver these investments took place at the highest levels of the Ukrainian
administration, with the clear intent of ensuring strong government backing,

According to Francis Malige, then EBRD Managing Director for East-
ern Europe and the Caucasus, and based in Kyiv: “The transformation of
Naftogaz was a litmus test for the government’s resolve to reform in those
years. The company was one of the darkest corners of the country’s web of
corrupt interest.”s®

The EBRD was a driving force behind the reforms that were at the very
heart of this project. “Working with the government and the company’s
new management, we designed a structure that would create and sustain the
incentive to reform.”

The EBRD took on the problems of the Ukrainian gas industry with a
package of two closely intertwined investments: a long-term loan to refur-
bish the most critical sections of the main transit pipeline, and a short-term
loan to finance winter gas purchases at a time when access to foreign financ-
ing was problematic for Ukraine.

The short-term loan was re-issued every year, coinciding with impor-
tant transformation milestones and making sure that the reform process
maintained momentum. The long-term loan was a €150 million credit to
Uktransgaz to allow it to carry out crucial upgrades to the key energy tran-
sit facility, the Urengoy-Pomary-Uzhgorod pipeline.

The pipeline transported Russian gas to European markets and also pro-
vided for reverse gas flows from the EU back into Ukraine. The modernisa-
tion of the pipeline was an important step in increasing energy efficiency in
the industry, reducing the perennial problem of gas leakage during the tran-
sit process.

Most crucially, the EBRD’s loan came with a series of conditions that
would improve corporate governance of both Ukrtransgaz and its Naftogaz
parent and contribute to the overall transparency of Ukraine’s energy sec-
tor.”® It was important too that links were made to IMF programmes and

58 Interview, December 2020.
59 See Chapter 8.
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advice and that the Ukrainian government committed to reforms aimed a
delivering best practice in the development of market-based principles and
liberalisation of the sector.

When the EBRD signed its US$ 300 million loan agreement with
Ukraine to finance gas purchases over the following winter, it was amid
much fanfare at a ceremony in Berlin attended by German Chancel-
lor Angela Merkel and Ukrainian Prime Minister Yatsenyuk. The EBRD
funding allowed Ukraine to buy up over 1 billion cubic metres of gas that
would fill its storage facilities ahead of the winter.

The loan would not just provide a short-term response that would tide
Ukraine over possible energy shortages over the coming months. It was
part of longer-term efforts by the international community to strengthen
Ukraine’s energy security by supporting diversification of suppliers and
delivery routes. And, again, at its core was the EBRD’s commitment to driv-
ing forward the reform process in Ukraine.

The loan was conditional upon a programme of corporate restructur-
ing at Naftogaz. This included the creation of a supervisory board of inde-
pendent and qualified directors. Naftogaz would have to introduce internal
audit, compliance, anti-corruption and risk management functions and an
ownership and governance structure in line with best international practice.

In any country where reforms are introduced there is opposition, espe-
cially from those with a vested interest in maintaining the status quo. By its
very definition, the creation of a level playing field implies taking something
away from one quarter and sharing it with another. The reform proposals for
Naftogaz were no exception.

Even when Malige was asked by Yatseniuk to present the project to his
entire cabinet—in itself a signal of the EBRD’s role in delivering real change
at the heart of the administration—there were murmurings of dissent:

Before the cabinet meeting, I was taken aside by Yatseniuk for a brief
discussion with the EU ambassador, and the ministers of economy and
finance. The ministers both said their own departments had come up with
objections. But they both said they knew this was the right thing to do for
the sake of the country.

Yatseniuk was then happy to proceed.

190



Part| Chapter 5

We moved from the ante-room into the ornate grandeur of the cabinet
meeting room. I then presented the whole EBRD concept to the assem-
bled ministers, assuaging any further concerns and making sure the proj-
ect was finally delivered.

PrivatBank

The other standout intervention during this period was the decision by the
EBRD to support and encourage the Ukrainian authorities with the nation-
alisation of the country’s largest bank, PrivatBank, after the discovery of a
USS$ s.s billion hole in its balance sheet.

Control of the bank was taken away from its oligarch majority co-own-
ers Igor Kolomoisky and Gennady Bogolubov. Announcing the decision in
a televised news conference, National Bank of Ukraine Governor Valeria
Gontareva said PrivatBank had been undermined by widescale lending to
entities close to the owners.

Kolomoisky has consistently denied any wrongdoing and continued
to reject the way the central bank characterised the state of PrivatBank’s
finances at the time of the nationalisation.

This was the latest in a series of steps under Gontareva to clean up the
banking sector, including closing down over 80 of the country’s 180 banks.
Many of these banks had been purely used for money laundering. Others
were called “zombie banks” by the central bank chief, and had only liabili-
ties and no assets, while a third category, she said, were used just for the ben-
efit of investment in the business of their owners.

The EBRD was very vocal in its support for the nationalisation, on the
face of it not the typical economic stance from an institution with a man-
date to promote the private sector and which had spent decades helping to
transfer assets away from the public sector.

It chimed very clearly, however, with the EBRD’s view that the private
sector could only flourish against a backdrop of good governance. In a state-
ment, Chakrabarti said:

The long-term stability of PrivatBank ... is crucial to the country’s economic

health. We believe the decision to nationalise it is the right one and have

offered our expertise to the authorities whenever it is needed. We strongly
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support the National Bank’s continuing efforts to reform the banking sys-

tem in Ukraine and ensure good governance across the industry.*°

Malige was in close touch with the authorities in the run-up to the
nationalisation. He subsequently became a non-executive member of Privat-
Bank’s supervisory board. Appointed later as managing director for finan-
cial institutions at the EBRD, Malige has no doubt that the EBRD’s sup-
port for the nationalisation and its backing for other reforms in Ukraine
was the right step to take:

I would do it again. There is no way the country would have progressed
so far without the support, from the EBRD and the coalition of IFIs, the
US, the EU and other countries such as France, Italy, Canada, that we put
together. It was this backing that helped improve the standard of gover-
nance at Naftogaz. Without this support, would they have dared to have
closed down so many banks and nationalised PrivatBank? I don’t think so.

But he stressed emphatically that the real heavy lifting at this time was
done by the Ukrainians themselves:

The reform of the banking system was certainly driven by the Ukrainians.
We have to pay homage to the courage and determination of the Ukrai-
nian people who did it and who paid a price for it.

One of those people was Gontareva herself, who left the National Bank
in 2017, and who later said she feared for her life after becoming a victim of
intimidation and harassment. She was injured when a car drove into her in
central London and then her son’s car was torched in Kyiv. Her house was
later burnt down in an arson attack.

Malige said the creation of the ombudsman and the EBRD’s anti-cor-
ruption initiative were important steps for Ukraine. The ombudsman was
clearly a great success. Many companies were now able to resist the demands
of corrupt officials. And the support for bank reform also meant that many
banks were no longer conduits for corrupt money.

60 EBRD Press statement, 18 April 2019. ‘EBRD statement on PrivatBank’.
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Speaking in 2020, he made clear there was still more work to be done.
There had been clear determination to tackle the problem. But laws that
had been made had to be implemented. “The biggest issue in Ukraine is and
unfortunately will continue to be the weak rule of law and the high level of
corruption.”
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Chapter 6

Rethinking Transition

Introduction

The global financial crisis came as a profound shock to the international
financial community. After a period of success for the EBRD and its coun-
tries of operations the effects were devastating as economic growth slammed
into reverse. There had been serious disruption in many transition coun-
tries a decade earlier when the Russian crisis hit. But then a swift recovery
followed. This time the downturn was deeper, more widespread and pro-
longed.” Whereas the Russia crisis had dented the transition process, this
time it was under much more serious threat.

As unemployment rose and banks deleveraged, and as growth prospects
diminished, the boardrooms of corporates that had invested in the east heard
executives no longer asking “How do we get in?” but “How do we get out?”.
The world of transition appeared to have been turned on its head. Gains from
the convergence of economic systems no longer looked a sure-fire bet.

Dissatisfaction grew. Transition was not at fault per se but it did not seem
to be helping. In 2010, less than one-half of respondents to a large survey of the
EBRD region expressed satisfaction with their lives compared with almost
three-quarters of those surveyed in western Europe. Two-thirds of house-
holds in transition countries had suffered as a result of the crisis, through lost
jobs, reduced wages and remittances; and a large proportion were compelled
to reduce their consumption of basic necessities. The harder the impact of the

1 GDP growth in Russia fell from 1.4 per cent in 1997 to -5.3 per cent in 1998 before recovering the next year,
while growth in CEB remained steady in these years at 2.4 per centand 2.7 per cent, respectively (and again
the following year with growth of 2.0 per cent).
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crisis, the lower the satisfaction level. Overall, in more than half the EBRD
countries surveyed respondents felt the position had worsened since 2006.*

The same survey showed support for markets and democracy also fell
significantly in more advanced transition countries as a result of the crisis.
Trust in banks, financial institutions and foreign investors fell. The more
citizens were personally affected by the crisis the more they turned away
from democracy and the free market.?

Doubts had been sown by the experience of financial failure. But an even
longer-standing and pernicious problem was that of corruption. This was
perceived to be worse than before the start of the transition and deteriorat-
ing rather than improving. The general level of trust in society was also low.
The path ahead was no longer clear.

The severe consequences of the great recession called into question the
robustness of transition and the model on which it had been built. West-
ern investment and support, including by the EBRD, had undoubtedly
been valuable in kick-starting a moribund economic system and leading it
towards a more successful, market-oriented economy. But now that the tide
of market exuberance had turned and been replaced by market adjustment
and economic hardship, the value of markets and liberalisation were being
called into question.

The EBRD itself was not immune from this self-examination. A previously
implicit presumption of a more or less linear transformation from planned to
market economy and from communism to democracy looked at odds with
the facts. A turning away from the EBRD founders’ belief in market democ-
racy had already been seen in Russia after its crisis. It was now apparent that
a similar course could occur elsewhere in the region. The risk of transition
reversals in countries of operations became a major topic of conversation.

This was the context for the start of a rethink within the EBRD about
transition. Drawing on academic developments and its experience in the
field and the world of finance, management embarked on a major recon-
sideration of the concept underlying transition and its application to the
Bank’s operational activities.

Opver the next decade this rethink allowed the EBRD to remodel itself

and establish a firmer base for delivery of its transition mandate. It became

> Lifein Transition, Survey I, 2010.
3 “The Intangible Transition’, Chapter 3, ‘Crisis and Transition’, Transition Report 2011.
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based on a revised view of what was needed for the transition to a sustainable
market economy, one that could survive the vagaries of market turbulence,
drawbacks and inequities, and adapt to democratic pressures.

The changes made also helped to remove the sense of an anachronis-
tic organisation tied to the past, and placed the EBRD at the forefront of
MDB actions to meet development needs by transforming markets to sup-
port private sector development. The EBRD successfully partnered with
private sector and other players to leverage funds for global public goals,
such as tackling climate change and improving equality of opportunities

for people.

1. Methodological Strains

The internal strains that emerged over the EBRD’s future from the debate
on graduation in the early 2000s partially eased over time as a new geogra-
phy opened up to the Bank’s realm of operations.* The philosophical debate
as to whether the Bank was there solely to help former communist coun-
tries develop a market and democratic orientation became resolved. The
EBRD’s remit could be applied to a wider group of countries, at least within
the European arena, though the issue of winding down activities in more
advanced countries remained.

Strains arising during the same period over the understanding of the
ultimate goals of transition did not diminish, however. What exactly did an
open, market-oriented economy involve? Was demonopolisation and priva-
tisation of state assets, or the putting in place of western market structures,
sufficient for successful transition? And what else might be needed to ensure
that countries would continue to evolve in an open, competitive, market-
based and democratic manner?

The pressures to curb business in some countries from ideas on gradua-
tion and differing interpretations of transition renewed tensions within the
Bank between economists and bankers. This was exacerbated by the econ-
omists’ major influence over project approvals. That influence was exerted
through their management of an independent project scoring system whose

4 Described in Part I. See also Kilpatrick, Affer the Berlin Wall, Chapter 12.
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scores and transition impact assessments fed into project documents seen
by the Board and into the Bank’s annual corporate performance scorecard.’

By the mid-2000s, after more than 15 years of studying and assessing
transition, the EBRD’s economists were pleased with the transition impact
assessment system that was by now deeply embedded in the operational
mechanics of the Bank. But, even though the prospect of Turkey as a new
country of operations boosted hopes for business, bankers faced practical
uncertainties from the pressures to shift business away from EU countries
expected to graduate by the end of the decade. They began to take aim at
perceived constraints to the growth of their operations. Among them was
the methodology that applied to the transition assessment of projects.

In several areas—for example, projects with repeat clients and debates
over outcomes versus structures—there were increasingly heated arguments
between bankers and economists. One big issue concerned conflict of inter-
est, with bankers influenced by the interests of their clients rather than the
public interest in a competitive playing field.

Then, as a new stream of business in sustainable energy expanded in the
second half of the decade, environmentalists joined in pushing back against
the economists who saw themselves as guardians of the EBRD’s mandate.
The Bank’s senior management looked to the transition architects in the
Office of the Chief Economist (OCE) for solutions, hoping that peace
might break out before long.

Responding to the challenge, Erik Berglof, as Chief Economist, and
Hans Peter Lankes as his deputy began to tackle questions the bankers had
raised. The main disputes were clustered around three areas: repeat clients
and critical mass;® the role of state enterprises; and environmental and gen-
der issues.

Repeat clients and critical mass

In most countries in the EBRD region, the number of well-established local
corporate players and influential financial institutions was small. The Bank
had helped to establish many of them. As a result, the bankers knew these

s SeeKilpatrick, After the Berlin Wall, Chapter 10 for a description of the evolution of the project assessment
system and later in this chapter for further developments.

6 Thenotion that the sum of a large number of projects can have a wider effect than the sum of their parts and
lead to a “take-off” point for wider, self-sustaining diffusion of the technologies or products behind them.
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clients very well, having spent years building up relationships with them,
and often used them to branch out into new business areas.

However, some projects were simply replicas of earlier investments: for
example, repeated lines of credit for working capital for the new grain har-
vest, investment in a second turbine at a power plant, extension of a process-
ing plant or production line, a further credit line for on-lending to SMEs to
the same bank, and so on.

Viewed from the perspective of systemic change—a key objective of tran-
sition—these types of project won little favour from the economists in charge
of rating bankers” projects for their transition impact. Unless a radical new
process or management change was introduced, the incremental systemic
value of similar projects was low. The economists’ preference was thus for proj-
ects with new clients and new business areas where the boundaries of the mar-
ket might be broadened. But this was more difficult for bankers to engineer.

The economists were also concerned about additionality, the notion that
projects would not otherwise happen without the EBRD’s intervention,
especially in more mature market areas.

In earlier days this was an intermittent problem, but the cumulation
and growth of EBRD operations led to more frequent repeat projects with
well-established clients where it became harder to argue they had no market
access. The speed with which bankers found new clients or activities did not
match that of investment volumes, so repeat business with the same clients
increased, and with it clashes with tests of systemic impact and additionality.

This was not an easy problem on which to reach agreement. Hints were
given on the idea of accepting a combination of repeat projects where a crit-
ical mass effect might apply and the use of investment frameworks, which
badged similar projects under one umbrella, helped to ease the tensions a lit-
tle. But it was only later that packaging a combination of investments, tech-
nical assistance and policy advice under integrated approaches provided a
more promising solution.

Public infrastructure and state-owned enterprises

The Banking Department and OCE were also often at loggerheads over infra-
structure projects financed with sovereign or sovereign-guaranteed loans.

In many less advanced transition countries, infrastructure needs were
large and a primary source of business for the EBRD. There was no doubt that
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such investments were needed. Bankers pointed out that the private sector
could hardly thrive where power supplies were constantly interrupted, roads
were barely passable and docks lacked the capacity to process container ships.
In principle, such projects met a basic requirement laid down in the Articles
of the Agreement Establishing the Bank (AEB) to allow public infrastructure
investment where it was deemed “necessary for private sector development”.

But the economists argued that supporting state-owned institutions per se
did not foster competitive market-oriented solutions in line with the Bank’s
rationale. For them, more was needed: either investment in a state-owned
enterprise on a path towards commercialisation and privatisation or improve-
ments to regulation and legal requirements which would eventually permit
private sector participation. Where these routes were missing bankers first
had to engage intensively with the authorities in policy discussions.

Policy advice was not something the average private sector investment
banker expected to undertake or was trained to do, and it was especially dif-
ficult in countries where administrative capacity was weak. It took time to
develop policy capacity within the Bank and time-consuming efforts with
authorities to find ways of making such investments work satisfactorily.
Bankers baulked at the idea that a US$ 100 million loan for, say, a new tur-
bine generator which would increase reliable electricity supplies might be
blocked by the economists without a parallel dialogue on tariff setting, dis-
patch rules or the establishment of an independent regulator.

Nonetheless, as senior bankers gained knowledge and experience of the
local conditions and as the Bank pushed further into less advanced coun-
tries, policy became a more accepted activity by bankers in infrastructure
projects and better integrated with the investment process. Importantly,
they were helped by lawyers in the Bank, especially from the Legal Transi-
tion team, and by advisory staff and consultants employed through techni-
cal assistance contracts.

Internally, however, tensions with economists exploded from time to
time over the extent of policy inputs required. Agreement was needed on a
better way forward than a series of lengthy negotiations and ad hoc solutions.

