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EXECUTIVE SUMMARY

Armenia’s impressive economic performance continues in 2003 with double-digit economic
growth, low inflation, and declining public debt ratios. All but one of the end-June 2003
guantitative performance criteria under the PRGF-supported program were met and all
structural measures were implemented on time or with a small delay. The ceiling on the stock
of domestic expenditure arrears was exceeded by a small margin becausc of verification
problems and technical delays in expenditure execution. Structural reforms included
mcasures to enhance tax administration, strengthen expenditure control, resolve one
intervened bank, and tackle financial problems in energy companies.

The priorities in the period ahead comprise revamping the tax system and strengthening tax
and customs administration, improving fiscal transparency, strengthening the banking system,
finalizing an effective anti-corruption strategy, and tackling remaining inefficiencies in the
energy, water, and irrigation sectors,

The program includes measures to shore up tax collections, enhance the efficiency of the
VAT system, improve customs operations, ensure proper reporting and accountability in
noncommercial enterprises (NCE), proceed with the resolution of the two remaining
intervened large banks, and bolster corporate governance in state-owned energy companies.
The authorities are also expected 1o finalize and adopt an effective anti-corruption strategy by
year-end.

The 2004 draft budget envisages a further rationalization of nonpriority expenditures and
increases in social and domestically-financed infrastructure expenditures while containing the
fiscal deficit at no more than 2.5 percent of GDP. The authorities should continue seeking
additional donor financing to fund fully the public investment objectives of the PRSP.

The monetary program for 2003—(04 envisages a cautious monetary policy aimed at keeping
inflation Jow and maintaining the current floating exchange rate system. The central bank is
expected to keep foreign exchange market intervention at a minimum and increase the use of
domestic instruments to enhance the effectiveness of monetary policy.

If the authorities continue with the reform effort, Armenia’s medium term economic outlook
remains favorable and the risks to the program appear manageable. Lower external financing
in years to come will nced to be compensated by fiscal consolidation through higher tax
revenues and a sound expenditure policy that prioritizes social and infrastructure needs. The
authorities will also need to press ahead with the aforementioned priorities to improve the
business climate and foster private investment.

In view of the strength of the authorities’ program and the fact that the deviation from the
programmed Jevel of arrcars was minor, the staff supports the authorities’ request for a
waiver of the end-June performance criterion on the stock of domestic expenditure arrears
and for the completion of the fourth review under the PRGF arrangement.



I. INTRODUCTION

l. The Executive Board concluded the third review under the Poverty Reduction and
Growth Facility (PRGF) arrangement on April 2, 2003 (IMF Country Report No. 03/93)." At
that time, Directors commended the authorities for the successful implementation of
macroeconomic and structural policies that had kept inflation low, reduced the fiscal and
external current account deficits, and created an environment conducive to strong economic
growth. Directors encouraged the authorities to improve tax and customs administration and
budget reporting, strengthen banking supervision, proceed with further reforms in the energy
sector, and prepare an effective anti-corruption strategy.

2. Discussions on the fourth review of the PRGF arrangement were held in Yerevan
during missions in July and September 2003. In the attached Letter of Intent (Attachment ),
the authorities request the completion of the fourth review and seek a waiver for the
nonobservance of the end-June 2003 performance criterion on the stock of domestic
expenditure arrears. The accompanying Memorandum of Economic and Financial Policies
(Attachment IT) describes the progress made this year in implementing the program and sets
out the policy framework through June 2004. The program is broadly in line with the recently
approved PRSP. Armenia’s structural reform agenda is also supported by the World Bank
Group, the European Bank for Reconstruction and Development (EBRD), and international
donors. Appendix I summarizes Armenia’s relations with the Fund including technical
assistance provided and assessments of Standards and Codes. Appendices II and III describe
relations with the World Bank and the EBRD, respectively. Appendix IV discusses the
quality and timeliness of key economic data.

TI. RECENT DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

3. The political situation has stabilized after contentious general elections earlier this
year. Following the May 25 parliamentary elections, the National Assembly endorsed a pro-
presidential three-party coalition, the Prime Minister and the Minister of Finance were
reconfirmed in their positions, and the sporadic demonstrations by the opposition subsided.
The new government’s program, endorsed by parliament in July, maintains a pro-reform

| Armenia’s three-year PRGF arrangement for SDR 69 million (75 percent of quota) was approved on
May 21, 2001 (IMF Country Report No. 02/73). SDR 40 million have already been disbursed and
SDR 10 million will be available upon completion of the fourth review (Table 1).

2 The missions met with the President, Mr. Kocharian; the Catholicos of the Armenian Apostolic Church; the
Prime Minister, Mr. Margarian; the Minister of Finance and Economy, Mr. Khachatryan; the Chairman of the
Central Bank, Mr. Sargsyan; the Minister of Energy, Mr. Movsesian; other scnior officials; and representatives
of the donor community, nongovernmental organizations (NGOs), and the private sector. The Fund staff team
comprised Mr. Gelbard (head), Ms. Westin, Mr. York, Mr. Beddies, Ms. George (all EU2); Mr. Poddar and
Mr. Simone (FAD); and Ms. Redifer (PDR). Mr. McHugh, the Fund’s resident representative, assisted the
missions.



policy stance and is in line with the PRSP. Negotiations with Azerbaijan on the Nagorno-

Karabakh conflict have not vet resumed. There have been discussions with Turkish officials
on possible steps to improve relations, but the lifting of the trade blockade remains uncertain.

4, Armenia’s economic performance
has continued to exceed expectations. Real
GDP growth accelerated to 15.2 percent
during the first 9 months of 2003. About one-
half of such growth originates in the unusually
high level of donor-financed investment,
while the rest reflects a booming export scctor
and deepening import substitution.” The
twelve-month rate of inflation rose from

2 percent at the end of 2002 to 7.5 percent in
September 2003, reflecting a 17 percent

GDP Growth in Armenia and other C1S countries
(In percent, annual growth)
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Armenia: Main Economic Indicators, 2000-04

between June and September.4
All the other CPI components

2000 2001 2002 2003

Proj.

2004
Praj.

displayed little change during
the twelve months through

Real GDP growth {in percent) 6.0 9.6 12.9 12.0

September' Fo_r the year as 4 Investment 18.6 19.8 21.0 222
whole, the projections for real  |infaton (end of period. in percent) 04 29 20 40
GDP ETOWth and inﬂation have Fiscal balance {commitment basis) -6.4 -38 -0.6 2.0
~ Broad money growth (end of period. in percent} 8.0 4.3 340 12.4

been I'eVISed upwards to Gxternal enrrent account -150 -10.0 -6.6 17
Gross international reserves (in manths of imports) 38 3.6 4.7 3.9

12 percent and 4 percent,

{In percent of GDP. unless otherwise indicated

740
20.1
3.0
-2.5
12.1
-6.9
3.6

respectively (Table 2).

Sources: Armenian authorities: and Fund staff estimates.

5. The PRGF-supported program remained on track during the first half of 2003. All
but one of the quantitative performance criteria for end-June 2003 were met and all structural

measures envisaged for implementation during April 2003--June 2003 were carried out on
time or implemented with a small delay (Tables 3 and 4). The end-June 2003 performance
criterion on the stock of domestic expenditure arrears (targeted at zero) was exceeded by a

small margin because of verification and technical problems in handling some expenditures.
As envisaged under the program, the authorities adopted measures in the second quarter of

¥ A U.S.-based private foundation has committed funds for investment in housing, roads, and cultural sites

equivalent 10 2 percent and 3 percent of GDP in 2002 and 2003, respectively.

* This item has a weight of 18 percent in the consumer price index.




2003 to strengthen expenditure control and the stock of arrcars at end-August 2003 fell to
AMD 0.2 billion.”

6. Fiscal policy remained prudent in the first half of 2003 and the targets on the cash
deficit and nominal tax revenues were met. The fiscal deficit on a commitment basis during
the first half of 2003 was equivalent to 1.7 percent of GDP compared to 3.1 percent under the
program. This reflected lower-than-budgeted expenditures because of capacity constraints in
project implementation units and a harsh winter (Table 5). The fiscal deficit for the year as a
whole is projected at 2 percent of GDP. Although tax revenues increased by 12.7 percent in
the first three quarters of 2003 compared with the same period last year, they are not keeping
up with the unanticipated expansion in economic activity because of high growth in nontaxed
sectors as well as weaknesses in tax and customs administration (Box 1).

Box 1. Armenia’s Tax Revenue Performance

While nominal tax revenue has been improving since 2000, performance relative to GDP has been
disappointing. This reflects weaknesses in tax administration as well as recent high growth in nontaxed
activities such as re-exports of processed diamonds and grant-financed construction.

Profit tax collection in recent vears has been particularly poor, showing a nominal decline of 11 percent
year-on-year through September 2003. Moreover, the effective collection rate has been declining and is
estimated at 6 percent in 2002, well below the statutory rate of 20 percent. Such weak performance is
especially difficult to fathom given the booming economy and it reflects limited capacity of tax auditors,
creative accounting practices by companies, and generous tax deductions.

Other taxes including the VAT have performed Armenia: Tan Rover s
relatively better. VAT collections grew by
13 percent year-on-year through September

2000 2001 2002
{In percent of GDP

2003. Still, the tax base for the VAT (calculated smless otherwise indicated)

by staff excluding value added in nontaxed Tax Revenue 147 144 146

sectors) shows that there is room for VAT and other laxes 128 130 134
Profit tax 24 14 13

improvement in tax administration. Further,
VAT exemptions on imports of selected

Memorandum items:

. i i ) Profit (ax colleetion in percent of profits 1/ g 7 6
intermediate inputs and capital goods Starutory profit tax Tale 20 20 20
{equivalent to about 15 percent of total imports) | VAT inpercent of VAT tax base 2/ 11 11 12

Stattory VAT Lax rate 20 20 20

undermineg the integrity of the tax system,
1/ Profits are derived from national accounts data.

istort price signals, and create an uneven
dlsl().l" price iz i ( eate 2/ The VAT tax base is calculated as nominal GDP minus the estimated
Playmg field among importers. share of nontaxed value added in agriculiure, construction. and commerce.

* However, a residual amount of arrears will persist because of occasional under-budgeting by line ministries,
disputed bills with suppliers, and administrative errors by budgetary units. This has been addressed in the
program by modifying the definition of the performance criterion on domestic arrears (Attachment I1I).



7. Monetary policy has been on track and all monetary targets were met. The target on
the net domestic assets (NDA) of the central bank was met comfortably because of lower-
than-anticipated government spending. During the twelve months through September 2003,
broad money grew by 19.2 percent (Table 6). Official net international reserves (NIR)
exceeded the programmed level by a wide margin in June and gross reserves remained at
around 3.7 months of imports throughout the year.

Monetary Growth and Inflation Vl_n_remaaional Reserves

300

{lu pereent, 12-month rale)
- Grons oflicind teserves
a5 4 45 i ook of wnpons, lefl scale)

Rexerve
nwney

Net official reserves

; B ': - ity millions of LS. dollurs.
? S P /“d * i right e
i
-5 : 15 20 F E e
Deced? Jun-9¥ Dec-98 Jun-Y% Dec-94 Jun-00 Dec 00 Jun-01 De-01 Jun-U2 Deca02 Jun-03 Dece97 Jun-98 Dec-¥% Jun-42 Dec- 9% TunN0 Dec-00 Jun-01 DeeA)l Jun-02 Dev-U2 Jun-03
8. The performance of the banking sector has been mixed. While the overall level of

capitalization and liquidity are ample and profitability is adequate, asset quality remains weak
as evidenced by a rise in nonperforming loans during the first three quarters of 2003. An
average lending-deposit rate spread of nearly 1240 basis points continues to reflect
inefficicncies in the system and difficulties in recovering collateral. As part of a medium-term
strategy to restructure the banking system, minimum capital requirements were raised from
US$1.65 million to US$2 million in July 2003 and the central bank started collecting premia
for a deposit insurance scheme that will become operational in mid-2005.

Armenia: Selected Banking System Indicators, 2000-03 Interest Rates
{In pereent}

2000 2001 2002 2003
Dec. Dec. Dec. Mar. June Sept. &0

(]]’] pel‘ce:nt) 5 b == = T-hill raic
—== Spread (nverupe lending -depasin rate)
Capital adequacy 1/ 250 136 305 392 343 343
Nenperforming loans/gross leans 6.2 60 49 63 82 67
Liguidity 2/ 30,5 331 445 473 492 488
Profits 3/ -19 91 39 15 14 20

Source: Central Bank of Armenia.
1/ Regulatory capital 10 risk-weighted assets.

2/ Liguid assets 1o total assess. 0
3/ Profits to periad average assers. Ian98 Jul9% Jwn99 Jul-9% Ten-tW) JulOf Fan-Cl Jw-0 Jan02 Jul02 JandB3 Tui03
9. The external current account deficit has weakened this year, but the exchange rate

has remained stable. During the first half of the year, merchandise exports grew by 40 percent
driven by increased sales of processed diamonds, food products, and non-precious metals. At
the same time, import growth accelerated to 50 percent because of higher imports of raw
diamonds and equipment. As a result of these developments, the current account deficit is
projected to rise from 6.6 percent of GDP in 2002 to 7.7 percent in 2003 (Table 7). After a



small depreciation in 2002, the dram has remained broadly stable in both nominal and real
effective terms this year,

Real and Nominal Effective . Exports, Imports, and the Current
Exchange Rates Account
(Index: 1995=10K1} | [Tn mitlivns vt LS. dolluts)
T80 e Uy .
Nuwminul effective , 120K ,‘K 1200
exchunpe rule (right scale) {/’ d
: , '
6 b = . I JTe] Merchandise ‘: 1000
St : inports ’,{' '
' 350 : P
| 800G L - 800
& ] Reul exchange rate )
P b ivis-bovis Russdu, 1ot scale} D0 -0
Merchandise 3
40 expors 1 400
N - 200

N Real eftective o o g - o
o b ’E exchange rate (Jeft scale) : g

20 b -200
External corrent

| aceount
(ﬂ;! 1 i 1 i L L L 1 I e 200 I 400 _400
Dee-97  Dec-98%  Dec99 Dec-00 Dec01 Deedl2 . 1999 2000 2001 2002 2003

10.  Armenia’s external debt indicators are improving further this year. The outstanding
debt to Turkmenistan (US$11 million) was repaid in kind and the entire debt to Russia
(US$94 million) was exchanged for equity in Armenian companies. As a result, Armenia’s
net present value (NPV) of debt-to-exports ratio is projected to fall from 131 percent at end-
2002 to 94 percent at end-2003.°

11.  The authorities have made good progress with the main structural reforms
envisaged under the program, These were:

» Public sector reforms aimed at enhancing expenditure control, tax and customs
administration, and fiscal transparency. The authorities amended the budget law to
improve expenditure control, devised a plan to facilitate the monitoring and reporting of
noncommercial enterpriscs (NCEs), established internal audit units and rcporting
requirements at the State Tax Service (STS) and the Customs Committee, and begun
setting up a post-clearance verification program at customs.

» Financial sector reforms geared toward resolving the situation of three banks that have
been under central bank administration for more than a year. One of these banks
(Ardshinbank) was resolved through a purchase and assumption transaction earlier this

® The NPV figures for 2002 and beyond are slightly higher than the ones presented in the April staff report
because methodelogical changes in determining the net present value.



10 -

year’ and another bank (Credit Yerevan) is expected to be put forward for liquidation by
end-November. A resolution strategy for the third bank (Armcommunications) and its
main debtor, the state-owned chemical plant Nairit, has been formulated but discussions
with a potential foreign investor for both the bank and Nairit are still n progress.8
Financial sector legislative reforms to date aimed at enhancing the ability of the central
bank to execute bank resolution strategies, to morc cffectively create and enforce pledges,
and to specily the modalities of the deposit insurance scheme.

* Energy sector reforms aimed at addressing a fragile financial situation, mismanagement,
and corruption in state-owned companies. Two electricity-generating plants were
privatized in 2003 and the financial management of the nuclear power plant was handed
over to a foreign company. In the midstream sector, the transmission, dispatch, and
settlement functions were separated
and new companies formed.
Reflecting improved performance of 2000 2001 2002 2003
the privatized distribution company, Proj.
collection rates have been at almost

Armenia: Performance of the Energy, Water, and Irrigation Sectors, 2000-03

" Primary bulance (in percent of GIDP) -26 -3.48 09 .05

$ o -
100 percent throughout th1.s year. Encrey 13 s 04 o1
Reforms on the water and irrigation Warer 07 06 03 03
Irripation 06 05 02 -03

sectors have been very limited,

however. and the financial situation Electricity transmission and distribution
i Technical and other losses (in percent of entry) 26 26 26

of the state-owned COmpaInics m Collection rate (in percent of domesiic billings) 89 81 90 98

these sectors will not improve until

] , . 9 Sources: Armenian authorities; and Fund staff estimates.
tariff rates are raised in 2004.

III. PoLICY DISCUSSIONS

The discussions focused on the medium-term macroeconomic framework, the 2004 budget,
and fiscal, banking, and energy sector reforms. In the fiscal area, understandings were
reached on measures to modernize the tax system and increase revenue collection and to
improve budget management and reporting.

" The acquirer has purchased some of the assets and assumed some of the liabilities of the insolvent bank. The
remaining assets and liabilities have been placed in liquidation.

¥ The assets of Credit Yerevan (once liquidated) appear to be sufficient 1o repay individual deposits
(AMD 2.8 billion at end-June 2003), thus no fiscal costs are expected. Individual deposits in
Armcommunications amounied to only AMD 0.5 billion at end-Tune 2003.

® The increase in tariffs is envisaged in the draft of the forthcoming financial rehabilitation plan for the energy,
water, irigation, and urban transport sectors. If implemented early in the year, the increase is expected to yield
savings of about 0.2 percent of GDP.
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A. Medium-Term Framework and the PRSP

2. The medium-term macroeconomic framework is broadly in line with the PRSP, "
Driven by productivity growth and investment in the tradable goods sector, real GDP growth
is projected at 7 percent in 2004 and 6 percent a year over the medium term (Table 8).
Annual inflation is projected at 3 percent. The current account is forecast to narrow gradually
over time in response to strong export growth and gross official reserves are expected to
remain at 3.5 months of imports or more. These developments would be underpinned by
fiscal consolidation based on increasing tax revenues and rationalizing expenditures, which
would lead to a reduction of the fiscal deficit from 2.5 percent of GDP in 2004 to 2 percent in
2005-08 and to a further gradual decline thereafter.

13. Tangible financing commitments from donors and external development partners
will be needed to finance the PRSP. As noted below, financing from a private donor for some
investments identified in the PRSP have not yet been secured for 2004 and external financing
of about 2 percent of GDP per year will be needed over the medium term.

