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Executive Summary

The purpose of this DFA is to provide an understanding of the relevance and variety of
resources that Armenia could mobilize to finance its development priorities . This is the first
attempt to systematically map all the development finance flows and identify SDG financing
opportunities and challenges. This assessment provides general guidance for the future
mobilization of Armenia's domestic, external, public, and p rivate resources. The UNDP
Development Finance Assessment (DFA) is a tool to identify opportunities to mobilize additional
finance sources and use existing financial resources more efficiently to achieve the Sustainable
Development Goals (SDGS. The DFA offers support for governments and their partners in
identifying and building consensus around priority solutions to address these vital challenges.

The Armenian Financing Landscape

Armenia’s first DFA assesse d the country's SDG financing architecture . It addresses critical
knowledge gaps around the country's volume and trends of available development finance

considering current SDG progress and the impact of the COVID-19 crisis. It provides the context

analysis to implement priority SDG financing reforms. F inally, it aims to inform progress towards

adopting an Integrated National Financing Framework (INFF), supporting cohesive, nationally

owned sustainable development strategies, as per the Addis Ababa Action Agenda. The emerging
picture of the financing flo ws analyzed in this assessment is summarized in the figure below.

The main finance flows analyzed by the DFA

Last value (USD mln) % of GDP (2020)
e —
Domestic State Budget Revenue 3,191 - 25.2%
Public —
Taxes and Duties 2,833 - 22.4%
—
Direct Taxes 1,167 . 9.2%
e
Indirect Taxes 1,249 . 9.9%
Other Taxes and Duties /\ 416 I 3.3%
/
Other Revenues 250 I 2.0%
Official Grants N — 109 | 0.9%
Domestic Debt . 1,915 B 2%
International External Debt e 6,053 _ 51.2%
Public
ODA ~— 420 I 3.1%
00F _— 225 | 1.6%
International FDI 254 1.9%
Private
Remittances 1,842 10.8%
Domestic Private Lending /—-v/ 8,213 _ 64.8%
Private
Banking Sector Loans /—'\—/ 5,439 _ 43.0%
MSME Loans N 2,559 I 202%
Corporate Bonds —_//_ 216 I 1.6%
Private Investment ——— 1,629 - 12.9%
PPP -~ AN 50 0.4%
2011 2020



The structure of the financial flows measured by the DFA

Domestic Public
5,106

Non-concessional Loans
2,914 External Debt

C28 International Public
. 6,698
Concessional Loans
3,139
Total
- QOF 23,793
memm ODA
420
Banking Loans Private Lending Domestic Private
5,439 8,213 9,893

MSME Loans
2,559

e COTpoOrate Bonds International Private
2,096
—PPP

. Private Investment
1,629

Remittances
1,842
FDI

254

The development financing mix measured in Armenia offers significant  opportunities and

challenges for the government. The total volume of the flows measured accounted for USD
23.793 bin in 2020. Almost one-half (49.61%) of the total comes from the public side. A

significant part of it (28.15% of the total) is international public finance, and the vast majority is
international external public debt. AlImost one -third of the development finance resources used
in the country come s from sovereign external public debt . The diagram shows the low amounts
of private investment mobili zed by the country. Total domestic and external investment
(including FDI and PPPs) accounts for only 8% of the development finance measured .

General Trajectory of the development Financing Resources Measured

CWh Y Domestic Public

XYL International Public

LR LX) Domestic Private

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Already prior to COVID -19, > 5 0 & 1 availalBe development financing was increasing too
6/ 2:/ < 72 0&&7 7+& $ 2 8The& éormpostion of the! fihaBcind hix slightl %6 k
changed, showing increased participation in public finance. This trajectory seems

Development Finance Assessment Armenia



Development Finance Assessment Armenia

counterintuitive in an economy in transition. The participation of the private sector in the
financing mix decreased from 55.22% in 2011 to 50.39% in 2020. The highest growth was
recorded for international public finance. Its participation in the total mix rose from 26.12% to
28.15%. This is explained by the increase of external debt from USD 3.725 bin to USD 6.278 in
this period.

International comparisons show that Armenia's performance managing these flows is a little
above average of different refe rence groups . The comparative analysis of the flows measured
shows that Armenia measures almost identically to the average performance of Eastern Europe,
the Caucasus & Central Asia region, and the uppermiddle -income country groups. However, the
distance measurements to the top -performing countries in each comparative group show that
there is significant room for improvement, especially if compared to the same income country
group. These comparisons from different countries and socio -economic situations ar e not linear,
and the differences presented here are only for indicative purposes.

Comparing Armenia’s results with  top perform ers in both reference groups

Distance to Regional Distance to Upper-Middle
Best Performer Income Group Highest Value
— M Armenia H Armenia
‘
TaxRevenue Best Performer Highest Value
GrossDobt —
oDA W a
OOF \J\'/- 4 |
pomestic Credit /~/ 1
to Private Sector
Domestic \,_-. _
Investment i
FDI \'\,h |
Remittances ,\,’.
2011 2020 0 20 40 60 80 0 20 40 60 80 100 120
The government will need to increase the availability and the quality of the information to

manage theseflows .+ & (29&510&17 +!6 6&9&5!'/ w#/, 1% 63276X%x

available for some flows (NGOs, PPPs, Inclusive Finance), or the ones available are incomplete
or inconsistent to make quantitative assessments or international comparisons. In other cases
(FDI, ODA, OOFs), evidence was taken from international sources, which does not fully coincide
with the official data. It was impossible to estimate the current alignment of public flows with
country priorities in almost all cases. The government must develop more robust monitoring and
reviewing systems to support evidence -based management of these strategic resources. This is
one of the main recommendations proposed in Chapter 6.

The challenge of financing sustain able development in Armenia

Armenia made significant progress in implementing public financial management reforms to
improve fiscal discipline, efficient use of public money, and improved public services
However, as the public sector is not using long -term planning instruments to guide the long -term
vision and reforms in the country , fragmented efforts arising from different processes proliferat e
making it challenging to visualize national strategic priorities and reducing their credibility .

The National Budgeting System is supported by robust macro framework instruments
However, significant public expenditure disconnects with key priorities also translate to the
budgeting process. There are sufficient indications to suggest that the problem of n ot reflecting
strategic priorities in the national budgeting process may be systemic . In this context, the lack of
regular assessment of the impact and efficiency of budget programs is an additional element to



limit the development impact of public expenditure.

Economic governance and corruption were persisting issue s in the public administration of
Armenia for many years . The "velvet revolution” brought about many significant, positive
changes. However, there is still a significant deficit in the implemen tation of the anti-corruption
policies and more decisive action is needed to accelerate private sector development and
international investment flows.

Main Findings and Action Areas Identified by the DFA

Public finance and main financial flows

The public finance sector in Armenia is comparatively small and well managed . The ongoing
adverse effects of the dual crises of COVID-19 and hostilities in and around Nagorno -Karabakh
in September-November 2020 posed significant challenges . However, is expected to return in
2022, and there are signs that the Armenian economy has already entered a recovery phase .

The main factors that generate public expenditure inefficiencies should be further analyzed

The improvement of public expenditure efficiency is neede d to create room for reallocating

resources to high priority areas, including ensuring an adequate social safety net. The PFM
Strategy targets the primary sources of public expenditure efficiency; however, a new Public
Expenditure Review is heeded to analyze the factors that generate systemic (wage management)

and sector (education, health, social) inefficiencies .

However, there are other areas where the issues are  known and for which action is needed.
The size and breadth of the SOE sector is a legacy of the former Armenian Soviet Socialist
Republic. SOEs negatively impact macroeconomic performance and do not contribute enough to
the economy because of low profitability, high leverage, and low liquidity . The public
procurement transformations of the last decade, still require deeper reforms to provide
transparency and generate more inclusive access, especially for SMEs

There are significant opportunities to improve the management of the individual public
finance flows analyzed . The DFA analyzedthe following flows (i) government revenue, (ii) public
debt, (iii) official development assistance, and (iv) public climate finance. A summary of the
recommendations to improve the performance of these financing flows is provided in the
Implementation Plan proposed in Annex 1 and condensed in the table below.

i Rationalize and simplify the use of planning instruments and align them with the
new Armenia Transformation Strategy 2020 -2050 (ATS).

9|  Design an Integrated Financing Strategy (IFS) to mobilize the resources needed
to provide feasibility for the ATS. Set financial targets and an action plan for the
IFS for 2026 and 2030
Address Strategic Planning and

Budgeting Coherence I Mainstream the SDGs in the national budget process to resolve chronic planning

and budget allocation disconnects and consolidate fiscal discipline

I Complete the upgrade of the GFMIS and other PFM tools to consolidate program
and performance -based budgeting

9 strengthen PFM Strategy formulation and future PFM reforms by embedding SDG
based policies

9 Improve the evidence base to reduce public expenditure inefficiency (a PER to
map public expenditure inefficiencies , a system to measure the alignment of tax

Improve Efficiency and expenditures with the SDGs)

Effectiveness of i A medium-term plan to eliminate known sources of public finance inefficiency
Public Expenditure (SOE losses, see public/private space)

i Refine the public procurement system legal and regulatory reforms and provide
more inclusive access to SMEs to ARMEPS

Development Finance Assessment Armenia
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9 Introduce a strategic planning dimension to Government Revenue reforms (a
medium -term fiscal and revenue strategy , reduce the informal economy , revenue
administration )

i A short-term plan to rationalize the use of Tax Expenditures (review the cost-
benefit of the various tax privileges and exoneration regimes )

Policies to improve 9 Along-term strategy to manage public debt (fiscal consolidation, SDG orientation
manage ment of to reduce costs, explore DNS or buybacks, prioritize debt use in essential areas)

individual flows Lo . e
I An ODA management strategy (prioriti zing domestic resource mobilization

capacity development , aid multiplier effects. blended finance mechanisms).
Expand ODAusing new mechanisms (aid for trade and results -based aid)

9  Design and implement a Low Emissions Development Strategy (a Climate Change
Financial Framework, accountability and transparency on CC expendtures,
increased participation of CSOs)

Private finance and main financial flows

Q+& $28175<v6 5&$&17 %&9&/230&17 6+2:6 6, (1,
the economy. Despite the challenging geographic and geopolitical conditions, the country has
made significant progress in improving its insertion in the global trade markets. Consequently,
exports of Armenian goods and services have been expanding rapidly. However, despite
>50&1,!'v6 28767! 1%, 1( &$%$2120, % I $+, &9&0&176n
compared to the region or other peer countries .

The opportunities for improving the management of the individual private finance flows
analyzed are ex citing. The DFA analyzedthe following flows (i) private finance, (ii) financial
inclusion and MSME finance (iii) public private partnerships (iv) foreign direct investment, (v)
diaspora economy and personal remittances, (vi) private philanthropy and CSO financing. A
summary of the recommendations to improve the performance of these financing flows is
provided in the implementation plan proposed in Annex 1 and summarized in the table below

I  Develop systems to measure the alignment of private investment with the SDGs
and national priorities (banks, institutional investors)

Long term, policies to develop 9 Assess the opportunities for Armenia for attractin g SDG oriented investments
and promote new private implementing results from SDG Investor map

investment areas o )
I Along-term strategy for FDI development in high potential areas that may take

over a decadetogether and ashort-7 & 50 wCAF 5&92/ 87, 21x
direction of this flow (modernize legal and regulatory, focused promotion)

9 A policy to reduce credit risks and user costs and to improve alignment of
banking institutions with the SDGs and national priorities

A medium-term plan to develop the national financial markets improving access,

Policies to Expand Individual depth, and efficiency

Private Flows A Financial Inclusion Strategy to support the implementation of the 2020 -2024

SME Sector Development Strategy

i Integrated policies to increase the development impact of seasonal work and
remittances and open more opportunities for the diaspora

Public -private collaboration

This DFA also identified good opportunities for interventions to extend the development
impact inthe public -private collaboration space. There are significant opportunities to improve
how public and private actors collaborate around the 2030 Agenda and how they act to promote
economic gains and sustainable, inclusive private finance. The DFA identified op portunities to
enhance the policy environment, strengthen incentives and deepen public -private collaboration
to pursue this objective. The main areas identified relate to (i) the consolidation of the market

Vi

$! 1°
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transition and the enabling environment for priva te sector development, initiate and extending
the use of innovative finance mechanisms (blended finance, results -based financing, and impact
investment), and the effective use of PPPs to address infrastructure development constraints.
The recommendations for improvement in this field are provided in the implementation plan
proposed in Annex 1 and summarized below.

9 Address short term legal and regulatory reforms (insolvency, minority investors)

I A medium-term plan to finance investments to remove infrastructure and other
significant binding constraints

9 Improve results of ineffective policies
(skills of the workforce, quality of TVET, anti -corruption)

9 Improve access and quality of domestic finan cing for the private sector

Develop a plan to sequence the privatization of SOEs, liberalization of markets,
and plan the closure discontinuation of some SOEs.

Improve the remaining SOE governance with clear short -term targets
(profitability, leverage, and liquidity)

Develop a PPP drategy to provide a more strategic, risk -balanced, and
transparent use of PPPs to address critical infrastructure constraints.

Develop and implement a blended finance policy to leverage private commercial
capital for strategic goals of the IFS

Develop appropriate "ecosystems" of policies to attract impact investments and
innovative approaches for CSO investment

Develop PPPDs to cafinance and leverage resources for priority projects with the
nonprofit sector

Develop and test innovative finance mechanisms to raise funds with the diaspora
(like SDG diaspora bonds) for SDG investment areas

The gradual improvement of the enabling environment for business development and
Armenia’'s international competitiveness is the main priority . Addressing some of the most
problematic issues does not require significant investments as they are mainly related to legal
and regulatory refor ms. However, removing some of the binding constraints require investments
for which the government needs to apply a strategic and integrated financing approach. There
are also some areas where the government should strengthen public policies that are not
producing the desired results . The country still has ample room for improving the domestic
financing conditions for the private sector , which repeatedly appears as the most important
constraining factor for private sector development.

Suggested Next Steps:

Although the current conjuncture is tight, the prospects for Armenia are very up-and-coming.
Medium and long-term prospects are very positive, and h once achieving some negotiated
solution is to formalize the resolution of the main international conflicts, the Armenian economy
could expand significantly and produce some of the highest real growth rates in the region. The
Government Program 2021 -2026 (GP) estimates that this growth should be over 7% annually
from 2022 onwards. Still, the country could even aspire at reaching double digits if the right
policies are executed.

The findings of this DFA can be used to develop an Integrated National Financing Framework

(INFF). This is a planning and delivery tool to help countries overcome e xisting impediments to
financing sustainable development and the SDGs at the national level. It lays out the full range of
financing sources h domestic public resources, aid and development cooperation, and domestic
and international private finance h and allows countries to develop a strategy to increase

vii
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investment, manage risks and achieve sustainable development priorities as identified in a
$28175<v6 1!'7,21!'/ 6867!., 1! #/ & %&9&/ 230&17

The overarching idea is that the recommendations of this DFA  would produce maximum results
if implemented with a systemic approach that integrates the opportunities in the public and private
spaces. The implementation of the recommendations of this DFA will have maximum impact if
they are planned with a systemic view. Instead of adopting scattered, isolated interventions to
address individual parts of the problem, a systemic approach would allow to take advantage of
all the possible synergies and cross-cutting benefits of the policies implemented. This approach
will produce the maximum results with the capacities and resources available in Armenia.

The Building Blocks of an Integrated National Financing Framework
Financing
needs

Coordination
tools

Financing
landscape

Risk

Institutional assessment

mechanisms

Binding constraints

Policies for

Review and public finance

accountability

Policies for
private finance

Monitoring
for results Policies for
non-financial mol

Developing an integrated national financing framework  should be a country -led process that
requires an inclusive approach . Government policymakers must be in the driving seat during
this process to determine the financing objectives of the strategy. This leadership is essential as
the process will require considering different synergies and trad e-offs or addressing the full range
of financing sources and their contributions to the desired goals. It is essential to involve many
stakeholders (government and non -governmental) from the outset to bring different perspectives
and foster integrated thin king. INFF building is an iterative process to develop the four building
blocks shown in the figure above. This DFA can be cosnidered as the completion of the

Assessment and Diagnostics Phase. The DFA also provided a baseline and significant elements

to start the other three's development . The roadmap proposed in Chapter 6 shows the
recommended approaches to develop the other building blocks of an INFF in Armenia :

Financing Strategy . The development of an Integrated Financing Strategy is the recommended
next step to facilitate the establishment of an INFF in Armenia . The strategy should be designed
to provide feasibility to the national development priorities in Armenia : the new Armenia

675! 7 &(

Transformation Strategy 2020 -2050 (ATS) and the Government Program 2021-2026. This DFA

provides sufficient analysis to structure the design of the strategy. These are summarized in the
Implementation Plan proposed in Annex 1.

Monitoring and Review Systems. These systems will provide significant benefits to managin g
development finance in Armenia. The lack of quality evidence and information is a common

binding constraint that affects most individual financing flows analyzed. These systems provide a

w$21752/ 3! 1&/x 72 021,725 7+ & tegy Bhis RA&Idoprovides2 1 2' 7 -

sufficient contextual analysis to support the design of these systems , and a roadmap to develop
them is provided in Chapter 6.

Governance and coordination . The leadership required to build and manage an INFF will demand
new roles for the government. The government will need to develop the capacity to conceptualize
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this strategic approach and apply policies that reflect the importance of many interconnected
reforms. This is a significant challenge in Armenia because implementing these frameworks
transcends the mandate of a single government institution . The search for an institutional
solution will require exploring managerial and institutional innovations since the ¢ oordination
of highly cross-cutting policies is one of the areas where the governance system in Armenia
has shown greater difficulty in providing coherent and effective responses . Initial approaches
to analyze possible solutions are also provided in Chapter 6.

The ideal approach would be to allocate the principal responsibility for the INFF
development to a high -level executive office . There will be a need to find robust mechanisms
72 &1685& #27+ u9&57, %! /v /[, (-ledmpdl/$#&B: BR&W®
alignment between operational policies focused on different themes or financing types to avoid
contradictions and ensure complementarity. This type of leadership could be provided only by
the PMO or the Deputy PMO in Armenia The INFF implementation plan should ensure sufficient
technical support to develop the technical capacities needed to implement the actions required
by the financing strategy.

To implement these new frameworks , some improvements to the current capacities of the
government will be necessary. Implementing the INFF Financing Strategy could be an organic
challenge for any government agency. The multiple coordination activities required by its
programs do not correspo nd to the mandate of the Directorates of critical ministries like the MoF
or the MoE. They will require informed decisions at the highest level of the Ministry and PMO. One
solution could be to strengthen the technical capacity of the top executive offices of the
government to establish the appropriate management and monitoring support systems to
facilitate their tasks.

The DFA is a tool to set in motion or support an already ongoing process of institutional
change towards improved country development fina  ncing. The proposed recommendations
are expected to inform discussions across the Government of Armenia on these critical strategic
matters and decide further action. The agenda demands systemic reforms and involve s a broad
range of areas, from public sector reforms to good governance and strengthening the
management capacity of the central government and line ministries. The implementation of th is
roadmap could be complemented with the definition of a support program from the UNDP to
develop and implement INFF under the leadership of a designated government agency .

u+25258
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CHAPTERL1

Finding a new financing paradigm in Armenia

1.1 Macroeconomic Outlook

Armenia is a stable and growing economy that needs a further boost to take off. Armenia is

an upper-middle -income country with a population of around 3 min. After the collapse of the

P29, &7 R1,21n 7+& $28175<v6 DAM 6+5! 1. %51 0! 7, 8!/
The development of GDP is presented in Figure 1. The country transitioned to one of the poorest

countries in the region. Armenia entered this transition as the second poorest country in the
Commonwealth of Independent States (CIS) in terms of GDP per capita. However, since its
independence, the country has had a relatively stable growth and reached more than 12 bin USD

GDP level in 2020, resulting in more than four -fold growth (1992 -2020).

Figure 1 GDP growth rate and GDP per capita

a. GDP real growth (%) b. GDP per capita (USD)
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Source: Statistical Committee of the Republic of Armenia.
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conditions and weaker economic growth when compared to the 2000s. During 2001 -2008 the

economic growth was mainly driven by the construction boom. The average economic growth in

this period was 11.2% and decreased to 4.7% in 2011 -2019. Thiswa6 %8 & 72 7+& w$21 a8
of resources to maintain the former model of the economy and the slowdown in world economic
growth after the severe shock caused by the global financial and economic crisis. After the crisis,
drivers of GDP growth changed, and export became the main contributor to the output growth.
Private consumption strongly supported by the inflow of remittances was another key factor.

Development Fhance Assessment Armenia



Development Finance Assessment Armenia

During the considered period, Armenia maintained a remarkable level of macroeconomic

67! #,/,7< %&63,7& T7+& $28175<v6 &Ardehié 8Mtllked @2 6 &9 &!

regional crisis in 2014 -2015. In addition, the drop in commodity prices in internati onal markets
and shocks to the economy which led to a significant devaluation of the Armenian dram. All these
events slowed economic growth. Like most countries, Armenia also had to endure a significant
macroeconomic disruption due to the COVID-19 pandemic, resulting in economic activity
restrictions in 2020. This negative impact was aggravated by the sudden large-scale military
hostilities in the Nagorno -Karabakh conflict area between September and November 2020.

The country managed to keep inflation rate s low during this whole process. Figure 2 shows
that the policies applied by the Central Bank of Armenia (CBA) during this period ensured a low
inflation environment under conditions of stable exchange rate behavior and price developments
of international food products. The average 12-month inflation rate was 2.6% during 2011 -2020.
To address the negative impact of the pandemic in 2020, the Central Bank of Armenia (CBA)
reduced the refinancing interest rate by a total of 1.25 percentage points, pursuing a s timulating
monetary policy. However, since December 2020, inflation has significantly increased (reaching
6.2% in April 2021) due to the national currency devaluation and the inflationary developments

in international food products, to which the Central Ba nk of Armenia immediately responded by
raising the refinancing interest rate by 1.75 percentage points setting it at 6%.

Figure 2 Selected monetary policy indicators

Central Bank Policy Rate Inflation Exchange rate
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Source: Central Bank of RA, Monetary and Financial Statistics,Real and External Sectors Statistics

Financial intermediation has significantly increased in recent years. In 2011, the loans/GDP
ratio was only 34%, while in 2020, it reached about 67%. This growth of loans was stimulated by
the reduction of interest rates, the simplification of financial terms, and the increase of
competition between the commercial banks of RA. However, after the hostilities in and around
Nagorno-Karabakh in 2020, there was a significant slowdown in loan growth rates, mainly driven
by increased uncertainty in the country and the more conservative behavior of banks.

Economic Development

During the last decade, the main driving force of economic growth was domestic
consumption, with a marked decrease in national and foreign investment. The consumption
boom was fed by the increase in financial intermediation and the significant increase in consum er
loans, while the share of investments in GDP decreased. In 2020, private investments in GDP
were 16.6%, compared to 30.6% in 2011. Data in Figure 3 shows that t he percentage of foreign
direct investments (FDI) decreased from 6.4% to 0.9% of GDP. The share of capital expenditures
in the state budget was also low. Public investment to GDP ratio decreased by one percentage
point compared to 2011, reaching 3.7%. 'P8 #6 &4 8 &1 7/ <n >50&1, ! v6
still dominated by domestic demand, despite a positive impact of net export on GDP growth.
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Figure 3 FDI and public investment
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Figure 4 Supply and demand share in GDP
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Significant changes in the structure of the economy occurred during the last decade. Data in
Figure 4 shows that real GDP growth was mainly driven by services and manufacturing sectors,
while the agriculture sector contracted. The main contributions to GDP growth are summarized
in Figure 5. The role of the service sector increased to 40,1% of GDP in 2020. In 2016 -2019 the
average contribution of services was 2.9% compared to 1.8% in 2012 -2015. The average
contribution of the manufacturing sector increased from 0.3 to 1.1 percentage points during the
same period. The main drivers of this growth were food and tobacco and other non -metallic
mineral products. In 2019 contribution of the mining sector was also significant, about one

percentage point, and in 2020, despite broad -based declines almost in all industries, mining has
contributed positively to the growth. The most notable decline was in the agriculture sector. In
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2016 -2019 the average contribution of services was 1.7% compared to a negative average of
0.8% in 2012 -2015.

Figure 5 Average contribution to GDP growth (%)
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These growth rates declined due to the negative impact of the COVID  -19 pandemic that
started at the beginning of 2020 . Movement restriction s were imposed by the RA government
in March 2020. The marked decline in the economy is visible from April 2020 onwards. Data in
Figure 6 shows the evolution of the same indicators described in Figure 6 and the relative impact
of the 2020 crisis in each case. The economic recession hit the hardest on the service sector and
also materialized in a decrease of the reduction in other sectors of the economy and a reduction
in domestic demand and exports. In any case, the mitigation measures applied by the
government seem to have managed to contain the potential negative impacts of this crisi s.