Environmental and social issues

Another area of concern was environmental and social standards. For many
years, the environmental experts in the Bank had argued that projects which
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cleaned up the environment, such as reducing pollution in the Neva Basin
near St Petersburg, were in line with the Bank’s purpose (under Article 2).
The economists accepted their environmental value, but not as a source of
systemic impact in relation to the transition towards a competitive, market
economy.

Similarly, social standards, including gender, were seen as outside the
economic perspective taken on transition impact.

This led to a growing tension between the focus on environment and
transition impact. The obvious metrics for establishing impact in environ-
mental projects were outcomes, such as the amount of pollutants reduced
or carbon saved. This was something shareholders and donors understood.
Measures of transition impact, on the other hand, looked mainly at inter-
mediate goals towards market development, such as the dissemination of a
new process or introduction of an energy management system, and tended
to be more complex and difficult to aggregate across different projects. The
emphasis on the approach taken (a new energy management system), rather
than outcomes (reduction in emissions), made it harder for the economists
to explain their position.

As the Bank geared up its efforts on sustainable energy (see Chapter 9)
dissent grew over the value of improvements in energy use, particularly in
repeat projects and public utilities, where CO | was reduced even if there was
no apparent systemic market effect.” Bankers and environmentalists argued
that the value of the project to the environment was being ignored or dis-
counted. If an investment in a new combined cycle gas turbine public entity
increased efliciency and reduced CO, emissions surely the operation met the
Bank’s mandate, even if the market structure was unchanged? Was another
line of credit to a bank for on-lending to SMEs for energy efficiency pur-
poses not as valuable in its impact as the first one?

Berglof and Lankes responded to these concerns with a paper issued
in April 2008 that linked environmental considerations more closely to
the transition methodology.® It introduced the notion of “strategic fit” in
the context of efforts to achieve aggregate transition impact, for exam-
ple through a comprehensive programme of projects, policy dialogue and

7 Improvements to strect lighting was one such contentious example, or energy efficiency improvements to
public buildings.

8  ‘Considering Environmental and Sustainability Objectives in Assessing Project Transition Impact’, 14
April 2008.
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technical assistance targeting sustainable environmental improvements.®
The idea was to maintain the project-level impact assessment, but add the
environmental dimension at a programmatic level and allow the monitor-
ing of outcomes to be conducted there. This later became generalised into
an ‘integrated approach’.

Workarounds to broker solutions and accommodate particular cases
only worked so far, however. The system continued to be seen as compli-
cated and lacking transparency. Bankers hankered after a simple, easy-to-
understand judgement on the transition value of their projects. More holis-
tic solutions were needed. Then the financial crisis intervened.

2. Balancing Markets and the State

The crisis forced a fundamental rethink within the EBRD: about its role,
past misconceptions and mistakes over transition and how to operation-
alise its mandate in the post-crisis environment. Already by early 2009, the
Bank’s management began a process of reflection on the implications of the
crisis for the transition process and what the EBRD should look out for and
where it could do better.”

Management was also conscious of the first Life in Transition Survey
(LITS) in 2006 which showed that even when growth had been good peo-
ple in transition countries were not yet convinced their lives were changing
for the better. With a low degree of trust and two-thirds of respondents say-
ing corruption was as bad or worse than before the transition began some

9 An Index of Sustainable Energy was constructed to help. This was based on three equal components mea-
suring energy efficiency, renewable energy and climate change. Within each, there were measures of the
quality of relevant institutions and policies (e.g., laws, regulatory policies, project implementation capacity);
market incentives such as pricing, methods to generate energy savings, support for renewables and market-
based mechanisms for climate change mitigation; and outcomes such as energy and carbon intensity and
use of renewables compared with global benchmarks. The index showed Slovenia, Lithuania, and Hunga-
ry as the top three performers (closely followed by several other EU countries), with the Kyrgyz Republic,
Turkmenistan and Tajikistan the worst performers.

10 One immediate development concerned whether repeated finance to existing clients via short-term or
working capital lines, or refinancing operations to help stave off bankruptcy in the crisis environment,
might count as transition impact. This was proposed on the basis of preserving existing transition achieve-
ments—where previously strong or impact-minded companies were at risk of going under—but without ad-
vancing transition as had been required in previous assessments. Flexibility in interpretation was adopted
by taking a view of the probable counterfactual to decide the extent of the likely transition reversal, some-
thing that could only be done on a case-by-case basis.
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deeper aspects of the transition picture were particularly worrying.”" A sim-
ilar survey was planned for 2010, with the effects of the recession expected
to reveal further problematic results.”

Deepening transition: The 2010 capital resource review

The timing of the rethink coincided with the run-up to the next five-year
corporate strategy planning period for 2011-2015, Capital Resource Review
4 (CRR4), due to be signed off by Governors at the Annual Meeting in
Zagreb in 2010. As well as work to support a gearing-up of the EBRD’s busi-
ness volume as part of its counter-cyclical response (see Chapter 2), there was
an effort to learn lessons from the crisis and how the path of transition had
been evolving beforehand.

An important preliminary paper, ‘Fighting the Crisis, Promoting
Recovery and Deepening Transition’, had been sent to Governors in April
2009 ahead of the May Annual Meeting in London. In his covering let-
ter, Thomas Mirow pointed to the region’s vulnerabilities—a strong depen-
dence on capital inflows, high levels of foreign currency denominated debt
and in some cases excessive reliance on commodities’*—and the risk that
important transition achievements could be reversed. He envisaged a need
to improve the “quality of both public and private institutions” and ensure
that they worked well together.

The paper took up this theme in more detail: “Our understanding of the
transition process and the Bank itself have evolved [and] given rise to a care-
ful reassessment of ... the meaning of transition itself [and, in particular,] an
even stronger focus on the quality of institutions.”

11 LITS I surveyed 29,000 people in 2006 across the Bank’s regions. Only 30 per cent believed that their
“houschold lives better today than in 1989, although they were more optimistic about the future. A par-
ticularly striking finding was that less than 15 per cent of respondents thought there was less corruption
than in 1989 and two-thirds believed it was as bad or had increased since the transition began. The view on
whether people could generally be trusted was very low. Less than one third of respondents in 2006 believed
people could generally be trusted compared with two-thirds holding these views of the period before 1989.

12 Management fears were indeed borne out by the LITS II survey which showed widespread suffering as a re-
sult of the crisis and continuing dissatisfaction and distrust, as described in the introduction to this chap-
ter. See ‘Life in Transition: After the crisis’, Life in Transition Survey I, EBRD, 29 June 2011.

13 Although this referred to a lack of diversification, one vulnerability of concern at the time that is less re-
membered today came from the food price crisis of 2007-8 which had a significant impact on several EBRD
countries of operations where food costs formed a high percentage of houschold expenditures. These were
estimated at more than so per cent in Ukraine, for example, and over 40 per cent in Romania and Moldo-
va, according to LITS L.
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It was the case, nonetheless, that “vast improvements” had been achieved
over 20 years of transition, in terms of resource allocation and economic
performance. The EBRD had been established at a time when there were
severe limits to market development, entrepreneurship and democracy in its
region: “Transition was about reducing direct state intervention in the econ-
omy and establishing some basic market mechanisms.”

This path of advancement could be seen in the EBRD Transition Indica-
tor scores, published annually in the Transition Report. These showed prog-
ress towards levels equivalent to an advanced industrial economy (a score of
4.3) based on an array of indicators relating to privatisation, market liberal-
isation, trade and financial development.* As Figure 6.1 illustrates, signifi-
cant progress was made against these yardsticks in the 1990s, although the
rate differed across the region. Countries further away from central Europe
tended to make fewer gains, and by the turn of the millennium CIS coun-
tries were lagging behind.

Figure 6.1 Transition Indicator Scores, 1990-2010
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14 For more details, see Kilpatrick, After the Berlin Wall, Chapter 10, pp. 270-274.
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But it was clear from the early 2000s on that the pace of progress had
showed. Even before the crisis the next stage of transition was proving harder
to reach. And, when the crisis came, even central Europe and the Baltics,
where most second-stage reforms were in place, suffered serious setbacks—
and their economic performance disproportionately so compared with their
western European counterparts. Questions were raised, as emphasised by
the title to the 2009 Transition Report published that November, ‘T7ansi-
tion in Crisis?.

The final paper for Governors made clear that the consequences for tran-
sition and the model on which it had been built might be serious:

The most important impact of the crisis may be political ... Questions
about the market and globalisation are being asked ... [and] may erode
confidence in the model that the transition countries have been encour-

aged to follow for the past 20 years.

While in the early years of the Bank it had been right to pursue “less state
and more market” it was now important to recognise:

Transition is not just about the size of the state’s footprint in the economy,
but about where and how the state treads: that is, whar the state does to
affect economic outcomes, and how it attempts to do so.

The implication was that the quality aspects of transition were as essen-
tial as the presence of a private sector. This applied to state interventions,
such as enforcing laws or collecting taxes, as well as to non-state interven-
tions since markets could not function well if there were barriers to entry or
poor corporate governance for instance. “The state and private institutions
generally are not substitutes”, the paper said:

Transition is about building markets and the private sector, but it is also
about redefining the state as opposed to minimising it ...Going forward,
the emphasis on quality—private and state—is perhaps the most funda-
mental challenge for transition.
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The Besley Commission

The financial crisis was a trigger for Berglof to put into play an idea he had
been considering for some time. He was well aware of developments in aca-
demic economic thinking, especially the role of institutions in shaping econ-
omies and markets, and decided the time had come to incorporate some of
these ideas in the EBRD context. Academics could provide an external view
of the transition assessment methodology, and its tools, as well as on some
of the issues that had arisen with Banking.

Berglof knew Professor Tim Besley at the London School of Economics
(LSE) well and contacted him to see if he would chair a panel of experts to
consider the issues. Besley, a policy expert on development economics and
political economy, agreed and was joined in the task by two other distin-
guished economists: Matthias Dewatripont, professor at Université Libre de
Bruxelles, a specialist in contract theory, incentives and industrial organisa-
tion, and Sergei Guriev,” then Professor and Rector at the New Economic
School in Moscow, whose knowledge of the economics of development and
transition and corporate governance completed the team.

The group was asked to look at the transition concept in the context of
a broader discussion of development and institutional change and consider
the appropriateness of the methodology used to assess transition progress
and the Bank’s operations. This was to be done with reference both to aca-
demic work and interviews with staff and management.

The Besley Commission, as the group became known, presented their
report, ‘On the Concept of Transition and Transition Impact: Implications
for the EBRD), to the Board in June 2009. They started by noting that tran-
sition should be seen as part of a wider process in which economies develop
a “balance between state and market”, and where there are “multiple solu-
tions to providing an effective market economy”. Whereas traditional eco-
nomics largely took for granted the institutions needed for a market econ-
omy to flourish, they said, a modern institutional approach looked at the
appropriate roles for states and markets and, in particular, whether the state
has appropriate incentives to deliver its proper role.

Two particular challenges for state involvement could be commonly iden-
tified in emerging economies: the competence of the state as an institution

15 Guriev was appointed as the EBRD’s Chief Economist in 2015.
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to allocate resources and the role of competing interests. In the Commis-
sion’s view, good governance required a system that allowed the market to
flourish while holding “powerful interests that try to influence the state in
malign ways ... at bay”, and the best way to achieve this was through build-
ing effective state institutions. This included a role for various groups to be
able to hold the state to account, such as the media, unions, business associ-
ations and NGOs.
One example of this thinking concerned privatisation.

Whether ownership should be private or public to achieve the best out-
come is far from clear a priori ... setting up transparent, competent and
efficient institutions to ensure that these industries are run in the public

interest matters more than who owns the assets.

The report touched on the role of democracy, where they noted the link
between effective markets and democracy was indirect and experience “het-
erogeneous”. Nonetheless, the report pointed out there was a “strong corre-
lation between prosperity and democracy” and to understand the relation-
ship it was important to look at specific institutional structures and cultural
norms.

In thinking about the activities of the EBRD in the context of a more
modern approach to economics, the Besley team concluded that the Bank’s
original mandate was still valid since it was consistent with broader goals.
In particular, they argued, social cohesion and broad-based increases in liv-
ing standards were needed to deliver well-functioning and sustainable mar-
ket economies. “Without these foundations, there is always a risk of rever-
sal of past progress.” Hence, they felt better recognition, especially in the
assessment of operations, was needed for measures that reduced inequal-
ity of opportunity and promoted the legitimacy of market-supporting
institutions.

The Besley Commission also highlighted sectors like health and educa-
tion that had featured prominently as issues of concern to people in the Life
in Transition Survey. They nonetheless realised this might be controversial
and not within the immediate reach of an institution like the EBRD with
its focus on the private sector.

The transition assessment process generally functioned well and they were
impressed with how far the question of transition impact was “ingrained
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in the corporate culture of the EBRD and provides coherence to its activ-
ities”, a lasting impression on Guriev as he confirmed over a decade later."®
Furthermore:

The internal discipline of transition impact measurement and the EBRD’s
mission-driven corporate culture reinforce each other. This is an achieve-
ment that should not be underestimated. As the economic literature on
mission-driven institutions suggests, the co-existence of non-profit man-
dates and for-profit incentives is very delicate. EBRD is an institution that
has both; hence, it is quite remarkable that it has both been profitable and
has been generally promoting its original mandate.

They did pick up on some of earlier controversies, however, noting that:
“... the current framework seems less robust on how transition impact s to be
assessed in more contentious areas like public utilities”. On the issue of crit-
ical mass, they argued the notion that the systemic impact of further proj-
ects in the same sector suffered from diminishing returns should be revised.
They suggested instead a more programmatic approach be considered, or at
least one where irreversibility effects, such as demonstration effects, network
gains and innovation, could be valued more effectively.””

The Besley Commission analysis also considered the Bank’s transition
indicators. The nine indicators of transition progress first compiled for the
Transition Report 1994 for each country of operations covered areas that
were relevant at that time, including enterprise privatisation and restruc-
turing, markets and trade, financial institutions and infrastructure reform.
They were highly visible externally and used by other international institu-
tions and academics.

The Besley Commission felt however that the indicators were not prop-
erly linked to the analysis of projects and the sector transition gaps that
had emerged with the Bank’s business expansion; nor did they fit country

16 Interview, February 2021.

17 In the past programmatic approaches had been frowned upon as they were associated with the World
Bank’s method of allocating large sums to governments to spend in areas like health and education which
were largely outside the EBRD’s agenda. The Chairman’s Report on the AEB notes on Article 13, sub-para-
graph (ii), “Delegates described the precise form of programme lending in which the Bank could become in-
volved as ‘projects, whether individual or in the context of specific investment programmes’, so as to make
clear that fast-disbursing policy-based lending is not included.” See Kilpatrick, After the Berlin Wall, Chap-
ter 1, p 35.
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strategies. The lack of an aggregation process made it difficult to assess the
overall impact of the EBRD.

On the other hand, looking at the story so far, the Commission felt reas-
sured by the positive relationship between increases in EBRD lending and
improvements in the indicator scores, and that EBRD lending scaled by
GDP was greater in countries with poorer indicator scores. The group also
telt that other indicators compiled by OCE, such as the Sustainable Energy
Index and the Business Environment and Enterprise Performance Sur-
vey (BEEPS), as well as the Life in Transition Survey (LITS) could be bet-
ter integrated with the transition assessment methodology. Similarly, they
called for an additional series to measure the quality of state institutions
along the lines of the World Bank/IFC’s Doing Business Survey.

Wrapping up their assessment, the Besley Commission emphasised that
while initially there had been a lot of optimism on reliance on markets,
“reversals are possible” and that it was “crucial to focus on factors that create
resilience and sustainability in markets”. Emphasising the role of “market
supporting institutions, including an effective state” they concluded: “Tran-
sition is about building ‘well-functioning and sustainable markets’.”

3. Incremental Methodological Improvements

The Besley Commission’s report did not lead to wholesale immediate
change—nor was it intended to do so—but it helped to progress a series
of steps designed to improve the operational aspects of the transition

methodology.

Integrated approach

One of the first actions following the Besley Commission’s report was the
introduction of what was called the Integrated Approach (IA). The idea was
first explained in an information session for the Board in November 2009.
Following the observation that the link between the project level and coun-
try level analysis was weak, OCE set out how this might be tackled. But
rather than tying project objectives directly to country objectives the focus
was on the next level up, by adopting sector reform packages, which fitted
more comfortably with the project origination structure in Banking.
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An TA was defined as a “coordinated sequence of investment projects,
technical assistance, policy dialogue and cooperation with other stakehold-
ers ... that aim together to deliver measurable sector reforms ...”."% It gave
room for portfolio solutions that went beyond the use of frameworks which
to that point had been mainly based on collections of similar small projects,
such as wastewater treatment projects in multiple municipalities. Instead,
it prompted an ex ante assessment of a particular market and the transi-
tion challenges it faced and how a selection of projects and their cumulative
impact (and thus critical mass effects) could improve its functioning, espe-
cially when combined with technical assistance, for training staff in new
methods, and policy dialogue to change market regulations, for example.