B. Fiscal Policy and Public Sector Reform

14, The proposed 2004 budget envisions a deficit of 2.5 percent of GDP, slightly above
the projected outturn for 2002 (Table 5). On the revenue side, tax revenues are expected to
increase by about 0.5 percent of GDP
based on new policy measures and

Armenia: Selected Fiscal Indicators, w004

improvements in fax administration 2000 2001 2002 2003 2004'
(see below). However, the authorities Proj. oo
. . . udget
indicated that they were still unsurc
about commitments on external grants (In percent of GDP)
from private sources for 2004 of up to Total revenue and grants 16.5 17.1 18.9 18.6 15.5
1.9 percent of GDP and that in hght of af which: tax revenue 14.7 14.4 14.6 14.3 14.%
thl P certain the WOU.Id, epare a Total expenditure 228 20.9 19.5 20.6 18.0
sun ty! Y prep ) Current cxpenditure 17.5 15.8 14.0 14.1 13.8
draft budget witha prudent assumptmn Capital expenditure and net lending 5.4 5.1 5.4 6.5 4.2
. Overall balance (commitment basis) -6.4 -3.8 .6 »2.0 2.5
that such grants will amount to Overall balance (cash basis) 46 10 26 21 2%

0.4 percent of GDP (which corresponds
to relatively more secure
commitments)."!

Sources: Ministry of Finanee; and Fund staff cstimates.

' The PRSP macroeconomic framework is based on lower nominal GDP projections compared to the current
framework. GDP projections were updated in September in light of unexpectedly high growth this year. The
PRSP and the corresponding Joint Staff Assessment have been distributed to the Executive Beard (IMF Country
Report Nos. 03/362 and 03/378).

1 1f external capital grants are secured by the time the budget is finalized, they will be added to the budget.
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15. On the expenditure side, in light of the possible reduction in external capital grants
of up to 3 percent of GDP, the staff urged the authorities to increase domestically-financed
capilal expenditurcs and rationalize current expenditures. This is required to keep an
appropriate balance between current and capital outlays while aligning the budget with the
PRSP priorities on social and infrastructure spending. Lower subsidies to public utilities
(especially water and irrigation companies) are expected to yield savings of 0.2 percent of
GDP in 2004. In addition, the authorities succeeded in identifying nonpriority current
expenditures equivalent to 0.2 percent of GDP and shifted those resources toward investment
in road construction and housing. Understandings were also reached to moderate the nominal

increase in public sector wages, certain subsidies, and outlays for other goods and services in
2004. These Sa\fings are ]arge Armenja: Functional Classification of Government Lxpenditures, 2002-08
{In percent of GDP)

enough to allow for an

increase in social expenditures 2002 2003 2004 2005-08
: Proj. Prop. i
equivalent to 0.4 percent of rof.  Prop. o)
. . Budget

GDP as well as an increase n
d();mes[ica}]y-financed capi{a] General public services 1.8 1.8 1.7 20
. Defense and public order 39 42 4.2 42
EXpﬁﬂd]lUT?S of 0.3 Rercenjt of Health, education, and social sccurity 49 54 5.8 68
GDP. The increases in social Heusing and public utilities 1.6 2.8 1.8 1.8
expendi[urcs are in line with Transportation, construction, and agriculture 1.7 34 22 2.5
: : Interest on public debt 09 0.8 0.8 0.7

a

those envisaged in the RRSP. Other o1 ) s e
Overall, current expenditures  funclassified 2.4 03 0.1 0.0
are EXPGCICd to decline by Taortal expenditure and net lending 19.5 2.6 13.0 196

0.3 percent of GDP in 2004,

Sources: Ministry of Finance; and Fund s1aff estimates and projections,

16.  The program includes a number of measures to protect its fiscal objectives. The main
areas covered are:

Tax pelicy and administration. The authorities acknowledge the presence of serious
weaknesses in revenue collection {especially on profit taxes) and a lack of cquality of
treatment among taxpayers. They envisage changes in tax policy and administration in both
the near and the medium term to address these problems. Tax policy changes for 2004
include the introduction of a minimum profit tax based on one percent of companies’
turnover, a revision of the profit tax law to limit deductions and loss carry-over provisions, a
10 percent increase in revenues from presumptive taxes, and a stamp sysiem to levy taxes on
beer. These and other tax policy measures are expected to yield about 0.4 percent of GDP of
additional revenues in 2004. Additional gains of 0.1 percent of GDP are expected from
improvements in tax administration. Tax administration changes include reviewing
accounting procedures by companies, enhancing the withholding of income taxes, and
strengthening the administration of the simplified tax. The authorities also intend to fmahze
by year-end a medium-term program of tax reforms in consultation with Fund staff.'” The

12 An FAD mission in Sepiember 2003 provided technical assistance on tax and customs administration.
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staff encouraged the authorities to explore ways to eliminate simplified and presumptive
taxes and expand the base for the VAT, to review the property tax system with a view to
making it more progressive, and to deepen reforms in tax and customs administration.

VAT exemptions. A number of exemptions have been eliminated in 2002 and 2003 and the
staff proposed that at least a similar step be taken in 2004. The authorities see these
exemptions as a tool of industrial policy and have been hesitant to remove them. The staff
noted that the exemptions, however, have many negative effects and that they undermine the
integrity of the tax system, discriminate among importers, and discourage other import-
competing activities. In the event, understandings were reached 10 remove exemptions on
about one-fourth of the potentially taxable imports that are currently exempt (by value) in
Japuary 2004. To alleviate the financial burden on exporters and on importers of large capital
goods, the authorities intend to expand the use of the temporary admission system for inward
processing of raw materials in export sectors and introduce a VAT deferral system for
imports of large capital goods in mid-2004.

Customs administration. There is an urgent need to improve transparency and efficiency in
customs operations in order to combat corruption and increase revenues. Understandings
were reached 10 establish a system of post-clearance field audit visits by year-end and to
eliminate loopholes in the legislation related to customs declaration procedures and the
development of the valuation database with invoice values. The latter is required to comply
with WTO rules and reduce discretion by customs officials in the valuation of imports. In
addition, the authorities plan to reduce documentation requirements and eliminate the
certification fee for exports.

Budget management and reporting. The authorities acknowledge the need to strengthen
transparency and accountability of the budget. They plan to set up a forward-looking cash
management and financial planning system and enhance the internal audit function of the
Treasury. To facilitate the production of consolidated government accounts in an efficient
manner, the government envisages developing the legal basis for monitoring and budget
reporting of noncommercial enterprises, including criteria under which these entities would
be considered part of the general government. By April 2004, the system is expected to be
operational and consolidated general government accounts including noncommercial
cnterprises, local governments, and the State Fund for Social Insurance (SFSI), would be
reported.

C. Monetary and Financial Sector Issues

17.  The central bank intends to maintain its anti-inflation stance to avoid
accommodating recent and prospective increases in certain prices. While the recent hike in
inflation was due to a supply-induced increase in the price of bread, the central bank has
begun to adjust monetary policy in early October to avoid monetizing the recent increase in
the price level and ensure that inflation does not exceed 3 percent in 2004. This is particularly
important in light of the forthcoming increase in water tariffs. The program for 2004 foresees
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an increase in broad money of 12 percent. In case of stronger-than-programmed capital
inflows, the staff stressed the need to refrain from intervening in the foreign exchange market
and allow the exchange rate to appreciate in responsc to market forces."

18.  The staff urged the authorities to resolve the situation of the two remaining
intervened banks without further delays. It notcd that in light of the difficulties encountered
in recovering their assets there is little justification for continuing to keep these banks under
central bank administration. The authorities intend 1o initiate the liquidation of Credit
Yerevan by end-November 2003. The situation of Armcommunications hinges on the
successful completion of negotiations with a foreign investor to take over both the chemical
plant Nairit and the bank. If the negotiations fail, the central bank will initiate the liquidation
of Armcommunications by end-November 2003. Lastly, to continue strengthening banking
supervision and enhancing the legal framework governing the financial sector, the authorities
have recently upgraded supervisory procedures (new onsite and offsite inspection manuals),
and envisage adoption of various legal amendments by year-end as well as more vigorous
enforcement of prudential norms.

D. External Sector

19.  After increasing in 2003, the current account deficit is projected to fall next year.
While unusually large grant-financed investments led to a surge in imports of construction
material, machinery, and equipment in 2003, lower donor-financed investments in 2004
along with continued export growth should lead to a reduction in the current account deficit.
At the same time, the services balance is expected to improve gradually on account of
tourism and the growing export-oriented software industry. Gross international reserves are
projected to remain at or above 3.5 months of imports.

E. Other Structural Policies

20.  The continued implementation of the structural reform agenda remains a key element
for sustaining economic growth over the medium term. In addition 10 the aforementioned
reforms in tax and customs administration, the agenda includes efforts to combat corruption
and enhance governance and transparency. In this regard, the authorities intend to finalize an
anti-corruption strategy by year-end. The strategy is expected to analyze the nature of
corruption in Armenia and contain a time-bound action plan of measures to dea} with the
problem.

21.  As regards the energy sector, further efforts will be required to deal with past debts
of state-owned energy companics and ensure sound management. In early November, the
government is expected to approve the Integrated Financial Rehabilitation Plan and pass a

'* While foreign exchange intervention is still used as the main liquidity management tool. the central bank
intends to gradually increase the use of domestic instruments such as repo operations and/or the deposit facility.
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resolution to enforce its implementation (prior action for the fourth review). Measures set
forth in the plan include: (i) institutional reforms, including phasing out management
functions currently vested in the Ministry of Energy; (ii) restructuring of the energy sector
debt; and (iii) moving toward direct contracting between power generators and the privatized
distribution company. In addition, the plan envisages the complete restructuring of the
midstream sector (comprising settlement, dispatch, and transmission companies) in 2004 by
putting in place a sound corporate governance framework and adopting private management
contracts.

IV. PROGRAM MONITORING AND CAPACITY TO REPAY THE FUND

22.  The quality and timeliness of data generally permit effective program monitoring.
There has been substantial progress in improving the quality and timeliness of economic data
in recent years and the subscription to the Fund’s Special Data Dissemination Standard
(SDDS) is imminent.'* However, further efforts are needed with respect to the quality and
transparency of fiscal data.”® Program implementation will be monitored according to
quantitative performance criteria for end-December 2003 and indicative targets for the first
half of 2004 (Attachment I, Table 1) as well as structural performance criteria and
benchmarks for up to June 2004 (Attachment I, Table 2).'° Box 2 highlights the approach to
structural conditionality. The performance criteria on the stock of domestic arrears of the
central government and the State Fund for Social Insurance have been collapsed into a single
performance criterion, with the definition of domestic arrears modified to take into account
the persistence of a small amount of technical arrears (Technical Memorandum of
Understanding Attachment III). The TMU outlines definitions and reporting requirements.

23.  Armenia has a strong record of servicing its obligations to the Fund and should face
no problems in servicing future obligations (Table 9). The conclusions of the debt
sustainability analysis (DSA) conducted in April of this year (IMF Country Report No. 03/93)
are still valid. The results indicated that Armenia’s external debt is sustainable if prudent
fiscal policies continue to be pursued.

14 A mission from STA provided technical assistance on the SDDS in September 2003.
¥ Beyond the difficulties encountered with the creation of noncommercial enterprises, fiscal data are subject to

frequent reclassifications and a significant aggregation is reported under the category of “other goods and
services” (see Appendix IV).

'* The performance criteria for the sixth review will be set at the time of the fifth review.
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Box 2. Structural Conditionality

Current PRGF-Supported Program. Structural eonditionality in the program focuses on improving
revenue collcction through tax and customs reforms; expenditure control and budget management; public
scctor governance; the restructuring of the financial sector; and energy sector reform. The structural
conditions under the first two years of the PRGF arrangement were discussed in IMF Country Report Nos.
02/73 (4/30/01), 02/228 (9/12/02), and 03/93 (3/14/03). All conditions were observed, some with minor
delays. The status of implementation of the structural performance criteria and benchmarks under the
fourth review is presented in Table 4.

World Bank Conditionality. The floating tranche of (Structural Adjustment Credit (SAC) IV (disbursed
in December 2002) focused on reforms in the energy sector through improved financial performance and
privatization of the electricity distribution company. Previous SAC IV tranches focused on reforming
social protection and pensions, streamlining the legal framework, improving public administration and the
business environment, rationalizing the health and education sectors, and developing the land market. The
Bank has also assisted the authorities in preparing a Public Sector Expenditure Review and a Medium-
Term Expenditure Framework (MTEF). SAC V (approved by the Executive Board of the Bank in March
2003) covers private sector development and public enterprise reform, public sector reform, and social
sector reform. The second disbursement under SAC V is conditional on several measures including the
implementation of a medium-term plan for reforming tax and customs administration and improving
budget management, resolving the situation of the intervened banks, implementing the pension law,
submitting a new labor code to parliament, reforming the power and utility scctors, implementing a plan
for improving the business environment, and adopting school and hospital rationalization programs.

Reforms Not Included in the Current Program. Measures in the areas of privatization, civil service
reform, and the social safety net were included in the 1999 Enhanced Structural Adjustment Financing
(ESAF)-supported program but are not in the current program. These arcas are covered under varicus
World Bank lending programs {Appendix 1I).

Y. STAFF APPRAISAL

24, The authorities should be commended for Armenia’s strong economic
performance that is the result of continued reforms and prudent economic policies. Real
GDP growth has been impressive, inflation has remained under control, and investment and
export growth have been strong. Program implementation in the first half of 2003 has also
been satisfactory: all but one of the quantitative performance criteria for end-June were met
and all structural measures have been implemented on time or with a small delay.

25.  The authorities have adopted a poverty reduction strategy consistent with the
PRGF-supported program. As described in the Joint Staff Assessment of the PRSP, the
effective implementation of the strategy will require prioritizing poverty-reduction measures,
developing monitoring indicators, and building capacity within the government.

26.  The proposed budgetary framework for 2004 envisages an increase in tax
revenue, an appropriate balance between current and capital expenditures, and a small
increase in the overall deficit. The autherities intend to reduce current outlays in favor of
increased social and domestically-financed capital expenditures. This shift is appropriate but
its execution needs to be monitored closely to gauge its effectiveness. In light of the likely
decline in grant-financed investment in the medium term, firmer commitments from donors
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are required to achieve the level of expenditures envisaged in the PRSP. In this regard, the
authoritics should also ensure that an increasing amount of domestic budgetary resources are
allocated over time to finance public investment projects while appropriate restraint is placed
on nonpriority current expenditures.

27.  In the period ahead, the authorities need to step up their efforts to reduce
weaknesses in the tax system and in tax and customs administration. The staff welcomes
the authorities’ commitment 1o impose a minimum profit tax on turnover, remove loopholes
in tax legislation, remove VAT exemptions on an additional amount of imports, and set up a
post-clearance verification unit at customs. These and other measures contemplated in the
2003-04 program will ensure the revenue gains needed to finance growth-enhancing and
poverty-reducing fiscal expenditures. The staff also encourages the authorities to finalize and
begin implementing a medium-term program of tax policy reforms aimed at eliminating
simplified and presumptive taxes, expanding the base for the VAT, reforming the property
tax system, and overhauling tax and customs administration. These reforms will set the basis
for a sustained increase in tax revenues in the medium term as envisaged in the PRSP. Lastly,
measures 1o improve corporate accounting practices will also need to be considered.

28.  Important steps are required to improve the coverage and transparency of
government operations. While the treasury system is considered to be among the best in the
region, budget execution reports do not cover the operations of local governments and
expenditure categories are subject to frequent ad-hoc reclassifications. In this regard, the staff
welcomes the authorities’ commitment to restore reporting and instill accountability in
noncommercial enterprises and urges them to improve fiscal reporting in early 2004 by
including the activities of these entities, local governments, and the social insurance fund in
quarterly reports on general government opcrations.

29. The central bank needs to continue with its cautious monetary policy, while
minimizing foreign exchange market intervention. The recent gradual tightening of
monelary policy is appropriate and will contribute to bringing annual inflation down towards
the central bank’s 3 percent target. This stance should continue in order to counteract the
envisaged administrative price increases in 2004. At the same time, the authorities should
keep foreign exchange market intervention at a minimum, allow the dram to respond to
market forces, and increase the use of domestic instruments to enhance the effectiveness of
monetary policy and deepen the domestic financial market.

30.  The central bank nceds to redouble its efforts to strengthen the banking system.
While progress has been made to provide incentives for rationalization and improve
supervision, prudential norms need to be enforced more vigorously. At the same time, the
authorities should resolve the situation of the two remaining intervened banks without further
delay and ensure that any further intervention of problem banks is conducted swiftly and
efficiently.



- 18-

31.  The staff welcomes the envisaged rcforms the energy, water, and irrigation
sectors. The draft financial rehabilitation plan sets the stage for the last round of reforms in
these sectors, including establishing sound governance structures, clearing and restructuring
their large debts, and preventing the Ministry of Energy from continuing to manage a large
part of the energy sector. The staff also encourages the authorities to transfer the management
function of the midstream energy companies through private management contracts. Lastly,
the staff urges the authorities to proceed with the envisaged reforms in the water and
irrigation sectors, including bringing tariffs closer to cost-recovery levels.

32 The authorities acknowledge that corruption remains a serious issue in Armenia,
preventing an cffective allocation of resources and compromising efforts to reduce income
inequality. To this end, the authorities” commitment to finalize and adopt the anti-corruption
strategy by the end of the year is welcome. The authorities need to ensure that the strategy 18
governed by a sound legal and institutional framework and that it includes a time-bound
action plan for its implementation.

33.  Armenia’s medium term economic outlook remains favorable provided that the
reform effort remains strong. Lower external financing in years to come will need 1o be
compensated by fiscal consolidation through higher tax revenues and a sound expenditure
policy that prioritizes social and infrastructure needs. The authorities will also need to press
ahead with the reforms mentioned in paragraphs 27-32 above to improve the business climate
and foster investment.

34.  There are a number of risks to the program that on balance appear managcable.
The external environment is conditioned by the difficulties in resolving the territorial conflict
with Azerbaijan and the lack of trade relations with Turkey. The staff encourages the
authorities to continue seeking a diplomatic solution to these problems. Adverse
developments in the market for diamonds, Armenia’s main source of export revenue, could
also hamper growth prospects. Another risk arises from the unpredictability of external
financing; this could be partly offset by seeking more actively commitments from donors.
Lastly, failure to increase fiscal revenues, strengthen the lcgal and banking systems, and root
out corruption will frustrate poverty reduction efforts and perpetuate an unequal distribution
of income. Effective political leadership and strengthened capacity will be required to
minimize these risks.

35.  In view of the satisfactory performance to date and the strength of the authorities’
program for the remainder of 2003 and 2004 and given the minor nature of the deviation In
meeting the end-June performance criterion on the stock of domestic expenditure arrears, the
staff supports the authorities’ request for a wajver of this performance criterion and for the
completion of the fourth review under the PRGF.
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Table 1, Armenia: Fund Disbursements and Timing of Reviews, 200]-04

Date of Availability

Conditions

Amount (in SDR millions)

May 23, 2001

September 25, 2002

April §, 2003

November 24, 2003

April 15, 2004

Qctober 15, 2004

Board approval of the PRGF arrangement

Completion of first review (end-June 200] test date)
and second review (end-December 2001 test date)

Completion of third review (end-December 2002 test
date)

Completion of fowth review (end-June 2003 test
date}

Completion of fifth review (end-December 2003 test
date)

Completion of sixth review (end-tune 2004 test date)

10.00

20.00

10.00

10.00

10.00

9.00

Sources: Finance Department (IMF); and Fund staff.