Figure 6 Contribution to GDP growth (%)
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Government measures to compensate the impact of the COVID crisis generated significant
pressure on public expenditure. The government response package included a variety of
economic and social programs, lending mechanisms and additional measures to attract private
investments. The investment made by all these measures is summarized in Table 1. The total
estimated cost of the package is in the range of 2.7% of GDP, which shows the significance of
these efforts, especially in a year where fiscal revenues were also challenged and contracting.



Table 1 COVID response and recovery measures in Armenia in 2020 (AMD bln)

April 2020
(Intended)
AMD bln % of GDP
Total measures 150.0 2.4
Total expenditures 70.0 1.1
Economic programs 30.0 0.5
Social programs 30.0 0.5
Reservs 10.0 0.2
Health programs
Total lending 80.0 1.3
Lending for economic support
Lending to Artsakh Republic
Measures to attract private investments 80.0 1.3

Tax measures

Profit tax returns

December 2020
(Actual)
AMD bln % of GDP
165.0 2.7
75.0 1.2
13.0 0.2
26.0 0.4
36.0 0.6
32.0 0.5
19.0 0.3
13.0 0.2
58.0 0.9
58.0 0.9

Source: Ministry of Finance of RA, 2020 budget execution report and DFA team calculations

Social Development

Since independence, Armenia made remarkable progress in human development.

Human Development Index (HDI) value for 2019 is 0.776i
human development categoryi positioning it at 81 out of 189 countries.

$ 2 8 1 7HDk vakie increased from 0.654 to 0.776, an increase of 18.7%k
significant progress in each of the HDI indicators from 1990 and 2019 : (i) life expectancy at birth
increased by 7.2 years, (i) mean years of schooling increased by 1.2 years and (iii) expected years
of schooling increased by 22< &! 56 k >50&1,

between 1990 and 2019. 2
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which put the country in the high

Since 1990, the
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3 & 5167.% peBent !

Until the outbreak of COVID-19, Armenia was making significant progress in reducing

poverty. The total poverty rate was reduced from 54% in 2004 to 26.4% in 2019. These figures
are also altered by the significant migration outflows that accelerated after the global crisis of
2008 and the high level of personal remittances, which in 2019 accounted for 11% of GDD.
Poverty distribution also shows substantial regional disparities and a significant divide between
rural and urban realities. Job creation mostly happens in urban areas, especial ly the capital
Yerevan, and is very limited in rural areas, except for agriculture, which is often at subsistence
levels. Children face higher poverty rates than the rest of the population, with every third child in
$+,/ %5&1vE6

Armenia living in poverty . Poverty direc7 / < |

learning, success in school, opportunities for non - formal learning, and play 3.

In the environment of relatively weak economic growth, the polarization of household
income increased after the glo bal economic crisis, despite the decline in the poverty rate

2008 -2019, inequality for the entire population increased more than aggregate consumption in
the total income index. Data in Figure 7 indicate that inequality indexes measured by the Gini
coefficient explain that the polarization of the people in Armenia is more profound in terms of
income distribution than that in terms of consumption distribution. In this regard, the level of

disproportional regional development is high.

2 UNDP (2020¢)
3 UNICEF 020)

/
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Public spending to remediate these situations has been insufficient . For example, in Armenia,
public expenditure on education and health was about 2.3% of GDP in 2020, much lower than
the average among ECA countries. Social protection expenditures around 6.9% of GDP in 2020
are also low compared to countries in the ECA region. The highest proportion of spending goes to
pensions, and less than one-third goes to social assistance. Thus, labor market programs and
social services need more attention. *

Figure 7 Social development indicators
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Source: DFA Team calculations based on official data from the Statistics Committee of RA, Poverty

There are still significant opportunities for building a gender -inclusive and regionally
balanced development model. Armenia ranks very low (114 of 156 countries) on the World
B$2120,$ C2580v6 D/ 2#(2020). Meabresl by tHxs! tBe cdudtryo Berforms
much better in education attainment (46) and economic participation and opportuni ty (96) but
also remains at the lowest levels in political empowerment (132) and health and survival (150).

Even though gender inequality -related issues are improving, there are persisting issues
limiting women's full economic potential in the economy. Wo0 & 1 \e@ployment is 11.1
percentage points lower than that of men and working women earn 28.4% less than men
(adjusted gender pay gap).® Armenia is undergoing significant demographic changes. The
population of Armenia is shrinking and ageing. In 1990, the country's population was 3.5 min,
which was reduced to around 3 min in 2020 due to continuous migration. The rising share of older
adults, the lack of qualified workforce and related issues put a lot of pressure on the government,
which need to implement respective reforms in these areas.

Environmental Development

Armenia is exposed to substantial natural hazards and climate change risks. Climate change
represents an increasingly important chall enge to Armenia. This landlocked mountainous
country with vulnerable ecosystems had to endure frequent landslides, floods, and other natural
disasters that negatively affected infrastructure, agriculture, water resources, energy and
forestry. Moreover, the country is exposed to a high risk of earthquakes, landslides and mudflows,
and hydro-meteorological hazards. The intensified extreme weather conditions coupled with
droughts (over recent decades) negatively impacts agriculture. The predicted decline of wa ter,
degradation of land, and deforestation will also negatively influence the agricultural sector and
other sectors of the economy. Consequently, Armenia increasingly needs to adapt to these
impacts and make itself more climate resilient .

Despite its relatively small emissions footprint, Armenia has been actively supportive of the
global efforts to reduce emissions. >50&1, !'v6 $855&17 &0,66, 216
for only 0.02% of global emissions. Energy (including fuel combustion from transport ) has been
the primary source of its GHG emissions since independence, but its share decreased from 88%

4 Source: SUSTAINABLE DEVELOPMENT GOALS REPUBLIC OF ARMENIA ,VOLUNTARY NATIONAL REVIEW REPORT, July 2020
5 UNWOMEN(2020)
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in 1990 to 64% in 2016 (Figure 8). On the other hand, emissions from agriculture grew from 8%
in 1990 to 22% in 2016. Industrial emissions increased fro m 2% in 1990 to 8% in 2016 and
wasted emissions from 2% in 1990 to 6% in 2016. ¢ Armenia ratified the UN Framework
Convention on Climate Change in 1993, the Kyoto Protocol in 2002, the Doha Amendment to the
Kyoto Protocol in 2017 and the Paris Agreement in 2015 in May 2019. Armenia also ratified the
Kigali Amendment to the Montreal Protocol to phase down HFCs.

These intentions are reflected in the country’s international commitments to develop a
green economy. The country’s Nationally Determined Contributi ons (NDC) for 2015-2050
pursues economy-wide mitigation measures to achieve per capita net emissions of 2.07 tCO2eq
in 2050. Armenia is also proposing to double its share of renewables in energy generation by
2030. In 2021 Armenia updated its NDC and adopt ed a ten-year implementation period (2021 -
2030), maintaining its 2050 mitigation goal and proposed to reach a 40 % reduction below 1990
emissions levels by 2030.

Figure 8 CO2 emissions (tons)
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To achieve its goals and meet the NDC commitments, Armenia adopted several policies.

These include the development of renewable energy generation, specifically via expanding solar

energy, and the promotion of ener gy efficiency measures in industrial and residential sectors.

The Energy Sector Development Strategic Program intendsw7 2 , 1$5&! 6& 7+& 6+! 5&
generation in total to at least 15% or 1.8 bin. T + # < . BeXdraKlggislative and regulatory

reforms have been implemented in recent years, aimed at the development and comprehensive

upscaling of renewable energy sources.

Armenia is taking the first steps towards improving financial/budgetary frameworks in
climate change and providing a better connec tion between climate change policy and the
budget . Armenia has well-developed PFM budgeting systems, which are well adapted to sectoral
development policies, where institutional -level responsibilities for project results and financial
management are mainly concentrated in specific sectoral agencies. Due to the cross -sectoral
nature of climate change and adaptation issues, the state policy on climate change is primarily
enacted through various programs implemented in different sectors. In recent years, measu res
have introduced climate change mitigation and adaptation as a component of national
development policies. However, the cross-sector nature of climate -related policies poses
significant challenges for the capacity of existing systems .

Development Finance Assessment Armenia
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CHAPTERZ2

The challenge of financing sustainabl e
development in Armenia

Armenia embarked on ambitious reforms, transforming the economy, society, and the
government. The critical policy measures so far have included liberalizing prices, trade tar iffs,
and the exchange rate, opening up the economy to private initiative and international trade,
reducing the rates of direct taxes on businesses and households, reducing the role of the
government in economic activity, and commencing civil service refor m. In addition, the state's
role is being restructured so that the government's control of factor markets and ownership of
productive assets is gradually reduced. In contrast, its role in ensuring robust competition,
prudent regulation, and delivery of hig her quality of education and social services is enhanced.

The country made significant progress in implementing public financial management
reforms to improve fiscal discipline, efficient use of public money, and improved public
services. Armenia entered the COVID-19 crisis with relatively solid macro -economic
fundamentals, characterized by fiscal soundness and a controlled path for government debt. In
addition, a succession of tax reforms has streamlined tax policy and administration and reduced
several tax rates without jeopardizing government revenues. As a result, budget processes and
fiscal reporting coverage, quality, and transparency have improved. The RA fiscal rules define the
link between the debt level and the fiscal policy, conditioning the gove rnment's fiscal response.

2.1 The National Planning System

In Armenia, the public sector is not using long -term planning instruments to guide the long -
term vision and reforms in the country.  The country does not use tools like long term planning
instruments that could provide coherence to the planning made by different sectoral and cross -
cutting areas. There were attempts to carry out this type of planning , for example, the Armenia
Development Strategy (ADS) 2014h2025 was approved in 2014. Still, it was not fully utilized to
guide national planning and budgeting. It is envisaged that the ADS will be replaced by the
Armenia Transformation Strategy for 2020 -2050 (ATS), which will also align national
development goals with the SDGs. This could become a fundamental, long -term strategic tool of
socio-economic development in Armenia. It was expected to be ready in 2020 but was delayed
because of the Covid-19 pandemic and the hostilities in 2020 and has not been released yet.

To compensate for the absence of long -term planning, fragmented efforts arising from

different processes proliferate . A UNDP's ongoing mapping study reviewed 168 approved
strategic documents and concluded that the government uses 125 strategic planning documents.
From these, 105 are medium-level strategy documents, and there are also 20 budgeting
programming strategies. A deeper analysis showed how this proliferation generated an
impressive array of planning tools (programs, concepts, and strategies), each proposing their own



goals, objectives, measures, and outcomes as described in Figures 9 and 10. The illustration s
show the distribution of strategic documents according to a sector or cross -cutting priorities. ’

Figure 9 Distribution of strategic documents 8

Strategic
Documents

Objectives Outcomes

53 programs 98 253 984 279

10 concepts 26 58 86 25

61 strategies 169 568 1638 563
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Figure 10 Distribution of planning documents by sector
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The vision proposed in these documents is not incompatible, but it is not necessarily
coherent, nor does it reflect a strategic prioritization. The strategic coincidences of these plans
are rather fortuitous and generally pose complementary, but not necessarily compatible, visions
of the future. Political factors that negatively affect its implementation can also be detected, such
as when a line ministry attributes national planning powers that exceed what should be their
institutional mandate and its ability to budget or execute the actions proposed in those strategies.
The ongoing UNDP mapping is measuring severalpotential issues that might be happening:

Logical coherence and scope when integrating all existing strategic documents

Approximation of policy scopes of strategic documents developed with different approaches and
principles and the presentation of those scopes in the same format and comparability

There is a need to simplify compliance of budgeting programs with the implemented policies, and
to review the links between separate strategic documents and the budget

Identify various policy overlaps

TRKAM a\ X\ [ ¥n wJ! . ,1( C,1!/1%$& T25. '25 Q5!/16'250!/7,9& @+!1(& ,1 >50&1,!

8 This distribution does not include the Government Progra m
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Identify sectors that do not have clearly defined strategic targets

Identify gaps and opportunities for improvement in current budget programs in terms of policy
links, create a basis for harmonization of policies and budget programs

The proliferation of strategies makes it challenging to visual ize national strategic priorities
and reduces their credibility . The proliferation of instruments reveals lack of coordination and
hinders the work of monitoring and transversal execution of government actions. Furthermore,
this is a significant obstacle t 0 ensuring its correct financing, especially when promoting private
investment. An external investor would have difficulties in making investment decisions to be
fully informed about any potential contradictions from the many strategies. This complexity
lowers the added value of the strategic orientation that these individual instruments could add
and their credibility with the market. The IMF PIMA assessment conducted in 2018 pointed out
the inconsistency of planning documents with investment decisions as a priority area for reforms

2.2 The National Budgeting System

The Law on the Budgetary System of Armenia regulates the process for establishing the
annual budget ; according to it, the draft state budget is composed of the Budget Message of the
government and the draft Law on the State Budget. In addition, the draft state budget includes
an explanatory note aiming to justify the revenues, expenditures, deficits, and other financial data
related to the draft budget. The annual budget process starts with the app roval of the prime
minister decree on the Start of the Budgetary Process of the Republic of Armenia. The decree
establishes the budget calendar and the two phases of the budget process

The first phase defines the steps to be taken to draft the Medium-Term Expenditure Framework
(MTEPR, and the second the elaboration of the draft annual budget. The budget calendar is
comprehensive and covers the entire process, from drafting the macroeconomic forecast to
submitting the draft state budget to the National Assembly.

The second phasebegins with preparing the expenditure ceilings for drafting the budget proposals
available to line ministries following the government's approval of the MTEF. Consequently, line
ministries prepare and submit their budget requests, and then discuss and negotiat e budget plans
with the Ministry of Finance (MoF) and the government.

The government developed robust macro framework instruments to support the budget
process. The government approves a three-year MTEF annually by July 10 and submits the
approved document to the National Assembly. The MTEF document is well developed at both the
macro and budget policy levels and meets the requirements set out in the Law on the Budgetary
System. However, this submission is purely formal, and there are no deliberations on th e MTEF
at the parliamentary level. Moreover, the Law does not require the MTEF to be based on general
government fiscal aggregates'®. A Medium-Term Budgetary Framework is used and covers three
years. This is based on central government data only, and according to the baseline assessment,
the reliability of medium -term forecasts needs to be improved 10

2.3 Public expenditure disconnects with key priorities

In the absence of a comprehensive long-term strategic plan, Armenia's main strategic
planning instruments are the 5 -year Government Programs (GPs) . These programs differ in
their type from other strategic documents. These are more political documents, and their
structure does not entirely correspond to generally accepted planning practices and
requirements. On August 26, 2021, the Parliament approved the new GP 2021-2026, which
focuses on internal and external security, fighting corruption, socio -economic aspects, economic

9 IMF (2018)

10 Baseline Measurement Report key indicators : The Principles of Public Administration, Armenia, March 2019
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development, and territorial administration and infrastructure projects. However, the mapping
analysis mentioned above applied to the GP identified the following situations:

23.1% of the GP goals are not reflected in any of the strategies being utilized,
No outcomes or KPIs are defined for 27 of the 44 subdivisions of the program.
At least 8 of the significant goals proposed in the strategies are not reflected in the GP goals 11

These inconsistencies also translate to the budgeting process . Even thoughthe recent < &! 5v 6
state budget has been drafted and approved according to Program Budgeting formats, full
compliance of the strategic planning system to the program budgeting system is incomplete. The
strategic planning system mostly does not allow matching outputs with strategic objectives and

any roadmap to achieve those objectives. Many budget programs do not refer to the adopted
strategies or link outcomes to the t argets of objectives identified by those strategies. Moreover,
outcomes are presented in an imprecise manner and sometimes are not quantified. An initial

review of the 2021 Annual Budget Law shows that there are a few (apparently priority) national
objectives that are not at all reflected in the annual budget, for example:

Manufacturing . Ensure continuous increase in the international competitiveness of Armenia’s

manufacturing industry . Create three industrial zones and develop existing ones, ensuring
infrastructure and environmental excellence. Extend industrialization and production chain s as
much as possible, promoting the production of more complex and high -value products.

Sustainable Development and Green Economy. Ensuring preparedness of the economy for the
new, low-carbon energy reality; Creation of pre-requisites to keep natural resources in the
economic cycle for much more extended periods

Transport Create a unified route network that will allow all communities to enjoy transport
services; the quality of passenger transportation will improve together with oversight levels

There are sufficient indications to suggest that the problem of not reflecting strategic priorities in

the national budgeting process may be systemichis lack of coherence could be presumptive as
annual budgets can be modified to include the missing el#i However, a basic facheck shows

that many government goals and measures defined by the GP are absent in the budget. For example,
only 340 out of atotal of 579 measures proposed bythe GP are, to a certain extent, reflected in the

2021 Annual Budget Law. This means that 41% of the strategic measures proposed by the GP were
not budgeted.In addition, strategic planning is complicated by the lack of a hierarchy of national and
sectoral strategic plans and synchronization of planning horizons. A deaegassed in 2017 to
streamline strategic plans into three levels (comprehensive, mediawel budget program), but
further regulations and guidelines required to make it fully effective are lacking.

In this context, regular assessment of the impact and efficiency of budget programs
becomes essential . In the absence of a comprehensive framework of defined indicators, with
targets for outputs and outcomes, the system does not provide clear information on the
achievement of the intended results or a comple te picture of the progress of implementation 12
Budget programs regular assessment processes have not been introduced yet, which restricts
the possibility of evaluating the impact and results of budget programs. The 2019-2023 Public
Finance Management System Reform Strategy (PFM Strategy) foresees full implementation in
2023. The strategy targets the improvement of financial discipline, i.e. evaluation of quantitative
and qualitative output indicators of the programs financed from the state budget, by estab lishing
accountability mechanisms based on an input -output logical system.

11 These include areas like the policies for complete feeding in the field of food security of the population and Increase in th e level of food
independence, Conduction of constitutional reforms, Stre ngthening the rule of law by the use of a transitional justice toolkits, Reduction in
property rights violations with alleged violations presented to the European Convention on Human Rights (ECHR) and the Develo pment of
construction, promotion of new techn ologies, establishment of a favourable work environment and promotion of investments amongst others.

12J25&29&5n 7+&6& , 1%, $! 7256 !'5& 127 %, 6! ((5&(!7&%n 62 ,&u6 %, '',6,$8/7 72
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2.4 Economic governance

Corruption was a persisting issue in the public administration of Armenia for many years
Some improvements of business climate and marginal decrease of the pe rceived level of petty
corruption have been achieved due to simplifying regulations and introducing e -governance
tools. The most significant achievement since 2015 was the alignment of laws and institutions
with international standards (the adoption of the new laws on the Commission for the Prevention
of Corruption and whistleblowing, on Public Service and Civil Service, and regulations enhancing
corruption prevention tools, such as asset declarations )13 Other positive developments include d
procurement reform s and the introduction of e -governance.

While human and financial constraints were contributory factors, a deficit of political will

has been the endemic underlying cause of governmental inaction However, these efforts had
only limited i mpact, and corruption remained a problem in key areas of public administration,
such as the judiciary, tax and customs, health, education, military, and law enforcement.

The "velvet revolution" brought about many other significant, positive changes . The Civil
Contract Government resulting from the massive social protests in 2018 made significant
progress of anti-corruption efforts. The authorities have set out an anti-corruption strategy for
2019-2022 that aims to address conflicts of interest in policymak ing bodies, ensure judicial and
prosecutorial independence and integrity, and guide efforts to detect, investigate and prosecute
corruption cases. In 2021, the law on a single autonomous and central anti -corruption entity with
enhanced detection and investigative powers was approved. International rankings and
corruption trends show marginal change. In 2018, Armenia ranked 60 among 180 countries on
Transparency International's Corruption Perception Index and in 2020 jumped up to the 49
position. The scores for the World Bank's Quality of Governance (QoG) indicators throughout the
post "velvet revolution" period show improvements. This is especially notorious in corruption
control and voice and accountability indicators, as shown in Figure 11 below.

Figure 11 Governance indicators
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0.4 Violence/Terrorism

i

Regulatory Quality Rule of Law Voice and accountability

0.2

0.0

-0.2

-0.4

-0.6

-0.8

0.4

0.2

0.0
0.2
0.4

LA

2001 2007 2013 2019 2001 2007 2013 2019 2001 2007 2013 2019

Source: DFA Team calculations based on The Worldwide Governance Indicators

International assessments show that there is still room for improvement . According to the

13 oECD (2018)
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2019/20 Caucasus Barometer poll from the Caucasus Research Resource Center (CRRC)4the
court system was thoroughly distrusted by 25% of the population as opposed to 3% who fully
trusted it. Another challenge is the workload of courts that adversely affects the quality of judicial
decisions. Nevertheless, the government in October 2019 approved a Legal and Judicial Strategy
and Action Plan for 2019 h2024, which aims to achieve inde pendence and impartiality of the
judiciary, ensure the professionalism of judges and judicial servants, and improve the public
accountability the judiciary. The Venice Commission found that the Judicial Reform Package
"generally deserves praise" and that " most proposals contained in the Package are in line with
European standards and contribute to combatting corruption without, at the same time,
encroaching on the independence of the judiciary." 15

One way to facilitate this coherence could be to mainstrea  m the SDGs in different processes
of the budget cycle . Integrating the SDGs in the budget cycle generates an immediate
improvement of the system by starting a strategic budgeting process. Linking SDGs to the
strategic budgeting activities will strengthen t he SDG policy, planning, budgeting, execution,
monitoring and audit process. In addition, this approach can help the government identify and
implement strategic budget reforms across various contexts. This exercise is compatible and
reinforcing of current PFM reforms driven by the 2019-2023 Public Financial Management
Strategy (PFM Strategy). The application of SDG aligned processes is fully compatible with the
objectives of the PFM reforms (Box1). Many development partners (IMF, OECD, WB)and UN
agencies provide methodologies for embedding various types of SDGs in the budget cycle.

Box 1 k

Application of SDG aligned processes with Objectives of PFM 16

As PFM system traditionally aims to improve operational efficiency (value for money), allocative efficiency
(spending in line with budget priorities) and fiscal sustainability (maintaining public finances at a credible

and serviceable position over the lon g term), linking the SDGs to strategic budgeting requires improving
MCJ 287%20&6k F1 7+,6 $217&; 7n RKAMve6 35,0!5< 0! 1%
Agenda through pursuing macro-economic development and sector SDG financing in collaboration with
other development partners.

PFM Objectives Application of SDG aligned systems and processes

Fiscal Discipline SDGaligned macro-fiscal rules

SDGinformed fiscal space / fiscal gap analysis

Risk management for macro-fiscal parameters

Budget prioritisation using SDG framework and accelerators
Sector-specific SDG-aligned fiscal rules

Bridging policies with budget decisions, incl. using SDG costing, gap
assessment, SDG financing framework

SDG informed MTEF/budget circulars and budget negotiations processes
SDG informed vertical fiscal transfers (conditional transfers)
Sustainable Development Financing

Effectiveness and Aligning MTEF and budget performance framework with SDG
Efficiency indicators/targets

Strategic Allocative
Function

— = = = —I =

— =] —I —I

14 crRe (2020)
15 council of Europe (2019b)
16 Reproduced from UNDP (2020)
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CHAPTERS

Public finance and main financial flows

3.1 Overview of public finance opportunities and challenges

The public finance sector in Armenia is comparatively small and well managed. The weight
of the public sector in the economy fluctuates around 26% of gross domestic product. Armenia
endured several global, regional, and domestic crises. At times, the macroeconomic situation
was challenging, like in 2016, but subsequently improved w ith economic growth reaching 7.6%
in 2019. Also, the government's budget deficit, which was 4.8% of gross domestic product (GDP)
in 2017, was reduced to 1.0% in 2019 and thus provided a fiscal consolidation needed to lower
the government debt -to-gross domestic product ratio (53.6% by end -2019).

Armenia had to address significant budget deficits, but, overall, the fiscal situation is
regarded to be well managed . This is reflected by the assessments made by the IMF and the
rating agencies that qualify Armenia's external debt. The most recent IMF Article IV
Consultations from June 2019 highlighted the government's corrective action plan to bring down
the central government debt to below 50 % of GDP by 2023. This plan implies the control of the
fiscal deficit at around 2% of GDP supported by solid revenue mobilization and spending
constraints while protecting the social spending envelope to promote sustainable and inclusive
growth. The assessment concludes that revenue mobilization and spending restraint efforts
strike a realistic balance between reducing debt and preserving capital and social spending.'’