Opverall, it attempted to coordinate the economists’ understanding of sec-
toral structural needs with bankers’ projects and regional offices’ knowledge
of local conditions and make use of their contacts, particularly with relevant
government ministers and officials. Care was taken to explain thatan IA did
not amount to programmatic lending nor was it a policy-based finance prod-
uct. Each project within the IA had to have its own valid transition rationale
but the presumption was that taken together the impact of the set of projects
and associated work would be greater than the sum of the parts. It matched
the Besley Commission’s view that a critical mass of projects might support
structural and institutional change more readily than a single project.

[As started to appear in 2010, beginning with urban transport in Bel-
grade and then the Ukrainian power sector, and later involved sectors such
as agribusiness, district heating, railways, private equity, venture capital, gas,
renewables and some others.

Transition indicators

Following advice from the Besley Commission that the existing transition
indicators no longer served the purpose for which they were originally con-
structed, a decision was taken in 2010 to switch to a set of sector indicators.
These were based on a comprehensive assessment of transition challenges
(ATCs) across the EBRD region and illustrated the scale of sector transi-
tion gaps facing each country. These were more relevant to the types of oper-
ations conducted by the Bank than the original indicators.

18 ‘An Integrated Approach to EBRD Operations’, 13 November 2009.
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Instead of broad themes such as large-scale privatisation or price liberali-
sation, the new indicators comprised 16 sector categories, five each for infra-
structure and financial institutions and three each for industry and energy.”
The degree of advancement in transition was again represented on a scale from
1 to 4+, with 1 representing little or no transition progress and 4+ indicating
that “the standards of an industrialised market economy” had been met.

A variety of indicators from external sources and surveys relevant to
individual sectors, including some of those employed previously, were used
to build the composite picture. The choice of indicators allowed each sec-
tor gap to be divided into two categories: ‘market structure’ and ‘market-
supporting institutions and policies’.** The gaps were then measured against
industrialised market economy yardsticks and assigned to categories from
‘negligible’ (advanced market level) to ‘large’ (little or no progress from a
state-run economy).

The indicators provided a basis for setting priorities in country strategies
and a starting point for project appraisal. The annual Transition Report also
identified progress in transition using these sectoral indicators. Over time the
number of sectors expanded and some areas were subject to detailed analysis
to identify and monitor particular gaps, for example in SME requirements,
sustainable resources, youth, gender and (within country) regional gaps.

Low-carbon transition

Attention to the environment, particularly when it came to activities in the
public sector, remained a prominent concern.

Following the introduction of the Sustainable Energy Initiative (SEI),*’
the scaling up of the EBRD’s green activities had begun in earnest. The

19 Infrastructure comprised roads, railways, urban transport, waste and wastewater, teleccommunications; fi-
nancial institutions covered banking, insurance and other financial services, capital markets, private equi-
ty, MSME finance; industry was made up of agribusiness, general industry, real estate; and energy was com-
posed of electric power, natural resources and sustainable energy.

20 For example, the agribusiness sector’s aggregate score was based on a 50:50 weighting of market structure
and market-supporting institutions and policies, where the former was made up of the components devel-
opment of private and competitive agribusiness (40%), development of related infrastructure (25%), devel-
opment of skills (20%), and liberalisation of prices and trade (15%) and the latter legal framework for land
ownership, exchanges and pledges (40%), enforcement of traceability of produce, quality control and hy-
giene standards (40%), and creation of rural financing systems (20%). 28 sub-indicators were used in all. See
Table 1.1.1, ‘Recovery and Reform’, Transition Report 2010, p. 6.

21 The Sustainable Energy Initiative is described in Chapter 9, p. 349 et seq.
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Besley Commission had encouraged the Bank to consider environmental
sustainability as part of the system, and international interest in climate
change solutions was growing more generally. For instance, the EBRD’s for-
mer Chief Economist, Nick Stern, one of the key global influencers on the
economics of climate change, was promoting at the LSE and in a new book
his concerns about the slow pace of actions to tackle climate change.**

The EBRD’s pursuit of climate goals through investments in public enti-
ties, such as electricity generating companies, continued to put pressure on
the economists to accept carbon reduction as a transition activity. The Bes-
ley Commission had also emphasised the value of multiple projects in a
particular area as a means of generating momentum for change. Climate-
related activities fitted the bill admirably.

The existing system was under considerable stress.

In a nutshell, the problem was how to account for the value of non-mar-
ket elements that lay outside the formal project, such as CO, reductions.

The Besley Commission gave impetus to those secking changes to the
transition impact system, so in September 2009 a further step was intro-
duced.”® Investments in, and subsidies for, sustainable energy were treated
as compensating for inadequate price signals.

The scale of environmental outcomes was seen as relevant since the com-
mitment by countries to carbon reduction targets indicated an urgency of
action.** As such, large investments achieving significant CO, reductions
or a critical mass of smaller investments doing likewise were factored into
the analysis. Transition impact could be achieved in this context by foster-
ing innovative solutions and supporting their diffusion to the critical point
from which the private sector was able to take over and finance projects
without EBRD support.

This interpretation relied on identifying a pre-existing ‘best available
technology’ (BAT). Should the investment yield material carbon reductions
(or reductions of other pollutants) in excess of a BAT baseline in a given sec-
tor and country, the demonstration of an improved use of technology was

22 Nicholas Stern, 4 Blueprint for a Safer Planet: How to Manage Climate Change and Create a New Era of
Progress and Prosperity (London: Bodley Head, 2009).

23 “The Transition Impact of Projects Promoting Energy Efficiency and Lowering Carbon Emissions’, 9 Sep-
tember 2009.

24 The UK introduced the first global legally binding climate change mitigation target sct by a country with
the passing of a Climate Change Act in 2008. https://www.lse.ac.uk/granthaminstitute/explainers/what-
is-the-2008-climate-change-act/
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counted as having transition impact. Where policy dialogue led to a similar
result in reducing carbon emissions, for example through the development
of carbon trading, this too was considered valid transition impact.

The modification of the system brought some relief. But pressures from
the business side to expand climate change activities and from the policy
perspective as the EBRD became more heavily engaged in the global climate
change agenda meant that further adjustments were needed. These came
with the next stage of thinking on the transition concept, and as advocates
of a low carbon transition built a strong argument in favour of valuing car-
bon reduction outcomes as much as economic impacts. The Green Economy
Transition (GET) programme (see Chapter 9) provided the methodological

underpinning for a more general approach towards ‘green’ outcomes.

4. Modernising the EBRD

The new President launches a ‘modernisation’ drive

When Suma Chakrabarti arrived as President at the EBRD in the summer
of 2012 the Bank was in good shape. Business volume was at an all-time
high and there had been a return to profitability after the significant losses
of 2008 and 2009.

Like many of his predecessors, he began with an internal stocktake.
Chakrabarti had ideas for shaking up the organisation to what in his view
would make it more effective and efhcient through the introduction of mod-
ern management practices and with a focus on results. But he also had an
eye for the EBRD on the world stage.

Two decades carlier Chakrabarti had attended the Bank’s inauguration
as private secretary to the UK’s Development Minister and, as a former head
of the UK Department for International Development (DfID), had a good
understanding of the role of the EBRD in the wider development context.

He was aware that over the years a tension had grown between the orig-
inal view of transition and current development thinking. Whether it
should be called transition or not, he thought the issue was what the EBRD
needed to do then to help its countries of operations transform their econ-
omies into more sustainable markets that were able to grow and compete

in a globalised world.
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He valued highly the role of reform and the part that policy dialogue
played in achieving change in developing economies and wondered whether
the EBRD was getting enough leverage from its substantial investments in
countries of operations. The passage of time since 1989, the widening of the
EBRD’s shareholder base and a new region of operations also pointed to the
value of some updated thinking on the Bank’s conceptual underpinnings,
especially if the EBRD was to feature more prominently in the development
milieu and retain its relevance in a ‘post-transition” world.

There were also structural management issues to sort out. The Besley
Commission’s advice and ideas had not resulted in a comprehensive solution
to underlying methodological questions, nor had the subsequent changes fully
resolved tensions between the economists and the Banking Department.

So, as Chakrabarti embarked on a radical shake-up of top management
and the Bank’s processes in search of effectiveness, he gave a green light
to further thinking on the transition concept and the methodology that
underpinned the Bank’s investments, advice and strategies.

The starting point for change was a series of internal reviews of struc-
tures and processes. Chakrabarti was keen to set his own stamp on internal
arrangements. The programme began with an efficiency drive and changes
to the top management team structure.

A number of task forces were set up in the second half of 2012 to look at
ways to improve efficiency and effectiveness. Some focused on the banking
side, such as the Task Force on Sector and Product Innovation, while others
considered issues surrounding the transition methodology (on results and
IAs) and policy dialogue.?s The most significant changes were seen in results
reporting—an area in which the Bank was regarded as weak compared with
its MDB counterparts. Efforts were also made to improve the incentives for
bankers to take on more difhicult projects, including through IAs. Work on
policy dialogue only began to make real progress a few years later.

In keeping with the President’s view on the need to improve the EBRD’s
strategic focus and policy capacity, a new senior management committee
was set up, the Strategy and Policy Committee (SPCom).** Henceforth

25 The Task Forces reported in November 2012.

26 Its membership comprised the Vice President Policy and Partnerships as Chair, a Banking representative,
one from CSE (later renamed Economics, Policy and Governance (EPG)), one from Corporate Strategy,
one each from the Offices of the Secretary General and the General Counsel, with the Country Strategy
and Results Management (CSRM) team acting as secretariat.
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country strategies, donor funding issues, evaluations and other strategic and
technical questions not considered appropriate for the Executive or Opera-
tions Committees would be fed through this committee.

The terms of reference of the previous Vice President for Operational Pol-
icies were revised*” to create a new position of Vice President, Policy and Part-
nerships (called VP3), who acted as Chair of the committee. The role reflected
Chakrabarti’s view that the Bank needed to strengthen the visibility of its pol-
icy work and take a closer interest in its growing reliance on donor funding.

The changes had consequences for the role of the economists. OCE was
split with the research group remaining under the Chief Economist while
the other parts of the Department, covering projects and country work,
were assigned to the new vice presidency under a new banner, Country and
Sector Economics (CSE). In due course (in 2015), VP3 was merged with the
Banking department to create the Client Services Group (CSG).

This finally brought about a change Chakrabarti had sought from the
beginning, which was to integrate the majority of the economists more
closely with bankers, including a shift of economists into the field. The hope
was to lessen the long-standing conflicts between the two departments and
improve understanding on both sides, as well as use the economists’ sectoral
reform expertise more effectively.

While OCE remained an independent voice under its Chief Economist,
who reported to the President as before, transition assessment and the rating
of projects fell to VP3. When VP3 was integrated into CSG, the reporting
line of sector and country economists switched to the First Vice President,
the most senior member of the Banking Department. This raised ques-
tions about conflicts of interest and the potential objectivity of the project
appraisal process.

Aninnovative plan was then launched to streamline procedures and min-
imise this risk. The idea was to simplify the project assessment process and
reduce the role of sector economists’ judgement by providing bankers with
a menu of questions to fill in for their projects.”® The self-assessment sys-
tem subsequently became integrated in a wider revamp of the Bank’s project
systems and processes under a broader efficiency drive (called Operational
Effectiveness and Efficiency, or ‘OE&E’) and related IT enhancements.

27 In two iterations: first to Vice President, Policy and then to Vice President, Policy and Partnerships.
28  Project Christopher, as it was known, is described in more detail later in this chapter.
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For the majority of projects, this provided adequate guidance on their
suitability and tracking against results’ targets. With complex cases, or those
where issues arose as with the use of concessional finance or local content
requirements for example, the views of OCE could be sought though need
not be decisive. Ultimately, project decisions rested with the members of the
Operations Committee.*

‘Stuck in Transition” and its implications

While the task forces conducted their work, Jeromin Zettelmeyer, Ber-
glof’s new deputy, and his research team grappled with more fundamental
developments.

Although most economies in the EBRD region had begun to recover
from the immediate effects of the global and eurozone financial crises,
growth in 2013 remained sluggish nearly everywhere. A projection in that
year’s Transition Report pointed towards a much lower long-term growth
path than pre-crisis.

A comprehensive analysis picked out a number of reasons behind this
conclusion and why many EBRD countries now appeared to be stuck in
transition.

Initially, the large productivity gap between east and west had been
reduced by market-based reforms. Price liberalisation, privatisation, foreign
investment and an opening up of trade in the 1990s together provided a solid
start to the convergence of transition countries with the more advanced west.
Opverall, productivity improved rapidly as the poorly used or idle resources
of Soviet times were put to better use. As markets developed and expanded,
incomes began to accelerate towards more advanced economy levels.*

However, many of these changes were one-offs as obsolete capital was
eliminated and the production structure adjusted to the requirements of
market economies. By the time the new century dawned, as the authors of
the Transition Report noted, “the ‘productivity catch-up’ phase associated
with opening up to the outside world and international integration has
ended in most transition economies.”

29 As part of the changes, the Chicf Economist no longer remained a member of OpsCom.
30 Ineconomists’ jargon, improvements in total factor productivity drove the productivity increase more than
growth in the labour force or capital stock.
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By the mid-2000s, the good news was that productivity in EBRD coun-
tries of operations had reached comparable levels to those of other emerging
economies with similar income levels. Further progress however depended
on reform, especially to market-supporting institutions.

The Chief Economist explained the next steps that were needed to raise
the quality of economic institutions:

Beyond liberalisation, stabilisation, and privatisation, this encompasses
regulation, effective government, strong rule of law, low corruption, and
other aspects of the business environment ... [and] ... their ability to pro-
vide economic opportunities to individuals regardless of gender, region of

birth or social background.’”

But the reform process had been losing momentum. Berglof wrote that a
“compelling concern is the stagnation in reforms and in improvements to mar-
ket-supporting institutions in most countries in the region since the mid-2000s”.

Unless reforms to economic and political institutions accelerated, the
view was that the EBRD region would be destined to remain in a low growth
orbit over the longer term with the result that “convergence with Western
living standards ... will not be achieved in most countries”.

Behind this view was an analysis which showed a clear correlation
between inadequate economic and political reforms and a lack of economic
progress. An carlier assessment had shown that during the first decade of
transition successful reforms were more likely to occur in countries with
stronger political competition and less polarised electorates. The new anal-
ysis demonstrated a strong causal impact of democracy on the success of
reform. Political turnover and strong executives helped to push back on
elites who otherwise profited from state subsidies, insider privatisation and
weak enforcement of the rule of law.

The Transition Report thus argued economic institutions could improve
on the back of political reforms and that this was a reciprocal process:

Just as stronger economic institutions support democracy so democratic
change can influence the quality of economic institutions ... Successful
economic and political institution building reinforce each other.

31 Transition Report 2013, Foreword, p. 8.
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But it also suggested the stifling of opportunities could lead to a dwin-
dling of public support for reform:

Market reforms that fail to benefit the population as a whole will not
enjoy public support for long. ... As in the case of Egypt, a lack of inclu-
sion might help to explain why populations turn against market-oriented

reform ...

Berglof summarised the overall picture in a frank but sobering conclu-
sion: “The recent history of transition has shown that weak political institu-
tions and entrenched interest groups can cause countries to become ‘stuck’
in transition.”

Chakrabarti quickly latched onto the implications for the Bank. The
Transition Report vindicated the rationale behind the EBRD’s economic
and political mandate. As the Besley Commission had suggested, transition
was first and foremost a political economy process. It was not a simple task
of applying propositions found in standard economics textbooks.

Tangible improvements from market engagement were needed. A new
catchphrase, “We invest in changing lives”, appeared alongside the Bank’s
logo to reflect this view, added by Jonathan Charles, the Managing Director
of EBRD’s Communications. Structural reforms, difficult though they were
for investment bankers to manage, began to be regarded as important to the
Bank’s work as raising the stock and quality of capital through its investments.

What the analysis brought home clearly was the importance of good
governance and inclusion in designing a successful transition strategy, as
well as the traditional need to develop competitive and integrated markets.
Chakrabarti understood that the EBRD had to strengthen these aspects of
its work in a way that aligned with its investment banking objectives. The
Report provided the intellectual underpinning for this, and for the internal
reorganisation which promoted the policy dimension and brought the econ-
omists’ understanding of structural reforms together with the investing and
execution skills of the bankers.

The hoped-for result would be a stronger role for policy work along-
side investment efforts. And, if it could be managed, to be able to use the
EBRD’s investment and advisory capacity as leverage for reform—political
and economic—to advance the transition process, even if that meant pull-
ing back when reforms were heading in the wrong direction.
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Work remained to be done, however, especially on the transition concept
and how any update might be translated into the deeply embedded opera-
tional assessment system.

Inclusion

A little ahead of publication of the 2013 Transition Report a paper to the
Board reported on work to modernise the transition impact methodology.>*
This was the culmination of discussions that had been taking place since the
Results Task Force had reported the previous year. There were two impor-
tant developments: one on how to relate inclusion to transition while the
other dealt with the project scoring and incentive system.

The Besley Commission had set the ball rolling on thinking about the
role of social outcomes in transition and was followed in 2012 with the publi-
cation of an influential book in development economics by Daron Acemoglu
and James Robinson.” The authors argued that inclusive economic insti-
tutions supported prosperity by raising productivity and generating incen-
tives that encouraged investment and innovation, whereas systems that
mainly benefitted a well-connected elite failed to successfully deliver long-
run growth. But it was the impact of the Arab Spring and the arrival of new
countries of operations with glaring deficiencies in gender equality and large-
scale youth unemployment that accelerated the Bank’s work on inclusion.

