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KEY ISSUES

Context and recent developments. Performance under the 2010-13 program, which was
supported by arrangements under the Extended Fund Facility and Extended Credit Facility, was
sound, with growth restored, large fiscal and external imbalances reduced, and buffers rebuilt.
However, challenges remain, particularly in further reducing vulnerabilities and strengthening
medium-term growth dynamics. Growth and inflation have remained volatile—in 2013, growth
slowed significantly and inflation rose well above the CBA's target range. The external current
account deficit and dollarization continue to be high, keeping the economy vulnerable to shocks.
Poverty and unemployment also remain high, and the transition to an alternative to the pre-
crisis, construction-led growth model—involving a more open, competitive, and globally- and
regionally-integrated economy—has been slow.

Program objectives. In light of these challenges, the Armenian authorities have requested a new
38-month arrangement under the Extended Fund Facility, with access equivalent to

SDR 82.21 million (89.4 percent of quota). Key objectives of the new program are to consolidate
stability and buffers against possible external shocks and to support growth through further
reforms in the transition towards a dynamic emerging market economy.

Program policies. Fiscal policy will support the growth recovery in 2014 by providing a modest
stimulus, before moving to a gradual consolidation stance in 2015-17. This will place public debt
on a declining path during the program period. Revenue measures will support the consolidation
and also create room for addressing social and investment needs. Monetary and exchange rate
policies will be guided by the authorities’ framework of inflation targeting and exchange rate
flexibility, with program policies focusing on continued improvements in monetary operations,
communications, and modeling. Financial sector policies will target implementation of remaining
recommendations of the 2012 FSAP Update, which aim to promote resilience to shocks and
greater financial deepening. Structural reforms will support medium-term growth by targeting
improvements in the business climate, strengthening institutions, improving connectivity and
competition, creating a stronger environment for private and foreign direct investment, and
tackling key risks, especially in the energy sector.

Staff views. Staff supports the authorities’ request for an Fund-supported program. The
LOI/MEFP provides a strong set of policies to pursue the objectives of the program. While the
program is not without risks, staff assesses Armenia’s repayment capacity to be robust, with the
fiscal consolidation and growth-supporting reforms embedded in the program reinforcing this
assessment. If the program'’s policies are implemented, and barring any major shocks, the
program should be able to achieve exit from Fund support, with Armenia sustaining market
access at the end of the program period.
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I INTRODUCTION

1. A three-year Fund-supported program expired in July 2013, with sound performance.
Program objectives were to restore fiscal and external sustainability, preserve financial stability,
restore growth, and reduce poverty. These were largely met, and six reviews were completed with
few delays or missed targets. Key achievements were reestablishing growth after a 14 percent
contraction in 2009 and attaining major reductions in the fiscal and external current account deficits.

2. Important challenges remain, however, in terms of stabilization, reducing
vulnerabilities, and enhancing medium-term growth. Inflation and growth remain volatile, and
the external current account deficit and dollarization are high, making the economy vulnerable to
shocks. Poverty and unemployment remain high, and further efforts are needed to strengthen
growth and to make it more inclusive and sustainable. Structural reforms will be essential to
continue Armenia’s post-crisis transformation from a growth model that involved capital
accumulation in construction and saw the establishment of strong positions by well-connected
business interests to a more open, integrated, competitive, and diversified emerging market
economy.

3. In light of these challenges, the authorities have requested a new 38-month
arrangement under the Extended Fund Facility. Key objectives are to consolidate stability and
buffers against possible shocks and to support growth through further reforms in the transition
towards a dynamic emerging market economy. In particular, the program seeks to: (i) safeguard
sound public finances; (ii) continue monetary and financial sector policies that strengthen resilience
and buffers; and (iii) promote greater competition, competitiveness, and global and regional
integration, and thereby, higher investment, exports, and growth. With key policy decisions taken in
late-2013, including a debut Eurobond, a decision to join the Eurasian Customs Union (ECU), and a
new five-year gas supply arrangement, the authorities are keen to continue close cooperation with
the Fund in support of a strong macroeconomic policy framework and structural reform agenda and
with other partners, including the EU, the World Bank, regional development institutions (AsDB,
EADB, EBRD), and bilaterals. The authorities envisage the new arrangement under the Extended
Fund Facility to be an “exit” from Fund program support (provided that balance of payments
difficulties are resolved, as expected).