Table 2. Armenia: Selected Econemic and Financial Indicators, 1999-2004

1999

2000

2001

2002

2003

Prog.

Rev,
Prog.

2004
Proj.

National income and prices
Real GDP growth
Gross domestic product (in billions of drams)
Gross domestic product (in millions of U.5. dollars)
CP1 {end of period)
GDP deflator

Invesiment and saving (in percent of GDP)
[nvestment
National savings

Money and credit (end of period)
Reserve money
Broad money
Commercial banks’ 3-month lending rate {in percent) 1/ 2/

Government operations {in percent of GDP)
Revenue and grants
Expenditure and net lending
Overall balance on a commitment basis
Overall balance on a cash basis
Stock of domestic expenditure arrcars

Primary balance of the energy sector (in percent of GDP) 3/

External sector
Exports of goods and nonfactor services 4/
Imports of goods and nonfactor services 4/
Current account (in percent of GDF)
External debi-to-exports ratio 5/
Debt service ratio 6/
Import cover 7/
Nominal effeciive exchange rate 1/ 8/
Rcal cffective exchange rate 1/ 8/

{Annual perecentage change, unless otherwise indicated)

33
988
1,847
20
0.2

16.5
2.0

0.0
13.9
34.5

9.3
26.5
-1.2
-3.3

-0.8

4.6
-8.1
-17.5
157
14.7
3.8
18.5
6.3

4.0
1,033
1,914

0.4

-1.5

18.6
4.6

344
386
28.7

16.5
228
6.4
46

43

-1.3

19.0
5.1
-13.0
139
10.8
38
0.3
-7.8

9.6
1176
2312

29

4.0

19.8
92

11.1
4.3
271

17.1
209
-38
4.0
36

2.5

20.8
1.2
-10.0
132
10.0
3.6
34
-1.9

129
1,357
2,364

20
23

210
143

384
340
234

18.9
19.5
-0.6
26

1.3

-0.4

30.4
13.2
-6.6
131
9.9
4.7
-6.2
-11.3

7.0
1.474
2,514

2.0

15

22.4
159

7.1
11.0

19.5
220
-2.5

0.0
0.2

10.6
7.6
-6.5
91
11.6
43

12.0
1.565
2,670

4.0
3.0

222
14.5

8.2
12.4
255

18.6
20.6
-2.0
-2.2

0.0

0.1

374
304
-1
94
8.0
39
2.3
2.0

7.0
1,725
2,926

3.0

3.0

20.1
13.2

8.1
12.1

15.5
18.0
2.5
-2.5

0.0

0.1

14.8
85
-0.9
8t
5.4
X )

Sources: Armenian authorities; and Fund staff estimates and projections.

1/ End of period.
2/ Data for 2003 is based on actval data for September.

3/ Data for 199902 include the electricity distribution company. Armelnet, which was privatized in late- 2002, Data for 2003-04 exclude

Armelner and two generation companics that were also privatized.
4/ In 1.5, dollars terms.

5/ Net present value of debt in percent of a three-year moving average of exports of goods and services. (he latter centered on the previous year.

6/ 1n percem of exports of goods and services,

7/ Gross intemational reserves in months of next year's impotts of goods and services.
8/ A positive sign denoles appreciation. Base year 1995=100. Data for 2003 displays the change between December 2002 and Augusi 2003,

The calculations are based on 1999-2001 average trade weights.
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Table 3. Armenia: Quantitative Targets, December 2002 - June 2003 1/

(End of period ceilings on stocks, unless otherwise specified)

2002 2003
Dec. Mar. June
Act.  Prog. 2/ Act.  Prog. 3/ Act.
(In billions of drams)
NWet domestic assets of the CBA 4/ -19.3 -13.9 =232 -18.5 -34.1
Net banking system credit to the government 1.0 54 -23 2.6 -14.6
Domestic arrears of the central government 7.1 8.0 7.2 0.0 0.9
Stock of arrears of the State Fund for Social Insurance 0.0 0.0 0.0 0.0 0.0
Tax revenues of the central government (floor) §/ 198.6 45.0 455 98.9 99.3
Balance of the central government on a cash basis (floor) 5/ 354 -9.0 -27.5
Adjusted target 6/ -5.5 1.1 -14.5 -3.5
Reserve money (band) 2/ 1113 (93-96) 933 {93-97) 95.4
Primary balance of the energy sector (floor) 2/5/7/ 1.7 2.3 -0.8 -1.2 -1.6
(In millions of U.5. dollars)
Contracting and guarantceing of new nonconcessional
external debt with maturity of more than one year 5/ 7.1 ¢ ¢ 0 0
Net disbursements of short-term external debt 5/ 8/ 0 0 0 0 0
External arrears {continuous criterion} 0 0 0 0 i
Net official international reserves (floor) 4/ 2306 198 212 207 234

1/ The definitions of the line items and the adjusters on the fiscal balance and the stock of domestic arrears are
specified in the Technical Memorandum of Understanding {TMU) (IMF Country Report No. 03/93, Attachment TIT).

2/ Indicative target.
3/ Performance criterion.
4/ At program exchange rates as specified in the TMU.

5/ Cumulative flow from the beginning of the calendar year until the end of the month indicated.
6/ As specified in the TMU, the March and the June targets have been increased by AMD 3.5 billion and
AMD 8.5 billion, respectively, on account of a shortfall in externally financed disbursements.

7/ Excluding the balance of the privatized electricity distribution company.
&/ Obligations with maturity of less than one year, cxcluding normal import-related credit

and sales of treasury bills to nonresidents.
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Table 4. Armenia: Structural Mcasures Under the Fourth Review

Measures Target Date"’ Status

Structural Performance Criteria

1. Submit 10 parliament amendments o the Budget System law with a April 2003 Met
view to improving expenditure control.

2. Introduce version 1.16f of the Automated System for Customs Data May 2003 Met
{ASYCUDA) at all customs houses and customs peints.

Structural Benchimarks

1. Begin work on a new budgel reporting system for noncemmercial May 2003 Met
enterprises that will become operational in early 2004.

2. Complete least-cost diagnostic analyses and formulate resolution May 2003 Met
strategies for Armconununications bank and Ardshinbank unless they
are already liquidated or purchase and assume resolution strategies
have heen put in effect.

3. Improve administration of VAT refunds by simplifying procedures June 2003 Met
and preparing quarterly reports on outstanding VAT amounts.

4. Establish fully operaticnal internal audit units at the State Tax June 2003 Effected Sepiember 2003
Service and at the Customs Committee and prepare guarterly audit
reports, the results of which will be shared with the President’s
office, the Prime Minister, the Ministry of Finance and Economy,
and IMF and World Bank staff.

5. Introduce a post-clearance verification program at customs’ June 2003 Effected August 2003
headquarters.
6. Adopt financial rehabilitation plan for energy, water, and irrigation June 2003 Prior Action 2/

sectors. The plan will set the process for establishing independent
beards of directors by September 2003 and performing independent
financial audits beginning with the 2002 financial year for all state-
owned companies in the energy sector, and will set a timetable for
transferring their management functions through management
contracts.

7. Submit to cabinet draft amendments to (i) the Civil Code (provisions July 2003 Met
on pledges) to more effectively create, register, and enforce pledges;
(i1} the law on Bank Bankruptcy (shareholder rights} with a view to
more effectively execute bank resolution strategies; and (iii) the law
on the Central Bank of Armenia (CBA) to include provisions on
deposit insurance.

1/ End of period.

2/ Information on the date of implementation will be provided before the Board meeting.
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Table 5. Armenia: Central Government Operations. 2001-04

20001 2002 1/ 2003 2004
Jan-Jun Jul-Dec Year Prop.
Prog. Prel. Rev. Prog. Rev.Prog Budget

(In hillions of drams)
Total revenue and grants 200.8 256.3 122.8 115.9 175.7 291.6 268.1
Total revenue 182.3 209.3 102.2 103.3 128.4 231.7 260.3
Tax revenue 168.8 198.6 98.9 99.3 124.7 224.0 255.0
Nontax revenue 1.9 89 2.9 24 2.8 5.2 5.0
Capital revenue 1.6 1.8 (14 1.6 0.9 2.6 03
Grants 18.5 47.0 206 12.6 472 59.8 7.7
Total expenditure 2454 264.0 1378 1248 197.7 322.5 311.1
Current expenditure 185.2 190.4 49.4 93.6 127.7 221.3 238.2
Wages 32.2 236 12.6 124 16.7 291 321
Subsidies 6.5 8.1 6.7 6.7 7.6 14.3 12.2
Interest 14.5 12.7 7.3 6.2 6.1 12.3 13.0
Transfers and reserve fund 51.7 49.3 20.1 19.5 29.4 48.9 53.5
Goods and services 80.3 96.7 52.6 48.8 67.9 116.7 1274
Capital expenditure and net Jending 60.3 73.6 38.4 31.3 69.9 101.2 728
Capital expenditure 46.0 64.3 38.5 27.2 65.0 92.2 61.5
Foreign financed 32.0 55.4 322 23.0 523 75.3 38.1
Domestic financed 14.0 8.9 6.3 472 12.7 16.9 235
Net lending 2/ 14.3 93 -0.1 4.1 4.9 9.0 11.3
QOverall balance (commitment basis) 3/ -44.7 -1 -15.0 -8.9 -22.0 -31.0 -43.0
Net Accumulation of Arrears 1.5 -28.8 -12.5 -6.3 0.4 -6.6 0.0
Statistical discrepancy/float -1.1 1.1 0.0 9.7 -6.0 3.7 0.0
Overall cash balance -47.3 -35.4 -27.5 -5.5 -284 -33.0 -43.0
Financing 47.3 354 27.5 5.5 284 339 43.0
Domestic financing 15.2 -5.9 13.2 -13.8 25.6 11.8 3T
Banking system -1.2 9.5 2.6 -15.6 15.2 -0.4 34
Central Bank of Armenia 0.0 -18.0 1.3 -13.9 9.5 -93 0.0
Commercial Banks -1.2 8.5 1.3 33 5.6 8.9 3.4
Nonbank 4/ 16.4 35 10.5 1.8 104 12.3 0.3
External Financing 321 41.4 14.4 19.3 2.8 22.0 39.3
Gross disbursements 443 514 31.5 24.0 30.6 54.6 47.2
Amortization due -11.6 -13.8 -6.4 -4.3 -17.8 -22.2 -7.9
Change in Arrears (- = reduction) -0.6 3.7 -10.7 -0.4 -10.0 -10.4 0.0




Table 5. Armenia: Central Government Operations, 2000-04 (concluded)

2001 2002 1/ 2003 2§14
lan-Jun July-Dec Year Prop.
Prog. Prel. Rev Prog  Rev. Prog. Budget
(In percent of GDP)
Total revenue and grants 171 18.9 156 224 16.8 18.6 135
Total revenue 15.5 154 21.3 199 123 14.8 15.1
Tax revenue 14.4 146 0.6 192 11.9 14.3 14.8
Nontax revenue 1.0 0.7 0.6 0.5 03 0.3 0.3
Capital revenue 0.1 0.1 0.1 0.3 0.1 0.2 0.0
Grants 1.6 3.5 4.3 24 4.5 38 0.4
Total expendilure 209 19.5 288 24.1 8.9 20.6 18.0
Current expenditure 15.8 14.0 208 18.1 12.2 14.1 13.8
Wages 27 1.7 26 24 1.6 1.9 1.9
Subsidies 0.6 0.6 1.4 1.3 0.7 0.9 0.7
Interest 1.2 0.9 L5 1.2 06 .8 0.8
Transfers and reserve fund 44 36 4.2 3.8 28 3.1 31
Goods and scrvices 6.8 7.1 11.0 9.4 6.5 7.5 74
Cupital expenditure and net lending 3.1 54 8.C 6.0 6.7 6.5 42
Capital expenditure a9 4.7 8.0 52 6.2 59 3.6
Foreign financed 2.7 4.1 6.7 4.4 3.0 4.8 22
Domestic financed 1.2 0.7 13 0.8 1.2 1.1 1.4
Net lending 2/ 1.2 07 0.0 0.8 0.5 0.6 0.7
Overall halance (commitment basis} -3.8 -0.6 -3 -1.7 21 -2.0 225
Net securnuolation of arrears 3/ -0.1 =21 226 -1.2 0.0 -0.4 0.0
Statistical discrepancy/float -0.1 0.1 0.0 1.9 -6 0z 0.0
QOverall cash balance -4.0 -2.6 =57 -1 27 2.2 225
T'inancing 4.0 26 59 1.1 27 22 25
Domestic financing 1.3 -0.4 27 -2.7 2.4 0.8 0.2
Banking system -0.1 -0.7 0.5 -3.0 1.4 0.0 0.2
Nounbank 4/ 1.4 03 2.2 0.4 1.0 0.8 0.0
External financing 2.7 30 3.0 37 0.3 1.4 23
{rross disbursements 38 38 6.6 4.6 29 335 27
Amortization due -1.0 -1.0 -1.3 -0.8 -1.7 -1.4 -0.5
Change in arrears (- reduction) -0.1 0.3 -2.2 -0.1 -1.0 -0.7 0.0
Memorandum items
Nominal GDP (in biltions of drams} 1.176 1,358 479 518 1.047 1,565 1,725
Chanpe in domestic cxpenditure arrears (in billions of drams) -8.8 -25.5 -7 6.3 -0.4 -6.6 0.0
Domestic expenditure arcars {in billions of drams) 5/ 32.7 7.1 0.0 0.9 0.5 0.5 0.5
Overall balance excluding grants {in percent of GDP) -5.4 -4.0 -7.4 -4.2 -6.6 -5.8 29

Sources: Ministry of Finance, Central Bank of Armenia, and Fund staff estimates.

1/ To facilitate the camparison of figures, the composition of cxpenditures for 2002 and the program celumns for the first half of 2003 have heen

adjnsted 1o reflect changes in expendinre categories brought about by the reclassification of budgetary institutions as non-commercial emerprises in 2003.

2/ Net Iending figures in 2003 have been adjusted to reflect the share of loans from the Lincy Foundation imermedimed through the banking system.

3/ Excluding external avears on principal which are included in exiernal financing.

44 In the second half of 2003 the amount of non-bank finuncing reflects the cancellation of arrears as a result of the debt-equity swap with Russia.

5/ The siock of demestic arrears alier June 2003 differs from the program's performance criterion of zero arrears {Auachment i1, Table 1) as defined in
the Technical Memorandum of Understanding (Attackment 111). This is due 1o the recurrence of a negligible amount of arrears of a technical nature.
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Table 6. Armenia: Monetary Accounts, 2002-04

2002 2003 2004
March hine Sept. Dec. March  June  Dec.
Act. Prog.  Act Est. Rev.lrog. Prog. Prog. Proj.
(in billions of drams, unless otherwise indicated)
Central Bank of Armenia
Nei foreign assets 1/ [36.7 1224 1137 1347 1442 1494 1424 1407 1553
Nel international reserves 1381 1245 1211 1386 1479 1532 1462 1445 1591
Special privatization account 6.1 kN 4.4 43 4.4 4.4 4.4 4.4
Medium and long-term assets 7.4 -7.8 74 83 8.0 -8.2 82 -82 82
Net domestic assets -254 290 -185 -394 408 280 353 306 -252
Claims on government (net) 97 -136 84 2286 316 -19.00 240 -198  -190
Claims on banks 10.4 7.5 8.2 8.1 73 74 79 8.0 8.0
Other items {net) -26.1 230 -183 -189 164 <174 2192 -188  -14)
Reserve moncy 111.3 93.3 8952 954 1034 1204 1071 1101 130
Cumency issue 92.1 78.0 R0.5 B0 §6.9  102.7 913 935 1118
Deposits 19.2 154 147 154 16.5 177 158 16.6 18.3
Banking system
Nel foreign assets 1559 1490 1353 1683 1838 1845 1781 1772 1939
Ner domestic assets 6.0 344 56.1 265 82 336 403 456 731
Claims on government (net) 1.0 223 26 -146  -13.1 0.5 4.4 2.6 319
Claims on rest of the economy 98.3 87.7 93.1 926 925 1042 934 991 1146
Other items (net) -433 <51 -39.5 -514 0 5120 514 488 52,1 454
Broad money 2119 1833 1914 1948 2121 2382 2184 2768 267.0
Currency in circulation 88.6 74.8 742 765 81,2 98.2 880  ¥9.1 1081
Deposits 1233 1085  117.2 1184 1309 1399 1304 1377 1589
Domestic currency 36.3 31.8 349 376 409 434 40.8 451 525
Foreign currency 87.0 768 823 808 90.0 96.6 89.5 925 1064
Memorandum itemns
Exchange rate (in drams per U.5. dollar, end of period) 5849 SHOS 5848 5701
NIR tin millions of U.S. dollars) 2/ 236.1 211.1 . 23700 2594 -
NIR {in millions of U.5. dollars) 3/ 2310 2120 207.0 2340 2581 2620  250.0 2470 2720
Medium and long-term liabilities {in millions of U.S. dollars) 3/ 10.9 12.7 129 127 12.7 14.0 140 140 140
NDA of the CBA (in billions of drams) 3/ -12.4 -232 -185 3440 -40.1 -24.6 -30.9  -26.2  -208
12-manth change in rescrve meney {in percent) 38.4 277 279 282 28.6 8.2 148 154 8.1
12-month change in broad money (in percent) 34.0 222 227 249 19.2 12.4 181 164 121
12-month change in private sector credit (in percent) 07 0.6 4.4 39 -3.8 6.0 0.5 70 100
Velociy of broad money (end of period) 6.4 6.5 6.5
Money multiplier 19 20 2.0 2.0 21 2.0 2.0 2.1 21
Dollarization in bank deposits 4/ 0.6 70.7 702 68.3 68.8 69.0 687 672 610
Liquidity preference ratio 5/ 71.8 68.9 633 646 62.0 702 67.5 647 681

Sources: Central Bank of Anmenia; and Fund s1aff estimates.

1/ The NEA scrics bas been adjusted to include the special privatization account (SPA).

2/ Al actual exchange rates, excluding the SPA.

3/ At program exchange raws. The 2003-04 program is based on end-December 2002 exchange rates (Attachment 111, Table 1). Excluding the SPA.