The paper explained how inclusion issues could be integrated into the
transition methodology, not as a matter of political economy, although this
was relevant, but as a matter primarily of market efficiency. The focus was
on economic rather than social inclusion. Defining inclusion in relation to
equality of economic opportunity and selecting three prominent areas of
(ex ante) inequality to address—gender, youth and regional disparities—the
issue fitted neatly into the existing framework, albeit with a new look in
some areas. The key channels for responding to demands for more inclusive
market economies covered market expansion (via access to labour markets
and market-based finance), skills enhancement, higher business standards
and corporate governance and through demonstration effects.

32 ‘Modernising the Transition Impact Methodology’, 17 June 2013.
33 Daron Acemoglu and James Robinson, Why Nations Fail: The Origins of Power, Prosperity, and Poverty
(New York: The Crown Publishing Group), 2012.
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An important innovation, in keeping with the transition impact meth-
odology, was to build specific transition gaps by country for each of the three
components.’* Once done, a pilot study was run to gauge the feasibility of
applying the assessment of inclusion to projects. This was necessary as there
were some uncertainties whether bankers would find a role for inclusion in
their projects which were normally justified on grounds such as increased
competition or a new production process.

It turned out—in some cases to the bankers’ surprise—that about one-
third of the sample of almost 9o projects in the pilot showed potential
impacts from inclusion. What was especially encouraging was that many
clients showed a willingness to tackle inclusion issues, helping to reassure
bankers there was mileage in the idea from a business perspective. The
southern and eastern Mediterranean (SEMED) region showed the largest
potential.

Some Board Directors were nonetheless wary of any extension of the
existing methodology, fearing it could prove a distraction from delivering
on the core of the Bank’s mandate. There were arguments too over whether
inclusion should be treated outside the existing transition assessment sys-
tem rather than inside it. But a wider group agreed with management’s view
on its incorporation within the existing methodology and there was genu-
ine enthusiasm among many Directors to see progress in opening the Bank
up to these new areas, especially on gender equality and improving the skills
of young people where the challenges in the SEMED region, and in Turkey

on gender issues, were clearly very large.”s

Expected transition impact (ETI)

The second strand to the “modernising transition” paper was more techni-
cal. In accounting for its results to the Board, emphasis was laid on transi-
tion impact as well as business volume and profitability. Its basis was the
project-level scoring system carried out by the economists whose results were
aggregated into an overall Bank performance indicator. Bankers’ scorecards
and performance rewards were related to this measure at the sectoral level.?¢

34 See the Transition Report 2013, Chapter s ‘Economic Inclusion in Transition’.

35 For more on inclusion, see Chapter 7.

36 A further gripe among bankers was the fact that there was no similar scorecard, or hard-edged constraint,
for economists.
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For some time there had been concerns among Board members that the
system did not incentivise bankers to go the extra mile in search of more dif-
ficult projects. Many bankers did in fact try hard to find bankable deals in
difficult territories and to encourage clients to take on extra risks with their
support. But this was not always the case and there was an element of truth
to the Board’s concern.

Another weakness of the system was its limited treatment of risk to the
delivery of transition results. Projects were rewarded on their potential but
the risks involved in whether promises or aspirations made were actually
met were simply noted. It meant, for example, all kinds of reform promises
might be agreed between a banker and, say, a state-owned client to cut a deal
which would offer enough potential impact to pass the transition test but
realistically might have negligible chances of being delivered.

The proposal made was that the expected transition impact of projects
should be the basis of assessment. In other words, the combination of a proj-
ect’s potential impact and the probability of its delivery in full. This was a
more logical approach, and one which mirrored the appraisal of financial
risk.3” To make it work, a system of numerical scores (rather than labels such
as “Good”) was introduced, based on a statistical analysis, which balanced
the two components. There was enough evidence from the previous system
of scoring to assess probabilities of success at different levels of potential
impact and assign these probabilities to the new system.

A further advantage of the new approach was to be able to tilt the scores
in a progressive way to reward bankers’ efforts to pursue the most difficult or
risky (from a transition perspective) projects. A previous top-scoring project
(“Excellent”) was now, at 100, worth almost twice as much as its previous next
level down (“Good”) at 6o. This mattered to the average score on which the
Bank?® and bankers’ rewards were judged’’: previously an “Excellent” proj-
ect had been valued the same as a “Good” project.*® Similar incentives were

37 The notions of probability of default (PD) and loss given default (LGD) mapped into transition impact po-
tential (impact given delivery) and risk to delivery (probability of success).

38 The target for ETT set at Bank level was a minimum annual annual average score of 6o across all new rated
projects. There was an analogous system for the portfolio, Portfolio Transition Impact (PTI), which also
had an annual target. See ‘EBRD Scorecard: Proposed Expected Transition Impact (ETT) Matrix’, 6 No-
vember 2013, p. 12 and Kilpatrick, Affer the Berlin Wall, Chapter 10, section s.

39 Rewards were based on several additional indicators of success, especially business volume, profitability and
disbursement of funds. Nonetheless, the EBRD placed a high weight on transition parameters.

40 The previous scorecard target was based on reaching “at least 8o per cent Good or Excellent projects”. See
‘EBRD Scorecard’, p. 4.
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offered for projects seeking to tackle difficult delivery risks, as often seen in
less advanced countries. An ETT Matrix set out the parameters accordingly.*
The Board welcomed the ETT approach and it was introduced for all

projects from 2014 onwards.

Country strategies

For many years country strategies had played only a limited role in the formu-
lation of policy and strategic direction at the EBRD. For the most part, they
resembled a wish list of projects bankers hoped to sign over the coming period.

An effort was made to improve the situation in late 2010, when man-
agement declared they intended to produce “streamlined and more focused
strategies” with “clearer prioritisation”, and in 2013 there was a further push.
But neither added up to a major change of outlook. A year later a country
strategy results framework (CSRF) was introduced.

It was the arrival in 2015 of Philippe Le Houérou, a former World Bank
Regional Vice President, that started a more radical overhaul of country
strategy work. The timing coincided neatly with a rethink on the transi-
tion concept that was launched around the same time (see below) allowing a
closer integration of project and country level activities.

Looking at the existing procedures and their deficiencies, Le Houérou,
who took over as the new Vice President for Policy and Partnerships, referred
to medical practices. “If you plan to treat a patient,” he would say, “you must
first make a thorough diagnosis”. Yet, the strategies on which the EBRD
planned its investments and advice offered no such diagnostic work.

Although Le Houérou left the EBRD in early 2016, after being appointed
as Chief Executive Officer of the IFC, country strategies thereafter were
built on the three pillars he had advocated: sound diagnostics, targeted
interventions where the EBRD could make a difference, and good coordi-
nation with other international actors active in the country.

A new group in VP3, Country Economics and Policy (CEP), led by its
director, Artur Radziwill, a former Polish Deputy Finance Minister, set
about preparing diagnostic studies focused on barriers and opportunities
facing the private sector in a number of countries. More sensitive political
dimensions were left to the country strategy documents themselves. The

41 ‘EBRD Scorecard’, p. 10.
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analyses were designed to provide an understanding of the economic situa-
tion and structural factors in each country and a rationale for the intended
interventions by the Bank in its country strategies.

The first diagnostic report covered Egypt and was presented to the Board
in September 2016+ as a first step towards the EBRD’s inaugural strategy
for the country. An in-depth diagnostic for Kazakhstan*, a country the
Bank knew well, followed in November and thereafter diagnostic analyses
came with the regular flow of country strategies. One feature of the Kazakh
study, and used in later studies, was work by the sector economists which
drew on developments initiated by the transition concept review, in partic-
ular, an assessment of transition qualities by country.

Policy dialogue

As part of the effort to improve country strategies and delivery of transition
results Le Houérou was keen to raise the EBRD’s capacity to conduct pol-
icy dialogue with country authorities. Supporting reform-minded govern-
ments effectively was an important goal which President Chakrabarti also
strongly supported.

Le Houérou’s World Bank knowledge, where policy discussions formed
a major part of country assistance, was one motivating factor. Those oper-
ations were mostly sovereign loans, whereas the great majority of EBRD
lending was to the private sector. At the IFC, the World Bank’s private sec-
tor lending arm, policy efforts were left primarily to the World Bank’s global
practice expertise. There was no such constraint at the EBRD.

Unlike the IFC, the EBRD provided a moderate amount of sover-
eign lending and so would engage with governments. It also was heav-
ily involved in dealing with state-owned entities and public-private part-
nerships (PPPs), and with the municipal sector. The EBRD’s presence on
the ground with active local offices in every country gave it visibility and
access; and as a major international investor it was a key interlocutor with
convening power in many of the smaller countries it served. There was sig-
nificant potential for policy engagement (a term Le Houérou preferred

42 ‘Private Sector Diagnostic: Egypt’, 2 September 2016.
43 ‘Kazakhstan Diagnostic Paper: Assessing progress and challenges in developing a sustainable market econ-
omy’, 4 November 2016.
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to policy dialogue) with the authorities, particularly when matched with
investments and expert technical help.

The Strategic and Capital Framework (SCF) for 2016-2020, Re-energis-
ing Transition, agreed by Governors in May 2015, made the objective clear:
“The Bank will have a significant, structured policy dialogue capacity, lever-
aging its project work and aimed at sector reform and institutional and gov-
ernance improvements.”

A paper was presented to the Board in September 2015. At its core was a
focus on supporting policy reforms. The view was that policy priorities should
be decided up front as part of the country strategy, based on the diagnostic
analysis and concentrating on areas where the EBRD held comparative advan-
tages. A stronger role for policy advice and reform advocacy was introduced,
including ‘communities of practice’ to strengthen knowledge management
and share the work programmes of different teams engaged in reforms and
policy dialogue. A better linkage between demand-driven investments and
policy reforms to improve the business environment and raise standards was
envisaged. Here it helped that bankers and economists were working closely
together in the field and at London headquarters, as part of CSG, with VP3
and Banking jointly responsible for delivery of results.

Le Houérou’s temporary successor before the arrival later in 2016 of Pierre
Heilbronn, a top French civil servant, was Alain Pilloux, a very experienced
EBRD insider. Pilloux pushed hard to embed the improvements quickly and
fully, especially within Banking. He was in a good position to do so with over
20 years of banking experience, including running country offices. His efforts,
together with those of Mattia Romani, the VP3 Managing Director of Eco-
nomics, Policy and Governance (EPG), led to the introduction of priority
policy objectives as part of bankers” and economists’ annual objectives. These
formed a qualitative measure of every participant’s performance, which were
reviewed region by region by the Vice Presidents of Bankingand VP3 each year.

5. A Revised Transition Concept

Berglof, the longest serving Chief Economist at the EBRD, left the Bank at
the end of 2014 to head the Institute of Global Affairs at the LSE.#4 Follow-

44 Berglof was appointed as Chief Economist at the Asian Infrastructure Investment Bank (AIIB) in 2020.
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ing his departure, Lankes who was Managing Director, Corporate Strategy,
acted as Chief Economist before Guriev arrived to take up the role in Sep-
tember a year later.

Chakrabarti now turned his attention towards the transition concept.
The issue for him was whether to keep it.

His development background—where he was strongly associated with
DfID’s goal of reducing poverty—chimed with a wider questioning of the
concept of transition. There was a matter too of how the concept might fit
with his vision for a coordinated skills-based MDB architecture, an idea he
had recently espoused in a lecture at the Petersen Institute alongside Donald
P. Kaberuka, President of the African Development Bank.* Was the notion
of transition still relevant or “somewhat passé” as the Besley Commission
had themselves asked?

The SDG agenda

There were important additional reasons for pushing forward with a review
of the transition concept in 2015. This was the year the 2030 Agenda for Sus-
tainable Development—and the Sustainable Development Goals (SDGs)—
was due to be agreed (by 193 countries) at the UN General Assembly in Sep-
tember. It was to be preceded by the Third UN International Conference on
Financing for Development in Addis Ababa in July.*¢ It was evidently going
to be a highly significant year for development.

The agenda was particularly relevant to the EBRD because most IFIs and
their government shareholders had come round to the view that the private
sector was critical to the delivery of the now expanded set of global develop-
ment goals. Plans were in train for the Heads of MDBs to promote the idea of
‘billions to trillions—the notion that public sector institutions could work
together with the private sector and leverage huge sums of finance for devel-
opment—at the Spring Meetings of the IMF and World Bank in April.

With the promotion of private sector finance lined up to be a major
plank of the forward development agenda, this was a major opportu-
nity to show how the EBRD had the tools and knowledge to meet these

45 Among the ideas was the suggestion of joint ventures, something that had been discussed separately with
the African Development Bank. Suma Chakrabarti, “The New Multilateralism: The Role of Regional De-
velopment Banks’, lecture at the Petersen Institute for International Economics, 8 October 2014.

46 'The previous conference was held in Doha, Qatar in 2008.
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ambitions. Chakrabarti did not want the EBRD to be left on the sidelines
as a result of being seen to follow an outmoded concept at such an impor-
tant moment.

Taking stock

Lankes, who knew the history of the transition concept better than anybody
else in the Bank and had helped steer much of the earlier work by the Bes-
ley Commission, took up the challenge almost immediately on his appoint-
ment as acting Chief Economist. He launched an internal review to con-
sider the relevance of the concept for modern market-oriented economies
and its operational status.

Atan information session with the Board to launch the Transition Con-
cept Review in February 2015 he argued that the post-war focus on a distinc-
tion between public and private goods, where the latter were viewed as best
left to markets, reached a peak with market liberalism in the early 1990s,
just as the EBRD was establishing itself. However, since then the emphasis
of economists had shifted towards new dimensions that needed to be taken

into account. In particular,

¢ The role of market-enabling institutions, particularly in the context of
important externalities such as climate change;

e Recognition of the complexities of sound market regulation and its
enforcement;

e The role of incentives, social capital, trust and corruption;

e An increased focus on inclusion; and

¢ A more nuanced view of the state in industrial policy, including sup-
port for SMEs.

In the early phase of transition, privatisation had been used to strengthen
incentives and governance but when it occurred in a poor institutional
context it resulted in unfair outcomes and poorly-run firms. Poor quality
competition policies and state capture by private interests elsewhere also
imposed costs on growth.

The experience of many EBRD countries of operations, especially out-
side central Europe and the Baltics, had shown corruption to be serious. It
was worse among resource-rich countries. The Besley Commission’s earlier
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advocacy of a free media, free elections and an independent judiciary to reduce
the extent of corruption had been hard to put into practice in many countries.

The focus on institutions, with reference to world-wide experience,
pointed towards a view that while transition had a clear direction there was
no unique end-point. Differences in history, culture, economic structures
and individual preferences meant that routes taken and solutions found
need not match precisely. But, as could be seen in differences between insti-
tutions in European countries and the USA, successful democratic market
economies could emerge despite these differences.

Building on the Besley Commission assessment and the 2013 Transition
Report, Lankes reminded the audience that a lack of social cohesion and
inclusion undermines the legitimacy of market systems. It was the absence
of democratic and market freedoms that had ultimately led to the demise
of central planning and inequality of opportunity threatened a similar fate
in other systems, as had been seen in the Arab uprisings of 2010-11. Inclu-
sion needed to be taken into account since it could help build constituencies
for market reforms and democracy, as well as adding to economic efficiency
and avoiding blocks on market liberalisation resulting from excessive wealth
accumulation in the hands of the few.

In addition, modern economies increasingly relied on information
and knowledge, which were public goods. Knowledge creation, such as
in research and development (R&D), involved risky projects. Their social
returns are generally higher than private ones since other players can bene-
fit from new knowledge. As such, public-private solutions were often needed
with, for example, the state providing some risk capital for start-ups along-
side private finance to leverage successful innovation for subsequent market
deployment and viability.

The description of how Lankes and his team saw the building blocks of
the modern-day economy, and the contrasts with the thinking of 20 years
carlier, was well-received by the Board who, like management, hankered
after an updated view of transition ideas. The next step would be the prepa-
ration of a paper with a set of methodological proposals.

Besley Il

The Besley Commission six years earlier had provided valuable method-
ological insights that helped the Bank adjust some of its methods. However,

229



Transforming Markets

these changes were made mainly within the limits of the system that had
been introduced in 1997. With the EBRD’s 25" anniversary due in 2016,
Chakrabarti and Lankes hoped that the revamp envisaged under the con-
cept review might lead to a new approach to transition.

As part of the preparations for the review, Lankes contacted Besley that
autumn to see if he would lead a group of experts again, this time focus-
ing on improving the qualities of market economies and the outcomes
they generated. Lankes asked Besley for a framework that “should be sim-
ple and understandable for a broader audience, and lend itself to being
operationalised.”

Besley once more assembled a panel of experts. Guriev, now at Sciences
Po in Paris and known to be coming to the EBRD as its next Chief Econo-
mist, remained on the panel but Dewatripont was replaced by Beata Javor-
cik, a Professor of Economics at the University of Oxford.#” Their report
was submitted in March 2016.#

The intervening years had reinforced the message of the Besley Commis-
sion of 2009: “Specifically, it suggested a greater focus on the importance
of stability, governance, a concern for gender equality among other dimen-
sions of inclusion, competitiveness, and innovation ... and a more intensive
appraisal of the appropriate role of the state ...”