I RECENT ECONOMIC DEVELOPMENTS

4. Growth slowed in 2013, while the current account deficit narrowed and credit
conditions weakened. After growing by 7.1 percent in 2012, the economy grew by just 3.2 percent
in 2013, with construction continuing to decline. A deceleration of domestic demand due to
domestic energy price hikes and a tight fiscal position—reflecting delays in budget execution—was
an important contributing factor. In spite of the slowdown in key trading partners (e.g., Russia,
Georgia), exports and remittances held up well. This development, along with flat imports,
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supported a significant reduction of the external current account deficit of over 2¥2 percent of GDP
to 8% percent of GDP, the first single-digit deficit since 2007. The slowing of growth and domestic
demand was accompanied by a rapid deceleration of credit growth. The ratio of nonperforming
loans picked up in the second half of the year, before declining in December. The banking system
remains well capitalized, although profitability, which strengthened significantly from 2009 to 2012,
weakened last year.
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5. Inflation has been above the CBA’s 411.5 percent target range since August, but is

declining rapidly. Year-on-year inflation rose to 9.3 percent following sizeable increases in gas and
electricity prices in July, the first since 2010. The CBA increased its policy rate by %2 percentage point
to 8% percent in August, the first change in nearly two years, then reversed the move in November,
with inflation declining rapidly and activity weaker than expected. A further ¥2-point cut took place
in December, and inflation reached 5.6 percent (yoy) at year-end.
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CPI Inflation
(Year-on-year growth, in percent)
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6. The dram has been under

appreciation pressures since the second
quarter of 2013, and reserves have
increased. After strong seasonal pressures in
a thin foreign exchange market led to CBA
sales of $44 million last March, the stronger
current account position has contributed to
upward pressures in the foreign exchange
(FX) market. The dram appreciated by around
3 percent in nominal terms through end-
2013, and the CBA accumulated over

$100 million to help strengthen reserves.

Reserves also increased with the debut Eurobond and strong short-term bank inflows at year-end.

7. Capital underspending again
contributed to fiscal overperformance.
The first phase of the complex, multi-donor
North-South highway continued to advance
more slowly than anticipated, although
implementation improved late in the year.
Underspending occurred on other large
foreign-financed projects (e.g., border
crossing modernization). Despite slower
growth, revenues were in line with budget
targets, although this partly reflected
stepped-up pressures on compliant
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taxpayers. The underlying deficit is projected to have closed the year at 1 percent of GDP—well

below the budgeted 2.6 percent—although preliminary data suggest that the figure could be even
lower. A one-off, gas-related transfer brought the headline deficit from 1 percent to 2% percent of

GDP.
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8. The authorities took major financial and trade decisions in 2013. A debut 7-year,

$700 million Eurobond was issued in September (6.25 percent yield, bullet repayment). The
authorities repaid the rest of a 2009 crisis loan from Russia ($450 million) and are using the rest for
budget financing, net lending, and reserves. Also in September, President Sargsyan announced that
Armenia would join the ECU and not conclude a free trade agreement with the EU. In December, a
road map to ECU membership was agreed (see Annex I). The ECU agreement helped pave the way
for a new five-year gas arrangement with Russia and Gazprom, reached in December (Box 1).

9. The new mandatory funded pension system was launched in January 2014, but the
roll-out is facing legal challenges. Preparations were concluded in late 2013 with the licensing of
two top-tier European firms to manage pension funds, and the new system was rolled-out on
January 1. However, in late January, the Constitutional Court accepted a case presented by
opposition parties questioning the constitutionality of the new system. A decision by the court is
expected in late March. In the meantime, the court has suspended some of the provisions of the
new system.