The country made significant progress in implementing Public Financial Management (PFM)
reforms to improve fiscal discipline. ~ The government's revenue performance measured by the
tax-to-GDP ratio is well above the average of upper-middle -income countries ' and underwent
substantial improvement during the past decade, was 17.07% in 2010 and increased to 22.4%
in 2020. However, considering expenditure levels, revenue mobilization is insufficient, and the
deficit has been financed by increasing public debt. Th is allowed Armenia to enter the COVID-19
crisis with relatively solid macro -economic fundamentals, characterized by fiscal soundness and
a controlled path for government debt.

The ongoing adverse effects of the dual crises of COVID -19 and hostilities in and around
Nagorno -Karabakh in September -November 2020 posed significant challenges . An increase
in state budget expenditures in 2020 was due to the need for additional anti -crisis measures and
hostilities. The share of public budget expenditures in GDP in 2020 increased by 5.8 percentage
points to 30.6%, in which the share of current spending increased by 5.1 percentage points to

27.0%, and the share of transactions with non -financial assets increased by 0.7 percentage

17
IMF (2019)
® WorldBank database, Middle income Tax to DGP ratio for 2018 h 11.98%
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points to reach 3.7%. (0.9% of which a re additional military expenditures). GDP declined by 7.4%
in 2020, and in nominal terms, budget revenues decreased. The fiscal deficit in 2020 reached
5% of GDP due to weak revenue performance and higher government spending.

However, is expected to retur nin 2022, and there are signs that the Armenian economy has
already entered a recovery phase . The sound fundaments of the Armenian economy and public
finance management give hope for a quick recovery. In 2020, the total state budget revenues
amounted to 2 5.2% of GDP against 23.8% of the previous year, and taxes and duties - 22.4% of
GDP- against 22.3% of the last year. At the same time, the improvement in taxes and duties /GDP
ratio was mainly conditioned by the growth of taxes generated by the domestic e conomy. In
contrast, the tax revenues generated from imports decreased. As a result, GDP already started
to growth in the first half of 2021 .

The development of a fiscal risk management framework in Armenia is incipient. It is
developing based on the roa dmap approved by order of the M oF in 2019 . The efforts were put
to implement a monitoring mechanism for SOEs and recipients of budget loans financial
performance which resulted in the publication of the analysis in the MTEF 2022 -2024. According
to the road map, by the end of 2021, the M oF should play a role in proposing mitigation strategies
for SOEs and debtors based on monitoring results. Moreover, the MoF Fiscal risk unit should play
a vetting role when assessing budget loans proposals. However, capacity constraints deferred
the implementation of the objectives. In parallel, SOE reporting requirements have been
strengthened by adopting a law that imposes the mandatory audit and publication of financial
reports of SOEs exceeding specific criteria.

3.2 Efficiency and effectiveness of public expenditure

The PFM Strategy targets the primary sources of public expenditure efficiency. Historically,
the Public Expenditure and Financial Accountability (PEFA) Assessments have been the
benchmarks for evaluating PFMS in Armenia. It was first implemented in 2008, and the second
PEFA assessment was carried out in 2013. Still, PEFA 2013 is the latest available report and is
much outdated. However, the information served as a basis for developing the PFM reform
strate gy first in 2016 -2020. The current baseline for the PFM reform Strategy for 2019 -2023 was
developed using SIGMA and IMF assessments from 201929,

The main driver for this reform is the  PFM strategy approved by the government decree in
2019. The objectives of the strategy related to public spending include: (i) compliance of budget
programs with policies implemented with existing strategic documents , (ii) Introduction of a
regular process of evaluating the efficiency and effectiveness of budget programs , (iii)
application of a unified mechanism for estimating different types of expenditures of all state
bodies in the state budget of the Republic of Armenia , (iv) Improvement of SNCO financial -
economic activates accountability and monitoring , (v) introduction of financial management
and control and (vi) increase the efficiency of the financial -budgetary oversight function

The main factors that generate public expenditure inefficiencies should be further analyzed.

The latest Public Expenditure Review was conducted in Armenia by the World Bank in 2014 and
is of limited use as many significant reforms and interventions were implemented by the

government during this period. Nevertheless, with the support of the WB and the IMF, the

government plans to conduct an expend iture review in 2021 to reduce the current expenditure

and implement quality revenue measures over the medium term starting in 2022.

The improve ment of public expenditure efficiency is needed to create room for reallocating

9
! MoF official statistics

20W?!6&/,1& >66&660&17 0&3257 21 78&5M8#A,X$ch&SB&EGD'&lﬂSQ&l,M!S)#/PED.F&IS)&G?O%l?
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resources to high priority areas, including ensuring an adequate social safety net . The bulk
of social protection spending is directed to pensions and family benefits. In 2020 64% of social
protection expenditure were pensions and 11% family benefits while social services and active
labor market programs are underfunded. After the transition to the cumulative pension system
in 2014 significant amount of budget spending in this area is related to the government's
contribution to the pension fund (22% in 2020). Therefore, there is considerable interest in
analyzing the efficiency and effectiveness of the approaches and methods currently used.

State-Owned Enterprises (SOE)

The size and breadth of the SOE sector is a legacy of the former Armenian Soviet Socialist
Republic, where public capital played a predominant role in the economy at all levels of
government. Many SOEs were privatized during 1994- 2004 at different rates and efficiency. The
highest rates were observed during 1996 and 1997, mainly explained by the availability o f
privatization certificates. At the end of 2020, there were more than 210 SOEs; however, there are
not publicly available covering long period datasets about the SOE sector.

Public consolidated accounts are not being prepared In Armenia . To address the issue of loss-
making SOEs, it is necessary to present non-consolidated information from the SOE database. In
recent years the MoF slightly improved its reporting on SOEs in the framework of fiscal risk
reporting. In addition, the State property management ¢ ommittee is publishing a combined
report on SOE performance. The database developed by the ministry of finance is covering the
period 2017 -2020 was used as a primary source of information for this analysis.

Figure 12 Non-consolidated loss of SOEs 2017 -2020, bin AMD

b. Count of Loss
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The SOE sector overall was loss -making during 2017 -2020 with close to zero results only in
2019. The current dynamics of the SOE profits and losses are presented in the Figure 12. A
significant amount of SOEs financial performance is close to zero, and it can be assumed that
they are receiving government grants that are equal to their expenses. The elevated losses of
2017 were registered due to high loss-making water system companies that went through
reorganization during the following period. Degraded performance of 2020 primarily relates to
exchange rate differences. Many companies -mainly in the energy sector - hold foreign currency
nominated debt, and Armenian dram devaluated at the end of 2020 . The total number of SOEs
fluctuates around 210 and in 2020 loss -making SOEs were 72, approximately 34% of the total.

The majority of SOEs are small and medium -size municipal services ; however, most of the
economic activity is performed by the SOEs owned by the central government. Municipal
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SOEs account for 129 (or 61%) of the total of 210 enterprises. However, central government
owned SOEs generated AMD 194 bin, approximately 74 % of the total SOE revenues of AMD 262
bin generated by SOEs in 2020. These enterprises also roughly hold 89% of total SOE assets and
92% of their liabilities (AMD 700 bln and AMD 481.5 blin, respectively). The largest central
government owned SOEs are in the electricity generation sector and the water supply, sewage,
waste management, health, post, television & radio sectors. The three SOEs with the highest
average revenues in the sample period are the Yerevan Thermal Power plant (82.6 bin AMD), the
Armenian Nuclear Power Plant (26.8 bin), and the High voltage electric networks (11.3 bin). 21

SOEs are also a significant source of employment in Armenia . In the sample period of 2017 -
2020, all SOEs employed around 35,400 people. This is equivalent to 17% of public sector
employment and 5.5 % of total employment 22 Moreover, the large scale SOEs owned by the
central government employed 15,500 out of 35.4 thousand total SOE employees, equivalent to
44% of the people employed in the sample period. Municipalities own 129 SOEs, mainly in the
health sector. Total employment of municipal SOEs was almost 20,000 by the end -2020
equivalent to 56% of the country's total employment provided by SOEs.

The Armenian SOE sector is highly leveraged. The combined assets of SOEsrepresent 13% of
GDP in 2020, mainly consisting of long-term assets that are about 76% % of total assets.
Unconsolidated SOE debt totaled roughly 8%of GDP in 2020, AMD 481.5 bin of central
government-owned SOEs and AMD 42 bl by municipatowned SOEs, respedively. Figure 13
shows comparative situations, using IMF data; in Georgia, according to the IMF, liabilities of
public corporations amounted to 16.8% of GDP and 17% in Malta.

Figure 13 Non-Financial SOE liabilities to GDP

Malta
Lithuania
Georgia
Costa Rica

Armenia

Macedonia 6.5

Source: DFA Team calculations baseah different soucés:.

SOEs hold about 80% of the liabilities in the Energy sector, with health and other companies
having about 10% each . The water sector used to concentrate most liabilities and accumulated
losses. However, as of 2020, most of the companies were liquidated, and the assets were
transferred under a PPP (lease) agreement to Veolia Djur cjsc (2017). Long-term debt totals
about 5.7% of GDP, and a significant part (96% or AMD 354 bin) is held by SOEs from the energy
sector, followed by AMD 7.4 bin AMD 5.4 bin in health and transportation, respectively. Out of
that debt, AMD 322 bin is in the form of budget loans and on -lending, which means that the state
debt-funded all large-scale investment projects of SOEs. "Yerevan TPP", "High-Voltage Electric
Networks", and "Armenian Nuclear Power Plant” CJSCs are among the largest receivers of credit
means provided to that sector under sub-loan agreements in frames of targeted loan programs
being implemented with the support of international organizations and foreign states. The fact

21 More details are provided in the Annex
22>87+25, 7,8&6v %' 7! 11% 2:1 $!'/$8/ 17,216 #!6&% 21 >5067!7k! 0 %! 7!
= Georgia, Costa Rica data for 2020 World Bank, Lithuania 2017 FTE by the IMF, Malta& Macedonia 2016 FTE
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that most of these liabilities are denominated in foreign currency and the fluctuation of the
exchange rate by the end of 2020 have resulted in the re -evaluation of the liabilities and losses
due to the exchange rate differences, which have manifested by a drastic decline in profitability.

Figure 14 2020 Accumulated profits/loss  es by industry, bin AMD
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Source: DFA Team calculations based on official government data

The SOE sector balance sheets point to significant structural weaknesses, which may require
policy measures in the shortterm . For example, while about 92% of SOEs are solvent as of end
2020 with positive equity of about AMD 265.5 bin, 16 of these enterprises have accumulated
losses of above AMD 100 min (total AMD 77.4 bin), thus wiping out the value of their equity. This
suggests that operational and financial r estructuring, which may include fresh capital injections,
are needed to restore solvency in these companies. Alternatively, some of these firms may have
to be placed into bankruptcy proceedings.

The SOE sector's financial performance compares poorly relative to the overall economy.
Profitability, leverage, and liquidity indicators point to the weak performance of the SOE sector
relative to the private sector. Profitability indicators (ROE and ROA) suggest that the government
received negative returns on equity invested and that SOEs generate little value from the assets
at their disposal. SOEs are also more leveraged than the private sector, and their liquidity is lower
than the private sector. The se indicators point to the need for continued government support of
many large SOESs in the short run. Some issues require policy attention:

The SOE sector was lossmaking on average in 2017-2020. While the industry was relatively
profitable in 2019, foreig n exchange losses affected it significantly in 2020, and only 59% of
companies were profitable in 2020, while in 2019, the same indicator was 74%.

About 28% of SOEs have quick liquidity ratios below one, signaling difficulties in meeting short -
term obligations that might require explicit and implicit budgetary support.

During 2017-2020, the SOE sector Return on Equity (ROE) averaged-0.3 %, implying that
government investment in the sector yielded negative returns. As a result of 2020, 148
companies' ROE was below 1%, with only 50 companies' exceeding 6%.

An average Return on Assets (ROA) of-3.6 % for the period 2017 -2020 suggests that the SOE
sector does not extract value from the assets at its disposal. Moreover, during 2020 only 54
companies' ROA exceeded 3%.
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It can be said that SOEs negatively impact macroeconomic performance and do not
contribute enough to the economy because of low profitability, high leverage, and low
liquidity . The SOE sector is not contributing enough to the economy; data from Figure 17 shows
the accumulated profits and losses of SOEs by industry. Moreover, the SOEs do not contribute
substantially to infrastructure development, except for Energy, Health and Defense sectors.
During the period observed, assets of the Energy sector increased by 23% or AMD 88 bin, for
health by 55% or AMD38 bin. No public corporation is listed on the Armenian Stock Exchange,
and only 8 companies out of 210 have shareholders other than government or municipalities.

Public Procurement Systems

The public p rocurement system has undergone significant transformations in the last
decade. The Ministry of Finance oversees the country's public procurement policy and its
operational aspects, including the e -procurement system (ARMEPS). Since April 2017,
procurement has been fully decentralized, public entities have undertaken their procurement.
There are currently about 1,000 procuring entities, including state entities, local governments
and SNCOs

Figure 15 Procurement procedures, types, a nd volumes 2018 -2020
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Public procurement is highly decentralized, but the processes still need refinement. In 2020,
public procurement was being carried out by 200 contracting authorities, including state entities,
local governments and SOEs. The current dynamics of public procurement are shown in Figure
15 They show that single source procurement still accounted for 44% of the total procedures
during this period and for 47% in terms of value. In addition, the average number of bidders per
tender during this period was still low , as there was an average number of 2.59 bidders per tender
during the analyzed period.

The public procurement legislation is undergoing frequent changes to adjust to the
requirements of the new constitution and improve the economy, efficiency, and transp arency of
the system. Public procurement is currently regulated by the Public Procurement Law (PPL)
adopted on 16 December 2016, Government Decree No. 526 -N of 4 May 2017 and several other
pieces of secondary legislation. Although many of its provisions re flect obligations under the
Treaty on the Eurasian Economic Union, the PPL broadly corresponds to international practice,
with the organization of the review system being one crucial exception. In 2011, Armenia became

the first of the former Soviet Union ¢ ountries to become party to the World Trade Organization's
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General Procurement Agreement,? which regulates government procurement of goods and
services by public authorities based on openness, transparency, and non -discrimination.

According to some sources, deeper reforms are needed. The Sigma Baseline Assessment of
2017 indicates that the improvements achieved are somewhat superficial and highlights the
following shortcomings of the public procurement system and environment in Arme nia®:

The objectives of economy, efficiency and transparency in public procurement are put into question by
the weakness of the local supply market, indications of lack of procurement skills in many contracting
authorities, and concerns about the integrit y of the procurement processes.

Attaining value for money in public procurement is made difficult by the almost exclusive use of the
acquisition price as the only award criterion, subject to the tender meeting minimum technical
requirements.

There are no specific provisions in the PPL regarding contract management.

No formal ex-post evaluation requirements are set out in the PPL. There is no evidence of any
systematic, specific review of the performance of contracts concluded by the contracting authoritie  s.

Guidelines and standard documents focus mainly on the tendering and award phase of the public
procurement process, with scant attention to aspects like needs assessment and market consultations
and only limited engagement to post -award contract managem ent.

Contracting agencies lack the skill and experience to use the system properly

The government has many opportunities to explore how to generate more development
results from the public procurement system . The government needs to balance the
procurement improvement process to ensure that it is not too loose with the rampant temptation
of corruption or too tight when zealous procurement officers block or delay execution
unnecessarily. Too often, it is challenging to generate accountability, a value system and work
ethics that do not focus on client service and outcomes and, more generally, the public interest
and authoritarian tendencies. Once that job is done, there are many other ways of using public
procurement to generate more development impact, such as providing inclusive access to
MSMEs and developing opportunities for these firms to benefit from this high -value source. There
are also opportunities to design policies that discourage adverse effects on climates change (e.g.
favoring low-carbon-footpri nt suppliers and developing green public procurement systems .

3.3 Main Public Finance Flows

3.3.1 Tax Revenue

Over the last two decades, Armenia succeeded in mobilizing resources to support its national
development efforts and ensured good levels of macroeconomic st  ability. In addition to
attaining sustained high growth rates over the last few years, domestic revenue mobilization has
also steadily increased. The deficit has been manageable and sufficiently financed by loans, and
inflation has been controlled. Total state budg et revenues comprise three primary sources: (i) tax
revenues (incorporating taxes and duties), (ii) other non -tax revenues, and (iii) official grants.
Over the last decade, total budget revenues increased in nominal terms. Figure 16 shows that
the total re venue to GDP ratio fluctuated within the range of 22 -25%. The economic slowdown
of 2020 reversed this steady growth trend, leading to a decrease in budget revenues in nominal
terms. However, as Figure 17 shows Armenia's domestic resource mobilization is on e of the
highest in the region.

24Q+& 5&9, 6&% D&1&5!/ M52%$85&0&17 >(5&&0&17 2° 7+& T25/ % QR17%idateds2@! 1, =! 7,
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® Sigma Baseline Assessment
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Figure 16 Composition and trends of state budget revenues
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Figure 17 Tax revenue regional comparison (% of GDP)

Russian

Armenia Georgia Ukraine Moldova Azerbaijan Belarus Uzbekistan Kazakhstan .
Federation

25

20f~/

15

10

2011 20192011 2019 2011 20192011 20192011 20192011 2019 2011 20192011 20192011 2019

Source: DFA Team calculations based @orld Bank Indicators
Taxes and Duties

Taxes and duties constitute the largest group of total budget revenues , accounting for 88.8%
of total revenues and 22.4% of GDP in 2020. Other, non -tax revenues constituted 7.8% of total
revenues (1.98% of GDP), and official grants accounted for 3.4% (0.86% of GDP). After 2016, the
share of official grants in the composition of the total revenues has gradually decreased, mainly
due to reducing foreign assistance in grants. However, in 2020, official grant revenues grew
sharply due to the unprecedented budget support received during the pandemics. Another
prominent figure in 2 020 is a sharp growth recorded in other (non -tax) revenues, due to receipts
of the funds donated by "Hayastan" All Armenian Fund to the state for funding infrastructure,
social and healthcare expenses conditioned by the hostilities in Nagorno-Karabakh 25,

Taxes and state duties are the primary sources of budget revenues . Budget revenues in
Armenia are highly concentrated in tax revenue. Figure 18 shows that during 2011 -2020, tax

26 Annual Report on the RA State Budget Execution for 2020.
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revenue trends were generally aligned with GDP. During that period, tax revenu e to GDP ratios
fluctuated between 20.6-22.4%, attaining the historically high level of 22.4% over the last two
years. This growth of tax revenues slowed down only during the 2015 -2016 regional crisis and in
2020, conditioned by the deep economic slowdown generated by the pandemic and the
hostilities . In 2020, tax revenues reduced in nominal terms by 5.4% from the previous year 2%

Figure 18 Composition and trends of taxes and duties
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Figure 19 Composition and trends of direct, indirect, import, and export taxes
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Figure 20 Taxes on income, profits, and capital gains (% of revenue) regional comparison
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Over the last decade, the revenue mix showed a relatively balanced distribution between
direct and indirect taxes. The dynamics of the composition of direct and indirect taxes during
2011 -2020 are shown in Figure 19. Indirect taxes represented on average 45% of tax revenues
in this period whereas, direct taxes accounted for 41% and other taxes and duties constituted
the remaining 14% of tax revenues. However, these dynamics are about to change. The
government's goal is to gradually decrease the share of direct taxes in the mix by increasing
indirect taxes 28, The rationale is that this will increase the economy's competitiveness, raising
profitability and thus incentivizing investments in the export sector . This process already started
in 2020 and is analyzed in more detail later in this section. This rationale seems to align with the
evidence shown in Figure 20, indicating that Georgia and Armenia are the countries with the
highest levels of direct taxation in the region.

Figure 21 Trends of budget revenues by main taxes
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Tax revenues and trends by main taxes

Tax revenue in Armenia is concentrated in four main taxes that generate over 80% of

revenues. Figure 21 shows the trends of revenues over the last decade by main taxes. The
majority of revenues from taxes and duties are formed from four main taxes . Using 2020 data the
Value Added Tax (VAT) accounted for 34% of revenue, Personal Income Tax (PIT) for 29.7%,

28 Republic of Armenia (2019)
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Corporate Income Tax (CIT) for 10.7% and the Excise Tax for 8.9%29. Before the COVID-19 crisis
and the tax reforms in 2020, PIT and the Excise Tax showed stable growth trends over the last

decade. However, the 2015 -2016 regional crisis -affected VAT and CIT revenues that showed a
marked downward trend.

Over the last decade , the evolution of the main taxes and their policies experienced
significant changes. The dynamics shown in Figure 24 describe the relative development of the
main taxes during the last decade, particularly 39

() Value-added tax (VAT) is the primary sour ce of state budget revenues. The main source in VAT
proceeds is from imports, making up 60.2% of VAT revenues in 2020. The remaining is formed
from domestic turnover. Since becoming an EAEU memberin 2015, the VAT applicable to the
goods imported from EAEU member states comprised 22.8% of the total VAT revenues in 2020.

(i) Personal Income Tax (PIT). This is the second source of taxes in Armenia. Over the last
decade, PIT revenues fluctuated within the range of 5.9-6.7% of GDP. Trends of the proceeds
from the PIT were mainly attributable to the growth of the number of jobs and the average salary

(e.g., 2018-2019). The increase of the PIT since 2013 was attributable to the introduction of a
single PIT replacing the previous regime of PIT and Compulsory Social Insurance Contributions 31,

(iii) Corporate Income Tax (CIT) . During this period, proceeds from this tax fluctuated in the
range of 2.0-2.8% of GDP, attaining a historically high level of 2.8% dur ing 2018-2019, before
falling to 2.4% in 2020. In 2020, CIT revenues sharply declined 17.9% due to the economic

slowdown, the reduction of the CIT rate 32 and the introduction of tax privileges for advance
payments of CIT as a measure to neutralize the consequences of the coronavirus pandemic

(iv) Excise Tax. These revenues increased from 1% of GDP in 2011 to 2% in 2020. The primary
sources are the locally produced excisable goods, comprising 50.4% of the proceeds in 2020.

Exceptional meager proceeds from t his source in 2020 were mainly caused by the reduction of
the excisable goods produced during the economic slowdown. The economic recession reduced
local production volumes and goods imported from third countries that are also subject to Excise

Taxation. The changes to the tax base and the increase of the tax rates for locally produced and
imported goods introduced on January 1, 2020, harmed the revenues generated by these taxes 33,

(v) Customs Duty. Since Armenia joined the EAEU in 2015, continuous activities have been
carried out to conform the RA customs and tax legislation to the common customs legislation. A
predominant part of the customs duties is now aligned with the EAEU framework (99.4% in
2020). The significant growth of Customs duties, particularly in 2019, was mainly due to the
increase of vehicle imports. In 2020, the reduction in customs duties was 28.3%, attributable to

a decrease in import volumes by around 33%.

(vi) Environmental Tax and Natu re use Fees. The Environmental Tax and nature use fees
comprised around 3.8% of the proceeds for the state budget in 2020. The environment tax is
targeted at companies engaged in producing or importing goods that generate environmental
damage34. Payments made by these companies are allocated into the local budgets of the
communities in whose territory these activities may cause harmful impacts. Nature use fees are

29 MoF (2020)
30 2020 figures provided are from MoF (2020)
31 MoF (2013).

32 From January 1, 2020, the Profit tax rate has reduced from 20% to 18%. The taxation rate for dividends received from the Arme nian sources
by non-resident organizations also reduced, being set at 5% instead of the 10%.

33 Currently only the quantity (the v olume) of imported goods is considered as a tax base, while previously the tax base would incorporate also
the value of the excisable goods.

34 Main objects of this taxation are the emission of harmful substances into the atmosphere, the leakage of harmful ~substances and(or)
compounds into the water resources, the disposal and(or) storage of waste from entrails use, production, and(or) consumption in specially
designated places, the import of goods causing environmental damage to the territory of Armenia.
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paid to the state budget for the use of state -owned natural resources 3° The Royalties payable for
the sale of extracted metallic minerals and the products produced from their processing in 2020
amounted to 82.4% of the proceeds from the Environmental Tax and nature use fees.

(vi). Turnover Tax. This tax comprised around 1.92% of total taxes and du ties in 2020. This is
even if revenues in 2020 were 8.3% lower than those of 2019, partly due to the introduction of
the Micro-entrepreneurship tax regime, which generated exemptions from VAT, CIT, and
Turnover tax. This reduction was also affected by the economic activity slowdown, and the
resulting decrease of sales turnover caused by the coronavirus pandemic and the martial law
declared in 2020. In addition, the proceeds from this tax have also been conditioned by the
recent changes in the VAT taxation threshold 3.