The experience of financial crises, rising inequality of income and wealth
within countries and a change in the Bank’s geographic focus towards coun-
tries with young, growing populations facing serious problems of inequal-
ity of opportunity pointed to important new dimensions that the EBRD
needed to explore under its transition mandate.

The terms of the debate concerning transition had changed since the
euphoria of the fall of the Berlin Wall and its immediate aftermath. The
then ‘model” market democracies, such as the USA and UK or Sweden,
had demonstrated they contained major fault lines. In truth, they offered
no ultimate assurance of stability or guarantee of progress. The once lauded
idea of an ‘end of history’ was a mirage. The move from plan to market was
just one step; the road from market towards a high-income economy was
vastly more complex.

47 Javorcik became the EBRD’s Chief Economist in 2019.
48 T. Besley, B. Javorcik and S. Guriev, “Transition Impact and the EBRD’s Mandate’, Review Panel Report,
March 2016.
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Becoming stuck in a middle-income trap** was not unique to the EBRD
region. Countries needed to find their own policy routes to become success-
ful market economies. Furthermore, failure to include disadvantaged and
disenfranchised groups in the political economy process along the way was
likely to hold back progress in transition or, worse, put it into reverse.

Beyond the EBRD region the world and its policy preoccupations had
changed too. The Cold War stand-off between ecast and west had been
replaced by a new existential threat: the perils of climate change for the
planet and with it the quality of human life. The EBRD had been quick
to recognise this and act on it. But more needed to be done. Furthermore,
greater attention in the development context was being given to the issue of
gender equality, a matter which the EBRD had also begun to address.

The panel felt the EBRD had a strong ability to apply its investments
and advice to both causes while continuing to help many of its countries of
operations escape the middle income trap. But to be effective in doing so the
Besley team believed that the Bank needed to reorient itself and give more
prominence to the actions it was able to take to deliver on these global pub-

lic goals. They said:

The EBRD’s capacity to contribute to the wider debates about eco-
nomic development and its determinants is less clear, ... the EBRD needs
to develop a distinctive voice ... the transition impact framework needs
refreshing in line with wider goals, many of which have become de facto
areas of interest for EBRD.

Although the group called for a “fresh interpretation” of the transition
concept and its application they saw no case for changing Article 1 of the
AEB. This “gives a distinctive mandate for EBRD and makes it unique
among IFIs”, they said. But, they added, “a market economy is no guarantee
of success in and of itself” and requires “a complementary role of an effec-
tive state”. Here, they argued, legal capacity (the ability to enforce contracts
and regulate fairly), collective capacity (insurance to cover the inadequacies
of market provision), and fiscal capacity (non-distortionary revenue raising)
were essential for a well-functioning market economy.

49 The tendency for emerging economies to make only slow progress after reaching certain levels of per capita
income.
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They recommended that the organising principle for the EBRD should

not be transition as it had been understood in the past but as:

Supporting a move towards a competitive, well-governed, sustainable and
inclusive market economy. This means paying attention to building state

capacities as well as investing in private capital.

The Besley panel’s conclusions were important since they brought
together areas which the Bank had begun to pursue in a somewhat dis-
jointed way without clearly articulated links to its mandate. The proposed
refreshed interpretation of transition provided a coherence that had been
missing. A well-functioning market economy was thus not simply one that
followed competitive and integrated markets, but one that was also well-
governed, being supported by an effective state, inclusive and environmen-
tally sustainable.

A number of other recommendations were made by the panel, notably
concerning country strategies which they believed should be given a more
central role and be more closely linked to the Bank’s operational strategy

and project-based lending.

Qualities of a sustainable market economy

The Besley team, supported by Nik Milushev and Alex Plekhanov in OCE
and Lankes, interacted intensively with the Board during the months in
which they prepared their analysis. First at a workshop in November 2015
and next at a Board retreat held at the LSE in February 2016 for which sev-
eral Directors, who had been encouraged to offer feedback and ideas, issued
“gray” paperss® of their own on how they saw the transition concept 25 years
on and matters concerning its implementation. Lankes later described the
process of Board involvement as “the most significant in [his] 30 years of
working in IFIs!”

The panel’s paper was well-received when it was discussed at a further
Board workshop in March. At the final workshop on 21 April the Director

for the Netherlands, Paul Vlaanderen, acting as a coordinator of Directors’

so  ‘Grays’is a term used at the IMF for written statements by Directors ahead of meetings. It derives from the
colour of the paper on which such papers are printed.
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informal inputs, including his own, summarised their thinking on the topic.
Although there were differences in emphasis it was essentially in line with
the approach suggested by the Besley panel and the Lankes team. There was
almost universal agreement that the transition concept needed refreshing
and that the paper provided a sound basis on which to do so.

Based on those discussions, two more qualities of sustainable market
economies were added to the list: resilient and integrated. Emphasis on resil-
ience reflected the scars of the global financial crisis. Integrated highlighted
the importance of countries’ internal and external connectivity, such as the
integration of capital markets, infrastructure, trade and knowledge.

Following the panel’s report and a further period of collecting views
from Directors and others in the Bank a paper, Transition Concept Review,
was prepared and presented to the Board on 2 November 2016. Taking its
cue from the Besley panel, it set out a fresh interpretation of the transition
concept.

There were two key propositions which the Board was invited to
endorse. First, there was a clarification that the Bank’s mandate was to fos-
ter sustainable market economies. This was argued to be fully consistent
with Article 1 of the AEB. Second, that such an economy may be charac-
terised by six primary qualities so that “a sustainable market economy is
competitive, well-governed, green [environmentally sustainable], inclusive,
resilient and integrated”. This implied a focus on outcomes, and on mar-
ket-based decision-making that leads to those outcomes, rather than stop-
ping at market structures per se. The authors of the paper regarded this as
its core conclusion.

The six transition qualities also formed the basis of project and country
level assessments of transition, on the one hand by asking bankers to explain
the main transition qualities their projects were targeting and on the other
hand by dissecting country diagnostics and strategies according to the tran-
sition gaps shown for each quality.

A great advantage of the “qualities” proposal was its simplicity—some-
thing the bankers welcomed with great relief—and that outcomes at last
appeared to matter to the Bank. They always had done but they were no lon-
ger obscured by a focus on the structural characteristics of markets. What
was left unsaid in the propositions the Board endorsed, but was made clear
in the paper, was that the EBRD remained a bank which pursued systemic
change and the transformation of markets to make them more sustainable.
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The Bank is to foster a change in economic systems, i.c., in the way that
economic decisions are made, rather than directly pursuing development
outcomes. This choice was based on the conviction that a well-functioning
market economy and private initiative—set within a political framework
of democracy and pluralism—are most effective at delivering on people’s
aspirations. The Bank’s mandate is therefore unique only in degrees: it tar-

gets the means rather than the ends, but it cannot lose sight of these ends.

No-one disagreed with that.

The Six Qualities of a Sustainable Market Economy

Competitive

A competitive market economy has:

- Market structures with enough players to ensure competition
among firms, and rules making it easy to enter and exit;

- The capacity for firms to generate added value by producing more
efficiently or innovating; and

- Incentives to compete and advance, based on private ownership
and management, and, with public entities, governance that ensures
commercially sound decision-making,

Well-governed

Governance concerns authority, decision-making and accountability
in all domains. At its core, governance is about the quality of institu-
tions and the processes that they support.

A well-governed market economy rests on two pillars:

- National or subnational economic governance, that is the insti-
tutions and processes that support economic activity and economic
transactions by establishing the rule of law, transparency, accountabil-
ity, checks and balances and fair play;

- At the corporate level, the system of rules, practices and processes
by which companies are directed and controlled in accordance with
international standards.
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Green

A green or environmentally sustainable market economy is one in
which economic decisions reflect the full value of resources to present
and future generations.

Operationally, it is where economic decisions seck to limit the impact
on the environment, achieve ambitious outcomes—such as car-
bon emissions reductions—and where market failures are addressed

through policy and legal frameworks.

Inclusive

An inclusive market economy ensures that anyone—regardless of their
gender, place of birth, socio-economic environment, age or other cir-
cumstances—can access labour markets, finance and, more generally,
economic opportunity.

Promoting an inclusive market-based system is about efficient (human)
resource allocation rather than social policy. But there is also a political
dimension to inclusion. Democratic institutions make access to power
more open, directly supporting inclusion and the political and social
sustainability of market economies.

Resilient

A resilient market economy supports growth while avoiding excessive
volatility and lasting economic reversals. It is about the ability of mar-
kets and market-supporting institutions to resist shocks, about policy
predictability and about balance and sustainability in financial and
€conomic Structures.

Resilience objectives are most commonly associated with the nature,
conduct and structure of financial systems. Financial stability refers
to a financial system’s ability to withstand shocks without major dis-
ruption in financial intermediation and in the supply of financial ser-
vices. At best, it also suggests the absence of excess volatility, stress or

crises.
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Integrated

Integration refers to connectivity with the global economy through
trade and investment and other cross-border dimensions and to the
(geographic) integration of domestic markets.

An integrated market economy has the policies, institutions and con-
nectivity—through energy, infrastructure and information technol-
ogy links—to minimise the transaction costs of trade, support com-
petition in product and services markets, and tap a wide range of
financing channels.

Integration is a central element in any economy’s competitiveness. It
enables trade at greater speed, lower cost and better quality. It is criti-
cal to growth and job creation.

6. Operationalising the Changes

In order to operationalise the revised concept a system built around the
six transition qualities was needed. The qualities worked well for banking
teams’” so the framework could remain principally sector-based as before
and would pay attention to the country context. An additional advantage of
the qualities approach was that it could be linked more easily to the SDGs
than the previous system.

Project Christopher %2

As the transition concept review got underway a parallel exercise was con-
ducted to improve the transparency and predictability of the impact

51 There were some obvious matches where qualities like resilient would be frequently cited in transition im-
pacts by financial institutions’ teams, green with energy efficiency and climate change work, competitive in
industry, commerce and agribusiness projects, and so on. Nonetheless, these were not exclusive: green and
inclusive worked across all sectors for instance.

sz The project was named after the code-breaking effort using one of the earliest computers, the Enigma ma-
chine, designed and called Christopher by Alan Turing, which was used to crack Nazi Germany’s coded
messages during World War IL It was the subject of a film, The Imitation Game, released at the end of 2014,
starring Benedict Cumberbatch in the lead role.
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assessment system. The sector economists engaged in what was essentially
a decoding and distilling of past project assessments by sector to extract the
core questions that needed to be answered to pass a test of transition impact
adequacy; and from there the degree of impact that was associated with dif-
ferent levels of ambition. A greater impact could be expected, for example,
to result from the training of SME suppliers of a large retailer with the view
to expand supply networks and upgrade the quality of SME products, or
from dedicated policy work to structure public service obligations of munic-
ipal water companies.

Under Romani’s guidance, and interactions with the banking teams,
a semi-automated system based on sets of questions relevant to particular
sectors was built up over time, piloted and integrated into work designed
to simplify the full set of processes followed by the Bank in its operations
(Project Monarchs?).

The core of Project Christopher identified the primary transition qual-
ity being addressed by the project, along with a secondary quality (which
received less weight), and generated a preliminary score to reflect the
strength of its potential impact. This was then adjusted for the context in
which the investment was being made: first for the degree of challenge it
faced (the “transition quality gap”), and then for the extent to which it tar-
geted a country priority, with the very best such projects receiving a bonus
score (“star projects”). Additional adjustments were introduced for equity
and local currency to reflect their particular value and difficulty and to pro-
vide an additional incentive for bankers.

Transition quality gaps: the ATQs

The ATCs which had provided an overview of the transition challenges by
sector were replaced by a similar system based on transition qualities, the
assessment of transition qualities (ATQs). These were first published in full
in November 2017,%* although had begun to be used internally as part of
Project Christopher before this, and like the ATCs were designed to test the

degree of advancement in the transition of EBRD countries of operations.

53 Project Monarch was the name given to the successor to OE&E when the Bank’s operational processes were
brought together under one systems-wide data management I'T project.
54  See ‘Structural Reform', Transition Report 2017-2018, ‘Sustaining Growth’, pp. 105-115, 13 November 2017.
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For the purposes of country diagnostics and country strategies the anal-
ysis of qualities showed where a country was most lagging behind—in terms
of, say, its competitiveness or inclusion credentials. Projects in areas with
larger gaps were given a rating uplift.5s

Mapping the system to the SDGs

Unlike the Millennium Development Goals, which focused on reducing
poverty and other social outcomes like health and education, the SDGs
were broader and emphasised issues such as the environment, employment,
infrastructure, and inequality which were more relevant to the activities of
the EBRD. At the same time, the notion of transition qualities encompass-
ing the green economy and inclusion matched the SDGs far better than the
previous system.

Figure 6.2 The Six Transition Qualities and the SDGs
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ss  “Transition Impact Methodology Update’, 6 July 2018.
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Of the 17 SDGs, the revised EBRD transition impact assessment system
was associated with 13 of them, from gender equality and decent jobs to sus-
tainable cities and climate action, as illustrated in Figure 6.2. This helped
with the presentation of country strategies to audiences outside of the Bank,
since it was easy to see where and how the EBRD was tackling various SDGs.

Conclusion

The outcome of the transition concept review was an almost universally accepted
success. Although contrary views were heard at the Board when it was agreed in
November 2016—on the basis that it diverted the Bank from the original con-
cept and its mandate—the vast majority was in favour of its adoption.

Lankes, who was about to leave to join Le Houérou at the IFC as Vice
President for Economics and Private Sector Development, was widely
praised at the meeting for leading the thorough review and for his many
contributions to the Bank’s development since his arrival at the EBRD in its
early days. Directors applauded especially the open way in which their views
had been sought during the course of the review.

Within the Bank too the new system settled in well. Bankers in particu-
lar were pleased with the results. One senior banker said enthusiastically “At
last T can explain transition to my clients and what our investments relate
to!” It was a far cry from their refrain a decade earlier.

For Chakrabarti it was a vindication of his perseverance to modernise
the EBRD. The Bank was better placed among its peers than before and
more visible in its tackling of problems facing emerging markets and devel-
oping countries in the third decade of the 21* century.

Rather than banishing the concept that underpinned the Bank’s phil-
osophical stance Chakrabarti embraced the new interpretation as a rele-
vant metric for developing economies and the future. Efforts could now be
focused on transforming markets towards sustainability through each of
the six quality dimensions.

The initial EBRD goals of competitive and integrated markets had been
connected to qualities of resilience, inclusiveness, good governance and
“greenness” through a better understanding of developments in economics
and the role of the state, practical experience and lessons from the crises of
the past decade. Financial meltdown had pointed to the need for resilience.
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Inequality of opportunity and corruption, notable in the Arab Spring and
Ukraine, showed inclusion and good governance were key to ensuring the
legitimacy and irreversibility of democratic and market orientations. The
climate crisis indicated how human progress would be undermined without
market-based solutions supported by public interventions and incentives.

Building towards the sustainability of market economies was the way
forward.
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Equality of Opportunity

Introduction

On 8 November 2016, the EBRD launched its annual Transition Report:
“Transition for all: Equal opportunities in an unequal world’. It was a
response to the negative side of globalisation. Globalisation lifted many
hundreds of millions of people out of poverty but left others stranded on the
margins of growing global prosperity.

The good news for the Bank’s region was that countries were becom-
ing richer. Remarkable successes had been achieved in the post-communist
societies that the EBRD had been created to support. The region had finally
closed the “happiness gap” with people on similar incomes in other regions.
The residents of former communist countries were “now expressing just as
much satisfaction with life as their peers in other countries”.

But that positive revelation belied a negative underlying trend. Not
everyone had profited equally from the rising global prosperity. There had
been some very obvious losers as well as winners.

One of the panelists discussing the Transition Report during its launch
event was Serbian-American economist Branko Milanovi¢, who had
famously illustrated the distribution of globalisation gains with a graphic
shaped like an elephant.’

1 The “elephant chart”, as it became known, first appeared in Christoph Lanker and Branko Milanovic,
‘Global Income Distribution: From the Fall of the Berlin Wall to the Great Recession’, World Bank Pol-
icy Research Working Paper 6719, December 2013, https://openknowledge.worldbank.org/handle/
10986/16935.
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The tip of the elephant’s rising trunk showed how globalisation had dis-
proportionately favoured one very tiny proportion of the global popula-
tion—the super-rich.

The graphic description of the disparate global distribution of incomes
was consistent with an increasing concentration of wealth, which the EBRD
said was pronounced in the EBRD regions.

“In particular, the transition process appears, in a number of countries,
to have contributed to a strong concentration of wealth among the very
rich,” the Transition Report noted.

The report showed how an uneven distribution of gains had also left its
mark on post-communist transition economies. People in these countries
were suffering from both real and perceived levels of inequality.

In EBRD regions, “people are overwhelmingly of the view that inequal-
ity levels are high and rising. These perceptions may, to a significant extent,
be guided by the fact that wealth is strongly concentrated among the very
rich,” the report said.

The feeling of being left behind by those experiencing decades without
improvements in real incomes is often cited as one of the principal causes
behind a rise in populism during this period.

In his foreword to the report, the newly-appointed EBRD Chief Econo-
mist, Sergei Guriev, wrote: “If mainstream politicians want to withstand the
challenge presented by opportunistic populists, they need to design reforms
that do more than just deliver growth on average in the long run. Reform-
ers need to ensure that they enjoy the support of the majority at all times.” >

He added, “reforms should deliver benefits to the majority of the popula-
tion in both the short and the long term, preventing populism both in times
of crisis and in normal times.”?