B OUTLOOK AND RISKS

10. Growth is expected to strengthen in 2014 and beyond, while inflation should return to
the CBA's target range. Following the slowdown in 2013, a pick-up is expected in 2014 with more
supportive fiscal and monetary policies and improvements in external conditions. With growth-
enhancing reforms, staff expects growth to stabilize at around 5 percent in the medium term, while
the authorities consider that growth could be somewhat higher. The main inflation impact of last
July’s energy tariff increases was absorbed in 2013, and the rapid deceleration of inflation—
supported by monetary policy actions, the strength of the dram, and the tight fiscal position—
suggests that there have been limited second-round effects. Inflation is expected to reach 4 percent
by end-2014, notwithstanding the gradual pick-up of activity. While the new gas agreement is likely
to provide price stability, inflation is likely to remain volatile, given the large food component in the
CPI basket (48 percent) and strong links between food and international commodity prices. The
authorities view their strategy of regional integration and their planned increase in public
investment as key elements supporting growth, both in 2014 and in the medium-term.
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Box 1. Gas Price Agreement

In December 2013, the authorities reached a set of agreements with Russia and Gazprom, involving:

o A new base price of $189/1000 m3 from January 2014, incorporating a 30 percent discount via
waiver of an export duty charged by Russia (in connection with accession to the ECU). The new price also
reflects a discount from prices that Gazprom had been charging ArmRusGaz (ARG), the local distributor.
The sales price will be adjusted by changes in a domestic gas price in Russia (in rubles) and by U.S. CPI
inflation. The discount is expected to save Armenia 1¥2 percent of GDP per year.

o Sale of remaining state shares (20 percent) in ARG to Gazprom for $155 million (1¥2 percent of GDP).
State holdings in ARG started at 45 percent in 1997, with Gazprom owning 45 percent and another Russian
firm, Itera, owning 10 percent. A 2008 debt-equity swap involving gas subsidies and an unfinished power
plant and acquisition of Itera’s shares led Gazprom's stake to rise to 80 percent.

o Transfer of the sales proceeds to Gazprom to cover losses arising from differences between the gas
price at the border and ARG’s domestic gas tariffs during 2011-13.

o A 30-year immunity clause on changes to laws, regulations, decrees, and corporate income tax rates
that could negatively affect the company’s finances.

Discussion. Prior to domestic gas and electricity tariff increases in July 2013, rates were last adjusted

in 2010, based on a border price of $180/1000 m3. Negotiations on a new border price began in 2011 and
continued through 2013, with the Armenian authorities insisting that the price remain at $180. However,
the price charged by Gazprom to ARG increased in mid-2011 to $210 and reached $270 in April 2013,
leading to the build-up of ARG liabilities. These losses reached over $300 million, with the amount above
$155 million being written off.

Some commentators have suggested that the buildup of liabilities and the debt-equity swap were not
transparent and were politically driven, given parliamentary and presidential elections in 2012-13.
According to the authorities, no requests were made by ARG for domestic gas tariff adjustments, in light of
the ongoing negotiations. The liabilities were made public with issuance by ARG of its end-year financial
statements, which by law must be issued by June 30 of the following year. More frequent financials were
submitted to the Public Services Regulatory Commission, and some indicators were published.

The new border price of $189 and increased domestic tariffs appear to have reestablished ARG's
profitability on domestic gas operations. The agreements provide significant savings, important to the
medium-term balance of payments. Greater transparency would have been desirable, along with more
timely tariff action to mitigate the build-up of debt and the eventual debt-equity swap. Going forward,
close attention and timely energy sector policy decisions will be needed, as the Armenian economy will
face a significant adjustment if the gas price discount is not extended.

11. The external current account is expected to improve by a further 2 percent of GDP

during 2014-17. This reflects the impact of lower gas prices and structural reforms under the new
program that will lower costs and support export growth. Exports are also expected to be supported
by infrastructure improvements and continued gains in Russian and ECU markets

12. Risks are slanted to the downside. The Eurobond and the gas agreement helped mitigate
two sources of risk, government financing and energy costs. However, downside risks remain,
particularly if exports and remittances—which held up well in 2013 in spite of the slowdown in
Russia—falter in the context of a deeper or protracted Russian slowdown (see the Risk Assessment
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Matrix in Annex II). One concern is that remittances could fade after the Sochi Winter Olympics are
concluded. Greater global financial volatility and a possible reemergence of financial stress in the
euro area are also potential risks, but the lack of strong financial sector linkages, as well as healthy
reserves, the remaining Eurobond funding, and continuing official support are mitigating factors.
Risks would heighten, however, if Russia is strongly affected by greater global financial volatility or
euro-area stress. The election cycle was concluded in 2012-13, suggesting lower political risks, but
major geopolitical risks persist, especially concerning Nagorno-Karabakh, as well as relations of Iran
and the West and Russia and Georgia. On the upside, the resolution of geopolitical tensions and the
conclusion of a number of large FDI projects—both in the pipeline (e.g., sale of a large hydroelectric
power station, mining sector investments) and prospective (e.g., new investments in the context of
ECU accession)—could provide a substantial boost. The authorities broadly concurred with staff's
risk assessment, although they consider that ECU accession and further penetration of traditional
markets could provide a strong boost to exports and investment and help mitigate risks.