Other, Non-Tax Revenues

This additional source of revenues experienced moderate increases over the last decade
Proceeds from this source in 2020 amounted to 8.1% of the state budget revenues (122.2 bin
AMD). Over the previous years, these proceeds increased from 1.1% of GDP in 2011 to 2% of
GDP in 2020. However, it should be noted that 2020 was a peculiar year as the sharp growth
(37.7%) of these revenues was due to donations of around 52.7 bin AMD, made by "Hayastan"
All Armenian Fund to Armenia for funding infrastructure, social, and healthcare expenses .

Figure 22 Composition and trends of other revenues of the state budget
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Interests, fees, and fines mainly define the composition of other non -tax revenues. Data in
Figure 22 shows that in 2020, a large portion of these revenues (29.1%) were generated by the

35 The objects of nature use fees are the use of surface water, extraction of fresh groundwater and thermal water, extraction of mineral
groundwater (including the production of carbon dioxide), salt extraction, extraction of solid non -metallic minerals (exce pt salt), use of life
resources (flora and fauna objects, including wood and forest material) and the objects of royalty.

36 Economic entities with annual turnover not exceeding the VAT threshold (since January 1, 2020, it has been 115 min AMD per ye ar) can be
incorporated in the Turnover tax system.

25

Development Finance Assessment Armenia



Development Finance Assessment Armenia

combined proceeds from interest payments, dividends, and rent payments. The most prominent
part thereof (26%) constituted the interest payments received from temporarily allocating fre e
resources of the budget and deposits and those obtained for the loans issued by the government.
Another primary source (13%) is the revenues from the supply of goods and services and the
receipts from sanctions (10%) imposed by the executive, judicial bo dies for violations. On the
other hand, dividends on investments in the capital of legal entities constituted only 3% of these
revenues. Finally, the revenues received from the rent of state property made up only 0.3%.

Tax privileges and tax expenses

Tax expenses in Armenia are significant . In 2020 the total volume of tax expenses was
estimated at 457 bin AMD, representing around 28.5% of tax revenues or 6.45% of GDP 37. The
most significant part of these tax expenses (78.2%) is related to VAT privileges. Tax expenses
generated by the CIT amounted to 17.8% of the total, and those concerning the PIT to 4% of the
total. The total amount of tax expenses arising from the int roduction of presumptive tax regimes
(Turnover tax and Micro-entrepreneurship) in 2020 was estimated to be 71.2 bin AMD or about
15% of tax expenses. In general, the tax privileges as prescribed by the RA tax legislation can be
categorized into three main groups:

(i) Tax privileges with a social or regional focus. The main goal of these tax privileges is to exempt
the provision of some services and supply of goods for healthcare, educational and scientific
purposes from the VAT and to acquire the above goods and services at relatively lower prices.
There are also geographically based tax exemptions -partial compensation of gas, electricity and
irrigation water in borderlines settlement s, and complete land and real estate tax compensation .

(i) Sectoral Tax Privileges. Applied to sectors considered as a development priority that have
traditionally shaped the profile of the national economy (jewelry, tourism, carpet making). In this
regard, the government assists economic entities engaged in these sectors with various
instruments, and their combined eff ect has not been formally assessed.

(iii) Improving and promoting an enabling business and investment environment. Their aim is
to create a favorable tax environment and enhance the competitiveness of the economy. These
privileges have been drafted on an "ad hoc" basis without paying due attention to overall policy
goals. It is impossible to judge whether the established privileges serve their intended purpose.

This is an area that would deserve significant attention and more systematic policy
approaches . The government does not have a centralized database for tax privileges, and
approximately 80% of the privileges are discretionally granted 38 Moreover, there is no
systematic monitoring and assessment mechanism to compare the performance of the
companies benefiting from the privileges and the policy goals in practice. Similarly, no
assessments are made to measure the impact of VAT exempt transactions and privileges. The
same could be said about the Free Economic Zones (FEZs$ystem analyzed later in this report.
The PFM Strategy and the analysis of development partners all addressed the need to revise and
reduce tax privileges3°.

Revenue Mobilization Policies

The main government policy orientations and reform agendas for the state revenue are
expressed usi ng several planning instruments.  The programmatic documents establishing
these policy decisions are the RA Government program4? and the PFM Strategy. Each year, the
main medium -term directions and targets of the state fiscal policy are defined by the Medium-

37 MoF (2020a).

38 WB (2019)

39 |MF (2019).

40 Republic of Armenia (2019)
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Term Expenditure Framework (MTEF) approved by the RA Government. These documents define
the government policy goals, the main issues in the sector, and the steps aiming at the regulation
thereof. In addition, the Government Program and PFM Strategy specify several issues and
challenges that form the current agenda of the state policy and reforms:

The size of the informal economy in Armenia is rather significant. According to the PFM Strategy,
as of 2019, the informal economy constitutes a pproximate ly 22% of the GDP.

Tax privileges prescribed under the tax legislation are far too many, and they often fail to serve
their primary purpose. For example, in the case of the VAT privileges, the high-income groups of
the society are the ones who mainly benefit, as they consume the goods and services exempted
from the VAT to a much greater extent41

The tax burdens formed under various taxation systems vary significantly . For example, the tax
burden formed under the general taxation system is significantly hi gher than the tax burden of
presumptive tax systems like Turnover tax. As a result, economic entities seek to perform the
Turnover tax system activities and carry out aggressive tax planning.

In some sectors, no transaction documentation is carried out . Practically no documentation for
agricultural product sales transactions is carried out under the current legislation.

Income received by natural persons is not entirely taxed . There are many cases of under-
declaration or non -declaration of income.

The principles and the main directions of the fiscal policy in the medium term are defined by

the Medium -Term Expenditure Framework (MTEF) . Among other information, the MTEF
establishes the goals, directions, projected trends, and program indicators of the state revenue
policy and administration for the upcoming three years. The MTEF also presents the assumptions
and risk analysis underlying the macroeconomic and fiscal forecasts. The MTEF is approved by
the government each year by the end of July, after which it is submitted to the RA National
Assembly. During the recent two years, along with MTEF documents, the government prepared
and submitted the preliminary version of the state budget for the upcoming year to the National
Assembly (NA), which is further discu ssed and adopted by the NA before the end of the year.

Tax System Reforms

After the 2018 revolution, the government adopted a revenue policy to reduce the informal
economy and form a competitive business environment. This policy aims to enhance the
investment attractiveness of the economy and increase economic activity. It is expected that this
will create preconditions for long -term economic growth and ensure fiscal sustainability 42 In this
context, among other acti vities, the government has set the following goals 43:

() Reduce the weight of direct taxes at the expense of indirect taxes, which is expected to
enhance economic competition and increase profitability and the incentives for making
investments in the exp ort sector of the economy.

(i) Promote micro -entrepreneurship, _creating a privileged tax system to stimulate formalization
and growth of this economic activity

(iiiy Ensure horizontal tax fairness, establishing similar taxation rules and regulations for
taxpayers functioning under identical economic conditions.

(iv) Revise and reduce existing tax privileges, ensuring they serve their intended purpose.
The new orientation proposed by the revenue policy may face significant challenges . Some

of the primary directives and policy directions are of crucial importance. For example, those
included in the new unified Tax Code in 2018 and amendments to it in 2019 -2020 resulted in

4 Republic of Armenia (2020)
42 Republic of Armenia (2019)
43 MoF (2019)).
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essential revisions of the previously existing tax system. The main policy changes pr oposed
include several areas: (i) Transition from a progressive to a flat PIT system, (ii) Reduction of the
CIT Rate, (iii) changes in the taxation threshold for the value -added tax (VAT) and (iv) a new
system of taxation for micro -entrepreneurshi p, (v) the revision of the Excise Tax base and rates
and (vi) the revision of the immovable property taxation system

Tax Revenue Administration

Significant efforts are in motion to improve state revenue administration. The government
has been implementing significant activities with the focus on improving tax and customs
administration. These activities were aimed at the improvement of the quality of the services
provided to taxpayers, mainly (i) the introduction of the electronic service system, which has
simplified the taxpayer -tax authority relationships, (ii) reduction of tax discipline risk, including
introduction of risk management -based systems, (iii) improvement of the processes and
organizational structures for revenue administration

As a result of the reforms and the adoption of the new Tax Code, over the recent years, the
administration of state revenues has been significantly improved 44 The outcomes of tax and
customs reforms implement ed in recent years have been reflected in the international ratings
concerning the RA. In the last "Doing business" report, Armenia ranked 47 among 190 countries
improving its position by 8 points 4> Some of the advantages of the tax administration system in
the RA are the seamless registration process, a range of information and support to enhance
voluntary compliance, strong withholding at source and advance payment arrangements,
extensive use of e-filing facilities, universal electronic payment of taxes, automated risk -based
audit planning, effective revenue accounting system that benefits from single taxpayer account
and periodic internal audit.

Notwithstanding the many achievements, there is still room for improvement, especially in

tax administration . The latest Tax Administration Diagnostic Assessment Tool (TADAT)
performed in 2017 revealed the need to address several issues: a large number of inactive but

registered taxpayers, inadequate governance structures to approve risk -mitigating strategies and
evaluate their effectiveness, inadequate management of tax arrears, a lack of effective

monitoring at an aggregate level of the number and amount of payments due that are made on

time, limited automated cross -checking of information from third party source s vs. taxpayer
declarations, a small percentage of VAT refunds paid within 30 days, no evaluation of the impact

of audits on taxpayer compliance level, no current strategic plan that underpins SRC's activities. 46

The Way Forward: Policies to Improve Government Revenue

It seems convenient to organize the process of a systematic review of the cost -benefit of the

various tax promotion and exoneration regimes and rationalize their use. To address the
abovementioned issues in the tax policy sphere, a systematic review of the strategies and the
tools implemented would be convenient. This also applies to other areas analyzed later in this
report. For example, there is no clear correlation between some of the measures adopted to

incentivize foreign dir ect investment and the practical results obtained. The DFA suggests the
review of targeted individual tax exemptions and the regime of Free Economic Zones (FEZS)

It would also be imperative to ensure that the activities that the RA programmed to address
until 2023 defined under the PFM strategy and other documents  are continued by the
incoming government, namely: 47

44 \MF (2020)

45 WB (2020)

46 TADAT (2017).
47 \MF (2020a)
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Revision and reduction of the scope of the current tax privileges (especially in respect to VAT).

Revise the tax weight for the Turnover tax and make it adequate to the tax burden of the general
taxation system

Regulate the issues associated with the documentation of agricultural product sales transactions.
Increase the Excise Tax rates.
Increase.

Introduce an income declaration system to op erate based on economic motivations, in the scope
of which natural persons will submit a combined declaration on their gross income (among other
things, taxed by a tax agent during the year) once per year to enjoy their right of making some
deductions from the tax base and receiving a refund for the so-called taxes "paid in excess" during
the year.

Enlarge the geography of agreements excluding double taxation and, to safeguard tax bases
established within the country, introduce transfer pricing regulations and information exchange
systems for taxation purposes.

The government has an opportunity to consolidate the improvement of the tax revenue
administration to achieve the ambitious tax revenue goals set for 2025 . The government has
already tackled part of the issues identified by TADAT during the previous administration (for
example, the issues related to the VAT refund and the development strategy of the revenue
administration). The other issues raised have been included in the current tax administration
reform agenda. These are defined by the Government Program, the PFM Strategy, and the
Strategic Plan for the Development and Administration Improvement of the RA State Revenue
Committee (SRC strategy). The government target is to improve the tax to GDPratio to 24.42 %
by 202548, The SRC strategy specifies five main directions for the reforms in revenue
administration with more than 100 activities. The stated reform directions are:

Increasing the quality of services provided to taxpayers thro ugh streamlining the management
systems.

Enhancing the effectiveness of the tax and customs control with novel solutions in line with best
international practices h revenue increase and shadow reduction.

Upgrading infrastructures and constructing new mod ern infrastructures, to automate tax and
customs procedures.

Establishing an atmosphere for a healthy dialogue with the public and improving interrelations
between the actors of the tax and customs administration will promote the enhancement of public
tru st towards the SRC activities and the improvement of the tax discipline.

Improvement of the SRC human resources management system.

The government may also want to further review the proposed transition from the
progressive PIT rates to the flat ones ast hey may lead to revenue loss and compromise of
equity. Many analysts, including the IMF, are advising against applying the flat PIT as it may
exacerbate the unequal distribution of the population income. This is especially relevant
considering the large share of the poor population in Armenia, and that income inequality is
increasingly growing. A recent FMI assessment calculated that the revenue loss of setting a 20%
flat PIT rate will amount to around 53 bin AMD and estimated that the tax base should be
increased by 41.5% to compensate the revenue loss generated. The government intends to offset
the losses from the PIT at the expense of increasing the indirect taxes, particularly the Excise Tax
and the Environmental Tax and fees that are aligned with other IMF recommendations 4°.

48 MoF (2019a)
49 sources IMF (2019) and IMF (2020b)
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3.3.2 Public Debt

Over the last decade, public debt has accelerated in nominal terms and as a percent of GDP.
Public debt constituted 15.4% of GDP (USD 1.7 bin) in 2008; this value doubled to 39.6% of GDP
(USD 3.5 bIn) in 2011 and almost doubled again to reach 67.3% of GDP in 2020 totaling USD 7.96
bin. Government debt is the primary source (about 94%) of public debt. The government debt
increase was mainly driven by the low economic growth recorded during various years of the
period under analysis. After the global crisis of 2008, the country was affected by two economic
crises in 2014-2015 and 2020. To ensure macroeconomic stability dur ing these periods, the
government, as a rule, had enlarged the State budget deficit. In addition, the government had to
finance the critical infrastructure investment needs through foreign project loans, which also
contributed to the deterioration of the p ublic debt indicators for these years .

The positive trend observed before the 2020 crisis has reversed again, generating some
reasons for concern. Debt to GDP ratios improved and dropped from 58.9% in 2017 to 53.5% in
2019 (Figure 23). This was mainly the result of favorable macroeconomic developments,
improvement of tax administration, and the underperformance of the State budget capital
expenditures 50, Several factors caused the sharp increase of the public debt seen in 2020 : (i) the
reduction of the tax revenues because of the unprecedented 7.6% economic decline resulting
from the Covid-19 pandemic and the hostilities in Nagorno -Karabakh, (ii) the increase of the
budget deficit caused by the growth in expenses to finance anti-crisis measures and (iii) the
depreciation of the AMD against the USD.

Figure 23 Trends of the Public debt
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As a result of this unusual situation, government debt surpassed the threshold set in fiscal
rules . The public budget deficit rose to 5.4% of the GDP in 2020, increasing by 4.4 percentage
points from the previous year. In addition, the governme nt debt to GDP ratio reached 63.5%,
rising by 13.6 percentage points of the prior year and going far beyond the 60% threshold set in
fiscal rules. Public debt figures include the central government debt and the Central Bank. The
debt generated by SOEis not accounted for in this structure . However, this debt could also be a
reason for concern. According to the IMF Fiscal Transparency Evaluation Report of 2016, state

50 |MF (2019a)
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organizations generate contingent liabilities to the extent of 40.9% of GDP, which is not recorded
in the composition of the public debt of the RA 51

An additional reason for concern is that most government debt is external and denominated

in foreign currency. The dynamics in Figure 24 illustrate that despite that over the last 20 years,
the domestic debt market has been gradually enlarged, the weights of domestic debt and the
debt denominated in AMD are still low, making up, respectively, 25.5% and 24.4% in 2020.
According to the IMF such debt structure was deemed to be highly risky>2- In this context, the
Government Medium-Term Debt Management Strategic Program for 2021-2023 intends to
enhance the role of domestic sources in financing the budget deficit, assuming an increase in the
share of the domestic debt and the debt denominated in AMD in the government debt .53

Figure 24 The Public debt structure by residence and currency
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Figure 25 The Government debt structure by initial maturity and by average time to maturity
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On the positive side, government debt is mainly comprised of fixed interest rates debt

51 IMF (2019b) Note: 40.9% concerns all public corporations and 15% for non-financial corporations only. Although the debt of SOEs is not
accounted and considered as part of the public debt (both from GFS statistics and legislative) , part of the SOEs debtis (budget sub-loans)
provided to SOEsfrom external budget loans that are already included in the government external debt.

52 The report states that to achieve a moderate risk debt portfolio in Armenia, the weight of the domestic debt should be higher than 55%, and
the weight of foreign currency debt - higher than 40 %, whereas, in order to be assessed as being at low risk, the weight of the domestic debt
should be higher than 85%, and the foreign currency debt - higher than 80 %. Source IMF (2013) .

53 MoF (2011)
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instruments. In 2013 -2020, the share of debt at a fixed interest rate averaged 86.6%, with a
generally declining trend over the years. In 2020 the percentage of the debt at a fixed interest
rate in the government debt was about 80%. Therefore, the interest rate risk from the whole debt

portfolio is relatively mild. These dynamics are presented in Figure 25.

In addition, long -term debt prevails in the structure of the gove  rnment debt both in terms of
initial maturity and average time to maturity . In terms of initial maturity, the long -term debt (with
five years and more maturity) averaged 91.1% of the government debt in 2013 -2020, comprising
91.9% in 2020. In terms of avera ge time to maturity, the Long -term debt averaged 77.1% of the
government debt in 2013 -2020, reaching about 70% in 2020. Figure 29 shows that these
indicators did not change much in the period under observation.

External loans and credits predominate inth e structure of the government debt, with a share
of more than 60% in 2020. Figure 26 shows that since 2014, the share of non -concessional loans
has been growing, As Armenia is classified as a middle-income country, has limited access to
concessional loans provided by the international organizations. In recent years the WBand the
ADB havereviewed and increased the interest rates for the previously provided concessionat4osins
the end of 2020 the share of commercial loans increased by 3.6 percentage points compared to
2019 and comprised 51.7% of total external loans. 55

Figure 26 Share of concessional in total external loans and credits of the government
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Loans and credits from international organizations (multilateral) comprised 76.9% of the

total amount of foreign loans and credits in 2020 , with the IDA (21.3%), ADB (16.6%), and
IBRD (17.0%) as the main sources of financing. The loans from foreign states constitute 22.6%
of total external loans and credits in 2020, with Russia (7.7%), Germany (6%) and Japan (4.9%)
having the major share. External loans from commercial banks constituted only 0.4% of the total
external loans and credits in 2020.

Government Treasury Securities recently became a significant source of debt instruments,

with a share of 24% of the government debt in 2020. Figure 27 shows that |ong-term coupon
bonds have the largest share of the government Treasury Securities (66.8% in 2020). This
includes bonds with placement maturity of 10, 15, 20, and 30 years.

Long Term Bonds with a maturity of 30 years were placed for the firs t time in 2017.

54 MoF (2021)
55 MoF (2020b)
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Medium Term Bonds with a maturity of 3 and 5 years, accounted for 27.6% of securities in 2020.

Short-term bond portfolio incorporates only bonds with a 1 -year maturity, and they constitute 5%
of the government treasury securities.

Treasury Bill s Short-term T-bills with are issued with a maturity of 91 days (3 months), 182 days
(6 months), and 273 days (9 months) t hrough reopening of outstanding Treasury bills with 1 -year
maturity 36, Saving coupon bonds constitute only 0.6% of treasury securities.

Figure 27 The structure of the government debt by instruments and the type of interest rate
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The share of foreign currency sovereign bonds in public debt was about 13% in 2020. Three
issuances of Eurobonds are circulating in international markets. The fi rst series was issued in
2015 with a volume of USD 500 min and the most recent one was issued in 2021 for USD 750
min with a maturity of 10 years. While the bond yields of the first and second issuances were

6.25% and 7.5%, respectively, the bonds of the t hird and fourth issuances offered a significantly

lower yield (4 A2% and 3/9%,), reflecting a reduction in Armenia’s sovereign risk premium.

Although external sources of financing have historically prevailed over domestic sources,

the share of domestic sou rces in 2020 sharply increased . As a result, during 2000-2020, the
State budget deficit to GDP ratio was 2.7% on average, of which 0.5 percentage point was
financed from domestic sources and 2.2 percentage points from external sources.

Given such a struct ure of deficit financing, the Treasury security market depth in the
economy was stable during 2000 -2008, though in 2009 -2020, it showed enlargement trends.
During that period, the treasury security to GDP ratio increased from 2.4% to an unprecedented

56 MoF (2018):
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15.5% in 2020. Moreover, the treasury security market was particularly enlarged during 2016
and 2020 when the government carried out voluminous issuances of Treasury securities in the
scope of its counter -cyclical fiscal policy.

The enlargement of domesti ¢ debt was aligned with the deepening of the financial market,
hence, not being accompanied by any negative impact on financial markets . The dynamics in
Figure 34 show that in the period analyzed, the share of treasury bonds in the broad money, and
the bank loan volume had not changed significantly. Figure 28 also shows that in the period of
domestic debt enlargement, the interest rates of both treasury bonds and the loans denominated
in local currency had shown a falling trend .

Figure 28 Treasury bonds and financial market (%)
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Figure 29 Government debt service
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Over the last decade, the government debt service expenses increased almost five times ,
amounting to 164.8 bln drams in 2020 (2.7% of GDP) compared to 35.5 bln drams (0.9% of GDP)
in 2011. Since 2015 expenses for external debt service exceeded the costs for the domestic debt
service. However, as shown in Figure 29, in 2020 the pattern changed, and costs for domestic
debt service increased, comprising more than 5 2% of debt service expenditures (1.41% of GDP
in 2020). Although the volume of the government debt in 2020 increased by approximately
19.7% vis-a-vis 2019, the debt service expenditures increased only for the domestic debt. On
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the contrary, external debt s ervice expenses decreased due to the reduction of service expenses
for foreign currency government bonds. This is a result of the change in the structure of the debt,
reduction of the average weighted nominal interest rate of the government debt and its main
components, and the changes in the USD/AMD exchange rate used for currency conversions®’.

Irrespective of the growth of expenses for the debt service, between 2018 and 2020 , the
government debt's average weighted nominal interest rate reduced from 5.0% in 2018 to
4.3% in 2020 . These trends were manifested for both external and domestic obligations. While

over the last decade, the average weighted nominal interest rate for Treasury securities dropped

year by year, amounting to 10.4% in 2020. In the case o f the external debt, the dynamic of
interest rate reduction was seen only beginning from 2018. This is due to the contraction of the
share of loans with a floating interest rate and the reduction of LIBOR interest rate affecting
expenses of loans with floating interest rates. The decrease in the yield of foreign currency
treasury bonds largely contributed to reducing external debt interest rate s.

Debt Management Policy

The RA fiscal rules define the link between the debt level and the fiscal policy, conditioning
the government's fiscal response. The current fiscal rules were introduced in 2017, whereas
fiscal policy rules, in general, were defined back in 2008 . The old rules used debt ceiling and
brake principles . Hence, at the end of afiscal year, debt should not have exceeded 60% of the
GDP of the previous year, andif that happened, any transaction giving rise to the debt shall be
deemed null and void. The rule also defined that if the debt exceed ed 50% of the GDP of the
previous year, the state budget deficit of the following year should not have exceeded 3% of the
average of the GDP volumes for the last 3 years. The new fiscal rules provide a more flexible link
between the debt burden and medium -term and long-term sustainability. It contai ns built-in
stabilizers for economic cycles, standards for executing fiscal consolidation and defines the
priorities for undertaking capital expenditures.

The MTEF for 2021 -2023 and the Draft State Budget for 2021 was elaborated based on
"exceptional case" (escape clause) regulations introduced in the fiscal rules. This enables to
have in 2020 and to project for 2021 a higher level of the budget deficit and expenditures than
those defined by the regulations 58. As a result, the budget deficit was more signif icant than the
capital expenditures, and the growth of the current primary expenses exceeded the average
growth rate of the nominal GDP for the previous seven years. The Armenian government
envisages that from 2022 the fiscal policy will return to its regu lar regime, entirely based on the
fiscal rules, aiming to gradually decrease the debt to GDP ratio to a 60% target level by the end
of 2026%°. The practice of applying "exceptional case" (escape clause) regulations were
registered in many countries around the world during the coronavirus crisis 69.