Coincidentally, the EBRD’s report had been launched on the very day of
the US election that took Donald Trump to the White House, an event that
would become emblematic of the growing backlash against globalisation.

The rising concern about inequality would put the whole concept of
inclusion more firmly on the agenda of the EBRD. At the 2017 Annual
Meeting in Cyprus, the Bank launched its first Economic Inclusion Strat-
egy. By the end of 2020, inclusion was one of the three dominant objectives

> Transition Report 2016-17, Foreword, p. 8.
3 Transition Report 201617, Foreword, p. 8.
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for the EBRD’s strategy for the next five-year period, alongside support for a
green, low-carbon economy and the acceleration of digital transition.

Inclusion was now mainstreamed in the EBRD. However, the Bank had
taken a long and winding road to this destination.

1. A Missing Gender Agenda

In its very early days, the EBRD had placed a high priority on developing
the market economies in its region and helping them become more compet-
itive and more integrated within the global market place.

There was little or no focus on issues like inclusion, or gender equality.
Like climate change, they might be important concepts—but they were not

considered the remit of the EBRD.

Egalitarian paradise

There was another reason why gender had less resonance. The EBRD was
dealing with countries that had emerged from a system which on paper
guaranteed the equal rights of men and women.

As political scientists Ellen Carnaghan and Donna Bahry wrote of the
Soviet Union in a 1990 essay: “official doctrine has declared gender differ-
ences to be socially irrelevant”.*

There were indeed many more opportunities for women in the Soviet
Union. While only four women ever served in the Politburo, women not
only participated in but also played significant roles in the workplace.

Alexei Stakhanov, the Donets Basin miner, may have given his name to
the concept of the overachieving Soviet employee—the hardworking Stakh-
anovite. But there were plenty of female Stakhanovites, especially working
on the land—like the tractor driver Pasha Angelina and the beet producer
Maria Demchenko, both Soviet heroines.

There were clear female role models, such as the cosmonaut Valentina
Tereshkova, the first woman to fly in space. Tereshkova was an engineer at
a time when this was not an obvious profession for women in the USA or

4 Ellen Carnaghan and Donna Bahry, ‘Political Attitudes and the Gender Gap in the USSR, Comparative
Politics 22, no. 4 (1990): 379-399.
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western Europe. In contrast to counterparts in the west, women in commu-
nist countries could and did excel in the STEM disciplines of science, tech-
nology, engineering and mathematics.

There had been in the Soviet Union “a sharp rise in the rates of women’s
participation in the labour force—higher levels combined with deeper pen-
etration into occupations previously considered ‘male’, according to a 1985
paper published in the Journal of Labor Economics (JOLE).S

But, for all the celebration of Soviet technological and industrial hero-
ines, the real story was very different from the Soviet doctrinal version.

As the JOLE article continued, there were indeed inequalities between
men and women. “Considering the proportion of working mothers of small
children even the number of day-care centres for young children is inade-
quate.” While many women may have had good day jobs, the task of look-
ing after the household fell squarely on the shoulders of women. Other out-
comes, according to the paper, included low salaries relative to those of their
male colleagues.

If the position of women was tough in the Soviet Union and other com-
munist countries, it became even more so once the regimes had crumbled

and economies collapsed. But it was still several years before the gender issue
would be taken seriously by the EBRD.

Building advisory support

In line with its mandate to promote environmentally sound and sustain-
able development, the EBRD had published an Environmental Policy in the
very first year of its existence. “Environmental” in the document had a wider
sense than the purely ecological, covering social issues such as the protec-
tion of workers’ rights and those of vulnerable members of society. However,
even when the Board approved a second update to the Policy on 29 April
2003, there was no reference to gender or any nod to the role of women.
On 8 March 2003, when the EBRD with other MDBs and the IMF
voiced support for gender equality on International Women’s Day, their
joint statement® argued that gender equality accelerated economic growth.

s Gur Ofer and Aaron Vinokur, “Work and Family Roles of Soviet Women: Historical Trends and Cross-
Section Analysis’. Journal of Labor Economics 3, no. 1 (1985): S328-S354.
6 Statement from MDB/IMF Heads on International Women’s Day, 8 March 2003.
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Otherwise, it touched on goals that were not part of the EBRD’s day-
to-day vocabulary—reducing poverty, hunger and child mortality, creating
educational opportunities, promoting maternal health and combating dis-
eases like HIV/AIDS and malaria.

There was one area where EBRD activities specifically targeted women
around this time. An adjunct to the Banking Department, the largely
grant-funded TAM/BAS teams had been created in 1993 with the aim of
helping to develop the micro, small- and medium-sized enterprise sectors.

The TurnAround Management (TAM) and Business Advisory Ser-
vices (BAS) programmes promoted economic transition through advice
and mentoring at the enterprise level. The TAM/BAS group saw the poten-
tial for women to strengthen skills levels in the enterprise sector and deter-
mined that encouraging participation in business would help TAM/BAS to
achieve its goal of promoting transition to market economies.

2004 saw the launch by BAS of a small-scale Women in Business Initiative
in Azerbaijan, running a workshop for women, in cooperation with the Soros
Foundation. A larger initiative began in November 2005, with funding from
the Canadian International Development Agency (CIDA). The objective
was to support women entrepreneurs who wanted to start up their own busi-
nesses, and also to help the growth of established women-owned enterprises.

Within a year, the BAS offices in the south Caucasus, in Armenia, Azer-
baijan and Georgia, had delivered 15 focus groups and workshops for women
in business and 30 BAS projects with women in micro, small and medium-
sized enterprises.

But TAM/BAS was an advisory programme and not fully integrated
with the main business of the EBRD. As a result, these BAS programmes
for women were kept quite separate from the activities of the wider Bank.

Gradually however, the concept of gender would move up the EBRD
agenda. Around this time, the EBRD carried out a Gender Equality Study
to assess gender issues in countries of operations that showed how gender
inequalities in the EBRD region had increased during the transition period.

The study” concluded that the change in the role of the state had entailed
negative consequences for women by reducing their economic opportuni-
ties, access to social services and ability to affect political decisions.

7 The study is referenced in the TAM/BAS Strategic Plan 2008-2010, September 2007. https://www.cbrd.
com/downloads/tambas/country/briefs/ Tambas_plan.pdf.
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This underutilisation of human capital was a constraint on economic
development and hindered the achievement of the full benefits of transition
to a market economy.

In 2008, a gender element was introduced in the updating of the Envi-
ronmental Policy, which was expanded to become the Environmental and
Social Policy (ESP). The social element in the broader policy covered such
areas as labour standards and working conditions, as well as community
impacts, including public health, safety and security—and gender equality.

One further development in 2008 was the EBRD’s formal endorsement
of the third of the Millennium Development Goals (MDGs), which aimed
to promote gender equality and empower women.

On 7 March 2008, the Danish government had launched its MDG3
Champion Torch campaign, a specific call to action on the gender-focused
MDG. The idea of the initiative was that MDG3 Torches would be car-
ried by 100 Torchbearers—representatives of governments, the private sec-
tor, civil society, the media and international organisations.

EBRD President Thomas Mirow was one of these 100 world leaders who
accepted the MDG3 Gender Equality Torch from the Danish government
and pledged to pursue the MDG3 objective.

For his part, Mirow committed to launching and implementing a Gen-
der Action Plan (GAP) in the Bank’s countries of operations. The EBRD
would actively promote greater opportunities for women and aim to coun-
ter the effects of gender inequalities in the region. The job now was to come
up with just such a plan.

2. Gender Action Plan

Opver the next year, a small Gender team was set up in the Financial Institu-
tions (FI) team in the Banking Department. It was led by Chikako Kuno,
the Director of the Small Business Finance team, and contained a gender
specialist.

In July 2009, the team took the first draft of a Gender Action Plan con-
cept to an Information Session for the Board of Directors.

The Gender Action Plan (GAP) paper conceded that the Bank had
not “consciously promoted gender equality prior to 2008”. Nonetheless,
despite the absence of any specific initiatives to promote gender equality, the
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EBRD’s work over the previous 17 years had “undoubtedly resulted in posi-
tive long-term benefits for women”.?

Its support for transition, economic growth and sustainable projects had
helped to improve the overall quality of life and standards of infrastructure.
These developments had had a clear positive impact on women as well.

But now it was time to do more:

The arguments grounding the Bank’s present gender initiative are compel-
ling. They justify the resources and efforts that will be invested to ensure
that—more than merely paying lip service to gender—the Bank contrib-
utes to concrete advancements with relation to gender equality and wom-
en’s empowerment through its investment and technical cooperation proj-
ects. The Bank is now secking to develop a structured approach to gender
equality to mainstream it throughout its activities and measure progress in

relation to gender equality and the empowerment of women.

The arguments were backed up by evidence confirming the negative
impact of the transition process on women. Female labour force participa-
tion had dropped between 1990 and 2005 in the majority of the transition
countries. Where women had returned to paid work they were tending to
take low income jobs where professional education was not required.

Governments were spending far less on public care schemes and the job
of looking after either the young or the old shifted from the public sector
to private individuals, which in practice meant women. Many women were
forced to choose between formal employment and acting as carers.

An analysis of the types of jobs available in 2000 showed that the major-
ity of men were active in permanent and self-employed positions, while the
majority of women were in “subsistence jobs”, unpaid workers within the
family or on the land, or they had no form of employment at all.

Women remained at a disadvantage in some transition countries as far as
access to finance was concerned. Firms managed by women were less likely
to obtain a bank loan than similar firms managed by men. There were indi-
cations that female-managed firms were charged higher interest rates—a
trend more prominent in countries where transition was least advanced.

8  The EBRD’s Gender Action Plan, a concept paper presented at a Board Information Session on 13 July
2009.
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The GAP envisaged a series of steps starting with mainstreaming gen-
der across the Bank’s entire investment and technical cooperation activities.
This included making sure project appraisal processes took account of gen-
der. It would make operational the reference to gender in the new ESP, and
make sure gender equality was seen as an indicator of good corporate gover-
nance in projects.

The EBRD would also raise gender awareness internally within the
Bank though information campaigns and internal events. It would carry
out pilot projects to map out and assess the impact of the EBRD’s invest-
ments and develop tools to measure and monitor this impact. It would
leverage its position on the supervisory boards of companies to raise gen-
der awareness and also seek to collaborate with other IFIs/NGOs to imple-
ment the plan.

Under the GAP, three pilot countries, Georgia, Kyrgyz Republic and
Romania, were chosen where projects would be developed in order to
strengthen gender equality and women’s empowerment.

Around this time, Biljana Radonjic Ker-Lindsay headed the NGO rela-
tions team based in the EBRD’s Communications Department. It would
fall to her to finalise and implement the GAP.

Radonjic Ker-Lindsay recalls being approached by Horst Reichenbach,
then Vice President for Risk Management, Human Resources and Nuclear
Safety. Reichenbach asked her to lead the gender plan implementation
and make sure that gender could fit in closely with the EBRD’s broader
objectives.

“In addition to the public pledge by President Mirow and the support
of very senior management, the pressure to act was coming primarily from
certain Board members. There had also been appeals to the Bank from civil
society, which was part of the reason why I had been chosen to work on the
issue,” Radonjic Ker-Lindsay said.

She realised that there was not much appetite at this stage within the
Bank to take gender work a lot further, with no real activity beyond the
Women in Business (WiB) advisory services, which were semi-detached
from the EBRD’s central activities.

One of her first responsibilities was just to raise awareness of the gen-
der issue and increase buy-in within the Bank, to discuss what gender chal-
lenges lay in the EBRD’s countries of operations and what the EBRD could
do about them within its transition mandate.
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“It was important to make clear how drastically the position of women
had deteriorated since the collapse of communism and the disappearance of
the sort of social support that had previously been available,” she said.

The team worked on the plan through the rest of 2009. Radonjic Ker-
Lindsay identified three specific areas that remain key targets for support for
women over a decade later. “Women in the workplace” looked at employment
opportunities for women and working conditions. “Women in the market-
place” looked at the role of women as entrepreneurs. “Women in the commu-
nity” looked specifically at how women accessed basic services and how local
infrastructure served their requirements.

Until that time, the Gender team was only going to the Board to inform
Directors about ideas developing around the gender issue.

A 26 October Information Session, however, decided that the Board of
Directors should formally approve the Gender Action Plan, demonstrating
a higher level of commitment to its principles. That endorsement came on
29 January 2010.

Nine months later, the EBRD Board approved the Bank’s first gen-
der pilot project under the GAP, a municipal investment in Romania. The
Bank’s investment to modernise streets and street lighting in the Transyl-
vanian city of Sfantu Gheorghe took account specifically of the needs of
women. The project looked at women’s travel patterns, noting that in gen-
eral they made more trips than men, because they travelled both for work
and for domestic tasks such as shopping. Eighty per cent of women walked
to work, compared with 6o per cent of men. The proportion of women on
lower incomes who walked to work was much higher, because buses were
too expensive or inconvenient. Women were particularly worried about the
poor lighting in residential areas and did not feel safe walking in the streets
during the evenings.

The second pilot in 2010 focused on a waste management project in
Adjara in Georgia. It specifically targeted women in campaigns about waste
reduction, recycling and community cleanliness, primarily on the basis that
it was women who would share the information with their children. The
project also aimed to ensure equal opportunities for men and women work-
ing for the company operating the landfill.

A third pilot put a focus on women’s requirements in a project to
upgrade the water infrastructure in the Kyrgyz capital of Bishkek. Women
were much more involved in the use of water than men—for cooking and
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washing. Women were also more concerned with the quality of water, while
men tended to value permanent water supply over quality.

When the Gender team delivered an update on its activities to the Board
in October 2011, a whole new dimension had been added to the gender ini-
tiative following the Arab Spring and the EBRD’s tentative first steps in a
new region.

Gender issues in a new region

While the EBRD had already made a successful start in its activities out-
side of the former communist countries of central and eastern Europe with
its expansion into Turkey in 2008, the addition of four and possibly several
more countries with a completely different social heritage added a new layer
to the EBRD’s gender work.

It was important in the context of the GAP to assess what specific char-
acteristics the gender question might have in the southern and eastern Med-
iterranean countries.

An analysis presented to the Board showed that considerable progress
had been made in improving maternal health and reducing infant and child
mortality in the region. However, progress was slow in areas like women’s
ownership and control over assets, and their ability to inherit.

Young Arab women were doubly disadvantaged in the labour force, for
being young and for being women. Youth unemployment rates were already
problematically high. In 2010 in Jordan, for example, 48 per cent of women
aged 15—24 were unemployed, double the rate of 24 per cent for young men,
according to International Labour Organization (ILO) data.

The GAP paper referred generally to scope for the EBRD in the creation
of micro, small and medium-sized enterprises (MSMEs) in the southern
and eastern Mediterranean and said economic growth in the region would
depend to a large extent on the creation of the MSMEs with a specific focus
on promoting female-owned businesses.

Women were seen as a large untapped resource in these countries. There
were, however, considerable challenges, including the presence of a large
informal economy where most MSMEs operated outside the formal sector.

Women were disproportionally represented in the informal sector and
in segments of the informal labour force with the lowest earnings, includ-
ing home workers.
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3. Time for a Gender Strategy

Having laid solid foundations for EBRD activities in the gender sphere,
Radonjic Ker-Lindsay moved from her position as GAP coordinator in May
2012, handing over to Michaela Bergman, the Chief Counsellor for Social
Issues, based in the Environment and Sustainability Department.

Bergman was a senior social expert, with responsibility for gender issues
within her team and a fervent proponent of gender equality. Six months
later, Bergman would go to the Board stating it was time to turn the Bank’s
gender activity up another notch. A presentation to the Board on 22 Novem-
ber 2012, proclaimed: “Gender — Time for a Strategy.”

This was shortly after Chakrabarti had taken over as EBRD President,
bringing to the job a very strong personal focus on equality of oppor-
tunity, both within the EBRD itself as well as in the countries where it
invested.

Bergman circulated a draft strategy to the Board ahead of a Financial
and Operations Policies Committee (FOPC) meeting on 28 February 2013.
The paper outlined the rationale for the new Gender Strategy:

Equality of economic opportunity should be seen as an intrinsic character-
istic of a well-functioning market economy and therefore an intrinsic aim
of transition. The development of a Gender Strategy therefore builds on
the proposition that promoting equality of opportunity for women con-

tributes to the main purpose of the Bank, promoting transition.

Opver the three years of implementation of the GAP, progress had been
made in mainstreaming gender into the Bank’s operations. Now the time
had come, the paper said, “to make gender considerations integral to the
Bank’s operations”.

There was, however, only a brief discussion of the proposed new strat-
egy at the 28 February meeting, as the following week Directors were due to
hear from OCE about new proposals on the wider role of inclusion in tran-
sition (see Chapter 6).

On 7 March, Erik Berglof went to Board Directors to present the paper,
flanked by a small team including Barbara Rambousek, an Austrian devel-
opment expert who had joined the EBRD a year earlier to help develop a

focus on economic inclusion.
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There were by now two parallel strands in motion. The development of
the Gender Strategy and the introduction of a more systematic approach to
the whole concept of economic inclusion that the economics team had be
working on since 2011.?

Berglof, and his deputy Jeromin Zettelmeyer, were actively promoting
the concept of inclusion within the transition process. Berglof had brought
Rambousck to the EBRD with the specific aim of helping to define (and
subsequently to operationalise) inclusion.