B PROGRAM POLICIES

The program focuses on macroeconomic stabilization, reduction of vulnerabilities, and
structural reforms needed for the continuing transition to a dynamic emerging market
economy. The program supports a pickup of growth through higher growth-enhancing
spending in 2014, while also sustaining policy space, contributing to the continuing
external adjustment, and further establishing buffers. Structural measures target a further
strengthening of fiscal and monetary policy institutions, enhanced financial sector
resilience, higher private and foreign investment and export-led growth through greater
regional integration, enhanced domestic competition, governance and business climate
reforms, and measures to address risks and challenges in energy and transport.* The
program measures draw lessons from and build on the previous Fund-supported program
and the 2012 EPA.

A. Fiscal Policy

13. With substantial adjustment having taken place under the 2010-13 program, fiscal
policies will aim at consolidating past gains, while addressing social and investment needs.
Staff and the authorities agreed that the key objectives under the new program should be to place
public debt on a declining path during the program, to increase revenues in an equity-enhancing
and growth-friendly way, to continue to improve the composition of spending, including by
providing better remuneration for the core civil service and strengthening implementation of major
investment projects, and to improve fiscal institutions, particularly related to identifying and
mitigating fiscal risks.

! See Annex I for a taxonomy linking objectives, policy areas, and key measures.

INTERNATIONAL MONETARY FUND 9



REPUBLIC OF ARMENIA

14. For 2014, the program will support the growth pickup by targeting a deficit of

2.3 percent of GDP, over 1 percentage point higher than the (underlying) 2013 outturn. This is
premised on improved implementation of foreign-financed infrastructure investment projects and
higher outlays for road maintenance, school rehabilitation, pension and wages, which were
compressed following the crisis.” The pick-up of capital spending will support growth, and the
reversal of the erosion of pensions and wages will help address worsening social indicators among
the elderly and difficulties attracting and retaining qualified staff. Higher pay will come with
structural changes to introduce a more consistent wage policy in the public sector, including clearer
job descriptions and more standardized salaries, and eventually, greater flexibility in hiring and
retention. Wages of hospitals and schools will continue to be managed autonomously, on the basis
of payment by the state for specific services and outcomes. Additional support to the economy will
come from net lending of some of the Eurobond proceeds (0.3 percent of GDP) to SMEs and
exporters. Although staff does not generally support on-lending, the authorities stressed that these
operations are closely monitored by the Finance Ministry and CBA and will take place on commercial
terms via institutions that have a strong track record in managing lending, including via commercial
banks, with the banks taking full credit risk.

15. In 2014, revenue efforts will focus on tax and customs administration improvements,
while deferring tax policy measures to 2015. The authorities expressed concern that a strong
focus on tax revenue gains this year would have negative implications for the business environment,
following two years of strong revenue gains, the significant slowdown of activity in the second half
of 2013, and the substantial increase of electricity and gas tariffs in July. Staff agreed, noting that
while the authorities have achieved a significant increase in the tax to GDP ratio in recent years,
which supported the sizable adjustment under the previous program, the quality of the revenue
effort was not always optimal—for example, efforts were often targeted to compliant taxpayers
rather than closing tax gaps. This contributed to pressures for prepayments and a buildup of tax
credits. Staff and the authorities therefore considered that efforts in 2014 should focus on revenue
administration gains in areas of low compliance (Box 2).