Armenia managed to implement significant support measures regarding several social,
healthcare, fiscal and monetary policies despite the unexpected shocks , which contributed to
the stimulation o f the economy. Along with this, the government was able to maintain the
continuity of the implemented targeted programs. Foreign observers and the IMF also
appreciated how the Armenian government ensured the transparency and accountability of the
expenses in connection with COVID-1961

57 MoF (2020c).
58 During 2020, the RA NA had twice revised the RA Law on State Budget for 2020, that is unprecedented through the last decade.
59 |MF (2020a)

60 These occurred at both national and sub -national levels (particularly, in the Central African Economic and Moneta ry Community, Eastern

Caribbean Currency Union and the European Union). The exceptional case regulations of fiscal rules were activated in Austria, Brazil, Costa Rica,

Croatia, Grenada, Honduras, etc. Some countries, namely Columbia, Ghana, Poland and Rusgan, made amendments to the rules For more on
this see IMF (2021b)

61 |MF (2020a)

35

Development Finance Assessment Armenia



Development Finance Assessment Armenia

Over the last decade, debt analysis has mainly shown that the debt has been sustainable,
though its structure and the recorded trend of sharp growth are problematic. Government
debt sustainability analyses were conducted and published by the MoF and the IMF since 2011.
The 2011 debt analyses recorded no severe risks to debt sustainability, though it was necessary
to run a more conservative policy. Despite the conclusions made in the assessments on the
necessity of running a prudent fiscal policy, in subsequent years, especially during 2015 -2016,
an enlargement fiscal policy was pursued in practice and the debt burden continuously increased,
increasing by approximately 21.5 percentage points in 2017 . The debt sustainability analysis
conducted in 2019 and 2020 concluded that the government debt was within the low -risk range,
though the debt structure was highly vulnerable . The study concluded that the debt structure
was highly vulnerable, but overall, the government debt was stil |in the low -risk range.

I nternational credit rating agencies recently placed Armenia's debt in the speculative
market range. On March 2021, Fitch Ratings rated Armenia's Long-Term Foreign-Currency
(LTFC) Issuer Default Rating 'B+' with a Stable Outlook. On May 2021, Moody’s assigned
Armenia's proposed senior unsecured, US dollar-denominated notes rating of "Ba3", the lowest
of the investment -grade category. Moody’s looks at Armenia's debt burden as "moderately high"
and "vulnerable to sharp currency deprec iation." These assessments will generate more pressure
on the compensation offered in future bond emissions . However optimistic the assessments still
sound; they indicate a higher level of concern that deteriorating economic conditions and
country -specific developments could hinder the issuer's ability to meet its obligations. Therefore,
investors will expect a higher yield for purchasing these bonds as compensation.

Debt management and accountability

According to the Law, public debt management shall be carried out under the principles of
transparency, accountability, predictability, and publicity. Since 2008, the Law "On Public
Debt" regulates the relationships connected with the public debt. The public debt management
shall be carried out by the authorized body (the MoF of Armenia) and the Central Bank of Armenia
in terms of its debt. There is a State Debt Management Department in the structure of the MoF of
Armenia, which manages public debt, the cash flow of the state budget, and the organization of
the activities of the Treasury Direct System. In this structure, the Treasury Depository Activity
Organization Division is responsible for organizing the retail sale of state bonds, servicing
investors, and monitoring the investors' composition and structure. This structure is in line with
international good practice, based on the organizational structure acceptable in the bank system.

Debt management continuously i mproved over the last decade and is aligned with the
medium -term strategies of government debt management . Government medium-term
management strategies for debt have been published since 2010 as part of the MTEF. They have
been gradually improved, incorpor ating quantitative tools for strategy development and risk
assessment, debt management benchmarks, and statistical information for the actual and
projected periods. Since 2015, debt management strategic programs defined benchmark
performance indicators. From 2016, debt management strategies are selected through a
medium -term debt management analytical tool developed by the IMF and WB. The benchmark
indicators defined under the debt management program for 2020 -2022 and their performance
as of December 2020, are presented in Table 5 below.

Over the last decade, the volume of published information about public debt has increased,

and the content of the debt strategies has been enriched . Public debt reports being published
on an annual basis by the MoF since 2000 have a crucial role in presenting the information on the
public debt. The Public debt report for 2019 incorporated information about the volume and
trends of the debt, the debt service, primary and secondary markets of treasury securities (also
the retail market), foreign currency bonds, the government external loans, the Central Bank
external debt, cash flow management, and risk analysis. In the meantime, the information on

36



public debt is available to the public via monthly statistical bulletins publish ed on the MoF
website and continuous updates of news regarding treasury securities.

The Way Forward: Policies to Improve Public Debt

The top recommendation is to place the focus on ensuring short -term sustainability of public
finances and fiscal consolidation . The delicate fiscal situation that the country is navigating
through generates significant concern. Fiscal consolidation could happen if the tax refor ms
implemented by the government show substantial positive results in a period of less than five
years, but giving greater weight to the first two years, where most of the fiscal measures should
produce market confidence. The current scenario is very sensitive to economic growth, which
should pick up at an even faster pace than the historical trends. From the point of view of public
debt management, a true consolidation would require that the tax reform initiated in 2020
reverses the current trend and produ ces a positive yield in the range of 2-3% of GDP.

International best practices recommend the introduction of long - and medium -term
approaches to public debt management . A long-term public debt strategy will be a useful
instrument to make the best possible use of this flow. This type of tool could be very useful since
it would provide a guide to obtain the required funding at the lowest possible cost in the medium
and long term, consistent with a prudent degree of risk. This would allow the MoF, as the manag er
of public debt, to fulfil its responsibility to ensure that financing restrictions do not lead to abrupt
adjustments in fiscal policy or interest costs . The strategy could address the following
opportunities:

A plan to reduce costs and obtain more favor able conditions by aligning future debt instruments
with SDG targets and attract international impact investors

Analyze the possibility of using SDG-targeted instruments to re -profile existing debt with lower
cost and more extended term conditions.

Explore better uses of public debt and sovereign guarantees to facilitate the development of
blended finance mechanism s where public debt is a catalytic element of the financing mix.

Explore opportunities for debt for nature swaps or buybacks and other innovative mechanisms to
leverage further resources required by the national development strategy

Strategically allocate public debt for infrastructure investments only in those areas where PPPs
are not possible.

Further develop risk management capacities and procedures to address real and contingent
liabilities demands required for extending public and SOE investments and PPPs

Introduce a procedure for establishing financial conditions and requirements for state-owned
enterprises in the provision of state guarantee s

It may be also opportune to approach the issue of public debt with a different lens and
manage this financial flow in the most strategic possible way in the short -term . Despite the
promising perspectiv es for the Armenian economy, major uncertainties also loom in the future,
deriving from the unresolved conflict and the persistent effects of the COVID crisis and the
complex geopolitical situation . This would call for a prudent and conservative management as
current debt levels are higher than desirable. The tax reforms analyzed in the previous section
add additional risks as one of the possible outcomes of the reform could be a generalized
weakening of the tax revenue base. A recommended short-term management approach for
public debt would be to treat this as a very scarce resource before this condition might be dictated
by the markets.

The much-needed expansion of PPPs will require a deeper and more systematic
management of the policy implications of cont ingent liabilities, both explicit and implicit.
There are multiple possible contingencies, such as vulnerabilities in the financial system, pension
systems, APPs, etc. However, in Armenia many of these risks are even more present due to the
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size of the public sector and its direct participation in various sectors such as electricity, banking,
pensions and insurance. The most visible contingencies are the leasing contracts for public works
that public entities have signed with trusts (see Section 4.2.3 PPPs)and others that have already
materialized in the financial sector with the intervention of a commercial bank owned by the
State. The modernization of these capacities is mandatory to ensure that the expansion of these
new financing mechanisms is done ensuring prudent management and quality of public finances.

If this path is chosen, it might be necessary to strengthen the capacities of the Ministry of
Finance. The MoF has the technical capacity to quantify the cost / risk of the different options for
public debt management strategies and has adequate computer systems that make it possible

to keep a record of the public debt and produce daily reports on the government's indebtedness.

It also prepares reports that quantify the market risks to which the debt p ortfolio is exposed,
including some explicit contingent liabilities. However, the good management of alternative
sources of financing, such as PPPs, will require modernizing and reinforcing the J 2 Gv
management capacities and strengthening its role in cont rolling the management of direct and
contingent risks that this type of instruments may introduce

3.3.3 Official Development Assistance (ODA)

The information available to analyze ODA is minimal.  Although an SDGaligned Development
Assistance Database isunder development with support from UNDP and the EU, there is currently
no official management information system on official development assistance. As such, the
government does not have a consistent information base to support this flow's proper analysis or
management. This assessment was made using information produced by the OECD. Therefore,
the assessment may not capture a significant part of the funds received in Armenia. This is, the
case of the ODA funds from official sources through private channel s and recipients which, might
not be covered.

Figure 30 Net ODA to Armenia (current prices, USD min

500

419.7
405.6
400
300
200 217.7
166.3

100 141.6

0

1995 1998 2001 2004 2007 2010 2013 2016 2019

Source: DFA Team calculations based on official d&tam the OECD

The international community's support to Armenia has always been an essential source for
development finance . Official development assistance has been one of the primary sources of
development finance since Armenia's independence. The average volume of net ODA flows was
about USD 300 min per year in constant prices (2018). In 2019 net official development
assistance totaled USD 417.27 min or USD 141 per capita. From 2015 through 2019, the average
net ODA per capita was USD 101, comparable to other upper-middle -income economies.
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Figure 31 ODA Grants and Loans (current prices, USD min)
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Armenia receives concessional financing and is eligible for both grants and loans . The current
dynamics of ODA presented in Figure 31 show that, on average, this flow has been fluctuating
around 3.5% of GDP. Except for 2019, the trend of total ODA was showing a marked reduction
from 4% of GDP in 2010 to 2.3% of GDP in 2018. Similarly, excepting 2019, there was also a
moderate reduction of the grant component in the total composition of ODA. During the period
2010-2019, grants averaged 46% of total gross ODA. The significant increase shown in 2019 was
caused by the large disbursement pro grammed under the IMF stand-by agreement.

Figure 32 Relationship between net ODA and GNI in 2019 (per capita, USD)
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In comparative terms, it could be said that the country is well funded from this source . In
comparing the level of ODA per capita for the countries in the region (figure 33), Armenia is in
third place with the 10 -year average of USD139 after Georgia and Moldova with USD189.6 and
USD174.9, respectively. However, this comparison is not a fair one; Russiais primarily a donor
country and not a recipient, Kazakhstan and Azerbaijan are also emerging donor countries, and
ODA access to countries such as Tajikistan, Uzbekistan and Belaruswere considerably reduced
during the last decade due to political and governance issues.
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Figure 33 ODA per capita trend comparison in the region (current prices, USD)
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A significant part of the ODA received by Armenia is concentrated to a few development

partners. Figure 34 summarizes the activity by primary donors of ODA to Armenia: the IMF, the
EU institutions, and the ADB. The IMF has been assisting the country with financial support over
the decades since independence. These other development partners have been supporting the
country with significant resources in the following areas:

European Union. The EU approved programs in various sectors: infrastructure (energy

(U] " [min¥n 75! 163M¥¥no U] 6, $BIn¥7/n8 5PJ Ba Usa8X3 BIlA)5educatidn] X _
innovation and IT, good governance (justice, public administration), etc. For the implementation

of investment projects in Armenia, blending of EU grants with loan s EU are being used with grant
$20321&17 !'0281mnlug%).72 U[ _"kc

Asian Development Bank. Approved 36 loans totaling USD 1.55 bin since 2005. This included 23
sovereign loans amounting to USD 1.19 bin, 13 private sector loans, and one equity financin g
facility amounting to USD 356.9 min. In addition, they also provided technical assistance grants
totaling USD26.6 min. As a middle-income country, Armenia has access only to their market -
based ordinary capital resources. The approved main programs include USD 500 min for the
North-South Road Corridor Investment Program and USD 400 min for the Sustainable Urban
Development Investment Program financing facilities. 62

DAC Bilaterals . The United States and Germany are the major bilateral donors to Armenia. The
US cooperation invested USD 431 mIn during 2010 -2019 with a preference on implementing
programs in tourism, rural development, energy, and other areas. Germany's cooperation invested
USD 401 min over the same period and focused on sustainable development, environmental and
climate protection, democracy, municipal development, and the rule of law promotion. Other
sources include Austria, France, Japan, Sweden, Switzerland and the UK.

Russian Federation. Russia contributed with USD 148 min during 2010-2019. Among the non-
DAC countries, the RFis the leading donor as all the other countries contributed to only USD 1 mln
during the same period. Areas financed included sustainable school feeding, health, rural tourism
and development, and others. Based on the country policy approved in 2014, this will likely
expand as priority is given to the CIS countries and members of economic unions and the RF 63,

62 ADB (2020)
63 Russian Federation (2021)
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Figure 34 Total Net ODA by major donors comparison over time (2010 -2014 and 2015-2019)

EU Institutions Germany International France Russia

Monetary Fund
400 /
200 / /. /

United States Asian United Nations Global Fund Japan
Development Bank

400

200

0 O *—e \

2010-14 2015-19 2010-14 2015-19 2010-14 2015-19 2010-14 2015-19 2010-14  2015-19
Source: DFA Team calculations based on official dé&tam the OECD.

Although there are no means to track the SDG -specific allocation for ODA, general sectoral
information shows a balanced use of these resources.  The information on sectoral allocation
of ODA is available only for bilateral ODAs and is summarized inFigure 35. The energy sector has
attracted 30% percent of total ODA. The relative priorities of donors seem to have shifted slightly
over the period 2013 -19. ODA to the energy sector has decreased while ODA to education and
multisector projects has increased significantly.

Figure 35 Bilateral ODA by Purpose, 2013 -2019
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Over the past 20 years, Armenia received significant assistance from various environmental

and climate change -related initiatives . The projects financed are aimed at heeds assessments,
policy development, reducing greenhouse gas emissions, adaptation capacity building in s ectors
vulnerable to climate change, disaster risk reduction, technology transfer, education, and
awareness-raising in target areas. A list of the specific funding received is shown in Table 2.
Mainly, these funds were used

Global Environment Facility (GE F). The GEF has provided over USD 40mlin in grants to Armenia
to implement national environmental programs throughout its activities, about half of which were
channeled to support climate change -related issues. Under the Small Grants Program, the GEF
additionally provided approximately USD 1.5 min in grants for financing climate change mitigation
projects implemented through NGOs/community -based organizations.
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Green Climate Fund (GCF). Armenia is the first country in Eurasia and the tenth to receive a grant
from the GCF. The country has received more than USD 30mIn in funding from GCF. These funds
support the country to implement projects in investment risk mitigation of energy efficiency
retrofits, the development of a National Adaptation Plan (UNDP), and preparedness support
(EPIU). In addition, another two regional programs funded by the GCF and implemented by the
EBRD are underway, which provide financing for green cities and sustainable energy54.

Climate Investment Funds. These funds have approved an investment of USD 40 min for
Armenia in grants and soft loans. These funds are expected to attract significant private sector
investments and leverage additional capital from multilateral development banks. They are
targeted at the implementation of renewable technology pilot projects on geothermal and
photovoltaic stations in Armenia.

Table2@/ , 0! 7& ' 81%6v ,19&670&176 ,1 >50&1, !

Donor Approved project (USD min)
Global Environment Facility (GEF) 415

Climate Investment Funds 40

Green Climate Fund (GCF) 30

Adaptation Fund 4

Source: Armenia Climate Public Expenditure and Institutional Review, UNDP 2020 b)

Figure 36 Other official flows (OOF) and export credits - disbursements
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Other official flows

Other official flows provided at close to market terms or with a commercial motive
substantially increased since 2016 . The leading providers of OOF in Armenia are the
development finance institutions Figure 36 shows that over recent years, the most significant
disbursements were conducted from the ADB and the IBRD. The latest main projects are in
energy, irrigation, roads, local development, and trade promotion.

64 According to the 2016 "Agreement on the Privileges and Immunities of the GCF" signed between GCF and the RA Government, the n ational
authorized body of the GCF in Armenia is the MoEn, represented by the Minister of Environment, which has the authority to approve funding
projects in Armenia. The MoEn EPIU is the only accredited national body in the region with "direct access" for up to USD 10 min in funding for
implementation of GCF projects
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Figure 37 Other official flows disbursement by sector (USD min current prices)
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The government's performance managing ODA flows has been fluctuating over the past
decade . Figure 37 shows that the actual disbursements compared to commitments of ODA have
been unstable during the period observed. Overall, average disbursement amounted to 93%. This
differ ence is much considerable in the case of other official flows where under -disbursement is
about 29% during the ten years studied . The reasons for this underperformance are not analyzed
in any available assessments, and these figures might indicate that the re could be low levels of
absorptive capacity from the government side. These issues shall be additionally studied as they
are very significant to inform a potential expansion of the use of ODA financing .

Figure 38 ODA and OOF commitments and disbursements (USD mIn)
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The country does not apply general policy orientations or use dedicated institutional
solutions to manage this finance flow . Aid is most effective when it supports a country -owned
approach to development and is aligned with a country -wide development policy corresponding
to the extent to which priorities are established. However, the government does not guide the
management of this flow using a specific development cooperation policy or strategy. Some
management functions will be covered by the National Council of Sustainable Development,
coordinated under the authority of the Prime Minister. The Council includ es representatives from
ministries and other state agencies and NGOs. In addition, there are other dispersed coordination
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efforts, for example, those made by the Ministry of Finance under the PFM Strategy. The mission
of the National Council of Sustainable Development would be compatible with this purpose.

There are currently no management information systems to provide evidence to support the
overall management of ODA Their government does not dispose miaaequate information system

to manage this flow. The external financing like grants and loans provided to the public sector are
included in the budget documents. The data used for this section mainly comes from théd@QECD
database. The government systenust be comprehensive, helpful, and widely adopted by all
stakeholders. The data and information obtained must comply with the following quality c(ijeria:
Completeall relevant data and information must be available in the system (all projedtmails, all
proposals, all expenditures, etdi)) Accurate data/information must be validated and officigil)
Reliable to satisfy all stakeholders (government and Cd?g) (iv) Timely it must be available when

it is needed to support decision nrakneeds and calendars

The way forward:

Develop a robust and comprehensive ODA management system for the country . In this
context, the government might also consider introducing an ODA Policy and Institutional
Framework and clear management procedures. This tool works better if developed jointly with
development partners and defines key government agencies' fundamental roles and

coordination mechanisms. Joint policy agreements based on transparency, sustainable
availability of resources, strategic alignmen t, and result-oriented approaches would contribute
to more effective management of these resources. In addition, the Policy Framework could allow

reaching greater efficiency and effectiveness by:

Facilitating greater transparency and accountability and enh ancing scrutiny

Aiming at innovative solutions to address development challenges by encouraging private sector
participation and resource sharing

Consolidation of efforts from different potential donors h institutional and private
More effective prioriti zation
Accelerate the introduction of results -oriented management approaches

An additional recommendation would be to consider a re -definition of the strategic
prioritization and allocation of ODA  for maximum outcome . It would also be helpful to consider
analyzing and prioritizing the most strategic possible allocation of this scarce resource. Instead
of the usual allocation priorities to supplement financing for the main SDG priority areas - in some
cases, the government could consider using ODA to develop the capacities that could, in turn,
generate more additional funding for these SDGs (or improve the development results obtained
by the existing resources). For example:

Multiplier Effects . ODA resources can generate maximum benefits if allocated to further improve
the government's capacity in areas that will have multiplier effects on the impact of all the
development resources available. For example, strengthening the quality of the plann ing and
budget process, extending public spending efficiency, developing effective PFM systems,
improving PPP risk management tools, preventing, and controlling corruption, and increasing
internal accountability for performance and results -based management.

Domestic Resource Mobilization . There are opportunities to use ODA to continue improving the
fairness, transparency, efficiency, and effectiveness of the tax system, improving domestic tax
mobilization, and continuing efforts to empower and integrate the informal sector into the formal
economy and to develop a better environment to encourage private sector development

Blended Finance Mechanisms . ODAcan be used to extend the use of this capital structuring
approach that combines the catalytic and strategi ¢ use of public or development financing
(whether concessional or not) to leverage additional private commercial funding that would not

otherwise be used to finance development objectives. This practice increases the total capital

available for sustainable development and is preferred by the leading DPsin Armenia.

44



Aid for Trade . ODAcan be targeted at trade -related programs and projects to mobilize resources
to overcome specific trade -related constraints 65. Trade policy and regulation, trade development,
and other trade -related needs are classified as trade -related assistance This is not an easy to
manage area asit captures a broad range of trade-related activities. However, experiences in most
countries show that this is a very positive way to increase ODA volume and bring additional
resources that otherwise would not be available.

An additional effort could be made to strengthen the quality and availability of data and
information and the monitoring and e valuation process. For example, one of the potential
values of implementing periodical evaluation of ODA management conducted by the government
is to bring ODA constraints to the attention of policymakers, such as policy shortcomings or
rigidities inadequa te coordination structures, or inefficiencies of other supporting practices. For
this purpose, the availability of quality data and information is essential

Ensure that the planned Development Assistance Database is finalized and provides arobust
Management Information System (MIS). The Armenian Donor Assistance Management System
(ADAMS)is being developed as a project supported by the EU and the UNDP The project's initial

aim is to allow transparent, open, and results -based public reporting on development funds and

their allocation in Armenia. In addition, it is expected to provide all development partners and
stakeholders with a unified source of dat a on development projects enabling aid tracking and
effective management of development efforts. The system is still in its initial phase of design,
6&9&5!/ 352727<3&6 :&5& %&6, (1&% !'1% %, 6$866 &%
the main stakeholder of this development.

The development of the ADAMS could allow to introduce of more advanced management
features gradually. Once the ADAMSis in place and achieves the basic minimum quality
requirements, it can be further improve d to support other essential government management
functions, like for example i) accurate information on commitments and disbursements from all
the main programs; ii) program markers to identify how ODA is supporting SDGs or national
priority programs and their signif icant components; iii) develop specific 'markers' to track ODA
impacts on specific cross -sector areas, such as climate change, gender equality or private sector
development; iv) include in the ADAMSall interventions financed by development partners that
are executed by international and national NGOs or any other civil society organizations.

3.3.4 Public Climate Finance

The information on the size and trends of the budget expenditures related to climate change

is primarily based on the Climate Public Expenditure and Institutional Review (CPEIR)
results in Armenia. The review was conducted by UNDP in 2020 and is the first comprehensive
review on Climate Change (CC) related to public expenditures in Armenia. It covers the CC
financial flows for 2017 -2019 and focuses basically on climate expenditures made in the
framework of the State Budget. The CPEIR climate expenditure estimates were made based on
the estimated weights of the climate expenditure in budget programs' expenses, which were
defined based on the purpose of programs and the expected climate benefits. 66

According to the CPEIR, the CC -related public expenditures in Armenia are not significant.
The assessment measured that in 2019 they amounted to AMD 35.3 bin, equivalent to 2.2% of
the total budget expendit ures and 0.5% of GDP. Moreover, Figure39 shows that during 2017 -
2019, the climate expenditures showed a steady declining trend, both in absolute and relative
terms, basically due to the decline in climate expenditures financed by external sources.

65 Aid for trade is part of the Official Development Assistance (OD A) and a practice strongly promoted by the WTO. This aid usually covers six
types of areas: i) trade policy and regulation; ii) trade development; iii) trade -related infrastructure; iv) building productive capacity; v) trade -
related adjustment, and vi) oth er trade-related needs.

% UNDP (2020 b).
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Adaptat ion related investments predominate in climate change expenditures . In 2019,
mitigation -related spending accounted for about 35% of the climate -related total expenses,
while adaptation -related expenditures accounted for about 51%. Amid the overall decline of
climate -related expenditures in 2017 -2019, mitigation and adaptation -related expenditures
have decreased. However, the mixed-impact expenditures, which has both mitigation and
adaptation purposes or equally contribute to both the mitigation and the adap tation, have
somewhat increased, basically due to the increase in forest protection -related expenditures.

Figure 39 Size, structure and trends of climate -related public expenditures
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Internal and external sources are equally important in financing climate -related

expenditures in Armenia. In 2019, 54.8% of the total climate -related budgeting expenditures
were financed from internal sources. Though in 2017 -2019, the climate -related costs funded
through internal sources have decreased in absolute terms (decreasing from AMD 25.6 bin in
2017 to AMD 19.4 bin in 2019), the share of those expenditures in total climate -related spending
increased from 42.8% in 2017 to 54.8% in 2019 (Figure 40). This is explained by the fact that
during the mentioned period, amid the overall decline in climate -related expenditures, the ones
financed from internal sources decreased less in absolute terms than the climate -related
expenditures funded through external sources. Available data shows the following choices for
the CC investments financed with internal and external resources:

Internal Sources Investments in pipelines (e.g. metro) and other transport (12.3%) and in
biodiversity and nature protection (12.2%) comprised the largest share of climate expenditures
financed from internal sources in 2019. Other relatively large climate expenditures were road
transport, rescue services, and street lighting.

External Sources. Investments in some areas (forestry, pipelin es (e.g. metro) and other transport,
biodiversity and nature protection). In general, climate expenditures financed from internal
sources showed an upward trend, which differs from the general downward trend for climate
expenditures funded through internal sources.

