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ECONOMIC AND SOCIAL OBJECTIVES OF THE GOVERNMENT

The Government of the Republic of Armenia has developed the 2004-2006 Medium-
Term Expenditure Framework of the Republic of Armenia, presented for public judgment
herein. The framework has been based on the key strategic priorities of the Government,
as defined by the Poverty Reduction Strategy Paper (PRSP) and by the Government’s
Action Plan approved by the National Assembly of the Republic of Armenia on June 12,
2003.

This framework is based on the development of democracy and the formation of civil
society, the strengthening of the legal state and of the civilised market economy, the
establishment of social justice, and guaranteeing the country’s security.

Medium-Term Expenditure Framework Objectives

The key objectives of the Medium Term Expenditure Framework are to strengthen the
management of the state and to establish the basic pre-requisites for assuring the overall
prosperity of the nation. These objectives will be achieved through the implementation
of reforms and the execution of development programmes in a number of key sectors.

The framework expounds the basic provisions of the Government’s macroeconomic and
fiscal policy and presents the associated long- and medium-term indicators. It describes
the planned reforms and development programmes (objectives, activities, expected
outcomes, and beneficiaries), as well as identifying their financial implications.

It should be noted that, in order to implement the programmes in accordance with the
priorities determined by the Government, there is a need to supplement budgetary funds
from other sources, basically through official external transfers and borrowings. This
will be the case not only in the short-term, but also in the medium- and long-term.

However, the objective of maintaining a sustainable level of public debt, significantly
restricts the Government’s expenditure opportunities. Under these conditions, it is even
more crucial for the Government to base its activities on a balanced and realistic
medium-term expenditure framework, consistent with its identified priorities. This
framework will become one of the key tools for attaining the Government’s objectives. It
will also provide the underlying economic and fiscal criteria for preparing the 2004 draft
State Budget.

Given the importance of the sustainability of fiscal policy, long-term fiscal principles
have been developed by the Government. These will serve as guidelines in preparing the
2004-06 MTEF and in drafting the 2004 State Budget. The Government intends to
achieve these principles in the long-term, as insufficient revenue and expenditure
pressures limit the opportunities for achieving them in the short-term. However, these
principles will serve as the basis for developing and implementing short- and medium-
term policies, which are consistent with the long-term objectives.

Long-Term Fiscal Objectives
In the long-term (until 2015), the Government anticipates that:

(1) The nominal value of GDP will increase around 2.9 times between 2002 and
2015. As a consequence, it is also envisaged that tax revenues of the
consolidated budget will be 3.7 times higher in 2015 than in 2002.

(i))  In line with the growth in revenues, public expenditure will also increase. Their
nominal value will increase 2.9 times between 2002 and 2015. At the same
time, reflecting the need to control the level of public debt and the budget
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deficit, the ratio of budgetary expenditures to GDP will not change significantly.
It will range between 25.0% and 25.5% of GDP. These expenditures will be
increasingly targeted towards the social sector.

(iii)  The burden of public debt will gradually decrease. In parallel, the share of
interest payments related to debt servicing in overall budget expenditure will
also decrease (from 4.6% in 2002 to 2.7% in 2015).

(iv)  The average level of capital expenditures financed from the budget will be
maintained at around 4.0% of GDP between 2004 and 2015. The structure and
orientation of public capital expenditure will complement, not replace, private
sector investments. Public sector capital expenditure will be targeted at the
rehabilitation and reconstruction of the country’s social and productive
infrastructure.

(v) Expenditure will continue to be greater than revenue in the formation and
execution of the budget over the 2004 to 2015 period. However, a policy of
gradually reducing the budget deficit will be pursued. As a result, the fiscal
deficit will decline from 2.4% of GDP in 2002 to 1.6% of GDP in 2015.

Short-Term and Medium-Term Fiscal Forecasts

In order to determine the level of total expenditure for the next three years, the
Government has compared its expenditure priorities with the long-term fiscal principles.
Based on forecasted State Budget revenues of 17.9% of GDP in 2004, as well as the
ability to finance a fiscal deficit of 2.6% of GDP (which is 0.6 percentage points less than
the planned deficit in 2003), the Government plans to maintain expenditure at 20.5% of
GDP, or 330.4 billion drams, in 2004. In the medium-term, the ratio of the fiscal deficit
to GDP is anticipated to gradually decrease, to 2.23% and 2.01% in 2005 and 2006,
respectively.