16. After the modest impulse in 2014, the program will target consolidation to begin to
reduce public debt and rebuild buffers, with a focus on higher revenues. The deficit will be cut
to 2 percent of GDP in 2015 and to 1.8 percent of GDP thereafter. Revenue measures will provide
room for addressing social and investment needs. In 2015, revenue efforts will aim to keep the
overall revenue ratio constant, while supporting a reduction of outstanding tax credits by

0.3 percent of GDP. The authorities’ objective is that this reduction in tax credits will support private
activity by easing working capital constraints for taxpayers and facilitating hiring, purchases, and
investment. During 2016-17, the program targets revenue gains of 0.3 percent of GDP per year and

2 Delays in implementing large foreign-financed projects were a key factor for underspending in recent years.
The complicated nature of some projects was contributing factor, including multiple donors and requirements,
multi-phased financing, complex land acquisition requirements, and contractors and consultants new to the
region.
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an increase in capital spending.? Higher capital outlays, particularly in road transport—both the
important North-South Highway and regional and local roads—are intended to support better
connectivity and stronger growth, while public sector energy-efficiency investments (schools, clinics)
will help mitigate energy-related risks and free up spending for health and education
improvements.”

17. Revenue measures under the program will include both revenue administration and
tax policy actions. For revenue administration, the program will target implementation of a modern
tax compliance program, enhancing the coverage and capacity of the large taxpayer unit of the
State Revenue Committee (SRC), improving custom administration by modernizing legislation and
procedures, and facilitating greater transparency and enhanced dialog with taxpayers. Efforts will
also be made to improve coverage and compliance of high-wealth individuals. In tax policy,
measures will focus on addressing tax gaps, including through new instruments (e.g., new excises,
notably on liquefied natural gas), higher rates for specific taxes and excises, and elimination of
exemptions, notably for specific types of income, fuels, and sectors (agriculture). The authorities
expressed concern with the incidence and efficiency of new tax policy measures and will analyze
poverty impacts and administrative costs of new measures in 2014, with a view to mitigating these
as the measures are designed and rolled out. Revenue efforts under the program will be supported
by structural benchmarks, and where needed, further Fund TA.

18. The program will continue to emphasize poverty reduction and full implementation of
well-targeted social spending. Poverty remains high, despite progress reflected in the latest data
(for 2012) and recent increases in the minimum wage and pensions. The program will retain an
indicative target (IT) on social spending with a wider base aimed to increase impacts. The authorities
continue to place strong emphasis on targeting, efficiency, and quality of social spending, and
highlighted their efforts in recent years to streamline and unify the full range of social services to an
integrated, one-stop approach, supported by enhanced social work and case management. With an
eye on getting the unemployed more quickly into jobs, unemployment benefits were redistributed
in the 2014 budget to other spending, including work skills training, rides to job interviews, and
enhanced job matching and placement.

19. The strategy of debt stabilization and reduction will be complemented by institutional
actions. The new program will support the creation of risk management units at the Finance
Ministry and the SRC to strengthen the monitoring and control of risks related to revenue
performance, public utilities, and PPPs. The program retains an IT on the average concessionality of
new public external debt and introduces a limit for guarantees. These aim to contain borrowing
costs, support Armenia’s continuing graduation from low-income country status, and help avoid
that the debt reduction strategy is derailed by explicit or implicit liabilities (Appendix I). The

3 Given past delays, the new program includes an adjustor to allow for catching up on major infrastructure projects
as experience is gained and execution is accelerated.

*An important issue is to ensure that investments in road transport in Armenia are met by corresponding
improvements in Georgia.
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authorities will continue to consult closely with the Fund and World Bank staff on major projects,
such as modernization of the Nairit synthetic rubber factory. The program includes a new
performance criterion (PC) strictly limiting the absorption of liabilities or other bailouts of local
companies.

Box 2. Tax Revenues

In recent years, Armenia has made progress in revenue mobilization, a long-standing issue. The tax-to-GDP
ratio increased by 2.5 percentage points in 2011-13, although the level of collections still lags Armenia’s
comparators. The increase was partly achieved by tax policy actions such as elimination of income tax
exemptions for the military and law enforcement personnel and introduction of a new royalty regime in
mining. Revenue

administration gains were Figure: Changes and Levels in Tax and Social Contribution

also made, including
through a strengthening of
information systems and
improved taxpayer
services. However, a strong
focus on meeting nominal
revenue targets also meant
that pressures on
compliant taxpayers
intensified, especially with
the slowing of growth

in 2013. One symptom has 30 201113 Change in tax and social contribution 100

been the fu rther —— Projected 2013 level of tax and social contribution (right axis)

accumulation of tax credits,  Sources: Staff estimates

by about 0.6 percent of

GDP over the past two years, reflecting cumbersome refund and offset