Most climate -related expenditures financed from external sources are funded by earmarked

loans. According to the CPEIR, 88.5% of CGrelated expenses were financed using external
earmarked loans. Official grants are also considered external financing sources of climate -related
expenditures, with ten times less share. These expenditures showed a steady declining trend.
This was basically due to the low financial performance of budget programs or measures
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funded through external sources. For example, in 2019 alone, about 17% of the total climate
change budget measures were not implemented (zero perform ance). In contrast, another
20% of those measures were not included in the initial budget (introduced during the year).

Figure 40 Financing sources of climate -related public expenditures
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Climate -relat ed expenditures financed through external assistance were mainly applied to
irrigation, energy, and road transportation , which covered about 87% of climate -related

expenses funded through external aid. Other similar areas are waste collection, street lighting,
biodiversity and environmental protection. The largest international partner organizations
financing the climate -related expenditures are the WB, the ADB the EBRDand the French AfD,
which covered about 78% of climate -related budget expenditures financed through external
assistance 2019 (Figure 41).

Figure 41 Climate Expenditures from External sources by Climate Change Policy Areas (AMD bin
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Climate -Related Financing Needs

The country has made ambitious commitments in this field . The goals of the Republic of
Armenia policy related to the climate -related issues until 2030 are defined by the Nationally
Determined Contributions (NDC) for 2021 -2030 under the Paris Agreement %7 There is also a
National Climate Change Adaptation Plan defining the list of measures for 2021 -2025, ¢ which
to some extent regulate the issues mentioned above. The government also plans to elaborate a
Low Emissions Development Strategy.

57 This is explicit under the RA Government Decree N 610-L dated 22.04.2021
% Republic of Armenia (2021)

a7

Development Finance Assessment Armenia



Development Finance Assessment Armenia

Figure 42 Gross investment needs for climate actions by sector in 2020 -2030 (USD min)
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Source: OECD(2021). Note: RE = renewable energy; CCGT = combinedycle gas turbine; EE = energy efficiency.

Armenia should make additional investments equ ivalent to 4 -6% of GDP per year to meet
the pledged targets during the upcoming seven years  According to an OECD assessment,to
meet the targets set by the NDC, Armenia will need to make additional investments of at least
USD 5.7 bin (AMD 2.7 trillion) in the form of fixed assets, or USD 8.3 bin (AMD 4 trillion) if the
investments in the field of nuclear energy are implemented according to the planned program
(Figure 42). This was calculated over ten years (2020-2030) and comprised about 45.0% and
65.6% of 2020 GDP. This means that during the upcoming seven years, Armenia will need to
make investments equivalent to 4 -6% of the GDP each year for that purpose. These figures
correspond to public and private investments. 6°

Those estimates place a significant priority on mitigation -related investments . These
assessments establish that the central part of the gross investment needs (86%) in 2020 -2030
falls to mitigation -related actions of USD 4.9 bin, while adaptation -related and mixed -impact
measures cover 3% and 11% of the investment needs 70. The central part of the CC-related
investment needs) falls to the energy sector: nuclear (USD 2.44 bin), renewable ($1.4 bin) and
energy generated from combined cycle gas turbine stations (USD 1.20 bin). The next major area
of investment needs is the ene rgy-saving sector of residential and administrative buildings, which
covers more than 18% of the investment needs of the CC -related sector (USD 1.44 bin).

Other Climate Change-Related Financial Instruments

Green debt instruments or mechanisms were not use d yet in Armenia . Green bonds or other
green instruments have not been used so far for financing CC-related expenditures. However, the
government seems interested in developing and investing in such innovative instruments in the
CGrelated field. In partic ular, the NDC states that: "Armenia seeks to develop an innovative
"climate debt" financial exchange mechanism aimed at attracting additional financing for climate
change response, which proposes the application of innovation not only in the technical context of
the "climate debt", but also by the prioritization and evaluation of obligations assumed by the
countries in bilateral and multilateral levels" 71

Armenia is not considered a heavy user of fuel subsidies.  Armenia is one of the few countries
in the region where the fuel market is liberalized, and the fuel prices are typically taxed rather

than subsidized. Not having its sources of fossil fuels, Armenia greatly relies on imported fuel,
especially natural gas imported from the Russian Federation. Petrol eum products - diesel fuel,

% OECD,(2021)

™ This is without considering investments in the nuclear energy field . The study involved mixed impact measures for forestry, water and
sanitation measures. Agricultural, as well as the disaster risk management were considered as adaptation -related measures. Energy, Transport
and Waste Management were classified as mitigatio n-related measures.

" Republic of Armenia (2021)
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petrol, liquefied oil gas is also fully imported. The primary fuel consumed in the country is natural
gas, which covers 84.2% of fossil fuel consumption and almost 83% of greenhouse gas emissions
from fossil fuel combustion (201 6).72

The use of fuel subsidies has been declining over time . The dynamics of the central fuel
subsidies used by the government over the last decade are shown in Figure 43 below. Before
adopting the Tax Code in 2018, diesel imported to Armenia was exempt from VAT, and
compressed natural gas was exempt from the Excise Tax. After the adoption of the Tax Code,
those tax rules do not operate anymore. According to the OECD, the size of the tax and the direct
budgetary expenditures formed because of the fossil fuel subsidies mentioned above in 2019

amounted to AMD 2.34 bin. To support the population that faced social problems during the
COVIDcrisis, the government has fully or partially reimbursed the natural gas, electricity, and

water costs of the population, spending more than AMD 4 bln in 2020. 73

Figure 43 Fossil fuel subsidies in Armenia 2011 -2019, AMD min

Diesel 63,994
Natural Gas 37,664
Electricity& Natural Gas | 3,289

Electricity | 1,896

Source: DFA Team calculations based official datafrom (OECD 202@).

Armenia has neither a carbon tax nor a carbon market . The NDC adopted in 2015 envisaged
establishing an internal (local) climate civil -based investment fund if the necessary financial
resources were available. This investment fund would be replenished regularly from the means
of ecosystem services, including the utilization of climate resources ("Carbon taxing").
Nevertheless, there was no clarity on the timing and mechanisms for the establishment of this
investment fund. T herefore, there is no reference to carbon taxes in the revised NDC (2021).

However, the country has made significant progress with the introduction of environmental
taxing. Nature use fees and environmental taxes are critical sources of financing for
environmental (including climate) expenditures in Armenia. They are targeted taxes, the
proceeds of which are directed to the solution of ecological problems. The nature use fee is a fee
paid to the state budget for using state -owned natural resources. These instruments previously
analyzed in Section 3.2.1 Tax Revenue represented 3.8% of the proceeds for the state budget in
2020. This tool is also used to stimulate private investments in CC related areas.

Integration of Climate Finance into Public Financial Ma nagement/ Budgetary Systems

Armenia is taking the first steps towards clarifying the financial/budgetary frameworks in

the CC area and improving the link between the CC policy and the budget . The CPEIR and the
estimated Climate Change Budget Integration Index (CCBIl) show that the integration of CC
related public finances into the existing PFM/budgetary systems is very low. Armenia has a well -
developed system (e.g. introduction of Program Bud geting, Performance Reporting, etc.), which
provide good platforms for integrating climate finances. Those studies differentiate several
issues related to climate public finance. Addressing those issues is essential in terms of climate
change and improving public finances related to transversal policies in general and their
integration into the existing PFM systems.

2 UNDP,(2021)
3 MoF (2020)
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The public policy framework for climate change mitigation and adaptation is not clear and
comprehensive. The CGrelated policy and strategic is sues are mainly reflected in the sectoral
strategies and programs, where the CC-related problems are not sufficiently addressed. This
refers to the absence or lack of quality of climate -related goals, measures, and outcome
indicators. These deficiencies of the strategic planning system of the CC sector spread over all
budgeting areas leading to respective issues and inefficiencies.

There is no methodology for identification, coding, and accounting of CC  -related budget
expenditures. One of the essential issues with CC integration into the PFM systems is the lack of
methods and mechanisms for identifying CC -related budget measures, results and expenses, and
coding (tagging) and weighting for climate expenditures. These are the critical tools without
which it will be practically impossible to identify, track and report these expenditures and result
at different stages of the budgeting process.

Lack of clarity in the scope of CC -related budgetary programs and measures and their
performance indicators is a signif icant barrier to the presentation of CC policy and results in
the budgetary process. As a result of the introduction of program budgeting, the PFM systems in
Armenia provide favorable conditions for presenting the budget performance information and
making performance-based or performance-informed budget decisions. Nevertheless,
budgetary programs and measures are currently designed around the sectoral development
goals. The performance indicators describing them mainly reflect the sectoral development
targets, usually not addressing cross-cutting policy issues.

There are no respective coordination mechanisms for CC -related expenditure budgeting in
the framework of the budgeting process. The RA Ministry of Environment is responsible for
developing and impleme nting state policy in the field of CC mitigation and adaptation. However,
the Ministry coordinates only the budgetary programs implemented under its responsibility. In
practice, the CC-related budget expenditures are dispersed in the sectoral programs
implemented by different line ministries, which creates a need for coordinating the CC -related
expenditure processes within the budgeting process. Moreover, the budget information
submitted to the National Assembly does not specify the relation of budgeting ex penditures with
CC policy. Consequently, there are no separate targeted discussions on CGCrelated policy
expenditures in the National Assembly of the RA.

The programs implemented in the ODA framework provided to the Republic of Armenia
generally have a hig h level of integration into the national PFM systems.  However, though the
coordination mechanisms with donors and the representation of external loans and official grants
in budgetary documents and the treasury system are high, not all budget execution pro cesses
are carried out following the national procedures. This refers to the procurement, accounting and
auditing processes. At the same time, there is no complete information on external assistance
provided in the form of technical assistance (consultancy services) in the budgetary documents.
The MoF receives such information from the state bodies and publishes it on its website.
However, there are concerns in the Ministry that information provided to the MoF is incomplete.

The Way Forward: Policies to Imp rove Public Climate Finance

The development of a comprehensive Climate Change Financial Framework is an important
step forward to make an adequate management of this flow and could be used as a model to
manage all cross -cutting priorities. There are many limitations that the government needs to
address in this field that are standard solutions for all cross -cutting policies. The UNDP is
currently supporting the RA Government in developing a climate budget expenditure
identification methodology and the intr oduction of SDG budgeting and tagging, including in terms
of cross-cutting policies .

The government can also significantly improve accountability and transparency on CC
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related expenditures. The level of accountability for CC-related spending is low. As such, no
official comprehensive reports on CC-related budget expenditures are published. Currently, no
separate reports are pre pared for CC-related public expenditure within the framework of the
budgeting process, and CCrelated expenses are not differentiat ed from other sectoral program
expenditures in the budgeting reports. The CPEIR implemented in 2020 is the first and only study
on CGrelated public spending in Armenia.

The level of participation of civil society organizations (CSOs) in CC  -related expendi ture
budgeting can be significantly improved. CSO participation in monitoring and reporting
processes is low. Although the CSOs are actively involved in developing environmental programs
and policies (including CC-related) in various formats, they are not directly involved in monitoring
and reporting processes of budgetary programs. CSOs are invited to participate in the discussions
on budget applications/programs of the state bodies. However, no separate talks are carried out
on cross-cutting (including CC-related) expenditures. The conversations are happening around
budget programs and measures designed around the sectoral development goals. Efforts are
made to increase CSO involvement in CGrelated sectoral issues under the coordination of the
Ministry of Environment. It includes the implementation of training and capacity building for the
CSOs on Cerelated project management and finances.

Significant efforts should be made to improve the quality of information systems to
strengthen evidence -based management of this financial flow. @ Complete and integrated
information on CC-related budgetary programs, measures and expenditures that could be used
to inform evidence -based decision-making is currently unavailable. The main areas where these
efforts should focus include:

Budget Information Systems. A methodology for identifying and classifying climate expenditures
and their integration into the budgeting processes is heeded. The government is still taking the
first steps towards establishing those pro cesses, and it is too early to talk about the
implementation of the system and its results.

International Aid. As discussed above, the government has initiated the integrati on of all ODA
information, programs and activities in one unified MIS. It is antici pated that it will be possible to
identify and correlate the information available in the system with the relevant information
available in the budgetary information systems.

Government leadership is essential to ensure the technical coherence of these ef forts. The
ADAMS must also make it possible to initially identify the objectives of external assistance
projects and their relevance to climate change. Moreover, it is also vital that the taxonomy,
mechanisms, and methodology used to determine the climate expenditures in the above systems
are identical and comparable.

Depending on fiscal space availability, the country could experiment with green debt
instruments or mechanisms to increase access to external de bt at reasonable costs . The
analysis of the public debt in Section 3.2.2 shows that under the current fiscal situation, the
government will have to face increased pressures from external markets investors on the
compensation offered in future traditional b ond emissions. As green bonds or other green
mechanisms have not been used so far for financing CC-related expenditures, they could provide
an opportunity to raise sovereign debt at reasonable costs soon. Therefore, the government
might be interested in ex ploring these innovative instruments in the CC -related field to relieve
the pressure from traditional investment sources.
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CHAPTER4

Private finance and main financial flows

4.1 Opportunities and Challenges for Private Sector Development

The$28175<v6 5&%$&17 %&9&/230&17 6+2:6 6, (1,"',3$!17 °
the economy. In the last decade, the service and manufacturing sectors significantly increased

their participation in the economy. Data in Figure 44 shows that the servic e sector rose from 46%

of GDP in 2010 to 54% in 2020 and manufacturing from 9% to 12% of GDP. As this expansion

happened, the participation of agriculture and industry in the economy decreased by 6% and 4%,

respectively. The gradual development of inbound tourism, lack of technological advancements

in the agricultural sector, and development of manufacturing in some subsectors (e.g., food

processing) are some of the reasons to explain these structural changes.

Figure 44 Structure of output as % of GDP (2010 -2019)
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Source: World Bank indicators

Despite the challenging geographic and geopolitical conditions, the country has made

significant progress in improving its insertion in the global trade markets. Armenia is a

landlocked country that borders with Azerbaijan, Georgia, Iran, and Turkey, although borders

with Azerbaijan and Turkey are closed. The absence of trade channels with these two significant

$28175, &6 $203/, $! 7&6 > 5ddttade netBorks. The &nly bdrdérsthat , 172 5
Armenia has open are Georgia and Iran. While international sanctions limit trade and transit

opportunities with Iran, Georgia is the country through which Armenia transits goods (both import

and export) to its leading trade partner Russia and the rest of the world. The following

achievements summarize these efforts:

World Trade Organization. Armenia has been a member of the WTO since 2003.

Development Finance Assessment Armenia

Eurasian Economic Zone. Joined in 2013. This union guarantees the free move ment of goods,
services, capital, and persons. Armenia is the only country in this zone (Russia, Belarus,
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Kazakhstan, and Kyrgyzstan) with no borders with any member countries.

European Union. Signed a Comprehensive and Enhanced Partnership Agreement with the EU in
2017, which entered into force in 2021. EU and Armenia have cooperated in the framework of
the European Neighbourhood Policysince 2004 and its regional dimension -the Eastern Partnership
- since 2009, which initiates reforms and encourages coope ration in governance, connectivity,
economic development, and environmental protection 74,

Generalized Scheme of Preferences (GSP) . Armenia is a beneficiary of the GSP+ scheme’®and,
since 2018, has benefited from the REX system 76

Electronic Customs. Electronic filing for customs declarations was introduced in 2017, allowing
importers and exporters to file declarations and supporting documents remotely 77. Amongst other
benefits, the system reduces time needed for customs clearance procedures.

Bilateral Trade Agreements. Armenia successfully negotiated 43 bilateral investment treaties
(BITs), 38 of which are in force.

Consequently, exports of Armenian goods and services have been expanding rapidly . Data in
Figure 45 shows that exports increased six-fold in nominal terms during the last two decades,
rising from USD 820 million in 2000 to USD 4.9 bin in 2019. Measured as a percentage of GDP,
the relative weight of exports in the economy doubled in these two decades, growing from 22%
in 2000 to 41% in 2019.

Figure 45 Development of exports
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low when compared to the region or other peer countries, which could be compromising
potential growth in the long term. This reality makes the attraction of both domestic a nd foreign
investment particularly relevant for the country. In this sense, it is central to analyze the main
factors that may be constraining the income of a greater flow of investment and the policy
decisions that are needed to address them.

74 The EaP includes Armenia, Azerbaijan, Belarus, Georgia, Moldova and Ukraine

75 The GSP+ is an advanced option of the GSP, which grants economically vulnerable countries (including Armenia) particularly la rge
exemptions from import duties for import to the EU, on the condition the respective countries adhere to key international agr eements
on human rights, environment, and good governance

76 The Registered Exporter System allows exporters to benefit from GSP+ benefits without acquiring certificates of origin for ea ch
shipment, by registering in the REX system once (which is generally quicker, and unlike the certificates of origin implies no costs).

77 Government of Armenia No. 546 -N dated 30032017
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Figure 46 The enabling environment for private investment in Armenia
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International measurements coincide to show a gradual improvement of the enabling
environment for business development and of the international competitiveness of Armenia
International assessments of the conditions for private sector development provide an imperfect
measure of a complex and multidimensional concept, but they allow for the construction of a
general idea of the main intervening factors and facilitate comparison between countries. The
summary presented in Figure 46 shows the main results from the Doing Business 2020 report
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from the World Bank and the Global Competitiveness Index 2019 -2020 78, It also shows the most
problematic factors for doing business in the country that emerged in the enterprise surveys
carried out by the same institutions. In many of the indicators measured, the country has been
improving gradually in re cent years and has positioned itself as one of the best in the region.

Some of the most problematic issues identified would not require significant investments.

From the assessments shown in Figure 59, several of the areas where Armenia underperforms,
or is below the region, require major reforms (labor market policies, internal labor mobility,
complexity of trade tariffs, incidence of corruption) that might take some time to produce results.
There are, however, other areas that could significantly improve the business environment that
are mostly related to the quality of the legal and regulatory system that require more political will
than costs, like for example:

Protecting Minority Investors. Armenia scores zero in three important areas: (i) protecting

shh 5&+2/ %&56v 5, (+76 !'1% 52/ & ,1 0!-25 $25325!7& %&
shareholders from undue board control and entrenchment and (iii) corporate transparency on

ownership stakes, compensation, audits, and financial prospects. Arme nia strengthened minority

investor protections by requiring an independent review and immediate disclosure to the public

2" 5&/ ' 7&% 3!57< 751 16! %$7,216n , 1$5&!1 6, 1( 6+! 5&+2
decisions, and clarifying ownership and cont rol structures.

Resolving Insolvency . The reasons for the low performance (95 of 194) relate to the need for
further improving the insolvency framework, high costs required to recover debt, and the low level

of recovery rates for creditors. The country ame nded the bankruptcy law to clarify procedures for
appointing insolvency administrators, reduce the processing time for bankruptcy proceedings and

regulate asset sales by auction. However, for all these variables Armenia is still performing low
and below the region.

Removing some of the binding constraints will require significant investments for which the
government may benefit from developing a strategic and integrated financing approach.
There are some areas that demand significant investments, for examp le those that relate to the
quality and reliability of the energy supply, road connectivity and the quality of the road
infrastructure and airport connectivity and efficiency of air transportation services. Most likely,
the government will not have the fin ancial capacity to address all of them in the short-term. Even
if that was possible, it might be counter -productive to attempt to crowd in markets where
significant private investment could be leveraged. Making the most of these opportunities will
require clear strategic definitions from the government and an integrated financing strategy to
make them happen. A good example is what the GP 2021 -2026 is proposing for energy:

A clear strategic definition . The country recognizes that gas reserves may end by 2045, that
alternative generation solutions are needed. One way to address this is to set a very bold goal of
transforming the country to become a regional energy hub in the region.

The private h public space. To achieve this goal, the plan is proposing investments in wind and
solar power generation plants, mega distribution corridors that link Armenia with Iran and Russia.
The plan is not specifically targeting these investments as concessions and PPPs, but this is an
area where significant private investm ent can be mobilized.

1 A strategic use of public investments. There are other key areas, that for economic or national
security reasons the government may want to keep as public investment. For example, the
extension of current and construction of new nucle ar power plants. If public investment is used
strategically in other areas (for example, not used for alternative energy plants), there could be
sufficient fiscal space to make this happen.

There are also some areas where the government needs to strengthen  the efforts on getting
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78 Comparative figures with Eastern Europe, the Caucasus & Central Asia region countries (Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan,
Kyrgyzstan, Moldova, Russian Federation, Tajikistan, Turkmenistan, Ukraine and, Uzbekistan)
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more development impact of current expenditure . Many of the areas that are also hindering
private sector development relate to public policies that are not producing the desired results,
for example: (i) the lack of skills of the wo rkforce and the quality of the TVET programs and
skillsets of graduates, (ii) R&D expenditures and innovation policies, (iii) tax administration and
(iv) anti-corruption policies.

The country still has ample room for improving the domestic financing condi tions for the
private sector. The improvement of internal financing conditions is a pending challenge that is
permanently mentioned as the main obstacle for doing business. Several conditions persist in the
private financing market that have harmful effect s on the entire economy. There are opportunities
for reducing risks to encourage financial inclusion and reduce banks interest rates, bureaucra cy,
and the price of banking services. Similarly, the capital market is limited despite initiatives for its
development. Significant improvements in this sector combined with a continuation of the
insurance and pension reforms can lead to a deepening of the capital market.

4.2 Main Private Flows

4.2.1 Private Financial Sector

Like many other aspects of the Armenian economy, financing to the private sector showed
significant advances during the last decade . Private credit was one of the critical sources of
finance contributing to developing the country's private sector. Armenia's private financial
indicators have had a stable growth for the last ten years. Data in Figure 47 shows that the
banking sector assets-to-GDP rose from 42% of GDP in 2009 to 108% in 2020: A similar trend
happened to loans-to-GDP ratios that expanded from 23% to 63% in the same period .

Figure 47 Private Finance Indicators
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However, significant improvements are still needed as access to credit is regarded as one of

the primary binding constraints for private sector development . According to the latest WEF
Executive survey, access to credit is the most critical problematic factor for private businesses in
the country. Measurements by the Doing Business reports from 2020 show that the total score
for the getting credit dimension (70.0) is near the regional average (72.2) but is much lower than
comparative economies like Georgia, which ranks 85.0 and for countries like Bulgaria, Moldova,
and Ukraine. The main area for improvement is related to the role and capacities of the credit
registry functions, where the country scores zero. The general legal framework can also be
improved to increase overall performance.

According to the IMF Financial Development Index, the Armenian financial system shows
some clear strengths and weaknesses . The IMF developed this comprehensive Index to
overcome the shortcomings of single indicators as proxies for financial development. The Index
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Figure 48 Financial Development Index (FDI)
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captures key dimensions (depth, access, and efficiency) of the financial institutions (FI) and
financial markets (FM).79 The overall ranking of the country is relatively low (0.23). In relative
terms, Armenia qualifies in place 95 of 187 countries measured. The top -performing countries
(Switzerland, USA) achieve over 0.90, almost quadrupling hose of Armenia. The main reason for
this low score is related to specific characteristics of the FI and FM markets:

Financial Institutions. The main strengths are access (number of branches and ATMs per

79 Financial institutions include banks, insurance companies, mutual funds, pension funds, and other types of nonbank financial institutions.
Financial markets include mainly stock and bond markets.
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100,000 adults) and efficiency (interest margins, lending deposits spread, costs to total assets,
and return on equity). Data from Figure 48 shows these aspects have been improving fast. The
main weakness is regarding depth (the combination of private sector credit, pension fund assets,
mutual fund assets, and Insurance premiums as a % o f GDP)

Financial markets . The country qualifies very low in all measured dimensions of access (market
capitalization outside the top 10 largest companies, total number of debt issuers) and depth
(stock market capitalization, stocks traded, government debt securities, debt securities of
financial and non-financial corporations to GDP).

However, if compared to regional peers, the county is performing relatively well . For
example, the data in Figure 49 compares Armenia’s relative position compared to a select ed
number of regional peers. Its performance in the Index (0.26) is in the same level of Georgia
(0.30), Kazakhstan (0.31), Macedonia (0.26), and Uzbekistan (0.25) and much better than
countries like Azerbaijan, Belarus, Tajikistan, Turkmenistan, and Ukrai ne.

The Financial Industry

The banking sector is the dominant player in the Armenian financial market. The banking
sector accounts for around 90% of the total assets of the financial system. As of December 2020,
the financial industry consisted of 17 comme rcial banks, 44 universal credit organizations, 8
insurance companies, 4 insurance brokers, several pawnshops, exchange bureaus, and money
transfer companies. 80 There are no national development banks in the country. The financial
leasing activities are tr eated as financial intermediation and thus can be realized only by banks
and universal credit organizations.