4/ Ratio of foreign currency deposits to total deposits (in percent).
5/ Ratio of currency in cireulation to deposits (in percent).
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Table 7. Armenia: Balance of Payments, 200106

200 2002 2003 2004 2005 2006
Prog. Rev. Prog. Projections
(In millions of U.S, dollars, unless otherwise indicated}
Cuwrrent account =212 -157 -163 -205 =202 -19% -192
Trade balance -43] -377 -362 -464 447 -440 -433
Exports 342 503 583 738 872 973 1,078
Imports =773 -883 945 -1.202 -1.319 -1.413 -1.510
Services (net) -18 -4] -40) -33 -32 =20 -24
Credits 187 184 185 209 215 230 243
Debits 204 =225 =225 -242 -247 -257 -267
Income (net) 63 88 74 103 103 102 101
Private ransfers (net) 102 119 110 140 125 113 109
Official translers {net) 72 55 35 49 50 55 55
Capital and financial account 212 214 131 220 211 199 207
Capital transfers (net) 30 68 80 81 0 41 40
Foreign direct investments (net} 70 111 135 130 90 104 115
Portfolio investments (net) -6 2 0 0 0 0 0
Puhlic sector (net) 45 11 -50 -68 68 42 41
Dishursements 66 49 T8 54 82 55 58
Amortization -21 -38 -128 -121 -13 -13 -17
Other caphal (net) 1/ 73 23 -14 77 53 12 12
QOrverall balance 0 58 -12 15 9 3 15
Change in gross reserves {- increase} -16 -101 -12 -40 -3 -13 -31
IMF repurchases -10 -19 -24 -24 -32 -34 -29
Arrears/ debt relief with Russia, net (+ increase) 2/ -3 1 -17 -17 4 0 Q
Arrears/ debt relief with Turkimenistan, net (+ increase 1 0 -] -1 0 0 G
Residual financing/gap 27 61 67 67 26 44 45
IMF 13 26 27 27 26
World Bank 14 35 40 4] 0
Other 0 0 0 0 0
Memorandum iems:
Crrent account {in percent of GDFP) -10.0 6.0 6.5 =77 -6.9 6.2 5.6
Excluding official ransfers -13.4 -8.9 87 9.3 -8.6 -1.9 7.2
Gross reserves (cnd of period)
In months of imports 3.6 4.7 43 39 3.6 35 3.5
In months of next yeur's debt service 3/ 33 65 100 104 102 106 132
Net international reserves (stock) 157 236 245 265 275 323 3RS
Nominal external debt 4/ 206 1,026 999 1,019 1.082 1,114 1,157
Net present value (NPY) of external debt 5/ 587 722 610 681 733 770 803
NPV of debi-to-exports ratio 3/ 6/ 132 131 91 94 81 1 67
Stock of external arrears 17 17 0 0 0 0 0

Sources: Armentan authoritics: and Fund staff estimates and projections.

1/ Includes errors and omissions.

2/ These claims are assumed sewled by the end of the third guarter of 2003.

3/ Excludes amortization of short-term debt, deposits held by nonresidents, and debt acquired domestically by nonresidents.

4/ Governmenl and government-guaranteed medium and long-term debt,
5/ The increase in the cstimated NPV of external debt in 2003 compared to the original program figure is due

to an improved methodology used to calculate the net present value of future loan disbursements.

6/ Using a three year average of goods and services exports. centered on the previous year.
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Table 8. Armenia; Medium-Term Macroeconomic Framework, 200308

2003

2004

2005

2006

Projections

2007

2008

Nationa! income and prices
Real GDP growth (percent change)
Gross domestic product {in millions of U.5. dollars)
Gross national income per capita (in U.S. dollars)
Inflation (annual percent change}

Invesunent and saving
Investment
Government
Other
National savings
Government
Other

Government operations
Revenue and grants
of which: lax revenue
Expenditure
af which: social expenditure 1/

Overall balance {(commitment basis)

External sector
Exports
Imiports
Cwrrent account
Current accouat (in millions of U.S. dollars)
Capital and financial account {in millions of U.5. doliars)
of which: direct foreign tnvestment
public sector disbursements
Gross inlernational reserves (in millions of U.S. dolars) 2/
Arrears and debt reliel {in millions of 1.8, dollars)
Financing/gap {in millions of U.S. dollars)
External debt (NPV, in percent of exports of poods and services)
Debt Service (in percent of exports of goods and services)
Gross international reserves {in months of imports)

{1n percent of GDP, unless otherwise indicated)

12.0
2,670
S00
4.0

222
59
16.3
14.5
4.5
10.0

18.6
143
206

54
-2.0

335
54.1
1.7
-205
220
130
54
-4q
-18
67
94
8.0
30

7.0
2,926
973
3.0

20.1
3.6
16,5
13.2
1.7
11.5

15.5
14.8
13.0

5.8
-2.5

37.1
535
-6.9
-202
211
90
82
-3

0

26
81
54
36

6.0
3,177
1.043

3.0

21.2
4.8
lo.4
15.0
34
11.7

17.4
152
19.0

6.3
-2.1

379
52.5
-6.2
-196
199
104
55
-13
0

a4
71
4.0
3.5

6.0
3,449
1,118

3.0

20.8
4.2
166
15.2
2.0
12.3

17.6
15.6
19.6

4.8
-2.0

383
51.5
-3.6
-192
207
115
58
-31
0

45
67
4.4
3.5

6.0
3,748
1,200

3.0

20.9
4.1
16.8
15.5
2.8
12.7

17.8
16.0
15.8

7.3
-2.0

374
49.7
-54
-201
210
121
59
-25
0

38
635
35
3.5

6.0
4072
1.289

3.0

21.0
4.0
17.0
16.0
27
133

18.0
16.4
19.9

17

36.7
48.0
-5.0
202
216
124

Sources: Armenian autherities: and Fund staff estimates and projections.

1/ Defined as total expenditurc on health, education, and social security.
2/ A negauve figure indicates an increase.



Table 9. Armenia; Indicators of Fund Credit, 2002-08

2002 2003 2004 2005 2006 2007 2008
Act. Projections
(In units indicated}
Existing and prospective Fund credit 1/
In millions of SDRs 1433 1458 1415 1169 957 802 632
In percent of exports 2/ 283 209 177 132 99 7.8 5.7
In percent of external debt 190 195 178 143 112 9.7 19
In percent of gross reserves 453 421 406 326 2501 201 15
In percent of quota 1557 1585 1538 1270 1040 872 686
Existing Fund credit 1/
In millions of SDRs 1433 1358 1125 879 667 512 3412
In percent of exports 2/ 283 195 14 9.9 6.9 50 3.1
In percent of external debt 150 181 141 107 7.8 6.2 4.3
In percent of gross reserves 453 392 323 245 175 128 8.1
In percent of quota 1557 1477 1223 955 725 557 371
Prospective Fund credit 1/
It millions of SDRs 100 290 290 290 290 290
In percent of exports 2/ 14 3.6 3.3 3.0 28 2.6
In percent of external debt 1.3 36 35 34 35 36
In percent of gross reserves 29 8.3 8.1 7.6 7.3 6.9
In percent of quota 109 315 315 315 315 315
Repurchases, repayments, and charges due from
existing and prospective drawings
In millions of SDRs 184 242 254 215 160 175
In percent of exports 2/ 2.6 3.0 29 22 1.5 1.6
In percent of external debt 2.5 3.0 31 2.5 1.9 2.2
In percent of gross reserves 5.3 6.9 7.1 5.6 4.0 4.2
In percent of quota 200 263 276 234 173 190
Repurchases and charges due from existing drawings
In millions of SDRs 184 241 232 214 158 173
In percent of exports 2/ 2.6 3.0 2.9 22 1.5 1.6
In percent of external debt 2.5 3.0 3.1 2.5 19 22
In percent of gross reserves 5.3 6.9 7.0 5.6 4.0 4.1
In percent of quota 200 261 274 233 172 188
Repurchases and charges due from prospective drawings
In millions of SDRs 0.0 0.1 0.1 0.1 0.1 0.1
In percent of exports 2/ 0.0 0.0 0.0 0.0 0.0 0.0
In percent of external debt 0.0 0.0 0.0 0.0 0.0 0.0
In percent of gross reserves 0.0 0.0 0.0 0.0 0.0 0.0
In percent of quota 0.0 0.1 0.2 0.2 02 0.2

Sources: Armenian authorities and Fund staff ¢stimates.

1/ End of period.
2/ Exports of goods and services.
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Mr. Horst Kéhler
Managing Director
International Monelary Fund
Washington, D.C. 20431
October 30, 2003

Dear Mr. Kéhler:

The purpose of this letter and the attached Memorandum of Econemic and Financial Policies (MEFP) is to inform
you of progress in implementing the program supported by the Poverty Reduction and Growth Facility (PRGF),
request a waiver for the nonobservance of the June performance criterion on domestic arrears, and set out the
policies for the third annual program under the arrangement.

Based on discussions held with Fund staff during July-September 2003 on the fourth review of the PRGF
arrangement, the MEFP revicws economic developments and policy implementation through September 2003,
updates the macroeconomic framework, and discusses the financial policies and structural reform program for the
period July 2003-June 2004. The government intends to make these understandings public and authorizes the IMF
to publish this letter, the attached memeorandum, the Joint Staff Assessment of the Poverty Reduction Strategy Paper
(PRSP), and the staff report.

The structural performance criteria and all except one of the quantitative performance criteria for the first half of
2003 were observed. The end-June 2003 performance criterion on the stock of domestic expenditure arrears was
exceeded by a small margin because of difficulties in expenditure control. To address this problem, we adopted
earlier this year amendments Lo the budget law to enhance commitment control.

The government’s economic program aims at providing the conditions for continued high real economic,
maintaining inflation at no more than 3 percent, and enhancing tax revenue collection. The program focuses on five
key arcas: (i) monetary policy focused on price stability; (ii) fundamental improvements in tax and customs
administration; (iii) enhanced control, reporting, and prioritization of government expenditures; (iv) reforms of the
key state-owned companies in the energy, water, and irrigation sectors; and (v) reduction in administrative barriers
and opportunitics for corruption. The government is also committed to pursuc the objectives set out in the PRSP.
The paper is the centerpiece of the development strategy of Aymenia and will be regularly updated to reflect
ongoing developments and evolving priorities.

The government believes that the policies and measures described in the MEFP are adequate to achieve the
objectives of the program, but it stands rcady to take any additional measures that may be required. The government
will consult with the Fund in advance of the adoption of any such measures or on any revision of the policies
covered in the MEFP in accordance with the Fund’s procedures for such consultations. It will also provide the Fund
with the information required to assess progress in implementing the program.

Sincerely yours,

Isl
Andranik Margaryan
Prime Minister
Republic of Armenia

/st /sf
Vartan Khachatryan Tigran S. Sargsyan
Minister of Finance and Economy Chairman of the Central Bank
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GOVERNMENT OF ARMENIA
MEMORANDUM OF ECONOMIC AND FINANCIAL POLICIES
October 30, 2003

This memorandum sets forth the government’s economic objectives and policies for the
period July 2003 to June 2004, the third year of the program supported under the Poverty
Reduction and Growth Facility (PRGF). These policies constitute an integral part of the
government’s medium-term strategy for poverty reduction as envisaged in the recently
approved Poverty Reduction Strategy Paper (PRSP).

1. RECENT DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

1. The Armenian economy continues its strong performance in 2003. Real GDP grew by
15.2 percent in the first nine months of the year compared with the same period last year,
holstered by higher construction activity and a robust increase in the output of metals and
precious and semi-precious stones. The 12-month rate of inflation rose from 2 percent at end-
2002 to 7.5 percent in Scptember 2003 mainly reflecting a large increase in the price of bread
in June and September of this year.i

2. During the twelve months through September 2003, reserve and broad money grew by
29 percent and 19 percent, respectively. Official net international reserves continued to be at
a comfortable level and the dram remained broadly stable in both nominal and real terms this
year.

3. Fiscal policy remained broadly on track in the first half of 2003, with tax revenues
rising to AMD 100 billion. Both current and capital expenditures were somewhat lower than
projected, the latter reflecting capacity constraints in project implementation units and a harsh
winter. As a result, the deficit of the central government on a commitment basis amounted to
just AMD 7 billion in the first half of the year compared with a programmed level of AMD

15 billion.

4. With regard to the main monetary and fiscal quantitative targets under the program,
all but one of the end-June 2003 performance criteria were observed. The performance
criterion on the stock of domestic expenditure arrears was missed by a small margin because
of technical problems in the execution of expenditures.

5. On the structural side, the two performance criteria and most of the benchmarks
scheduled for implementation under the fourth review of the program have been met. Three
structural measures scheduled for June 2003 suffered a delay but two of them (issuing an
order establishing a post-clearance verification program at customs and preparing a report on

! This item alone accounts for close to one-fifth of the consumer price index.
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the audit operations of customs) have been implemented since then. The financial
rehabilitation plan for the energy sector will be adopted by November 6, 2003 (prior action).

6. Developments in the banking system were mixed. A few banks continued to incur
losses, reflecting weak asset quality. At the same time, commercial banks” exposure to the
energy sector declined substantially. As planned, minimum capital requirements were raised
from US$1.65 million to US$2 million in July 2003. Furthermore, the central bank submitted
to the government amendments to the Law on Bankruptcy of Banks to execute more
cffectively bank resolution strategies; the Law on the Central Bank of Armenia to include
specific clauses on the deposit insurance scheme; and the Civil Code to more effectively
create, register, and enforce pledges. The amendments to the Civil Code have already been
approved by parliament.

7. Further progress was made toward resolving the situation of the remaining three large
intervened banks. Ardshinbank has been resolved through a purchase and assumption
transaction and two least-cost analyses have been formulated for Armcommunications bank.
The second least-cost test is based on a different set of assumptions regarding the chemical
plant Nairit, the primary debtor of the bank. One key assumption is that a large infusion of
private capital will be made to Nairit and enable the company to repay its loan to
Armcommunications. The process of resolving the situation of the bank, however, has been
rather slow, as the new foreign investor has tentatively agreed to operate Nairit pending
further evaluation of the feasibility of the deal and the results of an audit of the company.
Lastly, progress continues toward reducing the liabilities of Credit Yerevan, the third large
intervened bank.

8. The envisaged reforms in the fiscal area were also implemented. In April 2003, the
government amended the budget law with a view to enhancing expenditure control and began
working on a plan to facilitate the proper monitoring and reporting of noncommercial
enterprises (NCES).2 The administration of the value-added tax (VAT) is gradually
improving: the processing time for exporters with a good compliance history has been
shortened and the first quarterly report on outstanding VAT refunds has been published. The
internal audit unit of the State Tax Service has published its first quarterly report and a
similar report has recently been prepared by customs. Lastly, the latest version of the
automated system of customs data (ASYCUDA) has been introduced at all customs’ houses
and customs’ points.

9. The energy sector is undergoing significant reforms. As part of the debt-equity swap
with Russia and in exchange for outstanding debt for nuclear fuel to a Russian supplier, the

* In early 2003, about 5,000 budgetary institutions were converted into non-commercial enterprises as part of &
fiscal decentralization plan. These units, however. are not subject to standard reporting and auditing
requirements, making it difficult for the government te assess their performance., the use of public funds, and the
associated fiscal risks.
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financial management of the nuclear power plant, the Hrazdan thermal power plant, and the
Sevan-Hrazdan Cascade hydropower plant have been privatized. In the midstream sector, the
transmission, dispatch and scttlement functions have been separated. Reflecting improved
performance of the privatized distribution company, collection rates have been at almost

100 percent throughout this year. The consolidated primary balance of the state-owned energy
companies worsened in the second quarter of 2003, reflecting a delay in the delivery of
nuclear fuel and higher use of more expensive thermal generation. As a result, the indicative
target on the primary balance of the energy sector was missed by a small margin.

II. THE PROGRAM FOR THE PERIOD JULY 2003-JUNE 2004

10.  Economic ohjectives and policies. The govemment’s economic program aims at
achieving the following core objectives:

¢ Providing the conditions for real economic growth of at least 12 percent in 2003 and
7 percent in 2004 so as to improve real per capita income and reduce the incidence of

poverty;

¢ Maintaining the 12-month rate of inflation at no more than 3 percent and gross
international reserves at more than 3.5 months of imports; and

o Further enhancing tax revenue collection in order to realize higher levels of social
spending and public sector investment while controlling the fiscal deficit and public

debt ratios.

The program for the coming ycar focuses on five key areas: (i) maintaining an independent
momnetary policy focused on price stability; (i1) reforming tax and customs administration;
(iii) enhancing control, reporting, and prioritization of government expenditures;

(iv) restructuring key state-owned companies in the energy, water, and irrigation sectors; and
(v) reducing administrative barriers and opportunities for corruption.

11. Monetary policy. The overriding macroeconomic objective of the central bank will
remain price stability. To this end, the Central Bank of Armenia (CBA) will use all
instruments at its disposal to maintain inflation at no more than 3 percent while allowing the
exchange rate to be market-determined. This will require a more cautious monetary policy in
the remainder of 2003 and close monitoring of inflation, particularly because of a likely
increase in administered prices (electricity, gas, and water). The monetary program for the
remainder of 2003 and 2004 reflects this objective but anticipates further increases in the
decmand for money based on the remonetization of the economy and a gradual return of
confidence towards the banking system. Broad money is projected to grow by about

12 percent in each year (2003 and 2004).

12. Fiscal stance and expenditure policy. Fiscal policy will remain prudent and no
further domestic or external expenditure arrears will be incurred. The fiscal deficit on a
commitment basis is projected at 2-2.5 percent of GDP in 2003 and 2004. In 2003, while
nominal tax revenue targets will be met, tax rcvenues are likely to decrease as a share of
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GDP. This is due to strong GDP growth in nontaxed sectors such as construction as well as
protracted weaknesses in tax and customs administration. The latter problems will be tackled
forcefully from now on to ensure a satisfactory revenue performance and achieve an increase
in tax collections in 2004 of about 0.5 percentage points of GDP. The nominal tax target for
2004 could be subject to revision in light of new developments during the year and a
supplementary budget could be prepared as needed. The budgeted level of social expenditures
(health, education, and social security) will be fully executed in 2003 and those expenditures
will increase by 0.4 percent of GDP.

13. The 2004 budget. The budget for 2004 wil} be based on total domestic (tax, nontax,
capital) revenues of AMD 261 billion, current expenditures of AMD 238.2 billion, and a
fiscal deficit on a commitment basis (afier grants) capped at AMD 43 billion. With regard to
capital cxpenditures, we will improve the execution of programmed capital spending by
raising efficiency in project implementation units. After the exceptionally high levels attained
in 2002-03, externally financed public investment could decline by as much as 2.6 percent of
GDP in 2004 because of lower private capital grants. This will be partially compensated by
an increase in domestically financed capital expenditures from 1.1 percent of GDP in 2003 to
1.4 percent (AMD 23.5 billion) in 2004. If external capital grants are secured by the time the
budget is finalized, such grants will be added to the budget figures but the amount of
domestically financed capital expenditures will be maintained. This will ensure a level of
capilal expenditures closer to the public investment needs envisaged in the PRSP and the
provision of adequate financing for maintenance costs of public investment projects.