While most Directors agreed on the importance of inclusion to the pro-
motion of successful economies, not all of them were convinced it was nec-
essarily an integral part of transition.

At the same time, a small but quite vocal group of influential Directors
did not believe the approach to gender should be in the form of a Strategy,
which - in their view - raised it to a too significant level of importance and
official commitment.

As one Bank official closely involved with the discussions at the time
recalled several years later: “This did point to the more serious problem
that the Bank had struggled to take the gender issue seriously. To a certain
extent, members of the Board had either been blind to the issue or been con-
cerned that the EBRD might be losing its mandate and just degenerating
into a [standard] development bank”."

Despite its name, a distinction had always been made between the
EBRD, the transition bank, and other traditional development institutions.

The Strategic Gender Initiative

In order to allay those concerns, when the Gender Strategy was ready to go
back to the Board, it was no longer a Strategy but a Strategic Gender Initia-
tive (SGI). Complete with a recommendation from Chakrabarti, it was for-
mally approved on 16 April 2013.

The SGI listed progress that the EBRD had made via the Gender Action
Plan under the rubric of the three A's—“Access to Services”, “Access to
Employment” and “Access to Finance”.

9 Seealso Chapter 6.
10 Interview, 2021.
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Further municipal projects that took account of gender differences had
been carried out, including a district heating investment in the western
Ukrainian city of Ivano-Frankivsk where the EBRD financed capital expen-
diture aimed at reducing energy losses and improving the quality of heating
and hot-water supplies.

As part of the investment, the utility company agreed to include a gender
element in its corporate business plan and customer communication strategy.

One result of the initiative was that the utility made a greater effort to
communicate with women because they were mainly responsible for pay-
ing the bills and more prone than men to raise complaints about poor lev-
els of service.

Under “Access to Employment”, one of five projects aiming for the pro-
motion of equal opportunities was with Romanian oil group Petrom whose
CEO and Chair Mariana Gheorghe became a symbol throughout the
EBRD regions of the role women could play in industry.

Gheorghe had previously worked at the EBRD where, having joined
from the Finance Ministry in Bucharest, she became a senior banker. After
the privatisation of Petrom in 2004, she represented the EBRD on the
group’s Administration Council, and in 2006 Gheorghe became Petrom’s
General Executive Director. In 2013, Gheorghe ranked 27 in the Fortune
List of the so most powerful women in business. She was the only manager
from south-castern Europe to have appeared on the list.”

It was at Petrom that the EBRD delivered its first gender pilot project
focused on equal opportunities and best human resources practices. EBRD
gender consultants worked with Petrom, a firm in an industry typically
dominated by men, to identify where they could improve opportunities in
the workplace for both men and women, focusing on recruitment, mentor-
ing and career management.

In the “Access to Finance” section, the SGI highlighted the BAS out-
reach to MSMEs where the focus on gender had strengthened over the pre-
ceding years through tailor-made programmes aimed specifically at women
in business.

11 The only other manager included from the EBRD’s post-Communist region was Olga Pleshakova, the head
of the private Russian airline Transaero Airlines, in 46th place. Ranked second on the list was the only oth-
er woman from the whole EBRD region, Giiler Sabanci, chair of the family-controlled Turkish conglomer-
ate Sabanci Holding.
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From the first steps to provide support for women entrepreneurs in the
south Caucasus, BAS reached out next to Ukraine, where discrimination
against women in employment was common. And then to Moldova and
Bosnia and Herzegovina.

However, by the time of the SGI, support for female-led firms had started
to move out of the purely BAS realm and into the mainstream EBRD. There
had been investments with Turkish banks which had specific envelopes for
on-lending to female-led enterprises.

Oksana Pak was a senior banker in the Financial Institutions team in
London at this time. She recalls starting work as early as 2009 on the first
such Turkish credit line, to Garanti Bankasi (GB). This was at the very
beginning of the EBRD’s activity in Turkey. “This was a ‘plain vanilla’ credit
line which included a sentence stipulating that special attention would be
paid to women-led entrepreneurs,” Pak said.

Indeed, there was just a very brief mention in the 45-page document out-
lining the €50 million syndicated loan to Garanti Bankasi, where the thrust
of the loan’s purpose was on lending to MSME:s outside of Turkey’s three
largest cities, Istanbul, Izmir and Ankara.

The brief rider read: “The Bank will provide medium term financing to
GB as a bank willing to expand its franchise in the regions and for specific
sectors and purposes (e.g. small agriculture and women entreprencurship).”
It was in 2012, Pak said, that the EBRD provided a loan to Garanti where
the proceeds were targeted exclusively towards women.

This project went to the Board in September 2012 and the EBRD went
public with the news in November. “This credit line ... is the first in the his-
tory of the EBRD to be entirely dedicated to women-owned and operated
SMEs,” said Francis Malige, at that time Director for Financial Institutions
in the southern and eastern Mediterranean, Turkey and Ukraine. ™*

The SGI said the project with Garanti aimed to increase the share of
women-owned or managed SMEs in Garanti’s loan portfolio, implementing
a targeted marketing and communication strategy, providing managerial
and financial literacy support and further increasing awareness and motiva-
tion throughout Garanti’s management and branches.

12 EBRD Press release, 9 November 2012. ‘(EBRD gives funding boost to Turkish businesswomen’.
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Also in November 2012, the EBRD announced a €50 million investment
in Turkey’s Yapi Kredi Bank. Of this total, €30 million was aimed at sup-
porting SME:s in the agribusiness sector. The remaining €20 million would
allow Yapi to finance SMEs managed and owned by women.

“Turkey can do much more to enable women to act as economic agents
of transition,” said Mike Davey, then EBRD Country Director for Turkey.
“Women represent a huge resource that can help achieve Turkey’s full eco-
nomic potential.”"?

Other similar credit lines followed in Turkey in 2013, including a €25
million facility to IsBank and €30 million to Seker Bank.

4. Inclusion and Transition

In 2013, the economists continued to work on the integration of economic
inclusion—and in this context also gender—into the transition process. The
research was led by Zettelmeyer, together with Rambousek and economist
Michelle Brock.

From late 2011 onwards, Berglof had put a particular emphasis on the
topic, focusing on surprises that had been thrown up by the 2010 Life in
Transition Survey, which had raised questions about the impact of the

EBRD’s work on equality of opportunity. Rambousek explains:

There had been a belief before this that the transition process would lead
intrinsically to economic opportunities for people across our region. But
this wasn’t the case. What we saw were huge discrepancies and these gaps
were not closing. Because of this there was less and less support for reform
and for democracy."

It was clear that something had to be done. Rambousek was asked
to develop the overall approach, both at the conceptual as well as opera-
tional level and started by reviewing existing work by others on equality of
opportunity.

13 EBRD Press release, 20 November 2012. ‘(EBRD subscribes to asset-guaranteed bond programme by Tur-
key’s Yapi Kredi Bank’.

14 Interview, 2021.
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We tried to see what that could mean for the EBRD. What the intel-
lectual basis would be for integrating a focus on people into the context
of a market level transition. We started to develop a methodology to
understand inequality across our region, looking at characteristics such
as gender, youth, place of birth and socioeconomic environment that
shape access to economic opportunity but lie outside of a person’s direct

control.

This work formed the basis for of a chapter entitled “Economic Inclusion
in Transition”, which Rambousek co-authored with Brock, in the T7ansi-
tion Report 2013.

The research also laid the foundation for the introduction of economic
inclusion in the EBRD’s transition approach, which was to be presented to
Board Directors in a series of discussions in the first half of 2013.

As part of this work, sector economists linked up with Rambousek to
run a pilot project with Banking in late 2012 and early 2013 across eight
countries of operations, looking at how inclusion might be incorporated in
projects and how the transition assessment might be affected.

In the first of a series of meeting with Directors, on 7 March 2013, Ber-
glof presented economic and political arguments for directly including
inclusion in the methodology for measuring transition impact.

Economically, exclusion was inefficient. It undermined incentives to par-
ticipate in economic activity. Politically, non-inclusive and grossly unequal
systems were less likely to muster political support for market reform. This
would increase the risk of reform fatigue and reversal.

Aware of the sensitivities surrounding the issue, Berglof said his team
was not presenting a revolution but rather an evolution of the transition
impact methodology. Economic inclusion is “already implicit in much of
what we do, but we want to make it explicit”.

“Some Directors were very sceptical or even completely against this,”
Rambousek recalled.

One Director said: “The road to hell is paved with good intentions.” Oth-
ers said this was outside of our transition mandate and, if we took this
path, we risked losing our triple-A credit rating. Many were worried about

the EBRD branching out into something they thought was World Bank
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territory. There was still very little appreciation of the distinct private sec-

tor focus that the EBRD could bring to this agenda.

There were some tense meetings but ultimately, in the wake of persuasive
argument and tenacious negotiation, in particular by Berglof, a positive rec-
ommendation was made to the full Board which formally approved the new
approach on 9 July 2013.

Rambousek said: “This meant that inclusion became a source of tran-
sition impact. We established how to do it, how to measure it and how to
assign impact.” After running the pilot, it was now possible to apply the
transition assessment to actual projects.

In the initial phase, says Rambousek, it was still not clear how seriously
the concept of inclusion would be taken. She remembers one senior econo-
mist in the team telling her: “If you want to stay in the EBRD you need to
find a second string to your bow. This inclusion thing is not going to turn
into a full-time job.” Another senior EBRD manager said: “Gender people
come and go. Find something else to do.”

By 2021, as Director for Gender and Economic Inclusion, Rambousek
was running a team of 35 people.

The final paper that went to the full Board was entitled ‘Fostering Eco-
nomic Inclusion within the Transition Impact Methodology” and explained
OCE’s proposals for going beyond the EBRD’s existing transition impact
approach.

While the EBRD already implicitly promoted inclusion, it would in
future define transition gaps with respect to the capacity of economic sys-
tems to create economic opportunity for women, youth, and residents of less
developed regions.

Projects that were expected to narrow an inclusion-related transition gap
would receive credit in the same way as projects that were expected to nar-
row a particular sector gap.

Previously, investments in women-led firms had been treated in exactly
the same way as loans to any other company. Now they would receive a
higher transition value. That higher transition impact assessment would
make such deals more attractive to the banking teams.

This was just one of the factors that supported the launch of the EBRD’s
fully-integrated Women in Business programme.
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5. The Women in Business Programme

On the last Friday before Christmas in 2013, Valeria Della Rosa, a Senior
Manager in the EBRD’s Small Business Support (SBS) team, was sitting on
the floor of her office surrounded by hundreds of papers and many docu-
ments that needed signing that evening by a managing director.

It was a race against time. If the contract that Della Rosa was preparing
was going to go ahead, it had to be finalised by the end of the year. This was
the last working day of 2013.

The only Managing Director available was Olivier Descamps and he was
leaving for a skiing trip. Descamps agreed to stay around until each of the
individual papers forming the contract was signed.

The papers related to a donor agreement between the EBRD and the
Turkish Ministry of Labour and Social Security, for the use of funds made
available to Turkey by the EU. This grant funding, worth a combined total
of €38 million of EU money and a national contribution from Ankara,
formed an essential—indeed the essential —element in the EBRD’s first
fully-fledged Women in Business programme.

Up to then, Della Rosa recalls, the EBRD had been struggling to take
Women in Business to the next level, where advice and support and train-
ing for women entrepreneurs could be combined with significant levels of
financing

The next step would go beyond the few Turkish credit lines that had tar-
geted women entrepreneurs and the BAS advisory programmes.

“We started to look at working with SIDA.*S The Swedes were keenly
interested in the issue of developing women entreprencurs and eager to do
something strategic with us,” said Della Rosa."

However, the next change came as a result of a fortunate constellation of
related events, centring specifically around Turkey. The EBRD had built up
very strong relationships with the key private Turkish banks in the relatively
short time that it had been investing in the country.

The SBS team also had an extremely strong relationship with the EU
as an important provider of grant funding. At that time, the EU had an
unused supply of funding of some €30 million for Turkey, its Instrument for

15 SIDA, the Swedish International Development Cooperation Agency.
16 Interview, 2021.
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Pre-Accession Assistance (IPA). And one clear objective of the EU at this
time was that such funding be used to promote the increased participation
of women in the workplace in Turkey.

The time pressure on that Friday evening before Christmas was that a
deadline of the end of 2013 had been set for the utilisation of the IPA funds
by the Turkish government. If they were not committed by then they would
be returned to Brussels.

Rightly or wrongly (wrongly, Della Rosa would argue), the banks were
secking at this time additional reassurances before they would scale up their
lending to women entrepreneurs. Providing credits to women was seen as
risky. If the banks were going to join with the EBRD in any large-scale pro-
gramme of lending to women, they wanted guarantees.

Della Rosa saw the EU fundingas the perfect opportunity to provide the
guarantees the banks wanted in order to proceed. She says:

I was able to convince Francis Malige that with €30 million in guaran-
tees we could build up a portfolio of €300 million in lending to Turkey.
This was an important business opportunity. Francis agreed and became a
major sponsor of the programme.

It was a perfect combination. We had the great relationship with the Turk-
ish banks. We had the great relationship with the EU, which had the funds we
needed, and we had a sponsor in the Banking team. And we had proven tools
to work with women entrepreneurs directly too with the SBS team.

The programme would be launched later in 2014 after Della Rosa and
colleagues took a comprehensive plan to the Board including the proposals
for what became a €338 million Women in Business programme for Turkey.
The guarantees that were sought and delivered by the EBRD and financed
by the EU funding were in the form called Risk Loss Cover (RLC), a risk
sharing mechanism that aimed to reduce the perceived risk of lending to
women entrepreneurs.

“As it turned out”, says Della Rosa, “only a minute proportion of the €30
million risk funding ever had to be used. The fact is: women don’t default.
They are better entrepreneurs.” The banks had believed the women’s busi-
ness sector to be more risky. “It wasn’t.”

With the guarantees in hand, Della Rosa and colleagues were in a posi-
tion to develop a full-scale plan for a Women in Business programme. In
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May 2014, a joint approach was taken to the Board from three teams, Sup-
port for Small Business, Financial Institutions and Gender.

The EBRD had been providing dedicated advice, under the BAS pro-
grammes, since the middle of the previous decade, and specialised credit
lines, like the ones to the Turkish banks since 2012, so it had built up pro-
found knowledge of gender in finance.

Against this background, the EBRD now had a “unique ability to bring
together funding and advice into an integrated, comprehensive solution”."”

The new proposals argued that, on the demand side, women-led SMEs
had limited know-how and awareness of financial products and services
which reduced their access to finance from formal channels. Women-led
SMEs were concentrated in the services’ sectors and often lacked adequate
collateral. Social and legal restrictions around inheritance and land owner-
ship rights tended to make this situation worse.

On the supply side, banks generally perceived women-led SMEs as a high-
risk sub-segment, mostly operating on a microscale in the informal sector.
Financial products were not tailored to the needs of women-led SMEs and
there was little effort by financial institutions to understand this sub-seg-
ment and design tailored financial products or processes.

“There is a need for a comprehensive response to support women entre-
prencurship which addresses, in an integrated manner, obstacles that
women-led SMEs face to grow,” the plan said. The RLC was a key element
that would allow the EBRD to scale up the scope of lending to women. “The
RLC will encourage PFIs (partner financial institutions) to lend to viable
enterprises that might not otherwise have met standard lending criteria,”
the Women in Business plan said.

The RLC would allow for more relaxed collateral requirements, as well
for the provision of longer tenors and investment finance with favourable
conditions to women-led SMEs. The banks would also benefit from techni-
cal assistance to help them better understand women-led SMEs and tailor
their products accordingly.

The plan now was to develop the programme for Turkey and then extend
similar programmes to the Western Balkans and Croatia and the Eastern
Partnership countries.

17 ‘Women in Business (WiB)—Comprechensive Programmes’, Board Information Session, 22 May 2014.
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Donor financing had been secured for Turkey in late 2013. At the 2014
Annual Meeting in Warsaw, an agreement was sealed with SIDA and
the Luxembourg authorities for the programme in the Western Balkans.
A donor agreement was later signed with SIDA for the Eastern Partner-
ship scheme, with co-financing from the EBRD’s Early Transition Coun-
try Fund, and the EU Neighbourhood Investment Facility (EU-NIF) sup-
ported the risk sharing,

The plan presented to the Board on 22 May was to deliver the three pro-
grammes between 2014 and 2017. Their total value, to begin with, was nearly
€430 million. A total of €54.5 million was requested from donors, compris-
ing €17 million for advice for PFIs and €37.5 million for risk sharing. The
EBRD credit lines would total €375 million.

The EBRD launched its first Women in Business programme, in Turkey,
in October 2014. The Bank put up €300 million, initially liaising with six
Turkish banks: Finansbank, Garantibank, i§bank, Sekerbank, Tiirk Eko-
nomi Bankasi (TEB) and VakifBank.

After the introduction of the initial schemes, the programmes expanded
into different areas, to Egypt in 2015 and then other SEMED countries and
also into Central Asia.

By the end of 2020, Women in Business programmes were underway in
23 economies across the EBRD regions. Total financing had topped €500
million and, via over so different financial institutions, the EBRD had
reached out to more than 90,000 women entrepreneurs.