Figure 50 Dynamics of the loan portfolio sectoral distribution
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The sectoral distribution of the financial sector loan portfolio experienced some notable

80 Central Bank of Armenia website
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changes over the last ten years. The banking system operations have been historically
concentrated in a few sectors of the economy, s uch as trade, manufacturing, consumer lending,
and mortgages. Figure 50 shows the dynamics of the sectoral distribution of the financial sector
loan portfolio over the last ten years. The most notable change regards consumer loans, which
guadrupled in nominal terms during this period and increased participation from 16% of th e total
in 2011 to 21% in 2020. Another significant change is the reduction of the share of loans to the
wholesale and retail trade sector, which decreased its participation from 21% in 2011 to 12% in
2020. Another remarkable aspect is the almost negligibl e participation of sectors like Education,
Health, Water and Sanitation.

Figure 51 Comparison of the sector concentration in GDP
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The distribution of domestic credits shows some disconnects with the economic relevance

of some sectors. Figure 51 shows the difference between the sector concentration of the total
loan portfolio (as % of GDP) minus the sector participation in the GDP during the last decade. For
the majority of the sectors, this difference is almost zero, meaning that the share in th e loan
portfolio mirrors the percentage of that specific industry in the GDP. There are many cases where
this difference is negative, meaning that the levels of financing are below the sector economic
relevance. There are some notable behaviors:

Historical gaps that are improving . This is the case in agriculture, where the negative gap

59

Development Finance Assessment Armenia



Development Finance Assessment Armenia

averaged 8% of GDP during this period. This difference narrowed in recent years to reach 6% in
2020. A similar situation happened in the construction sector, with an average gap of 3% that was
recently reduced to 1%

Gaps are worsening . In the case of manufacturing, a negative gap started to show in 2013 and
has been growing since to reach a negative difference of 5% in 2020. Reversing situations are also
happening in culture and leisure, health and wholesale and retail trade.

The deposit and credit base of the financial sector has been growing stably over the last ten
years, and a relatively stable deposit -to-loan ratio is being maintained. Figure 52 shows the
deposit-to-credit ratio fluctuated around an average of 82% during the whole period. The sound
development of the deposit base was reinforced by the financial sector's stability and the
introduction (in 2005) of the Deposit Guarantee Fund, which guarantees the remuneratio n of
bank deposits of physical persons. However, as deposits do not fully cover the funding needs of
the banking sector, there is a significant supply of IFI funding in the market. There is no evidence
to show the actual incidence of IFIs as the funding re ceived by these institutions is not disclosed
in the statements of the financial institutions.

Figure 52 Deposit -to-credit relationship dynamics (USD Millions)
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Source: DFA Team calculations based on official d&tam the Central Bank of Armenia

The profitability of the banking sector has been gradually decreasing during the studied
period. This is mainly linked to the country's economic downturns since 2009 and the new
regulations that increased minimum absolute capital r equirements in 2017. In addition, higher
equities, higher competition, and thus decreasing margins, higher NPLs, and NPL reserves
partially encouraged higher risk -taking behavior. Therefore, Interest rates have been quite
volatile during the studied period . Still, despite the economic, geopolitical, and political
turbulences, all banks were profitable in 2020 with a total net profit of AMD 60.4 bin, which is by
AMD 14 bin lower (19%) of what was recorded in 2019.

The COVID pandemic severely affected profita  bility but did not challenge the overall stability

of the banking system. The Returns on Equity (RoE) of the banking sector decreased from 9.46%
in 2019 to 6.99% in 2020 and the Returns on Assets (RoA) from 1.4% in 2019 to 0.98% in 2020.
The shrink in profits and profitability levels are mainly driven by a deterioration of the loan
portfolio quality during 2020. 8'However, the situation remains manageable, and no significant
threats that could collapse the system happened during this period.

Dollarization is one of the defining features of the Armenian economy and the internal debt

81 Published IFRS Financial Statements, financial -economic bulletin issued by ARKA News Agency,wC, 1! 1$, ! / 517, 1( 2" >50&1,
issued by Arminfo information agency
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market. Figure 53 shows that the foreign currency operations' weight for deposits and loans in
foreign currency is traditionally higher than in local currency. This is partially du e to the import -
orientation of the economy and the increased significance of personal remittances in GDP. To
mitigate the inherent risks of dollarization, the CBA progressively introduced higher and
provisioning requirements for foreign currency assets and other measures analyzed below.

Figure 53 Dynamics of deposits and credits by currency
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Capital Markets

Despite recent improvements, the capital market remains significantly underdeveloped. The
Armenian capital market is thin and has a small volume, a narrow range of instruments, and low

secondary market liquidity. Traditionally, the majority share of the capital market co nsists of
government bonds, and only a tiny portion consists of corporate bonds and equity security

capitalization, as depicted in Figure 54. The depth of the capital market is hindered by the
dollarization of the economy and its limited size. The same lac k of capital market will make it

difficult for both pensions and life insurance to develop.

Figure 54 Capital market value distribution, 2020
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A significant step forward to accelerate the capital market development was the pension
reform introduced in 2014 . This reform introduced a multi -pillar pension system. Two private
investment companies were licensed as mandator y pension fund managers, each responsible for
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managing three compulsory pension funds 82. Since then, significant public savings started to
accumulate in these pension funds: as of December 2020, their combined Net Asset Value as of
370 bin AMD, approximately 5% of GDPS3. It is projected that by 2037 the funds will reach the

level of 6.5 in AMD, equivalent to 25% of GDP. However, the investment opportunities for these
savings in the private sector are minimal. The corporate stock and bond ma rkets remain small,
and there is not much choice in terms of investments.

The corporate bonds market is still small despite the favorable regulatory framework and
several reforms in this field. The largest issuer of the corporate bond market is the financi al
sector who prefers to attract funds via bonds versus deposits due to more favorable tax and
reservation policies. As a result, the secondary market of corporate bonds is characterized by low
liquidity. The dynamics of the corporate bond market are prese nted in the Figure 55 below.

Figure 55 Dynamics of the corporate bond market
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Sovereign Eurobonds had a positive impact  attracting investors from international markets
The government started issuing sovereign Eurobonds in 2013. Their excellent reception led to
similar issuances by one of the Armenian commercial banks. Pilot placements of new debt
instruments, e.g., asset-backed securities and covered bonds, occurred in previous years in the
market, but this was not scaled up due to several obstacles. The main reasons quoted in several
reports are the lack of scale and thus cost inefficiency, the overabundance of IFI funding which
is often channeled via government refinancing institutions and others. Rigorous analytical
information is needed. A joint IMF -WB financial sector assessment was carried out in 2013, and
since then, no other comprehensive studies have been implemente d to measure these obstacles.

Armenia Stock Exchange trades in ordinary and preferred shares, corporate bonds,
government bonds, REPO contracts, and foreign exchange (USD and EUR). The equity market
is almost non-existent: issues of equity securities are s poradic; the secondary market of equity
securities is not active either. In 2020, there were only 38 trades in the equity market (compared
to 993 transactions in the government bond market and 2,432 exchanges in the corporate bond
market).

The authorities developed a well -founded regulatory and supervisory system which has
been improving over the years . The Central Bank of Armenia (CBA) is the centralizing regulator
responsible for banking and non -banking supervision, financial stability, protection of cons umer
rights, and market conduct of the financial system. The financial sector was tested due to the

82 Amundi-Acba Asset Management and G Quadrat Ampega Asset Management
83 statistics of Central Bank of Armenia
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global financial crisis and the Russian crisis of 2014 and is considered resilient. An IMF
assessment from 2019 states that " The CBA has made significant pogress in its approach to
banking supervision with the adoption of the RBS framework and addressing gaps in the regulatory
framework identified in the 2012 Basel Core Principles (BCP) assessment'84,

The Central Bank of Armenia has been actively introduci  ng reforms to improve banking and
non-banking supervision and financial stability, crisis management, and resolution. Since
formally adopting the additional mandate over financial stability by Law in 2017, the CBA Board
approves macroprudential policies ba sed on the Financial Stability and Special Regulation
Committee (FSSRC). In addition, the Law allows the CBA to select and use different
macroprudential instruments, including Basel Il buffers. The most recent IMF Financial System
Stability Assessment (FSSA) in 2018, states that the measures taken by the CBA (since the
previous Assessment in 2012) had a considerable impact on strengthening the financial system.

The CBA has also been active in introducing measures to mitigate the risks of dollarization
These include introducing higher and provisioning requirements for foreign currency assets and
more stringent liquidity requirements to reduce foreign exchange funding liquidity risk. However,
the IMF FSSA report still underlines the existing vulnerabilities of the financial system due to the
highly dollarized economy and the insufficient levels of liquidity cushions in foreign currency.

There are still opportunities for improvement in this field. The IMF report recommends
introducing capital conservation buf fers and the surcharge for important domestic banks and
measures to address credit risk from unhedged foreign exchange exposures, such as introducing
stressed debt service to income ratio limit. In addition, it is advised to gradually raise the
requirement for banks to maintain reserves in foreign currency for liabilities denominated in
foreign currency and the liquidity coverage ratio and net stable funding ratio in AMD and USD. It
was also recommended to prepare to implement the countercyclical capital bu ffer if the current
trend in credit growth persists.

Another significant step forward was the introduction of an improved and upgraded risk -
based supervision framework . The RiskBased Supervision Framework (RBS) was adopted in
2017 to introduce a more forw ard-looking risk assessment and allocate supervision resources
more effectively. The changes are considered positive. However, the IMF still recommended

further reforms that are pending, that include 85:

Refine the risk-based supervision framework for a mo re granular assessment of banks' capital
needs, enforce significant exposure limits, and amend the definition of nonperforming and
restructured loans in line with international best practices

Address the narrowness of functions of the Deposit Guarantee Funds by developing and
implementing financial safety net and crisis management arrangements in line with best
international practices.

The Armenian financial sector has a sound and large -coverage credit bureau . The ACRA Credit
Bureau is the first private credit bureau in Armenia and was founded in 2004. ACRA provides
information on the credit history of individuals and legal entities and cooperates with banks,
microfinance organizations, utility companies, grantors, and insurance companies operat ing in
Armenia. The WB Ease of Doing report scores very high the performance of the credit bureau due
to its coverage of 82.5% of adults, transparency, and data quality.

Reforms to improve the Capital Market are ongoing and may benefit from higher

prioritization . In mid-2020, the Armenian government approved a Capital Market Development
Program, which presents a comprehensive overview of the existing challenges and opportunities
of the capital market and a detailed action plan targeted at the develo pment of capital markets

84 |MF (2019)
85 |hid
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of the country. The program actions are targeted at the improvement of a broad list of areas. 86

The reforms projected by this program significantly impact the development of other critical
financial flows analyzed in this DFA . For example, the development of infrastructure and PPP
financing, the introduction of specialized thematic bonds (green, SDG) at the national and
municipal level, and the widening of the stock exchange investor base to facilitate the
introduction of new finan cial instruments oriented to the expansion of the private sectors, such
as private equity funds or blended funds. For all these reasons, the reforms projected by this
program should be considered of high priority.

4.2.2 Financial Inclusion and MSME Finance

The analysis in this section complements the assessment presented in the previous one and
mainly focuses on the quality of access to finance , understanding by financial inclusion as the
proportion of the population and firms that use financial services. Financi al inclusion is essential
for reducing inequality and poverty and a key driver for inclusive economic growth. Inclusion
depends on supply-side factors regarding the availability of financial services to the population
and firms and demand-side aspects of the usage of financial services by the community.

Figure 56 Financial inclusion indicators per 100,000 adults
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Supply -side indicators show that the coverage of access facilities significantly improved in

the last decade 87 increasing from 6.73 per 100,000 adults in 2010 to 21.78 in 2015. This
significant increase is mainly due to the emergence of more access both from banks and from
non-traditional financial institutions, such as Credit Organizations. It also shows that the number
of traditional cash access facilities, such as bank branches and ATMs, increased slightly. For
example, the number of bank branches and ATMs per 100,000 adults increased only from 1.04
and 3.35in 2010 to 1.17 and 4.74 in 2015. However, this analysis can be misleading, as the data
for MFIs and Cooperatives is only available from 2014 onwards.

In addition to physical access points, mobile financial serv ices have emerged as significant

financial facilitie s. Until 2015, the number of mobile money financial services access points
remained below 200. Since then, access to mobile money services has experienced a fast
expansion, surpassing the 6.000 outlets in 2020. All-access indicators significantly improved

86 These include: the government bond market, Repo market, issuances in the context of public -private partnership and investment funds
where government has shares, issuances of municipal bonds, issuances by public companies, issuances by private sector, issu ances by
financial sector, market of derivative financial instruments, investor base stock exchange infrastructure, depositary infrast  ructure, legal and
regulatory framework

87 Cash-in and and cash-out access facilities include, bank branches, bank and mobi le money agents, credit unions, co- operatives, ATMs and
microfinance branches
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during the last decade. Figure 57 shows that deposit accounts with commercial banks and the
number of debit cards increased significantly, and that moderate but relevant growth also
happened in the number of loan accounts and non -life insurance policies.

Figure 57 Financial inclusion indicators
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Source: DFA Team calculations based on official data from the IMF, Financial Access survey data.

Dated demand -side information shows that there could be significant room for improvement

to address financial inclusion disconnects and access gaps. Unfortunately, the lack of
comprehensive demand-side surveys limits the capacity to diagnose these reasons and to
propose adequate policy responses. According to Global Findex Survey measured in 2017 found
significant gender, geographical, age, and income financial inclusion disparities:

Gender: The difference between men and women who have a bank account (15%), saved at a
financial institution (9%), own a debit card (10%), a credit card (9%), or have an active mobile
money account (8%) indicate there are gender inclusion gaps. These gaps are significant in all the
measured dimensions.

Income. Inclusion gaps are also present in all the measured dimensions for people of the 40%
lower income. Their difference with the ave rage is 14% for a bank account, 12% for debit card
ownership, 2% for a credit card, 3% for access to credit, and 2% for mobile money

Age: Older people are also excluded in some categories. Savings in a financial institution are 4%
lower than the average, 2% for mobile money, and 1% for credit cards. There are some categories
for which their access is higher than average or equal: bank accounts and ownership of debit
cards.

Geographic: there are also indications that financial exclusion happens for people in rural areas.
Their performance in all measured categories is slightly lower than average. The main exception
is that their access to mobile money was 1% above average. This could be linked to 8% of all
respondents receiving payments for agricultural pro ducts through a mobile phone.

There is limited demand -side information to understand the reasons for these disconnects
and access gaps. The Global Findex Survey measured in 2017 that those without a bank account
claimed that the main reasons for not openin g one were: because financial services are too
expensive (25%), they lack trust in financial institutions (20%), financial institutions are too far
away (14%), or they lack the necessary documentation (8%). Adequate evidence and targeted
policy responses are needed to address these issues.

Compared with other peer countries, Armenia's performance is still lagging . Despite the
accelerated improvement of all the financial inclusion indicators shown above, the comparative
data shown in Figure 58 indicate that there is still significant room for improvement. Compared

72 $28175,&6 [ ,.& D&25(,! '1% R.5!,1&n >50&1,

comparable only to countries like Moldova.
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Figure 58 Selected financial inclusion indicators
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Financial Inclusion of MSMEs

The MSMEs market is vast, and the services provided by commercial banks dominate their
access to finance . The banking system is the prominent participant in the financial market and
accounts for 83.5% of the system's total assets. The latest published data from the CBA shows
that as of December 2019, the financial market included 17 banks (total asset s AMD 5.828 trIn),
43 credit organizations (AMD 711.5 bin), 13 investment companies (AMD 63.5 bin), 108
pawnshops (AMD 9.9 bin) and a variety of other institutions (insurance, currency exchange,
money transfer, payment clearing, and others). 8 While some consolidation occurred in recent
years, further consolidation could help more effective and efficient economic credit allocation.

Most commercial banks are universal, target all types and sizes of companies and private
individuals and are not well suited to  the demands of MSMEs . While banking sector loans
increased from 23% of GDP in 2009 to 63% in 2020, this growth has been driven mainly by
lending to households, and the share of business lending to total bank lending declined sharply
in the same period. Banks often lack appropriate products, processes, and procedures designed
explicitly for MSMEs. In addition, loans provided by banks tend to rely on collateral requirements,
which significantly generates significant access -to-credit problems for SMEs. The poor quality of
financial reporting substantiates these requirements by many corporates, but they are also

88BA website (https://www.cba.am/en/SitePages/fscintroduction.aspx)
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related to the lack of hands -on, customer-focused banking management practices.

The microfinance market is relatively recent in Armenia. Microfinance started in the early 90s
with the entrance of well -known international institutions, such as FINCA International, Oxfam,

Umcor, World Vision, Eclof, Save the Children, and others. Until 2002 the microfinance lending
sector was largely unregulated. The Law on Credit Organizations enacted in 2002 led to
compulsory licensing and regulating and supervising microfinance activities. According to the

Law, there are three credit organizations: universal credit organizations, refinancing credit
organizations, and credit unions. The information provided in Table 3 shows the main capital
requirements, exposure, and adequacy ratios mandated for their operations.

Table3 Universal Credit Organizations, Credit Unions and Refinancing Credit Organizations

Refinancing Credit Universal Credit

Organization Organization iRl
Capital requirement 4,000 min 150 min 50 min
gl trgest bortoner 30% 20% 25%
Capital adequacy ratio 10% 10% 6%

Source: Reproduced from ADB (2018)

Microfinance is mainly provided through credit organizations Previous to the COVID-19 crisis,
the number of Credit Organizations (COs) and the volume of their operations were growing fast.
By the end of 2019, there were 46 COs: 33 universal COs, 11refinancing COs, and 2 creditunions.
Credit organizations assets increased from AMD 21 bin in 2006 to AMD 711.5 bin in 2019. As a
result, their assets -to-GDP ratio reached 8.70% in 2019 from 0.78% in 2006. Before COVID, the
number of COs proliferated, increasing from 35 by December 2017 to 46 in December 2019 in a
range of specialized activities (refinancing, leasing, factoring, and export financing).

Lack of adequate, official MSME finance information and statistics is a significant barrier to

a practical analysis and effective management of this critical financing flow . Accurate supply -
side statistics and information and periodical demand -side surveys are essential for a
coordinated policy response to real market needs. There are currently two primary sources that
provide partial and not comparable information regarding MSME finance:

Government Statistics . The Central Bank of Armenia does not publish segregated information

regarding MSME finance and does not measure the state of the art of MSME financial access,
depth, and efficiency indicators. The National Statistical C ommittee (Armstat) produces an SME
Entrepreneurship Statistical Bulletin, which covers a broad range of areas but provides no

information about the financial practices of these firms or demand -side perceptions of the
perceived main barriers for these firms to access financial resources.

News Agencies. The scarce quantitative information available is produced and reported by private

media, like the Financial Economic Bulletin issued by ARKA News Agency or the Financial Rating
of Armenian Banks issued by Armlnfo89. Both agencies provide different estimations of the size

of MSME financing in the market. For example, Arminfo reported that the SME loan portfolio in
December 2020 was AMD 650 bin (27% of the total loan portfolio to businesses), while ARKA

estimated the same figure to be AMD 903 bin (37% of the entire loan portfolio to businesses).

Both estimates are mainly based on the self -declared figures by the banks, which in their turn

have various definitions of SMEs and loans to SMEs.

89 ARKA is an Armenian news agency that has been operating since 1996 and delivers its news, analyses and market data to government
agencies, commercial and international financial organizations, banks, consulting companies and embassies on a regular basis. Some of ARKA
clients are the Central Bank of Armenia, the International Monetary Fund, the International Fi nance Corporation, the European Bank for
Reconstruction and Development. Arminfo" is an independent news agency founded in 1991. It cooperates with international media (Reuters,
BBC, Euromoney, RBC), and provides breaking news from Armenia and the region b China, Iran, and media markets in the Middle East.
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Comparative data with other pee r countries show that Armenia’'s performance in this field is
relatively positive, but significant improvements are needed in some areas. For example, a
recent comparative study by the EU Eastern Partnership Countries Initiative shows that
Armenia's perform ance in several dimensions is near or above average (Table 4) 9. This is the
case of the Responsive Government and Access to Finance. The legal and regulatory framework
is the main reason for the relative underperformance of several of the dimensions show n here,
which include the development of the stock market, venture capital, and other innovative finance
systems. In addition, non -bank financing performance is significantly lowered by the lack of
adequate systems to develop leasing operations, also studi ed later in this section.

Table 4 Access to finance regional pillar comparison

Georgia Armenia Belarus Moldova Ukraine Azerbaijan Average

Access to finance for SMEs
Bank financing

Financial literacy

Legal and regulatory framework

Non-bank financing

Venture capital
Source: DFA Team calculations based on official data from the SME Policy Index 2020.

Positive steps were taken to improve the financial literacy of SME entrepreneurs, but these
were scattered isolated initiatives.  The Central Bank of Armenia has a mandate of raising the
financial literacy of MSMEs in Armenia. Steps were taken to support SME financing through
various government programs, but their effectiveness was unknown. The most remarkable
initiatives implemented included:

(i) German-Armenian Fund (GAF). The GAF was established in 2001 by the CBA to implement
and manage loan programs concluded between the CBA and KfW Bank. In addition, GAF also
implements loan programs with other IFIs and donor institutions (e.g., EIB, ADB, etc.). Within the
framework of each program, GAF is refinancing eligible loans disbursed by partner financial
institutions, which comply with the criteria set for that specific program. GAF implements
refinancing in local currency; thus, the foreign exchange risk is born by the CBA. At the same time,
as the loans to the real sector enterprises are disbursed by the commercial financial institutions
according to their len ding procedures, credit risk remains with the latter. Long maturities of
provided resources are also contributing to the high interest in GAF programs. Depending on the
program, the loans may have a tenor of up to 12 years and a grace period of two years.

The majority of GAF programs are designed for financing SMEs.  There are no loan size or
company size limitations imposed by the programs but judging by the average sizes of the

disbursed loans, and a considerable share is extended to the SME sector. Green finance is
another critical area where GAF is pioneering credit lines and technical assistance. All GAF
lending lines are accompanied by technical assistance programs to build capacities and raise

awareness, mainly among financial institutions and different economic segments.

(i) Green Finance has had a considerable uptake in the country during recent years and is
extended in two main directions: energy efficiency and renewable energy. Renewable energy
investments (mainly solar photovoltaic systems) have had significant uptake due to a favorable
legislative and regulatory framework and affordable financing. The development of green finance
is primarily driven by special programs initiated by IFls and donor institutions. The facilities are

90 Compared data from the EU Eastern Partnership (EaP) that includes, Armenia, Azerbaijan, Belarus, Georgia, the Republic of Moldova and
Ukraine. This partnership is based on shared values, mutual interests, and commitments, bringing EaP countries closer to the European Union
through economic integration and by developing stronger ties among the partner countries themselves. For more, see OECD (2020)
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usually accompanied by technical assistance as well as financial incentive/gran t components.

Private financial institutions do not usually issue green loans financed by internal funding

(e.g., customer deposits). This is due to low awareness and capacities in green finance and the
absence of incentive mechanisms. However, it is note worthy that Ameriabank became one of the
first banks in the region to place green bonds in EUR in the amount equivalent to USD 50 min®:,
This is an important milestone for the financial sector of the country and the region.

(iii) Agricultural Financing. The government heavily subsidizes agricultural sector lending. Full
subsidization of interests is in place for all sub -sectors of agriculture. The government does not
provide debt or other types of funding to the Fls. Instead, they give loans to the agricul tural sector
from different funding sources and receive total interest income from those loans (interest rates
are limited to 14%). Thus, the interest expenses of the farmers are entirely (at the moment)
subsidized by the government. An overwhelming part o f the lending to the agricultural sector is
done via subsidization programs. There are currently nine active programs, and their main
features are: (i) All program interests are subsidized. The farmer receives interest -free loans, (ii)
both private individ uals and legal entities are eligible for the programs and (iii) programs cover all
sub-sectors of agriculture.

By 'agricultural loans,' many financial institutions mean loans targeted at financing primary
agricultural production  (cultivation of crops and h usbandry of livestock) rather than processing
agricultural produce. The loans for processing agricultural produce are instead referred to as
"business loans" by most Fls. However, the separation is not always very straightforward, mainly
when the same farmer has engaged in both activities. In addition, as most of the primary
producers are subsistence farmers both in terms of size (on average around 1.4 hectares per
household) and applied technologies, the "agricultural loans" are usually extended to these
smaller farmer segments (micro and very small).