14. Tax policy. During the program period, we will undertake a number of measures to
achieve our tax revenue target and improve the tax system. This will include reforming the
VAT to improve its efficicncy and reduce distortions. The main tax policy measures are:

¢ Introducing a minimum profit tax of 1 percent of companies’ gross sales (expected
yield: AMD 3 billion). Legislation on this tax will be passed by parliament by year-
end and the tax will be enforced effective April 1, 2004;

» Amending the profit tax law in linc with best international practice by March 2004.
The amendments will include limiting the amount of interest deductibility to prevent
thin capitalization or to limit interest payments if they exceed interest rates set by the
CBA, enforcing withholding rules on employees, tightening loss carryover provisions,
eliminating deductions for indirect taxes (especially the VAT), and ensuring that
depreciation rules distinguish between expenses related (o repairs and improvements
that should be amortized (expected yield: AMD 1 billion)

+ Increasing presumptive taxes on certain activities by January 1, 2004 so that overall
presumptive tax revenue increases by 10 percent next year (expected yield:
AMD 0.3 billien). These tax payments currently apply to various goods (such as
cigarettes and diesel fucl) and services (such as haircuts), and have not been raised
since their introduction in 1998;
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e Make the presumptive tax on natural gas used by vehicles a function of sales, while
increasing the minimum tax on each pump from ] million drams per month to
1.5 million drams per month {(expccted yield: 0.4 billion drams);

¢ To ensure that the incentives to use natural gas are not eroded, we will introduce a
presumptive tax on petrol stations based on the number of gasoline pumps, as it 1s
currently done for natural gas (expected yicld: AMD 0.3 billion).

e Introducing a stamp system 10 collect the excise tax on beer and bring such collection
in line with that of other alcoholic beverages facing similar taxes (expected yield:
AMD 0.3 billion).

15. VAT exemptions on imports. We will take a phased approach to reforming the
VAT, in line with our institutional capacity and availability of technical assistance. First, we
will approve Jegislation to reduce the coverage of imports currently exempt from VAT at the
border effective January 1, 2004 (expected yield: AMD 1 billion). This reduction will amount
to at Ieast 282 customs Jines representing 23 percent of the value of the potentially taxable
imports in 2002 (AMD 19.5 billion). Second, we intend to expand the use of the current
regime of temporary imports for processing of imported raw materials and intermediate
goods destined primarily for exportation. At the same time, we will eliminate the penalty
imposed on manufacturers who do not export 100 percent of their production. This penalty
will only be applied to manufacturers who export less than 70 percent of their production.
The last two measures will help alleviate some of the financial burden now faced by some
importers and create incentives to expand production for both the export and the domestic
market thus reducing the distortion imposed by these exemptions. Third, we intend to further
reform the VAT regime by developing a deferral payment system for large imported capital
goods (valued at more than US$100,000). These capital goods are currently exempt from
VAT liability at the border as a way to reduce the transaction costs of these imports. A
commission (comprising representatives {rom the Ministry of Finance, Ministry of Trade and
Development, State Tax Service, and State Customs Committee) will establish the
information and technical criteria for granting a deferral in early 2004. By mid-2004, we
intend to implement this deferral system on a pilot basis. The criteria for determining the
items that will be covered under the pilot project will be developed in consultation with Fund
stalf.

16.  Tax administration. During the program period, the government will step up its
efforts to improve tax administration and remove remaining loopholes in the tax system to
enhance equity, efficiency, and boost collections. To improve the withholding of income tax,
we will amend legislation to oblige employers to provide detailed information on their
employees. We will also improve the registration and accounting of business inventories and
sales and revisc the Enterprise Profit Tax form to include information on companies” balance
sheets. By end-December 2003, we will clarify Article 4 of the Law on Simplified Tax so that
it applies to taxpayers and not activities in order to limit the fragmentation and erosion of the
profit tax base. In this context, we will also limit the ability to move between the profit tax
and the simplified tax system. To cnhance transparency, we will publish a list of delinquent
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taxpayers in the official gazette and the media. Lastly, we will regulate the use of cash
registers and register traders as businesses in Jarge retail markets 10 increase tax revenues
from these markets.

17. Budget management and reporting. Based on Fund technical assistance, we will
implement a forward looking financial planning and cash management procedure. A draft
manual that governs internal audit in line ministries and subordinate organizations will be
completed this year. To ensure transparency and efficiency in the operations of NCEs, we
will devclop procedures for supervising and monitoring these enterprises. By end-November
2003, we will adopt the legal basis for a reporting system for NCEs and designate a
monitoring unit for these entities within the Ministry of Finance. Minimum criteria will be
developed for deciding when an NCE should be considered as part of the general government
or as part of the public corporations sector (the activities of the latter will not be consolidated
into the general government accounts). Steps will also be taken to prohibit NCEs from
borrowing and ensure that their activities are subject to random audits. Furthermore, all NCEs
will submit budgets and begin regular reporting of revenues and expenditures. This will
enable the preparation of consolidated government reports by the treasury, combining both
budgetary institutions and NCEs. By April 2004, the budget execution reporting by NCEs and
the consolidation of their activities at the general government level will be operational.

18. Customs administration. There is an urgent need to improve transparency and
efficiency of the customs service and eliminate loopholes and inconsistencies in legislation.
As mentioned above, all customs houses and customs points have been updated with the
latest version of ASYCUDA. Later this year all customs houses and passport-reading
machines will be networked by a single system.” Despite lack of progress in populating the
valuation database with invoice values, we will ensure that the share of commercial imports
whose approved customs value is determined by the transaction price will increase to at least
25 percent by December 2003 and 50 percent by mid-2004. As more imports are valued at
transaction prices, a system of post-clearance audits is required. This program will become
operational by the end of this year. As part of the ASYCUDA upgrade, beginning January
2004, we will implement a system whereby commercial importers and brokers will be able to
prepare their own customs declarations at the time of importation using the customs
compuler system. By year-end, we will review legislation with a view to reducing document
requirements and climinating the certification fee for exports. We will also climinate a
provision in the customs code (Article 105.5) that allows importers to circumvent paying
customs duties by removing the manufacturers’ labels of goods carried when entering

® Once this network is put in place, the customs code will be amended to set a 48-hour minimum stay in a
foreign country in order to become eligible for duty free exemptions.

4 Once the information is inserted into the customs computer system at customs houses, it will be printed and
signed by the importer.
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Armenia. Finally, we will pass legislation to ensure that customs clearance of all petrol
imports is undertaken at the point of entry in order to reduce smuggling.

19.  Banking supervision and problem banks. The CBA will continue to strengthen
banking supecrvision, act decisively against banks that violate prudential norms, and ensure
that all market participants operate on equal terms. In this regard, the CBA is preparing an
offsite inspection manual that will enhance day-to-day supervision. In addition, a manual on
interim administration will be drafted with a view to enhancing the efficiency of resolutions
of problem banks. Following the purchase and assumption of the major share of the assets
and liabilities of Ardshinbank by a new bank, the remains of Ardshinbank are in the process
of being liquidated. By end-November 2003, the CBA will revoke the license and nominate a
liquidator for Credit Yerevan. By that time, we will also make a final decision on the future
of Armcommunications. Assuming an agreement is reached with the investor for Nairit, the
CBA will prepare a detailed and time-bound action plan—including resources paid and
committed by the potential investor—that will demonstrate the viability of the potential
transaction, i.e. a decline in Nairit’s outstanding liabilities and a replenishment of the capital
of the bank. If the agreement fails, the CBA will nominate liquidators for
Armcommunications by end-November 2003.

20,  Financial sector legislation. Enhancing the legal framework of the financial system
and the functioning of the judiciary remains a key priority for financial sector development.
Following the submission to the cabinet of draft amendments 1o the Law on Bank Bankruptecy
and the Central Bank Law, we expect these amendments to be adopted by parliament by end-
2003. In addition, before the end of the year we plan to submit to parliament new legislation
on the mandatory registration of the title of movable property. The CBA will also draft
amendments to various legal acts on corporate governance in line with best practice to
enhance the management, transparency, and accountability of commercial banks.

21. Balance of payments. The current account deficit as a share of GDP is expected to
deteriorate in 2003, reflecting strong import growth. Such import growth is partly associated
with unusually large grant-financed investments that led to a surge in imports of construction
material, machinery, and equipment during the first half of the year. Grant-financed
investment is expected to fall rapidly after 2003 and contribute to a reduction in the current
account deficit as a share of GDP in 2004. At the same time, the services balance is projected
to improve because of higher tourism receipts and the growing export-oriented software
industry. Gross international reserves are targeted to remain at over 3.5 months of imports of
goods and services in 2003 and beyond.

22.  External debt. The government will not accumulate external nonconcessional debt or
external payments arrears of any sort during the program period. The debt-equity swap with
Russia has just been finalized thereby exchanging about US$94 million in debt for assets in
Armenian companies. Similarly, the outstanding debt to Turkmenistan of US$11 million has
been paid through the provision of goods.
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23.  Trade and foreign exchange regime. Armema became a member of the World
Trade Organization in February 2003. We will cnsure that recently passed legislation
adhcring to WTO rules is fully enforced. Furthermore, no distinctions will be made between
WTO members and other countries when applying customs valvation methods. Armenia will
maintain a floating exchange rate regime and a liberal trade regime with no restrictions in the
making of payments and transfers for current international transactions. The latter are in
conformity with Article VIII of the IMF’'s Articles of Agreement.

24.  Energy Sector. By early November, the government will approve the Integrated
Financial Rehabilitation Plan for the energy, water, and transport sectors and pass a
resolution to enforce the implementation of insututional reforms and debt restructuring
measures recommended in the plan. The plan is the centerpicce of future reforms of the sector
in light of the recent privatization of the distribution company and a major power plant and
the need to address protracted problems of mismanagement. In this regard, the energy sector
is moving away from a single-buyer approach towards a model with direct or pooled-direct
contracting of energy purchases between the distribution company and the power generators.
By February 2004, the structure of the existing settlement, dispatch, and transmission
companies i the midstream energy sector will be based on the recommendations of the plan,
and a corporate governance structure will be established with independent board of directors
and internal and external audit mechanisms. At the same time, Armenergo will be removed
from the contracting process and by end-June 2004 Armenergo will be liquidated and all of
Armenergo’s outstanding liabilities to the government will be written off and the remaining
debt will be restructured to arrive at a manageable debt burden. By mid-2004, the
management of midstream operations will be governed by private performance-based
management contracts. The government also intends to privatize the Vorotan Cascade
hydropower plant and, eventually, the Yerevan Thermal Power Plant, based on transparent
and competitive inicrnational tenders. As part of our reform of the energy sector, by January
2004, the Ministry of Energy will be transformed into a policy-making body and all business
management functions will be vacated.” Lastly, the newly reorganized regulatory commission
for natural monopolies will regulate, oversee, and set the tariffs for the power and water
sectors. It will ensure that proper and adequate regulation is in place to enhance transparency
in these sectors.

25. Water and irrigation sectors. By the end of this year, the government will issue a
tender to privatize the management of the Armenia Water and Waste Company. Water tariffs
will gradually rise over the next few years to reach operations and mainicnance cost TECOVEry
levels by 2007. In the irrigation sector, the management of infrastructure will be transferred
to user associations over the medium term. Such a decentralized approach is expected to
increase the cfficicney of operations. Over the next few years, tariffs for bulk and end-users

3 Up until now, the Ministry of Energy has been engaged in financial and strategic decisions affecting state-
owned companies including external debt transactions.
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are expected to increase gradually, approaching cost recovery levels by 2007. The
government will actively monitor the impact on the poor of these increases, and will stand
ready to increase family support benefits if needed to compensate for such increases.

26. Anti-corruption. As part of our renewed efforts to root out corruption, we will
finalize an anti-corruption strategy covering a wide range of measures in November 2003 and
make the document available for comments from parliament and international donors. The
strategy will Jay out the main sources of corruption in Armenia and include a time-bound
action plan with measures derived from the strategy. Particular emphasis will be placed on
ensuring a sound legal framework (covering legislation that treats corruption as a criminal
offense, freedom of information acts, and “whistle blower” protection legislation) and
including measures to improve transparency in the judicial system, the police, and in customs
and tax administration. The government will also ensure public scrutiny of the strategy and
update it periodically in response to feedback from civil society.

27.  Program monitoring. Program monitoring will be carried out according 1o semi-
annual quantitative performance criteria (end-December 2003) and quarterly indicative
targets for the first half of 2004 (Table 1) and structural performance criteria and benchmarks
{Table 2). The quantitative performance criteria include ceilings on the net domestic assets
(NDA) of the CBA, net banking system credit to the government, domestic expenditure
arrears of the central government and the SFSI, net disbursements of short-term external debt,
contracting and guaranteeing of new non-concessional medium- and long-term external debt,
and external arrears. They also include floors on net official international reserves of the
central bank, tax revenues of the central government, and the cash balance of the central
government. There is an indicative band on reserve money, and an indicative floor on the
primary balance of the energy sector. Details on the definitions, monitoring, and adjustors of
quantitative performance criteria arc contained in the attached Technical Memorandum of
Understanding (TMU). A request for the sixth disbursement under the PRGF arrangement is
contingent upon the observance of the performance criteria set out in Tables 1-2, and the
completion of the fifth review under the program expected on April 15, 2004.

28. Compilation and provision of information. To insure the effective monitoring of
the program, the relevant ministries, the CBA, and the National Statistics Service (NSS) will
compile and share with Fund staff all core economic data on a timely basis as specified in the
T™U.
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Table 1. Armenia: Quantitalive Targets, June 2003-June 2004 1/
(End of period ceilings on stocks, unless otherwise specified)

2003 2004
Jun, Sept, Dec Mar.
Act Est. Prog. 3/ Prog. 2/ Prog. 2/
(in billicns of drams)
Net domestic assets of the CBA 4/ -34.1 <401 246 -30.9
Net banking sysiem credil 1o the governmemnt -14.6 -13.1 0.5 4.4
Domestic arrears of the central government and the 0.9 0.0 0.0 0.0
State Fund for Social Insurance
Tax revenues of the central government (floor) 5/ 58.8 1247 175.2
Balance of the central government on a cash basis (floor) 5/ 1.3 -28.4 208
Reserve money (band) 2/ 95.4 103.4 (118-123) (105-109) (108-112)
Primary balance of the energy sector (floor) 2/ 5/ 6/ 1.2 2.8 4.5
{in millions of dollars)
Contracting and guaranteeing of new nonconcessional
external debt with maturity of more than one year 5/ 0 0 0 0
Net disbursements of short-term external debt 5/ 7/ 0 0 0] 0
External arrears (comtinuous crilerion) 0 0 0 0
Net official international reserves (floor) 4/ 234 258 262 250

1/ The definitions of the line items and the adjusters on the fiscal balance and the stock of domestic arrears are
specified in the attached Technical Memorandum of Understanding (TMU),

2/ Indicative target.
3/ Performance criterion.
4/ At program exchange raics as specified in the TMU.

5/ Cumulative flow from June 2003 umil the end of the month indicated.

6/ Excluding the balance of the disuribution compuny and of two generation companies recently privatized.
7/ Obligations with maturity of less than one year, excluding normal import-related credit and

sales of treasury bills to nonresidents.
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Table 2. Armenia: Structural Measures under the PRGF-supported Program"

Target Date”

Prior Action for Completing the Fourtih Review

Approve the Integrated Financial Rehabilitation Plan for the energy. water, and irrigation and transport
sectors and pass a government resolution to implement the reforms and debt restructuring measures
recommended in the plan.

Performance Criteria

Parliament to approve a law reducing the number of import categories exempt from VAT effective January
1, 2004, The reduction will apply to 282 customs lines representing 23 percent of the value of taxable
imports (at 2002 prices).

Parliament to approve legislation imposing a minimum profit tax of 1 percent of companies” gross sales
effective April 2004. This tax will be non-refundable but will be credited against profit taxes due.

Benchmarks

Finalize resolution strategy for intervened banks by: (i) revoking the license and nominating a liquidator
for Credit Yerevan and (ii} nominating liquidatars for Arm communication bank if an agreement with a
potential investor to purchase hoth the bank and Nairit does not materialize. If the agreement materializes,
approve a detailed and time-bound action plan including projected financial flows for the resolution of
Armcommunications.

To limit the erosion of the profit tax base, clarify Article 4 of the Law on Simplified Tax so that it applies
to taxpayers and not activities. Make taxpayers transferring to the simplified tax regime from the profit tax
regime suhject to the profit tax for a minimum of 3 years.

Ensure compliance with customs procedures by:

e making the post-clearance verification program at customs headquarters operational and
increasing the share of the value of commercial imports for which the approved customs value is
determined on the basis of the declared transaction price to at least 25 percent of the value of
commercial imports; and

¢ increasing the above-mentioned share to 50 percent of the value of commercial imports.

Restructure the midstrcam energy sector (the settlement. dispatch, and transmissicen functions) as

recommended in the integrated financial rehabilitation plan. Establish a corporate povernance structure
with independent beard of directors. and internal and external audit mechanisms.

Regulate the use of cash registers and register traders (as businesses) at large retail markets.
Begin regular reporting for government-owned noncommercial enterprises.
Develop a deferral payment system for VAT for large imported capital goods (valued more than US$
100,000) not currently taxed at the border:
+ A mulii-agency commission (Ministry of Finance and Economy, State Tax Scrvice, Customs
Committee, Ministry of Trade) will establish the technical criteria for granting deferrals.

¢  The Custorns Commirttee and the State Tax Service sign a Memerandum of Understanding on
exchange of information and initiate the deferral system on a pilot basis. The criteria for
determining the iems that will be covered under the pilot project will be developed in
consultation with Fund staff.

November 6.
2003

December 2003

December 2003

November 2003

December 2003

December 2003

June 2004
February 2004

March 2004
April 2004

April 2004

June 2004

1/ The TMU defines these measures as needed. The performance criteria for the sixth review will be set at the time of the fifth

review.
2/ End of period.
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GOVERNMENT OF ARMENIA
TECHNICAL MEMORANDUM OF UNDERSTANDING

This memorandum defines the benchmarks, performance criteria, adjustors, and reporting
maodalitics referred to in the Memorandum of Economic and Financial Policics (MEFP).

L QUANTITATIVE TARGETS

1. The program targets a minimuin level of net official international reserves (NIR) of
the Central Bank of Armenia (CBA). The stock of such reserves will be calculated as the
difference between total official gross international reserves and official reserve liabilities.
Total gross official international reserves are defined as the CBA’s holdings of monetary gold
{excluding amounts pledged as collateral or in swaps), holdings of Special Drawing Rights
(SDRs). any reserve position in the IMF, and holdings of convertible currencies in cash or in
nonresident financial institutions {deposits, securities, or other financial instruments). Gross
reserves held in the form of securities are marked to market. Gross reserves are reported
separate from the balance on the government’s Special Privatization Account (SPA) and
excluding capital subscriptions in foreign financial institutions and 1lliguid foreign assets.
There is no reporting on financial derivatives and other off balance sheet positions, as the
CBA does not currently trade in such instruments. If the CBA decides to commence such
trading it will promptly notity the IMF staff in order to establish reporting requirements in
this regard. Official reserve liabilities shall be defined as outstanding liabilities to the IMF
and convertible cuirency liabilities of the CBA to nonresidents with an original maturity of
up to and including one year. NIR is monitored in U.S. dollars, and, for program monitoring
purposes, assets and liabilities in currencies other than the U.S. dollar shall be converted into
dollar-equivalent values using the exchange rates as of December 31, 2002 (Attachment 111,
Table 1),

2. The program targets a maximum level of net domestic assets (NDA) of the CBA. For
program purposcs, NDA is defined as reserve money minus Net International Reserves (NIR)
plus medium- and long-term liabilities of the CBA. To evaluate program targets, the dram-
equivalent values of NIR and medium- and long-term liabilities are calculated at the
end-2002 official exchange rate of dram 584.9 per U.S. dollar. NDA 1s composed of net
credit to the general government; outstanding credit to domestic banks by the CBA (including
overdrafts) minus liabilities not included in reserve money (exclusive of accrued interest),
and other items net.