Charlotte Ruhe was Director in the SME Finance and Development
Group at the time of the Women in Business launch in 2014. Speaking in
2021, as Managing Director for Central and South Eastern Europe, and
after a career at the EBRD spanning more than two and half decades, Ruhe
said: “Women in Business was the programme that gave me the most per-
sonal satisfaction.”™®

In the early days, there had been a lot of work to refine the programme
and make it more attractive to Bank partners. “Women have a lot of barriers
to overcome in all the countries where we have offered the programme, and it
was critical to make the link between access to finance and business advice.”

Taking the programme into the southern and eastern Mediterranean
countries meant the EBRD had been able to make an even greater impact.

18 Interview, 2021.
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It was crucial to help motivate women in this region to grow their busi-

nesses. As Ruhe saw it,

6.

The impact of the boost of confidence, not to mention access to finance
and knowhow to go with it, transformed countless women-led businesses.
This is something about which we can all be proud! The challenge now is
to ‘push the needle’ for women leading mid-sized businesses to grow them

into large firms. I'm looking forward to this next stage in the journey.

A Strategy for the Promotion of Gender Equality

In December 2015, Bergman returned to Board Directors with proposals

for

the

what would now become a fully-fledged gender strategy, a Strategy for
Promotion of Gender Equality.
It was at the 2015 Annual Meeting that Governors had called specifi-

cally for the creation of a gender strategy as part of the Strategic and Capi-

tal

Framework (SCF) 2016-2020. In its efforts to create more resilient econ-

omies, the SCF said the EBRD would:

Further mainstream economic inclusion across its operations through
measures aimed at improving the participation of marginalised groups in
the market economy, and adopt a Gender Strategy to deepen the impact of
the Bank’s gender activities.

Accordingly, the Gender Equality Strategy responded by explaining:

It aims to increase women’s economic empowerment and equality of oppor-
tunities in the countries where the EBRD invests, as an important contrib-
utor to well-functioning market economies and inclusive societies—a core
component of sustainable and equitable transition. The Strategy articu-
lates the Bank’s view that gender equality is a principal element in the pro-
motion of sound business management and critical to the advancement of

transition."

19
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The paper pointed out that gender inequalities continued to constrain
equality of opportunities, both globally and in the EBRD’s countries of
operations. Furthermore, women were significantly more likely than men
to be unemployed, particularly when younger, to face difficulty obtaining a
loan or opening a bank account, to be under-represented in corporate and
public decision-making positions, and to face greater discrimination in eco-
nomic and social life because of their gender.

The Strategy promoted a vision for a future for the countries where the

EBRD invested:

In which women and men, regardless of socio-economic status, have the
same rights and opportunities to access finance and assets, establish and
lead business, participate in decision-making processes affecting their lives

and have equal and safe access to public services.

In the same way that the EBRD had endorsed the third MDG back in
2008 with a pledge to deliver a Gender Action Plan, this new EBRD Gender
Strategy was also in line with the new 2030 Agenda for Sustainable Develop-
ment and the SDGs that had been unveiled at the UN in September 2015. The
SDGs pledged to: “Achieve gender equality and empower all women and girls™.

Announcing the Board’s approval of the new Strategy on 9 December
2015, Chakrabarti said:

The EBRD’s new gender strategy is part of the Bank’s response to the new
Sustainable Development Goals set by the UN’s 2030 Agenda. For the
first time, in this agenda, goals are also set for the private sector. We will
be helping our clients, in both the public and private sectors, to promote
greater equality of opportunity. It is the right thing to do and it makes
good business sense.>°

Commenting on the Strategy, Bergman said:

Numerous studies confirm the macroeconomic case for equal opportuni-

ties. But one doesn’t even need to rely on these to realise that there is a need

20 EBRD Press release, 9 December 2015. ‘EBRD adopts Gender Strategy, calls for more private sector engage-
ment on gender equality’.
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for greater equality. Women comprise half of the world’s population, half
of the world’s talent and capacity, and are society’s driving force of survival
in times of crisis. Today, no country can be competitive globally without
using female talent in business, be it in the public or private sector.*'

Lookingbackin 2021 on the development of the Strategy, Alistair Clark,
Managing Director for Environment and Sustainability, said: “The impor-
tance of the Strategy was to move away from a compliance, non-discrimina-
tion lens towards mainstreaming of gender into the Bank’s investments and
indeed its internal operations. A hugely important step.”**

7. Economic Inclusion Strategy

At the very start of the discussion of the new Gender Strategy, some Board
members asked whether there would be a separate inclusion strategy. This
was clearly on the agenda by the time Rambousek went back to the Board in
July 2016 to deliver a further progress update on economic inclusion.

It was supported by the Transition Concept Review, where inclusion was
one of the six transition qualities under discussion.*?

In cooperation with the Gender, Environmental and Sustainability and
Banking teams, Rambousek was developing a strategy which would define
the Bank’s approach to the inclusive transition quality, deepen the focus on
economic inclusion in the context of transition and build on the existing
successful inclusion model.

A concept would be presented in the autumn of 2016 and the full strat-
egy would be ready by 2017.

Support for refugees

In her update, Rambousek also outlined how inclusion was part of the
EBRD’s refugee crisis response.

21 EBRD Pressrelease, 9 December 2015. ‘EBRD adopts Gender Strategy, calls for more private sector engage-
ment on gender equality’.

22 Interview, 2021.

23 The Transition Concept Review was presented to the FOPC in June and was agreed by the Board in No-
vember 2016 (see Chapter 6).
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Earlier that year, in February, the EBRD had announced a financing
package worth up to €900 million to support private sector and infrastruc-
ture projects in some of the countries worst affected by the arrival of refu-
gees fleeing the Syrian war.

At that time, Turkey was housing more than two million refugees from
Syria alone, while in Jordan, there were an estimated 1.4 million people who
had fled their homes.

The aim of the EBRD support was multi-pronged. It aimed to help the
host countries deal with the huge additional pressure on infrastructure
but also to support private sector development and especially small- and
medium-sized enterprises, helping to strengthen domestic economies while
also providing job opportunities for the refugees.

The update explained how the team was adapting the existing inclusion
model to support refugees and host communities. This included the map-
ping of skills that were most relevant to the local economy. In the case of
Gaziantep in Turkey, a major centre for refugees, this referred specifically to
the textile industry.

Other steps were the expansion of private sector engagement to enhance
local training, as well as supporting financial literacy for refugees and build-
ing up capacity in local banks to increase awareness of Syrians, many of
whom had valuable skills, as a new market segment.

The concept for an Economic Inclusion Strategy was taken to the Board
in December 2016, with a clear emphasis on responding to the challenge of
inequality of opportunity that had already been highlighted in the Transi-
tion Report 2016-2017. It drove home the point that a deterioration in equal-
ity of opportunity reduced support for markets and democracy, with the
potential to lead to costly reversals in reforms.

There was within the Board strong support for the aim of the strategy to
deepen and widen the EBRD’s existing inclusion activities in gender, youth
and the regions.

There was a more cautious support for the possible expansion into other
areas such as older people, or people with disabilities or other groups that
face disproportionate barriers to economic opportunity. Directors wanted
to make sure that any such extension would not dilute the efforts in the
three core groups.

When the final strategy was presented to the Board for approval in May
2017, Chakrabarti put inclusion very clearly in the political context of the
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day. “Economic inclusion and inequality have become defining political,
social and economic issues shaping the EBRD region today,” he said.>*

The Strategy made clear that there was no longer any doubt that inclu-
sion was now an integral part of the EBRD’s transition mandate and its
market economy focus.

Economic inclusion, the opening up of economic opportunities to pre-
viously under-served social groups, is integral to achieving a transition
towards sustainable market economies.

An inclusive market economy ensures that anyone regardless of their
gender, place of birth, socio-economic environment, age or other circum-
stances has full and fair access to labour markets, finance and entrepre-
neurship and, more generally, economic opportunity. Promoting an inclu-
sive market-based system is therefore about efficient (human) resource
allocation rather than representing a social policy choice.

There is also a political dimension to inclusion, beyond its contribution
to efhicient markets, which is to support fair and equitable access to eco-
nomic opportunity as an intrinsic value and as a key element of sustainable

market economies.>s

In 2018, Gender and Economic Inclusion were brought together into one
team, with Rambousek becoming its Director on 14 February 2019. The addi-
tion of Gender to her portfolio was probably not what her colleague had had in
mind when he told her back in 2012 that she needed a second string to her bow.

A lot had happened since then, though, including the delivery of 350
projects with gender or inclusion dimensions, with such projects associated
with some 15 to 20 per cent of the EBRD’s annual business. In 2021, she
reflected on the steps that had led to this stage, making clear that crucial
backing bringing inclusion into the EBRD’s transition toolbox had come
from the countries of operations themselves.

These countries saw the projects appearing and they liked what they saw.
“In Jordan, in Central Asia, and particularly in Turkey, people were say-
ing this is very much part of the EBRD’s mission. This is important.”, Ram-

bousek said.

24 Economic Inclusion Strategy (EIS), 4 May 2017.
25 Economic Inclusion Strategy (EIS), 4 May 2017.
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This had been a long journey, she said. From being a small pilot, inclu-
sion had become a source of transition impact, a full strategy and then, from
2021, one of the top three cross-cutting priorities of the EBRD.

And inclusion assumed an even greater significance just when the Covid-19
pandemic was demonstrating how clearly society’s most vulnerable are hard-
est hit by a crisis of this magnitude.

Crises like these were not gender neutral and women, as well as young
people, were suffering disproportionately.

“Never was it more important than now to focus on inclusion and equal-
ity of opportunity”, Rambousek said.
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Supporting Resilience and Good Governance

Introduction

As part of management’s rethinking on the path of transition, following the
global financial crisis, stress was laid on the role of institutions in support-
ing economic and social development.

The Bank stepped up efforts to bolster those institutions, taking greater
steps to create an environment within which the private sector economy
could flourish.

At the same time, it worked more intensely on the development of domes-
tic markets that could fuel the sustainable growth of those economies.

Effective markets would build up resilience in the face of future exoge-
nous shocks, while the greater emphasis on institutions helped promote a
quality of governance in both the private and public sectors that would gal-
vanise, not stifle, economic enterprise.

Indeed, financial resilience and good governance were characteristics
that would become increasingly important in all countries as the decade
advanced. The EBRD’s role would be to promote these qualities in foster-
ing the transition of its countries of operations towards a more sustainable
future.

Twenty years on from the Bank’s inauguration, it was evident that mar-
kets could function without the need for multiparty democracy, as the
extraordinary rise of China showed. However, that did not lessen the impor-
tance of good governance for their effective operation.

It was also clear that markets could not carry out their function without
certain institutional features being present, such as arrangements to ensure
effective competition, well-designed macroeconomic and regulatory rules,
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the sound application of the rule of law to business activities and central
banks’ careful management of access to finance.

The experiences of the EBRD’s countries of operations diverged sharply
in some of these respects. Countries that had joined the EU, and many of
those aspiring to do so within a foreseeable timeframe—that is, most coun-
tries in the Western Balkans—had made good progress in developing better
institutional underpinnings to market functioning and market behaviours.’

Further south and east the post-crisis picture was less promising. Here,
economic factions continued to dominate, corruption was endemic and
society polarised between political elites and their largely powerless pop-
ulations. The core institutions that in advanced economies balanced the
rights of people across different interests were decidedly weak in most less
advanced transition counties, and in some were missing entirely.

The EBRD was unusual in having a political as well as an economic man-
date. No other IFI had a similar remit. To become a recipient member of the
EBRD, the Treaty establishing the Bank required countries to be “commit-
ted to and applying” principles of multiparty democracy, pluralism and mar-
ket economics.

The exercise of the political mandate in practice manifested itself pri-
marily in a political assessment of whether a country complied with Arti-
cle I of the AEB as part of the country strategy process. In addition, EBRD
Presidents regularly conducted important, and sometimes intensive, dis-
cussions which touched on political and other governance questions with
leaders of countries of operations behind closed doors. But these high-level
debates did not of themselves normally resolve the more practical problems
deriving from poor governance and weak institutions seen at the opera-
tional level.

The development of the private sector in the EBRD regions was often
blocked by widespread state-led corruption, mundane bureaucratic hurdles
and deficient legal practices that mattered to business, such as insolvency
rules or fair opportunities to win public procurement contracts.

A Business Environment and Enterprise Performance Survey (BEEPS) study
of MENA, for example, showed how “corruption may be deterring many firms
from strategies that require engagement with public authorities, limiting their

1 See Figure 8.2 below p. 302 and Transition Report 2019-20, Chart 1.1, p. 14.
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opportunities”.> More generally, there was often a lack of basic understanding
of how markets work among decision-makers and officials.

It was in this context that an EBRD legal transition team was able to
provide valuable assistance. It had been created in the mid-1990s. But now,
with a post-crisis focus on the need to improve institutional quality high on
the agenda, its work accelerated.

The legal work covered a multitude of issues, but chief among them was
an effort to raise legal and regulatory standards and improve the business
environment.

As Bank operations picked up pace, and as economies developed,
increased attention was paid to strengthening corporate governance, which
was poor in many countries of operations. It was only after the first phase
of economic development, as small family-run businesses grew larger, that
many company owners began to realise the importance of good governance
to the future success of their businesses.

Bad corporate practices and corruption not only hampered the smooth
evolution of markets but also prevented the banking side of the EBRD from
following up potentially valuable deals. Programmes for improvement could
strengthen investors’ appetite to provide growth capital and other finance.
In the worst cases, often concerning state-owned enterprises, the EBRD was
able to offer finance conditional on wider improvements to governance as a
way of furthering the transition.

The focus on institutions also received input from a different direction.
The original team of political counsellors based in OCE was expanded to
include governance experts. The larger group, later spun off from OCE to
become the Governance and Political Affairs (GPA) team, developed initia-
tives aimed at governance at the national policy level and sought more gen-
eral improvements to the investment climate.

Efforts on better governance by the legal transition and governance
teams, who worked closely together, contributed to unlocking institutional
impediments to transition progress. They were supported by Chakrabarti
as an EBRD President who set particular store by governance matters and
related policy discussions with the authorities. The debate leading up to
the Transition Concept Review (see Chapter 6) helped further by making

> “What's holding back the private sector in MENA? Lessons from the Enterprise Survey (2016)’, https:/
WWWw.enterprisesurveys.org/en/reports/mena-report.
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clear, including to bankers pursuing investments, that ‘well-governed” was
an important quality which needed to be in place for a successful transition
to a sustainable market economy.

A second stream of work that also received significantly greater atten-
tion after the financial crisis, again as a result of the ‘learning from the past’
process, concerned local currency and capital market development. Like the
pursuit of better governance, it was not a new subject for the EBRD. The
goal of improving capital markets in the EBRD region, and lending in local
currency for operations, had been there from the beginning.

However, clients’ desire for foreign currency had proved to be addictive
in the boom times of the early 2000s—a dependency picked out later at one
memorable Operations Committee meeting by a senior Committee mem-
ber confronting an astonished team, who were proposing a foreign currency
loan to a client ahead of an all-too-likely devaluation: “Don’t sell them more
of these FX drugs. Yes, I mean it, D-R-U-G-S!”

When the crisis came the result for those holding Japanese yen or Swiss
franc mortgages was indeed very painful. If an excessive dependency on for-
eign currency lending was not to happen again—and with the rapid cooling
on new transactions on the part of foreign financiers—local capital markets
needed to be able to facilitate better the intermediation of domestic savings
and make local finance more easily available for investment. The EBRD too
needed to be able to offer a wider range of competitive local currency finan-
cial products.

This prompted a move, led by the Chief Economist and Treasury depart-
ments in 2010, to create a small cross-departmental team and the prepara-
tion of what became the first comprehensive initiative, and later strategy, by
the EBRD on Local Currency and Capital Markets.

The work tied in with the analysis being done under the Vienna Initia-
tive where regulators, the European Commission and several IFIs were simi-
larly concerned with the failures of capital markets that had been seen in the
global and European financial crises.

The internal mix of economists and financial markets” specialists grew
to become a self-standing team, interacting with the Banking and Treasury
departments to facilitate projects and technical assistance in several areas.

The core of the work was designed to build up the resilience of countries
of operations against financial shocks, one of the transition qualities that
acquired greater prominence after the crisis.
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Much of the work was directed at weaker transition countries, where it
concentrated on improving market infrastructure and the proper sequenc-
ing of reforms, starting with better functioning money markets and devel-
oping interest rate benchmarks, as well as on the provision of local cur-
rency through Bank operations to help smaller businesses less able to access
finance from banks.

But there was also work in the advanced transition countries to intro-
duce more sophisticated capital market instruments and mechanisms seen
in more developed markets, such as covered bonds, electronic trading plat-
forms and robust company listing arrangements.

This chapter looks at how the EBRD supported resilience and good gover-
nance in its countries of operations, two qualities captured by the Transition
Concept Review, and the way this played out in practice through the efforts
of the Bank, notably during the decade or so after the global financial crisis.

I. STRENGTHENING ECONOMIC RESILIENCE
1. The Role of Financial Markets

“Capital markets are the engine rooms of modern economies,” Chakrabarti
said at the 2018 launch of the EBRD’s Strategy for Local Currency and Cap-
ital Markets Development. “They help to mobilise and price capital, as well
as mitigate risks”, he added.?

Capital market development was one of the key elements in the EBRD’s
efforts to deliver resilience, especially in the fac