(iv) SME Equity Finance. Private equity is still underdeveloped in Armenia. There are only a few
private equity funds with relatively small portfolios. This may be due to several reasons: scarce
investment opp ortunities, lack financial transparency of SMEs, or limited exit opportunities. The
full implementation of the pension reform will lead to the accumulation of funds and could allow
for the development of this market. However, attractive, innovative finance initiatives are being
tested in this area. There are a few venture capital funds (Granatus Ventures, HIVE Ventures,
SmartGate VC), angel investment networks (Business Angel Network of Armenig Angel Investor
Club of Armenia)and private equity funds (EU-Armenia SME Fund Entrepreneur+ State AntiCrisis
Investments Fund, Riviera Capital CJSC 92 These initiatives could be scaled to match demand.

The way forward: addressing opportunities and barriers

The government is showing commitment to  developing the MSME sector and improving the
quality and coherence of the current policy system. The government plan establishes that
SMEs should reach 55% of GDP over the next five years. Improving access to financing is the top
measured proposed to address this ambitious target. In 2020 the government approved its
2020-2024 SME sector development strategy. The strategy provides a framework of policies
aimed at SME sector development, the objectives and targets, expected outcomes, main focus
areas, and priority actions. The following directions are prioritized in the strategy: (i) enhancement
of access to finance of SMEs (ii) capacity building and development of entrepreneurial culture
among SMEs (iii) ensuring access to markets for SMEs, ensuring favorabl e institutional and legal
framework for SME sector development

The implementation of the following  actions foreseen in the new SME Srategy is essential

91 Ameriaa bank website
92 SeeBox 4 in Annex 7.2 for more detailed information on these innovative finance instruments
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for improving access to finance for SMEs. The following actions planned under the access to
finance component are essential:

Enable the legal and regulatory environment that would allow application of collaterals
alternative to immovable property

Facilitate access to finance for those SMEs that do not have collateral vie government programs
(guarantees and similar)

Develop alternative financial instruments and infrastructure, including business angels, venture
funds, and similar

Enhancement of financial literacy, financial transparency, and ethical business conduct
Reforms in bankruptcy legislatio n

This new policy framework needs to be supported by additional institutional coordination to
provide coherence. The strategy implementation will require significant policy innovations,
strengthened roles and improved coordination. The current system and institutional
infrastructure of government support to the SMEs is fragmented, inefficient, and small -scale.
Several agencies have the mandate of providing support as well as facilitating access to finance
to SMEs:

Export Insurance Agency of Armenia CJSC (EIAA). The EIAA was established in 2013. Its main
objectives are to promote Armenian exports, provide affordable finance for SMEs, and develop the
private market for commercial credit insurance. EIAA falls under the regulatory requirements of
the CBA. EIAA's insurance contracts can be written in AMD, USD, EUR, or RUB currencies. The
EIAA provides export insurance services and charge its clients premiums based on credit period
(days), country risk classification, and foreign buyer creditworthiness.

The Development and Investments Corporation of Armenia (DICA ) is a Universal Credit
Organization closed joint-stock company established in 2009 by the CBA. DICA provides loans
and leases to businesses and farmers in Armenia. The formerly SME Development National Center
(SME-DNC) of Armenia Foundation (currently Enterprise Armenia) owns 50.9% of DICA shares.
The Ministry of Finance owns the remaining 49.1%.

Enterprise Armenia (former SME DNC) The Government of Armenia created the "Enterprise
Armenia" (formerly, "SME Development National Center" Fund), which was established in 2002.
The institution's mission is to support the country's SMEs with technical assistance and financial
assistance. In addition, it has several cooperation agreements with different develop ment
partners. The institution used to offer a range of financing services, including loans with
preferential rates and guarantee programs to MSMEs and start-ups with the primary purpose of
facilitating access to finance of start -ups

The legal framework is an explicit binding constraint for developing a modern and effective
system to finance MSMEs. Several efforts are needed to update and strengthen the legal
framework that is hindering the sector's development. This affects the role of traditional MSME
financing institutions and, more importantly, restricts additional private investments to develop
innovative and agile finance systems that could accelerate the development of this sector. Legal
framework reforms should attempt to address at least the followi ng issues:

Microfinance Legislation. The Law de facto regulates microfinance activities on Credit
Organizations. Still, as it does not contain specific definitions of microfinance, it generates

operational challenges for the different critical aspects of t his highly specialized financial market
segment. Linked to this, there are several longstanding pending reforms, like, for example, the

need to introduce insolvency prevention measures (information tools and early -warning system)
and complete reforms to th e insolvency framework to strengthen creditor rights and promote

corporate recovery.

Factoring . Factoring platforms create a market for accounts receivable that expands access and
improves efficiency. This could be an intelligent way to solve access to cre dit for various MSMEs
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as the financing received is not based on the analysis of the borrower's credit data or its assets
but the payment capacity of its client (a much more solvent actor than the MSME) and the
performance history of business with the custo mer selling the payment documents. Factoring
helps companies obtain better credit conditions than other sources, which is facilitated as

companies develop a successful track record of compliance. In Armenia, factoring is limited as it
is regulated by provisions in the Civil Code rather than through a specific law .

Leasing. Similarly, leasing takes away the pressure on MSME collaterals for capital expenditure
investments. This can be a helpful alternative for various MSMEs that may allow them to operate
immediately and prove their business model without making risky, heavy initial CAPEX
investments. However, leasing activities are underdeveloped in Armenia, as they are also
regulated by provisions in the Civil Code rather than through a specific law.

Fintech . These companies can address the obstacles that traditionally hamper access to credit
for MSMEs: lack of credit history and quality accounting data (and informality); low financial or
commercial capacity of clients; difficult access to markets (e -commerce, supply chain, market
data, and prices) and lack of traditional collaterals. However, they can also harm, and specific
"legislative sandboxes" are needed to foster their development and protect the rights of final
users, especially those with low financia | literacy.

Crowdfunding. This mechanism is used for debt or equity investment, or pre-purchase offers for
new product launches. Virtual platforms could accelerate this market and even promote diaspora
financing support. Crowdfunding sites use P2P systems where financial sponsors provide funds
and receive a repayment with predetermined installments and interest rates. Crowdfunded
investments are paid with capital shares of the company with transparently defined terms. This
can be a valuable source of start-up capital and long-term funding. Specific legislation is needed
to establish a legal framework to encourage their development

Additional efforts are needed to systematically monitor and review the effectiveness of the
current system . Insufficient information is available to assess the market orientation towards
MSMEs of COs, their effective contribution to providing access, or the services' efficiency.
Similarly, little is known about the performance and cost -effectiveness of the programs,
incentives, and subsidies listed above. Positive steps have been taken to improve financial
literacy, but no recent assessments were made to assess the impact on the population of the
financial literacy programs. Efforts to monitor and review these instru ments are well justified as
significant investment is also made by the government in all these areas.

4.2.3 Public -Private Partnerships

Despite the lack of a specialized legislative framework, PPPs have already been used in
Armenia on several occasions . PPPs ae a method for a government to procure and implement
public infrastructure projects using the resources and expertise of the private sector. Reports
suggest that fifteen years after the collapse of the Soviet Union, Armenia was one of the leaders
in the CIS in terms of the percentage of PPP projects to national income 93, Despite the lack of PPP
legislation in Armenia, several projects with PPP elements have been implemented in various
sectors of the economy, such as the railway, airport, water, waste, energ y, postal services
sectors. In most cases, PPPs have been critical in the rehabilitation and maintenance of
infrastructure. Most of the projects are concessions based on existing assets that ran specific
investment programs under the BOT (ROT) model.

Howe ver, the legal and institutional blind spot generated several problems and allowed for

low transparency decision -making practices. The government has initiated PPP projects, and
concession agreements were granted to private companies. The selection process has been done
via specific Government Decrees (regulating the selection process of the private partner, the

93 PPP in Armenia, Leonid Polischuk, commissioned by the UNDP, 2008; Armenia: Public-Private Partnership Assessment and Opportunities,
Adrian Torres, commissioned by the Asian Development Bank, 2014.
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concession agreements terms) varying for each PPP project. Some project agreements have been
concluded due to direct negotiations (as opposed to a competitive tender). In many cases where
a tender was held, there was only one bidder. Responsibilities were split between multiple
existing agencies, ministries and even municipalities. The lack of coordination and delineation of
duties presented signific ant challenges®4. In the absence of a dedicated unit to manage PPPs,
historical projects were implemented on an ad hoc basis.

PPP Policy and Institutional Setup

The government started to organize the PPP legal framework very recently. Since
independence, PPP practice implementation in Armenia has advanced further than the
applicable legal system and the institutional framework. The government recently started a
process of continuous development and improvement of the legal framework that includes the
follow ing main milestones:

PPP Policy, adopted in 2017. The Policy Statement, among others, outlined the scope of its
application and provided for a definition of partnerships that it will apply to. It also described the
essential characteristics of PPPs, PPP wntract types, stages of PPP project implementation,
appraisal of projects, institutional arrangements, and contract monitoring, oversight reporting,
and evaluation.

The Law on Public-Private Partnership (PPP Law), adopted in 2019 by the National Assembly ,
came into force on January 1st, 2020. The PPP Law provides that the private partner selection
procedures shall be governed by the Law of the Republic of Armenia on Procurement
(Procurement Law). However, no amendments to the procurement legislation have been adopted.
In addition, no secondary legislation has been adopted either.

Amendments to the PPP Law, approved in 2021 introduced several changes, amongst them: (i)
PPP award procedures were separated from the procurement law framework and embedded in
the PPP law; (ii) introduced the possibility to accept PPP projects through unsolicited proposals (a
private initiator with relevant experience shall have the right to submit to the public entities
proposals aiming at the implementation of specific PPP proj ects).

The new law provides a conventional two -stage procedure for selecting the private partner
pre-qualification stage and stage of submitting proposals by pre -qualified bidders. The selection
at the pre-qualification stage shall be made based on the bidder's experience, technical capacity
and experience and financial and economic capacity. The selection can be organized either
through an open or closed tender (invitation to participate in the selection is directly submitted
to a limited number of poten tial participants).

However, the law still requires the adoption of significant secondary legislation to complete

its application. There is still room for improving this legal framework. The law sets a deadline of
January 2022 for the government to develop and adopt such legislation. | t should define sectors
where PPP might be used, procedures and rules for implementation of PPP projects, the
appointment of the PPP unit. Without considering these latest additions (unsolicited proposals
and procurement), the benchmarking infrastructure development study conducted by the World
Bank gives the scores to the PPP framework in Armenia shown in Figure 59.9 In the absence of
secondary legislation, the framework is incomplete and concerns low scores for the project
preparation and contract management pillars. M ost of the issues in the scope of the assessment
are to be regulated by secondary legislation .

94 several ministries and government entities, as well as some municipalities were involved in PPPs (e.g. the Ministry of Transp ort,
Communication and Information Technologies/MEDI/Ministry of Energy Infrastructures and Natural Resources/MoH/W ater Committee/Yerevan
Municipality, etc.).

95 Benchmarking Infrastructure Development - World Bank Group
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Figure 59 Benchmarking Infrastructure Development 2020 scores
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Source: DFA Team calculations based on official data from the World Bank

The institutional set up under the new PPP legislation was also modified with the creation of

a new PPP Unit. This Unit is responsible for assisting other public bodies in the preparation and
implementation of PPP projects and for the oversight on the compliance with the regulations. A
government decree will appoint the Unit.

Figure 60 Current institutional set -up under the PPP legislation 96
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The PPP policy-making body is the Ministry of Economy, and sectoral authorities are
responsible for developing and implementing PPP projects. The cabinet shall decide on the
implementation of a PPP project. Based on the RA law on PPP and the PM decree on Public
Investment Management, t he institutional set -up should work is the one shown in Figure 60.
According to the recent amendments to the PPP law, a PPP project shall be evaluated and
selected to be implemented according to the identification, development, evaluation, and
prioritizati on of the public investment programs. This procedure was approved in May 2021 as a

96 Based on the RA law on PPP and PM decree on Public Investment management
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first step in the reform for the improvement of Public Investment management.
Historical Trends and Main PPP Projects

There is limited data available on PPP investments ov er the years, and there are no
comprehensive statistics on the number of current PPP deals. This is primarily because of the
absence of PPP criteria until 2019 and the lack of institutional arrangements to manage PPP
agreements. The information provided in Table 9 shows the ongoing projects in Armenia. Still,
unfortunately, there is no reliable data to provide a historical account of the evolution of PPPs in
the last decade. Four projects (Airport, Railway, Yerevan Water and Sanitation, Vorotan
Hydropower) reached the operation stage, and the other two (Yerevan Thermal power plant and
Masrik Solar power plant), construction is advancing. International private partners were
attracted to participate in the delivery of the services.

Table 5 On-going PPP projects in Armenia

Project name Sector Financial Investment
closure year (USDmin)
Armenia Railway Concession Railways 2008 $575
Yerevan gas-fired combined -cycle cogeneration power plant Electricity 2019 $321
Zvartnots International Airport Airports 2001 $294
Vorotan Hydropower Plant (450MW) Electricity 2015 $250
Veolia Water and wastewater services affermage contract Water and sewerage 2016 $200
Masrik-1 solar power plant Electricity 2021 $50
Total $1691

Source: DFA Team calculations based on official data from the PPP knowledge lab,and MTEF 2022-2024

In some cases, the concessions are partially subsidized by the government. Many projects
are user funded where the private partner is reimbursed based on user tariffs regulated by the
Public Services Regulatory Commission. For example, in the case of the railway concession, the
private investor made all the necessary investments, and the public entity subsidizes losses for
the passenger transport services. The concession agreement includes subsidizing the losses for
non-profitable passenger transportation routes, which happens every year. However, according
to the contract, the maximum amounts subject to payment are limited to the amount of the
annual concession fee payable by the concessionaire. These two numbers have been roughly
netted each year. Most of the projects in the list above went through renegotiations; the Yerevan
waste management project was early terminated. The majority of capital -intensive projects have
been financed by IFls, due to insufficient availability of local bank financing.

The energy legi slation provides opportunities for a gradual liberalization of the electricity
market in Armenia. The deregulation of the electricity market requires the transition to a new
model, which will improve the efficiency of the wholesale and retail electricity m arkets. At the
same time, the promotion of interstate commerce will enable to have new elements of
competition in the domestic market. This process has already commenced, and activities aimed
at the development of bylaws are currently underway. Currently, the legislation prescribes
licenses for electricity generation at wind power plants with a capacity exceeding 30 MW and
solar power plants with a capacity exceeding 5 MW are issued under the PPPframework .

As for PPP agreements, the policy is to conclude s uch contracts exclusively for utility -scale
generation units on a competitive basis . Their access to the electricity market cannot be
granted without additional guarantees from the state 97-. Three of the PPP projects listed above
are energy-producing comp anies. Their structuring differs from the rest since they concluded the
Power Purchase Agreement with Electric Networks of Armenia, a private company. However, to

97 http://mtad.am/u_files/file/energy/Energy%20Strategy_%20Jan%2014%202021_English.pdf
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make the deal possible, the agreement with the government ensures coverage for the demand,
foreign exchange, political and force majeure risks.

The PPP law sets a ceiling on the annual flow of direct and total stock of contingent liabilities
stemming from PPP contracts . The limit shall be established by the government decree.
Currently, there is a limit on contingent liabilities for PPP agreements concluded after the Law
entered into force at 3% of GDP. For the direct liabilities annual ceiling, it is expected to be
approved until January 2022. The Ministry of Finance is responsible for assessing and monitoring
PPP contracts regarding contingent and direct liabilities. The ceiling at 3% of GDP amounting to
206 bin AMD? means that the government is limited in taking significant contingent liabilities
through implementing large -scale projects in the coming years.

Historical PPP projects concluded before the PPP law entered into force bear a significant
amount of potential liabilities . According to the IMF's Fiscal Transparency Evaluation??, the size
of the investment commitments under PPP projects ( not including PPAs) was 10.2% of GDP in
2016, which ranks Armenia highly compared to regional peers. This current capital stock of PPPs
poses significant fiscal risks to the government, and there is pressure for new PPPs to be planned.

Figure 61 PPP capital stock in different countries, 2014 (Percent of GDP)
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Source: DFA Team calculations based on official data from the IMF FTE Armenia (Data for Armenia 2016)

The Ministry of Finance is working to improve further the fiscal risk management of PPPs,
which was already an emerging problem before the arrival of the 2020 crisis . The MTEF 2022-
2024 included a section dedicated to the fiscal risks from PPPs. The analysis comprises the
contracts of three companies operating under PPP and the three major Power Purchase
Agreements/AThe assessment categorized these risks to medium or low before the onset of the
2020 crisis. However, the degree of risk significantly increased for all PPP contracts since then,

as the crisis impacted the compani es' cash flows one way or another. This, in turn, increases the
risks of renegotiation (due to the force majeure and economic equilibrium clauses in those

contracts) or early termination (or early repurchase in PPAs) of contracts. Furthermore, in the

case of projects still under construction ("Armpower® CJSC and "FRV Masrik" CJSC), the
economic crisis has caused significant delays, which also increased the risk of causing
considerable cost overruns.

Public Investment Management

A recent Public Investment M anagement Assessment (PIMA) shows that Armenia's

98 MoF projected GDP for the 2021 at 6,880.2 bln dram
99 |MF Country Report No. 19/134, May 2019
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institutions score at the same level as the average of emerging market economies. Armenia
performs better than other emerging market economies in fiscal rules, budget
comprehensiveness and availability of funding. However, a notable feature is the
underperformance of key institutions that span across the project cycle. The lowest score s were
in the field of project appraisal, budgeting for investment, and project selection 100 This
assessment triggered reforms to enable the development of public investment projects pipeline.
Announcing a pipeline of PPP projects to be marketed to private investors shall become a good
start for providing the most competitive selection process based on effective market sounding.

Armenia's public capital stock is on a declining path . The public capital stock declined from
160 % of GDP in 2000 to 62 % of GDPin 2017 °°, Moreover, public investment has remained low
at approximately half of that invested by regional peers since 2012. This can be explained i to
some extenti by faster growth of recurrent spending at the expense of capital expenditure. As a
result, Armenia ranks the mid -range of comparator countries in terms of the public capital stock.
However, the same assessment also notes significant gaps in the efficiency of public investments
in the energy and roads sectors (physical outputs and quality). In addition, procedural
shortcomings were reported in several specific PIM areas, including: 101

At the planning stage with national and sectoral strategies not guiding public investment
decisions.

At the allocation stage , as the MoF has no power to reprioritize projects that overspend (which
undermines the reliability of the MTEF), budget allocations for capital projects are not credible
because appropriations are not binding, there is no centralized project pipeline for significant
projects, and projects are selected based on the availability of financing rather than project
viability.

At the implementation stage , the e-procurement system is not integrated with the government
financial management information system (GFMIS), and project implementation plans can be
modified significantly throughout a year (thus limiting the government's ability to control project
implementation);

Cross-cutting Issues as the MoF covers only domestically financed projects and has limited
resources for scrutinizing and controlling major, externally funded projects.

Other assessments address the shortcoming of established rules and procedures for
budgeting and managing capital inv estment projects 192 According to the observations, foreign
development partners primarily finance public investments according to funding agreements,
and the line ministry conducts the initial discussions with them to fund specific investment
projects. During the implementation of investment projects, information available about the
relevant project was concentrated within line ministries. The assessment voices that because of
this budgeting approach, there might be a risk that targeted availability of fund ing will prevail over
the government's investment priorities while selecting investment projects.

The government has initiated a PIM improvement process, aiming to allocate public
investment funds and effectively increase public investment efficiency. The Ministry of
Economy has launched a pilot process for identifying and preparing public investment projects
with the support of the World Bank and the participation of the line ministries. On -site workshops
and online meetings were held during the first hal f of 2020, and now the MoE has about 20 draft
project concept notes that are going through pre -assessment. Furthermore, the prime minister's
decree establishing the procedures for identifying, developing, evaluating and prioritizing public
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investment proje cts was approved in 2021103 The MoE is engaging the World Bank, Asian
Development Bank and Agence Francaise de Développement (AFD) to make this reform fully
operational by providing technical assistance. A pipeline of projects will be publicly available to
external and internal potential investors. Also, it is planned to create a publicly available database
of PPP projects to ensure transparency and accountability of information on PPP projects.

The Way Forward: Policies to Improve PPP Usage

The government will have to make strategic financing decisions about the use of PPPs. There
is no doubt that PPPs will be necessary to finance the infrastructure needs that Armenia will
require in the medium and long term. However, the level of public Indebted ness suggests that
the state's capacity to finance public works with debt will be very limited. Therefore, private
investment will be required for its financing. On the other side, there is a ceiling on the level of
risk the government may take by entering PPP agreements, and current exposure is already
considerable.

It is essential that the decision -making on what type, location and scale of PPPs will be
based on strategic planning that responds to national development priorities . Currently, in
Armenia, the public investment plan is under development and is not published yet. According to
the reform, the prime minister will establish the Investment committee to prioritize projects,
align them with more urgent needs, and support the high -level decision-making process.

PPPs can improve the provision of public infrastructure, but national and international
experience shows that their performance is not guaranteed . The main attraction of PPPs
consists of generating financing flows from the private sector towards infrastructure works of
public interest, thus allowing their funding and the use of the private sector's knowledge,
technology, and experience in the different stages of the projects. However, to achieve the
maximization of the benefits of PPPs, the government must be able to manage several factors,
among which are: (i) considering limited fiscal space selection of the projects that match strategic
priorities, (ii) the selection of the most efficient bidder in the bidding of the projects, (iii) conclude
agreements with efficient risk distribution (iv) establish efficient management and monitoring
mechanisms.104

The institutional framework could be further strengthened to stimulate the use of PPPs by
providing greater certainty for all the parties. Some adjustments are necessary to ensure that
the government has the required capacity in critical areas of managing PPPs. Sufficient resources
should be invested to strengthen the capacity and develop the highly specialized expertise of the
PPP unit in areas like appraisal methodologies, fiscal risk management and reporting related to
PPPs. This will support government decisions, allowing timely and adequate decisions on the
level of risk, the form and structure of state support and risk management arrangements for each
PPP project. The capacity of the implementing bodies should also have sufficient technical
background to ensure that good practices are applied in all phases of the project (study, tender,
project management).

There is still a need to continue improv ing transparency and accountability for these
operations. The clarity on the ongoing PPPs is low because the existing contracts were
concluded without any regulation. The Law on PPPs sets one of its objectives "improving the
information database on public infrastructures and public services covered by PPP projects”. It
envisages a PPP database to be publicly available.
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4.2.4 Foreign Direct Investment

For almost twenty years after its independence, Armenia attracted a steady foreign direct
investment outperforming many neighboring countries . Longterm trends summarized in
Figure 62 show that during 1991 -2008 FDI was experiencing an accumulated annual growth rate
of 23.8%. This growth was even faster right before the 2008 global crisis. From 1998 to 200 8,
the average FDI growth rate was 52.7%, quite a remarkable performance, especially for a
landlocked country with political barriers to trade with neighbors. These constraints were
compensated by the country's bold decision to implement a significant numb er of pro-market
reforms and for offering an attractive efficiency profile characterized by a well -educated
workforce, strong skills, and competitive salary levels.

Figure 62 FDI Evolution ( min USD and as a % of GDP)

Source: DFA Team calculations based on official data from the World Bank Open Data.

However, since the global crisis of 2008, Armenia reached a turning point of never fully
recovered. Figure 80 also shows that FDI inflows have been on a declining trend since 2008, and
annual investment dropped from USD 944 in 2008 to a mere USD 254 in 2008, showing a
negative trend of 5.5% during that decade. If measured as a percentage of GDP, FDI participation
dropped from 8.1% in 2008 to 1.9% in 2019. This remarkably negative trend was generated way
before the arrival of the COVID crisis. It was probably aggravated hostilities in and around
Nagorno Karabakh between September and November 2020 .

This is not what happened to other peer countries in the region . Figure 81 shows that several
countries in the region managed to bounce back from the 2008 crisis. The most remarkable case

was Ukraine, which was on a fast track to recovery until the armed conflict with the Russian

Federation over Crimea in 2014. In add ition, many countries like Turkmenistan, Georgia, and
Uzbekistan managed to recover their FDI volumes before the crisis fully, and some of them even
increased the 2008s values. However, only the Kyrgyz Republic, Moldova, and Tajikistan
experienced a similar market response like the one of Armenia, where FDI inflows never fully

recovered from the crisis

What happened during the post -2008 crisis unveiled that significant issues were at play that

the country must address. In the case of Armenia, several factors may have concurred with this
situation, but inescapably the business climate factors reviewed in 4.2 are a significant part of
this explanation.
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