3. Reserve money targets are indicative and include a floor and a cetling. They are
subject to a daily bound of plus or minus 2 percent computed from the quarterly average
standard deviation of excess reserves held by banks in percent of quarterly reserve money
during the previous four years. Reserve money is defined as the sum of currency issue and
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required and excess reserves and current and time deposit accounts of certain resident
1
agents.

4. The stock of credit from the CBA to the government includes the CBA’s holdings
of treasury bills and treasury bonds less all types of government deposits (including deposits
of donor-financed project implementation units, the Lincy foundation, and balances of
proceeds from the sale of humanitarian assistance). Trcasury bonds are valued at the purchase
price and treasury bills are valued at the purchase price plus the implicit accrued interest.

S. Net credit from commercial banks to the government includes: (1) gross credit to
the government less government deposits (including the counterpart funds of certain
government onlending to the economy financed by the Liney Foundation and the

World Bank); and (2) banks® holdings of treasury bonds (valued at the purchase price and
excluding accrued mterest) and treasury bills (valued at the purchase price plus the implicit
accrued interest). Net credit of the banking system to the government is the sum of net
credit from the CBA and net credit from commercial banks.

6. External debt limits apply to all forms of new nonconcessional medium- and
Jong-term external debt” with original maturities of more than one year, which are contracted
or guaranteed by the government or the CBA. Excluded from the limits are changes in
indebtedness resulting from refinancing credits or rescheduling operations, sales of treasury
bills or treasury bonds to nonresidents (provided the sales go through the regular auction
mechanism and involve no exchange rate guarantees), concessional loans, and credits
extended by the IMF.” Except for normal import-related credits, there is a zero limit on short-
term external debt (obligations with original maturities of up to one year) contracted or
guaranteed by the government or the CBA. Transactions subject Lo debt ceilings shall be

! Compared to the IFS definition, transactions under repurchase agreements and the CBA’s deposit facility are
not included in reserve money.

2 The term “debt” shall have the meaning set forth in Section 9(a) of the Guidelines on performance criteria on
external debt, as modified by the Executive Board Decision No. 12274-(00/85) of August 24, 2000, and shall
include all current (noncontingent) liabilities, which are created under a contractual arrangement through the
provision of economic value in the form of financial or nonfinancial assets (including currency) or services,
and/or income. and which require the debtor 10 make one or more payments in the form of such assets (including
currency) or services at some future point(s) in time to discharge the principal and/or interest habilities incurred
under the contract, In particular, all instruments that share the characteristics of debt enumerated above
(including loans, supplicrs™ credits, and leases) will be included in the performance criterion on external debt.

* For program purposes, a loan is considered concessional if the grant element is at least 35 percent calculated
using a discount factor based on the Commerctal Interest Reference Rates (CIRRs) published by the OECD
plus margins depending on the loan maturity. The margins are: 0.75 percent for repayment periods of less than
15 years, 1 percent for 15-19 years, 1.15 percent for 20-29 ycars, and 1.25 percent for 30 years or more. The
average of the CIRRs over the last ten years will be used for loans with a maturity of at least 15 years and the
average of the CIRRs for the preceding six months will be used for shorter maturities.
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valued in the contracted currencies and converted into U.S. dollars at the average monthly
market exchange rate in the month when the commitment was contracted.

7. External arrears will consist of all overdue debt-service obligations (i.e., payments
of principal and interest) arising in respect of public sector loans contracted or guaranteed
including unpaid penalties or interest charges associated with these arrears.

8. The balance of the central government on a cash basis is defined as the sum of
domestic banking system net financing, domestic nonbank net financing, and external net
financing to the government. Net banking system credit to the government cquals the
change during the period of net credit to the government. Nonbank net financing equals the
sum of: (1) the change during the period of outstanding treasury bills and bonds to nonbanks
(including accrued interest for treasury bills and excluding accrued interest for treasury
bonds);* and (2) any other disbursement or transaction that increases nonbanks’ claims on the
central government plus withdrawals from the SPA, less amortizations made by the central
government {0 private resident nonbank agents. External net financing equals total debt-
increasing disbursements from non-residents to the central government less total
amortizations from the central government to non-residents. All forcign-currency
denominated transactions are recorded in drams using the prevailing exchange rate at the time
of the transaction.

9. The US-based Lincy Foundation extends grants to finance various investment
projects. The project implementation units, which carry out Lincy-financed projects, maintain
accounts at the CBA. These grants are recorded in the fiscal accounts as external grants on
the revenue side and as foreign-financed capital expenditure on the expenditure side. In
addition, the US-bascd Lincy foundation extends loans to finance investments, To the extent
that these loans are intermediated through the banking system, they arc recorded in the
financial accounts as a financing item below the line and are thus excluded from net lending.

10.  Proceeds from selling enterprises arc deposited into the SPA. The account is held at
the CBA and the proceeds are invested abroad together with the CBA’s international
reserves. These proceeds arc included in the definition of the monetary accounts of the CBA
as part of net forcign assets with a counter entry in other items net. Any budgeted withdrawal
from the SPA will be accounted for as privatization procceds used to finance the budget and
will be recorded below the line. Any unanticipated withdrawal from the SPA will be recorded
below the line as privatization receipts; these withdrawals, however, will be replenished
during the same fiscal year.

11. Tax revenues arc defined in accordance with Government Financial Statistics (GFS),
1986, section IV.A.1. Total revenues collected by the State Tax Scrvice (STS) and the

* Domestic nonbank holdings of treasury bills and treasury bonds are defined as total outstanding treasury bills
and bonds less holdings by the banking system and the SI'SL
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Customs Committee (CC) are classified as follows: VAT (of which: presumptive tax on
cigareties, petroleum, and diesel), excises (of which: presumptive tax on cigarettes,
petroleum, and diesel), enterprise profit tax, personal income tax, land tax, customs duties (of
which: presumptive tax on cigarettcs), other presumptive taxes, simplified tax, property tax,
and other taxes (of which stamp duties and environmental taxes).

12.  The program targets maximum Jevels for the stock of domestic arrears of the
central government and the State Fund for Social Insurance (SFSI). Domestic arrcars are
defined as follows, With respect to wages, contributions to the pension fund, family
allowances, and amortization and domestic interest payments, the stock of arrears is defined
as all unpaid claims outstanding at the end of the month. This excludes technical arrears of up
to AMD 0.5 billion that could arise because of minor delays in the execution of these
expenditures. For all other expenditure categories, arrears are defined as the stock of unpaid
claims, as verified by the recipient of the goods and services, which has been outstanding for
morc than 30 days as of the end of the month. However, at year-end all outstanding claims
must be settled as required in the budget law.

13. The program targets the primary balance of the energy sector, which is defined as
current total revenues less t1otal expenditures excluding interest payments and foreign-
financed capital expenditures. The government will provide a detailed quarterly cash flow for
the energy sector. The energy sector is defined by the following state-owned companies:

(1) Yerevan thermal power plant; (2) Metsamor nuclear power plant; (3) Vorotan hydro-
power plants system; (4) High Voltage Electricity Network; (5) Armenergo; (6) the
Settlement Center; (7) the Dispatch Company; and (8) Armgasard.

II. ADJUSTERS

14, The quantitative performance criteria and benchmarks under the program are subject
to the following adjusters:

¢ Foreign-financed project disbursements: the target on the cash balance of the central
government will be adjusted downward (upward) by the full amount of cumulative higher
(lower) than programmed foreign-financed project disbursements. The programmed
amounts are shown in Table 2 below.

¢ Structural adjustment lending from the World Bank: the following targets for
December 2003 will be adjusted by the {ull amount of a lower than programmed SAC
disbursement: NIR (downward), NDA of the CBA (upward), net credit to the government
(upward), and the cash balance of the government (upward). The programmed amount 1s
shown in Table 3 below.

o KfW loans: the target on the stock of net domestic assets of the CBA will be adjusted
upward (downward) by the amount of any disbursement (rcpayment) from (to) KfW. The
adjustment will be made at program exchange rates.
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¢ Lincy loans: the following targets will be adjusted by the full amount of any conversion to
grants or debt forgiveness of the outstanding stock of debt to the Lincy Foundation: net
credit to government (downward}) cash balance of the government (downward), NIR
(upward), and NDA of the CBA (downward). The adjustment will be made at program
exchange rates.

TI1. STRUCTURAL PERFORMANCE CRITERIA AND BENCHMARKS

15. VAT deferral system. The information and technical criteria for granting deferrals need to be
determined by the new commission. Among other things, this commission will determine the goods or
activitics that would be covered by the deferral system; whether all or specific enterprises are to be
eligible; documentation requirements; the length of deferral (no more than 12 months); and the scope
of the pilot project (selected activities or selected taxpayers). In addition, the exchange of information,
specified in the memorandum of understanding between the Customs Committee and the State Tax
Service, would include identification of taxpayer, content of information, format of data, form of
transmittal, and frequency. Under the deferral system, Customs would aliow imports without payment
of VAT based on established criteria and provide documentation to the State Tax Service. The Tax
Service would develop procedures 10 establish a liability record, revise 1ax forms to account for
deferred VAT, and monitor compliance of taxpayers.

16.  Post clearance verification. To make the post-clearance verification program
operational will require the preparation of an audit procedures manual; staffing the audit unit
with qualified staff based on specific criteria; and developing risk assessment selection
profiles.

17. Budget reporting of noncommercial enterprises. Minimum criteria will be
developed for deciding when an NCE should be considered as part of the general government
or as part of the public corporations sector. The government will institute a system under
which the enterprises will report data on an aggregated GFS basis on revenues, expenditures
and arrears, The definition of arrears will be the same as that applying to budget institutions
and the nature of the aggregation will be discussed with Fund staff. All noncommercial
enterprises will disclose their budgets to the Ministry of Finance and Economy on the same
basis as they will be reporting. This information will be reftected in the annual budget.
Beginning with the first quarter of 2004, all NCEs will be required to submit quarterly reports
no later than 30 days after the end of each quarter. A Government Decree will be issued
under which the scope of the internal audit function of line Ministries will be expanded to
incorporate the audit of NCEs. The Ministry of Finance and Economy will specify reporting
and andit requirements in an appropriate regulation or by amending the Budget System law as
needed.

18. Resolution strategy for intervened banks. The CBA will provide monthly data
within 30 days of the end of each month on (i} the balance sheet of Armcommunications (i1}
detailed information on cash flows/transactions between the Armcommunications, Nairit, and
third partics, (iii), any supplementary agreements between the investor and the authorities.
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19.  The government will provide the IMF the information specified in the following table.

Reporting | Type of Data Description of Data Frequency | Timing
Agency e
CBA’ CBA halance sheet Summary Weekly Within 1 day of the
cnd of cach week
CBA Dbalance sheet Summary at program exchange rates; Monthly Within seven days
and by chart of accounts at actual of the end of cach
) oificial exchange rates month
Monetary survey Summary banking system balance sheer | Monthly Within 21 days of
for the central bank and the the end of each
consolidated balance sheet of month
commercial banks at program exchange
rates; and by chart of accounts at actual
official exchange rates
International reserves By chart of accounts; at (i) program Weelkly Within 1 day of the
cxchange rates: and (i) at actual cnd of cach week
olficial exchange rates
By chart of accounts; at (1) program Monthly Within 21 days of
exchange rates: and (i) at actual the end of each
otficial exchange rates ‘ month
Foreign exchange Official exchange rates {buying and Weckly Within | day of the
market selling): interbank turnover: and end of each week
volume of CBA interventions
Interest rates Repo rate: mterbank rate; by volume Monthly Within 7 days of
and maturity. T-bill rate, bond yield: the end of cach
and by maturity, deposit and lending maonth
L rates
CBA operations Repo (teverse repo} operations; Monthly Within 7 days of
Loembard credits; and deposit facility the end of each
month
Bank liquidity Reserves and excess reserves Biweekly Within 7 days of
the end of each
month
Special privatization Maonthly flows Monthly Within 7 days of
account (SPA) the end of cach
o month
Banking indicators Capital adequacy; asset composition Quarterly Within 30 days of

and quality; profitability; liquidity;
open FX positions; and compliance
with prudential norms (Tables 4 and 5)

the end of each
quarter

3 As defined in CBA resolution No. 201 (December 6, 1999).
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Index of core inflation

Monthly

Within 21 days of
the end of each
month

Other monetary data

IFS format

Monthly

Within 45 days of
the end of each
month

Customs
Commitiee

Internal audit report

The audit report will include; the
number of written appeals, complaints,
and requests submitled w0 the IAUCC;
the sources of the written submissions
referred to in point 1 in bread
catcgories (e.g. President’s Office, the
Prime Minister’s Office, other
Government officials, National
Assembly, line Ministries, Law
Enforcement bodies. individuals, non-
government organizations); the
IAUCC’s actions in response 10 the
written submissions referred to in point
1; the number and type of
audits/investigations undertaken by the
IAUCC; the overall results of the
audits/investipations undertaken; and
the actions taken by the IAUCC in
response to the results of the
audits/investieations undertaken.

Quarterly

Within 30 days of
the end of each
quarter

Ministry of
Finance and
Economy
(MFE)

T-bill and coupon bond

financing

By holders, i.e., CBA, resident banks,
resident nonbanks, and nonresidents

Monthly

Within 7 days of
each month

External debt

Disbursements and stock of outstanding
short-term and contracting or
guaranteeing and outstanding stock of
medium-and long-term external debt of
the government, the CBA, and state-
owned companies (by company); any
stock of arrears on external debt service
and outstanding stock of government
guarantees and cxternal arrears

Moenthly

Within 2} days of
the end of each
month (preliminary
data ) and within
45 days of the end
of each month
{final data)

Revenue collection

Total revenue collected separatcly by
the SFSL. the STS, and the CC

Monthly

Within 7 days of
the end of each
month

Expenditure arrears

Government and SFSI separately
(Table 6)

Monthly

Within 20 days of
the end of each
month for SESI
arrears and within
45 days of the end
of each month for
government arrears

Privatization receipts

Balance on the SPA; gross inflows into
and outflows from the SPA during the
month, specifying the natwre of each
transaction

Monthly

Within 7 days of
the end of each
month
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Treasury single account | Detailed breakdown of central reasury | Monthly Within 7 days of
(TSA) account, including deposits at the the end of each
ceptral treasury, pension fund, month
community budgets, off budget
account, mongctization account, state
budget account and the Republic
correspondent account—ilows during
the month and end of month stocks.

MFE/SFS1 | Budget execution All cash receipts, cash expenditures, Monthly Within one month
including debt-service payments, and following the end
external and domestic borrawing of each quarter.
operations; expenditure data will be
provided according to both economic
and functional classifications,
consistent with the GFS methodology

MOE Energy sector Stock of accounts payables and Monthly Within 28 days of
receivables; composition of financing the end of each
of the consolidated energy sector month
Cash {low statement of the consolidated | Monthly Within 45 days of
encrgy sector (Table 7)° the end of each

month

NSS Balance of payments Detailed export and import data Monthly Within 28 days of

the end of each
month
Detailed export and import data Quarterly Within 45 days of

the end of each
quarter

GDP Estimales Monthly Within 30 days of
the end of each
month

CFl By category Monthly Within 5 days of
the end of each
month

5TS Tax arrears By type of tax Monthly Within 30 days of

the end of each
month
For or the 10 largest debtors and for all | Quarterly Within 30 days of

major companies in the energy, water,
and irrigation sectors

the end of each
quarter

® The table is in summary form. A more comprehensive table has been agreed in the form of an Excel workbook.
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Table 1. Armenia: Program Exchange Rates of the CBA
(As of December 31, 2002)

Drams Dollars
Per Per

Country Currency Currency
Australian dollar 329.94 0.5641
Canadian dollar 372.92 0.6376
Swiss franc 416.61 0.7123
Danish krone 73.78 0.1261
Euro 606.88 1.0376
Pound sterling 935.94 1.6002
Japanese yen 4.87 0.0083
Norwegian krone 83.07 0.1420
Swedish krona 66.29 0.1133
U.S. dollar 584.89 1.0000
SDR 792.28 1.3546
Gold 1/ 6568.46 11.2302

1/ Per gram.

Table 2. Armenia: Cumulative Foreign-Financed Project Disbursements 1/
(In billions of drams)

2003 2004
September December March June
6.1 18.8 26.9 35.8

1/ Cumulative from June 2003.

Table 3. Armenia: Structural Adjustment Lending from the World Bank 1/
(In billions of drams)

2003

September December

0 11.7

1/ Cumulative, from June 2003; at program exchange rates.
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Table 4. Armenia: Fmancial Soundness Indicators for the Banking Sector, 2000-04
{(in percent, unless otherwisc indicated)

20001 2001 22 1y 2003 2004
Mar, 2/ Junc 37 Sem. Dec Mar. Jume
Capital adequacy
Total regulatory capital 10 risk-weighted assets 250 136 I 9.2 34.3 343
Tier 1 regulatory copital to 1isk-weighted assels 3.3 123 288 374 2.4 32.7
Capital {net worth) 1o assets 4/ 14.3 4.8 184 203 18.3 18.2
Asset compesilion
Seeraral distribution of loans ibillions of drums) 5/
Industry texcluding eneigy sector) 208 242 163 14.2 16.1 18.5
Fnergy Sector 16.3 B35 22 107 0.2 w7
Agriculure 10.4 4.9 7.1 78 37 7.7
Construction .0 24 2.5 8 36 45
Transpoit snd communication 2.1 1.9 0.8 07 0.7 L0
Tradefcommerce 127 134 134 14.7 16.6 1689
Sectoral distribution of loans to 1otal loans (percent of toual)
Industry texcluding energy sector) 119 29.8 223 19.9 20.0 22,
Fnergy Seolor 17.1 10.5 16.8 152 12.7 115
Apriculture 10.9 121 9.8 1.1 109 91
Consiruciion 2. 34 35 4.0 4.4 5.8
Transport and communication 22 24 12 L0 0.8 1.2
Trade/commerce 134 165 190 208 0.7 an2
Forcign cxchange loans to total Ioans 6/ 859 84.7 $2.5 #0.5 73.7 729
Assel quality
Nanperforming loans thillions of drums) 7.5 6.3 4.9 6.1 7.2 6
Watch (up to Y0 days pasr due) 2.3 kX 4.6 4.3
Substandard (91-180 days past due) 7 4.4 1.7 1.1 18 2.2
Doubttul (181-270 days past due) 2. 19 09 11 [i%.1 11
Loss (»270 duys pust due) 7/ 16.8 257 11.5 111 123 12.0
Nan-performing loans w gross loans .2 60 4.9 6.3 8.2 6.7
Provisinns e non-performing loans 8 46.4 452 .2 340 281 6.4
Spread between highest and Jowest rales of interbank borrawing in AMD 9/ 46.7 29.0 T8 55 24 19
Spread between highest und lowes! rates ol interbunk horrowing in foreign cucrency 107 5.0 22.0 36 1K 4.5 20
Earnings and profizability
ROA {profits to perind sveruge ussets) 10/ L1/ =19 9.1 38 15 1.4 23
ROE (profits to perind average equity) 10111/ -12.3 0 TR 6 7.8 7.5 111
Lierest margin to pross income 12/ 307 27.8 3746 44.2 427 42.4
ImeTest inuame 1o pross income 13/ 843 778 631 93 #5.7 4.5
Nominterest expenses 10 gross income 14/ 364 42.7 48.3 49.5 474 478
Liguidity
Liquid assets to total assets 30.5 331 44.5 473 44.2 488
Liguid assets to total short-term tubilities 86.1 80.4 1088 1147 1140 1099
Customer deposits 10 fatal {non-interbank) ieans 13/ 464 1984 1933 1808 1880 1850
Foreign exchupge Tahitizies 10 total liabilities 16/ 80.6 9.7 722 T2y 713 718
Sensitivity to market risk
Gross open positinns in fureign exchange o capital 225 88.3 153 1940 159 145

Soutce: Contral Bank of Armenia.

1/ Inchudes rthe data of 20 banks und excludes the data of ® banks under interim administration,

27 Includes the data of 20) banks and excludes the duta of 4 bunks under interim administration.

3/ Includes the data of 20 banks and excludes the dara of 2 banks under inerim sdminisration

4 The rativ shows the relationship between balanee sheet capital and balance sheel zssens (halance sheet assets exclude secwrities held under repo apreements).

5/ The ratio shows the sectoral disribution of tora] bank lending 1o residents tatal bank lending includes loans, factoring, and financial leasing and excludes inferbank borrowing)
6 The ratio shows the share of foreign exchange lending 10 1utsl lending {interbank lending is included in tetal lending).

7/ Stock of written off loans in the off-balance sheet,

8/ Includes the provisions of tatal loans (standard and nonperforming).

9¢ From %98 to 2001 the duta show the interbank borrawing of residents and nonresidents, Starting in 2002 the data show enly the interbank borrowing of residents.

Sinee June MK13 repa transactions arc also included i interbank borrowing. These differences are due 1o the change of meposting forms during the above mentioned periods.
13 Average assets (Capital} are caloulated hased on the algebraic average of quanter]y duta. The averape figures for 2002 ure culeulued bused on 20 banks.

114 Profit ix the undistributed profir frem the income statement. In the caloulation of ROE and ROA, the anaualized profit figure (quasterly profit multiplied by 4) Is taken.
127 Interest meome minus imerest gxpense divided by pross income (pross inceme i defined as the sum of interest and non interes income).

13/ Ineerest income divided by gross income

14/ Nonimerest expenses divided by gross income.

15/ Customer depaxits include bank accounts, demand and term depasics of individuals, legal entities, and nonbank {inancial institutions.

16/ Foreign cxchange liubilities show the bulunce sheet liabilities in foreign exchange.
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Table 5. Armenia: Bank Compliance with Prudential Norms, 2001-2004 1/

00 2002 2003 2004
Mar. June Sept. Dec. Mar. June
Numiber of banks 2/ 30 20 20 il
Capiral adequacy (CAR)
Caupitalfrisk-weighted assets
CAR <12 % g 0 1 1 1
12% <« CAR < 15% 4] 2 0 0 0
15% < CAR < 20% 2 3 1 2 1
20% « CAR « 30% 6 3 7 7 9
CAR > 30% 13 12 11 10 9
Core capitalfrisk-weighted assels
CAR <8 % 9 0 ) 1 1
8% < CAR < 13% 0 3 0 0 0
13% < CAR = 20% 3 2 3 3 3
20% < CAR < 30% 5 3 6 6 7
CAR » 30% 13 12 11 10 9

Liquidity (LR}
Liguid assets/demand liabilities

LR < 8% 11 1 0 0 0
0% < LR < 100% 3 5 3 ] 4
100% « LR < 150% 5 7 9 7 9
150% « LR < 200% 3 3 2 2 4
LR > 200% b 4 6 5 3
Liquid asscisfiotal assets 3/
LR < 20% ] 1 0
LR < 25% 12 5 1 4 4
23% < LR < 30% 3 2 4 2 5
30% < LR < 40% 7 7 6 5 6
40% < LR < 50% 1 2 2 2 2
LR > 30% 7 4 7 7 7
Exposure limits 4/
Single exiernal borrower/capital
Exposure » 20% 4 4 2 3 1
Single miernal borrower/capital
Exposure > 5% 1 o 1] 0 0
Taotal inlernal borrower/capital
Exposure > 60% 1 o 1] 0 0
Total internal borrewer/capital
Exposure > 0% 0 ¢ 0
Net epen foreign exchange position
Tolal currencies position/capital
Exposure » 25% 1 1 1 1 1
Nonconvertible currencies posinondeapital
Exposure > 5% 2 i 1 1 1
Axset quality
Nonperforming Joans/pross loans (NPL}
NPL < 2% 12 6 6 3 5
2% < NPL < 4% 3 2 3 4 3
496 « NFL < 6% 2 5 2 3 2
6% < NPL < 10% 2 2 3 H 3
NPL = 10% E 7 6 7 7

Source: Central Bank of Armenia.

1/ Lower bounds (capital adequacy and liquidity} and upper bounds (exposure limits and open forcign
exchange positions) reflect Armenian standards.

2/ Prudential ratios are calculated based on 30 banks at end-2001 and 20 banks in 2002-2003.

The ratic on exposure limits is calculated based on 25 banks at end-2001 and 20 banks in 2002, Asset quality
is calevlated based on 30 banks al end-2001.

3/ Due to methodologica! differences, nol all cases of a liquidity ratic below 25 percent constitete a violation
of the prudential norm. Since February 2003 the margin for the liguidity to capital prudential ratic is set

at 20 percent.

4/ Some vielations occurred afier the CBA required a capital wrile-off.

5/ Since February 2003 the margin for the tota! internal borrower/capital ratio is set at 50 percent.
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Table 6. Armenia: Arrears of State Budget and SFSI, 2000-04
(In billions of drams; end of period)

2000 2001 2002 2/ 2003 3/ 2004
" Mar. Fune Sept. | Dec. Mar. June

Total arrears 443 42.2 17.8 i17.9 11.2

Tota) expenditure arrears 37.3 35.8 7.1 7.2 0.9

Current expenditures 346 314 55 54 0.3

Wages Q.5 0.4 0.1 0.1 0.0

Subsidies 1/ 1.9 0.8 0.1 0.1 0.0

Interest 3.4 3.1 0.0 0.0 0.0

Domestic interest 0 0.0 0.0 0.0 0.0

External Interest 34 3.1 0.0 0.0 0.0

Transfers 9.0 7.9 04 0.4 0.0

Family Allowances 4.1 3.1 0.0 0.0 0.0

Pension Contributions 1.1 1.1 0.2 0.2 0.0

Contribution to pension fund 0.6 0.4 0. 0.1 0.0

Other 1/ i3 33 0.2 0.1 0.0

Goods and Services 1/ 20.8 192 4.8 4.8 0.3

Health 12.7 11.4 0.1 0.0

Education 1.7 22 1.2 0.0

Other 6.4 55 34 e 03

Capital Expenditures 1/ 2.7 4.4 1.7 1.8 0.5

Net lending 1/ 0.0 0.0 0.0 0.0 0.0

External Amostization arrears 7.0 6.4 1.7 10.7 10.3
Memorandum items:

Domestic expenditure arrears 339 327 7.1 72 0.9

of which: social expenditures arrears 21.7 20.0 1.5 0.1 0.0

External payment arrears 10.4 9.5 107 10.7 10.3

SFSI stock of arrears 4.4 1.4 L0 0.0 0.0

Source: Ministry of Finance and Economy and staff estimates.

1/ Arrears outstanding for more than 3{ days.

9/ The end-December stock has been recalculated by the authorities as a result of revision of all claims.

3/ As specified in the TMU. the authorities will compile the data for the quarter ending in September 2003, December 2003,
March 2004, and June 2004 within 45 days after the end of each guarter.

4 These arrears have been cleared in September 2003, following understandings reached with Russia

and Turkmenistan in 2002.
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Table 7. Armenia: Cash Flow of the Consolidated Energy Sector, 2000-04 1/
{In billions of drams)

2000 2001 2002 2003 2/ 2004
Actual Proj. Proj.
Year  Year w/o Q1 Q2 Q3 Q4  Year Ql Q2
Armelnet

Revenues 79.9 651 707 63.8 191 134 106 150 581 167 123
Electricity revenues collected 753 62.8 689 620 190 126 1000 144 5061 159 117
Revenues collected for thermal energy supply 3.6 1.0 1.0 1.0 0.1 03 03 04 1.1 0.6 0.3
Non-core activities 1.0 1.3 0.9 0.9 00 05 03 03 1.0 0.2 0.3
Expenditures 1013 1057 939 712 204 183 133 173 702 144 138
Inpuis 401 473 300 300 132 61 47 7.8 318 8.5 58
Imporied gas 384 390 237 237 112 60 16 LT 205 1.8 0.7
Nuglear fuel 1.7 8.3 6.3 6.3 4 01 2.1 2.1 5.7 2.0 2.0
Purchased electricity . 1.0 4.0 5.0 4.7 3.1
Q&M costs 342 311 240 13.0 25 31 24 24 103 24 24
Net payment of taxes acerued 172 148 2146 18.9 41 48 22 26 138 2.0 2.0
Other currem expendilures (.0 0.0 0.0 0.0 00 0o 00 00 00 0.0 0.0
Imterest payments 5.0 7 9.2 8.2 10 15 0.9 13 43 0.9 1.0
Capital expenditures 4.8 7.8 9.0 7.1 06 28 31 31 9.6 .6 2.7
Primary balance 3/ -135 -297 0 -5 17 08 09 12 21 1.7 a7 2.0
Current balance -11.6 -28.0 49 19 07 -06 14 22 23 38 22
Balance 214 406 232 -134 23 49 27 22 -121 23 -5

Seurces: Armenian authorities: and Tund «taff estimates.

1/ Starting 2003. the cash Nows do not include the actvities of the electricity distribution company Armlinet. which has been privatized at end-2002.

27 As specified in the TMU. the authorities will compile the data for the quarter ending in September 2003. December 2003, March 2004,

and June 2003 within 45 duys ulter the end of each guaner.

3/ The primary balance is defined as current revenues minus toal expendiiures excluding imerest payments and forcign-financed capital eapenditures.
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ARMENIA: RELATIONS WITH THE FUND
(As of September 30, 2003)

I.  Membership Status: Joined 05/28/1992; Article VIII

II. General Resources Account SDR Million Percent of Quota
Quota 92.00 100.00
Fund holdings of currency 101.85 110.70

ITI. SDR Department SDR Million Percent of Allocation
Holdings 9.21 n.a.

IV. Outstanding Purchases and Loans SDR Million Percent of Quota
Systemic transformation 9.84 10.70
PRGF arrangements 130.79 142.16

V. Latest Financial Arrangements

Amount Approved Amount Drawn

Type Approval Date Expiration Date  (SDR Million) (SDR Million)
PRGF 05/23/2001 05/22/2004 69.00 40.00
ESAF/PRGF 02/14/1996 12/20/1999 109.35 109.35
SBA 06/28/1995 02/14/1996 43.88 13.50

VI. Projected Obligations to Fund (SDR Million; based on existing use of resources and

present holdings of SDRs)

Overdue Forthcoming
12/31/2001 2003 2004 2005 2006 2007
Principal 6.19 2331 23.28 2].18 15.43
Charges/interest 0.38 0.73 0.53 0.40 0.30
Total 6.57 24.04 23.81 21.58 15.73

VIIL. Safeguards Assessment

Under the Fund’s safeguards assessment policy, the Central Bank of Armenia was
subject to a full safeguards assessment with respect to the PRGF arrangement
approved on May 23, 2001. The on-sight safeguards assessment of the CBA
conducted in October 2001 found the safeguards at the CBA to be generally adequate
to ensure the integrity of bank resources including Fund disbursements. However, the
assessment noted a number of vulnerabilities and made recommendations in the
external audit mechanism, legal structure and independence, financial reporting,
internal audit mechanism, and system of internal controls (ELRIC). Key outstanding
issues that have been addressed since then include (i) the clarification of the nature of
reserves placed with external asset managers and, in this context, a CBA resolution
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requiring that these funds be marked to market; (ii) draft amendments to the central
bank’s organic law regarding the appointment of external auditors and the recognition
and distribution of unrealized income; and (iii) the selection of external auditors and the
CBA’s internal audit function. The CBA has also clarified the nature of certain provisions
and guarantees in its 2002 financial statements.

VIIL.Exchange Rate Arrangement

(a)

(b)

IX.

XL

On November 22, 1993, the Republic of Armenia introduced its national currency, the
dram, at a rate of 200 Armenian rubles per dram. The exchange rate has been allowed to
float since then with minimal intervention by the central bank. The official exchange rate
is quoted daily as a weighted average of the previous day’s interbank exchange rates.

Armenia maintains no exchange restrictions on the making of payments and transfers for
current international transactions.

Article IV Consultations

The 2002 Article IV consultation with Armenia was concluded on September 235, 2002,
Armenia is subject to the 24-month consultation cycle.

FSAP Participation

A joint World Bank-International Monetary Fund mission conducted an assessment of
Armenian financial sector as part of the Financial Sector Assessment Program (FSAP)
between September 6-22, 2000. The Financial Sector Stability Assessment (FSSA) report
was discussed at the Board on May 14, 2001, together with the 2001 Article IV staff
report. The authorities have made progress in implementing the FSAP recommendations
including raising minimum capital requirements and enacting a new bankruptcy law.

Resident Representatives
Mr. James McHugh, since September 2002.

XII. Technical Assistance

The following table summarizes the Fund’s technical assistance to Armenia since 1998,
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Armenia: Technical Assistance from the Fund, 1998-2003

Subject Type of Mission Timing Counterpart

Fiscal Affairs Department (FAD)

Development of treasury
Tax policy
Tax administration mission

Tax policy and administration

Tax policy and administration
Tax policy and administration

Monetary and Exchange Affairs Department

Monetary and foreign exchange operaticns

Banking supervision

Monetary and foreign cxchange operations
Mouctary policy; OPS/BKG sector issues
Monetary operations and banking
supervision

Monetary operations

Banking supervision

Monetary policy research

Financial sector assessment program

Monetary operations, monetary policy
research and banking supervision

Banking system issues

Banking syslem, deposit insurance, foreign
exchange market development, and CBA
monetary eperations,

Statistics Department

Multisector

National accounts statistics
Balance of payments statistics

Data dissemination standards

Data dissemination standards

Resident Advisor

Short-term

Short-term

Short-term

Short-term

Short-term

Resident Advisor

Short-term
Short-term
Short-term

Short-term

Short-lerm
Resident Advisor
Short-term
Short-term

Short-term

Short-term

Short-term

Short-term

Short-term
Short-term

Short-term

Shert-term

Since September 1998
March 1-12, 1999
Feb. 28-March 13, 2000

August 7-11, 2000

October 15-29, 200]

September 17-October 3,
2003

Nov. 1997-Nov. 1998

Periodic visits 1998-99
Jan. 20-Feb. 3, 1998

Nov. 9-Nov. 13, 1998
Fehroary 21-March 5, 1999

Periodic visits 1999-2000
April 2000-December 2002
April 28-May 4, 2000
September 5-22, 2000
September 3-14, 2001

April 15-19, 2002
Tune 24-Tuly 4. 2002

Qct. 26-Nov. 11, 1998

August 3-16, 1999
Sept. 7-Oct. 4, 1999
Aug, 29-Sept. 11, 2000

Sept. 18-25, 2003

Ministry of Finance
and Bconomy (MFE)

MEFE and Ministry
of Nature Protection

MFE and Ministry of
State Revenue (MSR)

MTFE and MSR
MFE, MSR, and
Customs Committee

MFE, MSR. and
Customs Committee

Central Bank of
Armenia (CBA)

CBA
CBA
CBA
CBA

CBA
CBA
CBA
CBA
CBA

CBA
CBA

MFE. CBA,
Ministry of Statistics

Ministry of Statistics
Ministry of Statistics
National Statistics
Service

National Statistics
Service
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ARMENIA: RELATIONS WITH THE WORLD BANK
(As of October 13, 2003)

Country Director: Donna Dowsett-Coirolo Telephone: (202) 473-0121

I. IMPLEMENTATION OF STRUCTURAL REFORM MEASURES
A, Legal Framework

The Armenian Government has developed the core legal framework necessary for
private sector operations, including the Civil Procedure Code, the Procurement law, and the
Business Registration law. The government has also fully restructured the Bankruptcy law in
order to harmonize it with the Civil Code and the Civil Procedure Code, as well as to
strengthen the enforcement mechanisms for bankruptey procedures. The Concession law has
been enacted and the government has developed the new draft of the Labor Code, which
would remove the existing over-regulation of the labor market and allow the labor market the
necessary flexibility for job creation.

B. Business Environment

The government has made progress in the removal of administrative barriers for
business and investment and the strengthening of consultative mechanisms with the business
community. The steps undertaken included, inter alia, consolidating, downsizing, and
clarifying mandates of various government inspections; enacting the new law on Business
Registration; streamlining licensing procedures; issuing new accounting recommendations
for small and medium-sized enterprises; establishing a regulatory framework that allows
privatization of urban land by business entities; and adopting simplified procedures for
obtaining site development and construction permits. The capacity of the Armenian
Development Agency has been strengthened as a focal point for government’s efforts to
promote investment and exports as well as for identifying any remaining bottlenecks in the
business environment. The enterprise surveys confirmed a reduction in the cost of doing
business as well as a higher degree of satisfaction with government policies. Despite these
improvements, there is still considerable scope for further reforms in the area of deregulation.

C. Energy and Infrastructure

The government has adopted a new privatization strategy for the power sector. The
strategy provides for privatization of all power sector enterprises with the exception of
Armcnergo, the High Voltage Electricity Network Company, the Nuclear Power Plant,
Armatom, Geoenergy, and the Energy Institute. The government has also made satisfactory
progress since 2001 in strengthening the legal and regulatory framework for urban heating
systems in order to reduce heating subsidies.
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The privatization of the electricity distribution company was completed in the
second half of 2002 after a long preparatory process supported by the World Bank Group and
other donors. The government has made considerable efforts to improve the legal and
regulatory framework in the sector in order to establish a supportive environment for the new
privatc operator. Budget allocations have also been increased to ensure full payments to the
energy sector by the budgetary organizations and the public utilities. Since its privatization,
the Electricity Distribution Company has remained in compliance with its License
Agreements.

There has been limited progress in improving fiscal discipline and reducing losses in
the irrigation and water sector. The World Bank has been working with the government to:
(1) upgrade the management capacity of public companies in these sectors; (ii) ensure a
gradual increase in tariffs to cost recovery levels; (iii) provide additional investments to
improve technical efficiency; and (iv) ensure that the budget provides adequate financing for
water consumed by public sector entities. The government has completed the medium-term
Infrastructure Rehabilitation Plan to provide further guidelines for restructuring in water,
irrigation, and public transportation. To provide full cost recovery, the government has
developed and published a schedule for irrigation tariff increases in 2002-07.

D. Education and Health

The government adopted school rationalization plans for three administrative regions
and has started their implementation. The plans envisage mostly in-school rationalization and
limited consolidation of schools in urban areas. Based on preliminary data, implementation of
the plans in 2002 provided for a 6.5 percent reduction in the number of ¢lasses, and for
13 percent and 10 percent reductions in the number of teachers and administrative staff,
respectively. The Government plans to carry out the 2003 school year rationalization
program. At the same time, the government accelerated reforms that would improve the
operational efficiency of general education. It has also developed and improved a new set of
targets to reduce further excess capacity in the general cducation system in 2002-03. The
2003 budget provided for a 16 percent increase in education financing and a 20 percent
increase in average teachers’ salary.

Regarding the health sector, the government has adopted and started implementing
the hospital rationalization plans aimed at a general decline in hospital capacity that, hitherto,
significantly exceeded the needs and financing capabilities of Armenia. The first stage of
implementation of the plan in 2001-02 was quite successful as the number of hospital beds in
facilities outside Yerevan declined by about one half while the staff Jevel was reduced by
15 percent. Based on this experience, the government plans to implement the hospital
optimization strategy for Yerevan and to upgrade financial management, accounting, and
reporting systems in public hospitals. The 2003 budget provides for a 27 percent increase in
health financing.
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E. Social Protection and Insurance

Since 1999, the government has been replacing a range of fragmented cash and
traditional non-cash benefits and privileges with better-targeted transfers to familics. The
government has completed several important steps to enhance its capacity for administration
of transfers to families, including; (i) re-registration of poverty benefit recipients;

(ii) beneficiary assessment of the existing benefits; and (iii) establishment of a central
database for poverty benefit recipients. Data from the recent household survey suggest that
the system of benefits and transfers to the poor has become an efficient instrument for
reducing extreme poverty.

The government has continued to implement the Pension Law. The Pension Law
focuses on strengthening and streamlining the pension system. It provides for significant
improvements in the existing system, including: (i} an equal retirement age for men and
women at 63; (i1} separation of social insurance benefits from social pensions;

(iii) elimination of most early retirement provisions; (iv) indexation of pensions to inflation;
and (v) more direct links between benefits and contributions, with adequate provision for a
minimum benefit.

The government has also adopted the new Charter of the State Social Insurance Fund,
which provides for more transparency in the Fund’s operations, including a transfer of its
accounts to the treasury. and parliamentary approval of the Fund’s budget as part of the
overall budget process. A pilot program has also been launched to implement a new system
of Personal Identification Numbers (PINs), which would enhance monitoring and evaluation
of social programs, and create the environment for better compliance with pension
legislation.

II. LENDING

World Bank lending to Armenia as of October 13, 2003 totals US $737.2 million, of
which US $597.3 million has been disbursed. Of the 29 IDA credits and one IBRD loan
approved, 15 remain under implementation, and 15 have been completed. A third Country
Assistance Strategy was presented to the World Bank's Board of Directors in May 2001,
which cnvisaged base case lending of up to US $150 million of IDA resources over the
FY02-04 periods.



List of World Bank Lending to Armenia
(In millions of U.S. dollars)
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Credit Amount Disbursement Approval Closing
Active Projects as of 10/13/03 as of 10/13/03 Date Date
Active Projects 261.9 7130.6
1. Health 10.0 9.1 07/129/97 12/30/03
2. Agric. reform support 14.5 13.7 01/27/98 06/30/04
3.  Municipal development 30.0 19.3 06/11/98 04/30/05
4. Title registration 8.0 6.9 10/13/98 12/31/03
5. Electric. trans. & dist. 21.0 38 03/04/99 12/31/04
6. Imigation dam safety 26.6 14.9 06/24/99 03/31/05
7. Transport 40.0 229 06/08/00 12/31/04
8. Social Invesiment Fund 11 20.0 9.7 05/11/00 12/31/05
9. Judicial reform 11.4 23 09/14/00 12/31/04
10. IDigation development 249 54 08/30/01 03/31/07
11. Enterprise incubator 5.0 0.7 11/30/01 06/30/05
12. Investment and export 1.0 0.2 04/16/02  12/31/05
facilitation
13.  Natural resource management 8.3 0.4 06/04/02 07/31/08
14.  Municipal water 1.2 0.7 08/02/01 29/02/04
15. SACV 40.0 20.6 03/13/03 06/30/04
Completed Projects 475.3 466.7
16. Irrigation rehabilitation 43.0 40.9 12/08/94 05/31/01
17. Highway 31.0 29.5 09/14/95 12/31/00
18.  Social Investment Fund 12.0 11.1 11/09/95 12/31/00
19. Institution building 12.0 10.7 03/30/93 11/30/97
20 Earthquake rehabilitation 28.0 297 02/01/94 06/30/97
21. Power mainienance 13.7 13.2 12/08/94 06/30/99
22.  Economic rehabilitation 60.0 64.3 02/28/95 06/30/96
23. SAC 60.0 58.5 02/25/96 §2/31497
24. SACI 60.0 58.6 08/26/97 06/30/99
25. SATACI 3.8 2.8 02/29/96 06/30/00
26. SACIIN 65.0 63.4 12/22/98 06/30/(H
27. Enterprise development 16.8 153 12/24/96 07/01/02
28. SATACI 5.0 4.7 08/26/97 12/31/02
29.  Education 15.0 14.6 11720097 10/31402
30. SACIV 50.0 494 05/22/01 03/31/03
Total 737.2 5973
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ARMENIA: RELATIONS WITH THE EUROPEAN BANK FOR
RECONSTRUCTION AND DEVELOPMENT (EBRD)
(As of October 1, 2003)

As of 1 June, 2003, EBRD had signed nine projects in the power, transport,
agribusiness, mining and financial sectors. Total cumulative commitments amounted to
EUR 121.2 million.

There are two sovereign projects. First, the EBRD approved a sovereign guaranteed
loan of EUR 54.8 million for construction of the Hrazdan Unit 5 thermal power plant in
March 1993, partly aimed at the eventual closure of Armenia’s nuclear plant in Medzamor.
The government is contemplating the privatization of Hrazdan Unit 5 as the completion of
this plant is constrained by limited budgetary resources. The EBRD has an arrangement for
funding of technical assistance for the Hrazdan privatization prospectus and continues to
follow the privatization process. The Hrazdan Thermal Power Complex excluding the
unfinished Unit 5 has been transferred 1o the Russian Federation in the context of the
debt-for-equity deal. Second, in November 1994, the agreement on a EUR 21.8 million loan
to build an air cargo terminal in Zvarinots airport was signed under a guarantee by the
Armenian government. The airport was transferred to private management in 2002. The new
management has prepared a master plan for the development of the airport, which is expected
to generate further cargo traffic for the cargo terminal.

There have also been a number of private sector projects in Armenia. The EBRD has
provided a loan to the Yerevan Brandy Company owned by Pernod Ricard of France
(EUR 19.1 million). In the banking sector, an equity participation in the Commercial Bank of
Greece-Armenia (EUR 1.1 million) was approved in late 1999. Morcover, a multi-bank
onlending facility of EUR 10 million was activated i early 2000. Initial experience with one
Armenian bank on the program proved highly positive and another bank was added to the
program in late 2002 (a total of EUR 1.9 million). The EBRD is committed to further
expanding lending under this facility to other banks. A Trade Facilitation Program with the
purpose to facilitate access of Armenian banks to trade financing was also made available to
two Armenian banks in 2001 and 2002. In 2002 a loan to finance EUR 2.9 million in working
capital expansion was signed with thc Armenian Copper Programme (the only copper smelter
in the region). Moreover, the EBRD has launched Turn Around Management (TAM) and
Business Advisory Service Programmes in Armenia in 2003, funded by the EU-Tacis
program, to suppert micro, small and medium-sized enterprises.

The key priorities of the EBRD for the coming years are (1) private sector
development, (ii) infrastructure and (iii) financial sector. The EBRD will formulate a new
country strategy for the next two years in November 2003.
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ARMENIA: STATISTICAL ISSUES

The overall quality, timeliness, and coverage of macrocconomic statistics in Armenia have
mmproved significantly over the past few years, a process in which the Fund has been heavily
involved through technical assistance from the Fiscal Affairs Departinent, the Monetary and
Exchange Affairs Department, and the Statistics Department. An Armenia country page was
added to the International Financial Statistics in September 2000. Further improvements are
needed in real, fiscal, and external sector statistics in order to enhance the design and
monitoring of economic policies. The table below on core statistical indicators shows the
availability of key macroeconomic data and the authorities” publication policy.

National accounts and price statistics. The National Statistics Service has made significant
changes to the national accounts methodology to bring it in Iime with mternational best
practices. Significant progress has been made in developing estimates of quarterly real GDP
that are now published. Basic data collection procedures have also improved, with national
accounts adopting the concept of gross value based on accrued sales valued at transaction
prices. However, progress has been slow in improving the compilation of national accounts at
constant prices; these data are still derived by re-valuing current output and inputs at previous
year prices instead of deflating these by the relevant components of the producer price index.
Data on the consumer price index and wages are reported on a timely basis, but wage data are
suill limited to the public sector.

Fiscal statistics. The budget execution reporting system 1s compiled on a cash-basis and
supplemented with monthly reports on arrears and quarterly reports on receivables and
payables. However, the system to track arrears is cumbersome, there is a 45-day lag in the
compilation of the data, and the data may not be reliable. Daily revenue and cash expenditure
data for the central government are available with a lag of one to two days. The Ministry of
Finance is undertaking a comprehensive reform of the treasury system, including the
introduction of an internal auditing system in line ministries and their budgetary institutions.
A single treasury account (TSA) was introduced in 1996, and all bank accounts held by
budgetary institutions have been closed, except for the Project Implementation Units that are
required by donors to operate with commercial banks’ accounts. With this exception, all
government reccipts and payments arc processed through the TSA, although there are still
shortcomings on the timeliness and quality of data on the operations of local governments.
Classification of government transactions by function and economic category are generally in
line with Government Finance Statistics (GFS), and monthly data on central government
operations arc disseminated within 40 days of the end of the month. However, the budget
presentation and the classification of items under the economic and functional classification
of expenditures need to be made more transparent; for instance, the data has been subject to
frequent reclassifications and wages for military personnel are reported in the broader
category of “other” goods and services rather than as a wage item. The reconciliation of
central government with general government operations is also difficult owing to the need to
identify manually transactions among central government, Jocal government, and the Social
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Insurance State Fund. Armenia has not yet provided GFS data to STA for publication in the
GFS Yearbook or in the IFS.

Money and banking statistics. Money and banking statistics are provided on a timely basis.
Daily data on the accounts of the CBA are provided with a one-day lag, while weekly data on
the monetary survey are provided with a one-week Jag. Interest rate data are provided with an
one-month lag. A new chart of accounts, relving on International Accounting Standards
(IAS), was introduced in January 1998. Since then, the balance sheets of the CBA and of the
deposit money banks follow IAS methodology.

External sector statistics. The coverage of exiernal sector data has improved in recent years.
Trade statistics are provided on a timely basis, and trade data by origin or destination and by
commodity are available with a few weeks’ Jag. Quarterly balance-of-payment data are
available with a two-month lag. However, data on private non-guaranteed external debt and
on direct investment abroad are not compiled, and capital outflows are likely to be
underestimated. The absence of a fully established (comprehensive and updated) business
register in Armenia hampers a wider coverage of transactions and institutional units.



Core Statistical Indicators

(As of October 31, 2003)
Central
Exchange International Centrai Bank Monectary Intlerest Consumer Exports/  pobineeof | Government External
Rates Reserves Balance Survey Ralcs Price Index  Imports Payments Balance GhpP Debt
Sheet
Date of latest cbservation 10/31/03 10431703 LO/31 /03 1{#24/03 10724403 Qctober July Q2 2003 Sepiember Seplember July 2003
2003 2003 2003 2003
Date received [ 1703403 [ 103403 11/03/03 1 1/03/03 1170303 11/03/03 1126/03 9/16/03 10/13/03 10724703 TI26/03
Frequency of data Daily Daily Daily Weekly Weekly Maonthly Monthly  Quarterly Monthly Monthly Quarterly
Frequency of reporting Weekly Weekiy Weekly Weekly Weckly Maonthly Monthly Quarterly Monthly Monthly Quarlerky
Source of update CBA CBA CBA CBA CBA NSS NSS NSS MI'E NS5 MFE
Mexle of reporting E-mail E-mail E-mail E-mail E-mail E-mail E-mail E-mail E-mail E-mail E-mail
Caonfidentiality Public Public Public Public Public Pubiic Public Public Public Public Pulihic
Frequency of publication Daily Quarterly Quarterly Monthly Monthly Monthly Monthiy Annualty Monthly Quarterly Annually

Abbreviations: CBA (Central Bank ol Armenia}, MFE (Ministry of Finance and Economy), NS5 (National Statistics Service).
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INTERNATIONAL MONETARY FUND RELATIONS,

Press Release No. 03/203 International Monetary Fund
FOR IMMEDIATE RELEASE Washington, D.C. 20431 USA
November 24, 2003

IMF Completes Fourth Review Under PRGF for the Republic of Armenia, Grants Waiver,
and Approves Disbursement of US$14 Million the Republic of Armenia

The Executive Board of the International Monetary Fund (IMF) today completed the fourth
review of the Republic of Armenia’s economic performance under a three-year Poverty
Reduction and Growth Facility (PRGF) arrangement, and approved the disbursement of an
amount equivalent to SDR 10 million (about US$14 million). In completing the review, the
Executive Board granted Armenia’s request for a waiver of an end-June performance criterion
for a minor deviation from the programmed level of domestic expenditure arrears.

Armenia’s PRGF arrangement for the equivalent of SDR 69 million (about US$100 million) was
approved on May 21, 2001 (see Press Release No, 01/25}. So far, the equivalent of SDR
40 million (about US$58 million) have been disbursed.

The PRGF is the IMF's concessional facility for low-income countries. PRGF-supported
programs are based on country-owned poverty reduction strategies adopted in a participatory
process involving civil society and development partners, and articulated in a Poverty Reduction
Strategy Paper, or PRSP. This is intended to ensure that each PRGF-supported program is
consistent with a comprehensive framework for macroeconomic, structural, and social policies,
to foster growth and reduce poverty. PRGF loans carry an annual interest rate of 0.5 percent, and
are repayable over 10 years with a 5 Ys-year grace period on principal payments.

Following the Executive Board discussion, Agustin Carstens, Deputy Managing Director and
Acting Chairman, said:

“The Armenian authorities are to be commended for the satisfactory implementation of their
PRGF-supported program. Prudent macroeconomic policies and structural reforms have
contributed to a continued very strong economic performance, with growth exceeding
expectations, low inflation, and declining public debt ratios. Armenia’s comprehensive and
participatory PRSP provides a sound basis for Fund concessional assistance. To sustain
Armenia’s strong growth while achieving broad-based job creation and improved living
standards, the authorities will need to strengthen the tax system and increase social and
infrastructure expenditures, and press ahead with their structural reform agenda, including
through prompt implementation of an effective anti-corruption strategy.

Washington, D.C. 20431 » Telephone 202-623-7100 « Fox 202-823-6772 « wwwimi.orng



“The fiscal program for 2004 contains important steps to increase tax revenue and social
expenditures. To meet the government’s objectives, it will be important that the envisaged tax
policy measures as well as the reforms in tax and customs administration are fully implemented,
and that the effectiveness of social spending is closely monitored. The authorities are also
expected to improve the transparency of public expenditures by enhancing audit and repoerting
requirements and producing budget execution reports at the level of the general government.
Going forward, a sustained tax revenue effort will be needed to help achieve the PRSP

objectives.

“Monetary policy is appropriately geared toward achieving the central banks’ inflation objective
of 3 percent. Continued vigilance and, if necessary, preemptive action in the period ahead will
remain important, as will close monitoring of inflation in the event of an increase in utility
prices. To foster confidence in the banking system and increase lending to the private sector,
further efforts will be needed to enhance the legal framework of the financial sector and
strengthen banking supervision.

“The recently approved financial rehabilitation plan for the energy, water, irrigation, and
transport sectors is welcome. It will now be important to move ahead with reforms to restructure
these sectors, improve their governance, and bolster efficiency, all of which will further help
reduce fiscal and quasi-fiscal costs that are ultimately born by the Armenian people.

“The authorities are about to finalize a comprehensive anti-corruption strategy in consultation
with civil society and donors. Prompt and vigorous implementation of an effective strategy will
be essential to improve the business climate and income distribution, and foster broad-based and
sustained economic development,” Mr. Carstens stated.



Statement by the IMF Staff Representative
November 24, 2003

1. The following information has become available since the issuance of the staff report
on November 7. It does not change the thrust of the staff appraisal.

2. Prior Action. The staff has received documentation confirming that the authorities
carried out on November 6 the prior action on the approval of the financial rehabilitation plan
tor the energy, water, irrigation, and transport sectors (Table 2, memorandum of economic
and financial policies).

3. 2004 Budget. The government will submit the 2004 budget bill to Parliament in early
December, Since the issuance of the documents to the Executive Board, the authorities have
provided the staff with more detailed budget figures that reflect a different classification in
their projections for capital expenditures compared to the figures discussed with the mission.
The change involves the breakdown between current and capital expenditures on defense.
Based on the latest information, total domestically-financed capital expenditures in 2004 are
now projected at 1.1 percent of GDP (compared with 1.4 percent earlier) while current
expenditures are projected at 14.1 percent of GDP (instead of 13.8 percent). There are also
minor revisions to other revenue and expenditure items, but the key parameters of the budget
including the overall deficit remain in line with the figures agreed with the staff.

4, Banking system. The authorities indicated that they intend to proceed as scheduled to
nominate bank liquidators for Credit Yerevan by end-November. Regarding the situation of
Armcommunications bank, the authorities reported that an agreement has been signed with a
foreign investor that will take over both the bank and the chemical plant Nairit and that a
detailed action plan for the resolution of the bank is being finalized (structural benchmark for
end-November 2003). In another development, a medium-sized commercial bank
(Ardshinvest) will take over the operations of another bank (Armagro); the new bank will be
among the top five largest banks in Armenia. The central bank supports this acquisition
because it is consistent with its goal of consolidating the banking system and because of
complementarities between the two banks’ branch networks.

5. Anti-corruption strategy. The government has just approved a draft anti-corruption
strategy. The authorities restated their intention to circulate the document for comments from
civil society and donors before beginning the implementation of the strategy in January 2004.

6. Special Data Dissemination Standard. Armenia subscribed to the Fund's Special
Data Dissemination Standard on November 7, 2003.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