At the same time, budget revenue as a percent of GDP is forecast to continuously
increase to 18.1% and 18.3% of GDP in 2005 and 2006 respectively. Positive trends will
also be seen in the sphere of public debt.

The ratios of some key medium-term fiscal indicators to GDP are presented in the table
below.

Indicators 2003 2004 2005 2006
1. Revenue and official transfers 19.47% 17.93% 18.13% 18.29%
2. Expenditure 22.68% 20.53% 20.36% 20.30%
- Current expenditure 15.35% 15.22% 16.07% 15.94%
- Capital expenditure and net lending 7.33% 5.31% 4.29% 4.36%
3. Sources for deficit financing 321%  2.60%  2.23% 2.01%
4. Public debt 42.67% 43.02% 40.67% 38.51%
- External debt 40.06% 40.43% 38.07%  35.89%
- Internal debt 2.61%  2.59%  2.60% 2.62%
EXPENDITURE PRIORITIES

Taking into consideration the above issues, the Government has identified the following
key priorities for State Budget expenditures for the coming years:

(1) Ensuring financial support of reforms in certain branches of the social sector (in
particular, education, health, social security and social insurance), and in public
administration, where reforms aim to improve the effectiveness and efficiency of
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Government expenditure and the targeting of expenditure to priorities, as well as
enhancing the availability of services to the public;

(i)  Ensuring financial support of the regular activities of defence and national
security institutions, in order to maintain the territorial intactness of the Republic,
regional stability, and the balance of forces in the Karabagh conflict;

(iii)  Implementation of programmes to rehabilitate and develop infrastructure in
certain sectors of economy (particularly, in the agriculture, water, road and energy
sectors).

The table below presents expenditure for the main sectors or functions as a share of total
expenditure between 2003 and 2006.

Indicators 2003 2004 2005 2006
1. Social-cultural branches 30.17% 3291% 36.03% 38.86%
2. Defence, national security, public order 18.35% 20.21% 20.51% 19.87%

protection, criminal-executive and state
emergency systems

3. Economic sectors 28.87% 25.83% 20.69% 19.44%

4. Public administration 6.94%  8.57%  9.59% 8.99%

5. State support to local self-governance 2.74%  3.24%  3.78% 3.56%
bodies

As shown in the table, the distribution of budgetary resources is fully consistent with the
Government’s medium-term expenditure priorities presented above.

Social-cultural branches

Defense, national
security, public
order protection,
criminal-executive
and state-of-
emergency systems

58.0%

Other sectors . a2
3.5% T A = - 16.1%

State support to
local self-
governance bodies

Public administration

Sectors of economy

0,
479, 118% 5.9%

The Government’s strong determination to pursue these objectives is also shown in the
chart above. This chart highlights the distribution of additional budgetary resources (as
compared with 2003) for the period of 2004-2006.

In our opinion, this distribution of budgetary resources, combined with the
implementation of reforms and development programmes in a variety of key sectors of
the country, will create the basis for poverty reduction, human capital rehabilitation,
sustainable economic development, and strengthening the financial position of the
country. Through enhancing the country’s competitiveness in the international arena,
these reforms will enable Armenia to gain its rightful position in the modern world, and
to achieve the Government’s long-term objectives.
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Full mutual understanding and close collaboration between the authorities and society
will underpin the realisation of these objectives.

The Government hopes that the publication of this framework will attract due attention
and consideration by the public and will disclose the Government’s general and sector
policies for macroeconomic and fiscal regulation in the medium-term, as well as the need
for their implementation, and the expected outcomes.

PRIME MINISTER
OF THE REPUBLIC OF ARMENIA A. MARGARYAN

MINISTER OF FINANCE AND ECONOMY
OF THE REPUBLIC OF ARMENIA V. KHACHATRYAN
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INTRODUCTION

There has been increasing clarification of the role of the state, and the mechanisms for
state intervention, in economic development in the Republic of Armenia in recent years.
This is of fundamental importance to further economic development, in respect of both
issues of market failure and equity or income redistribution. At the current stage of
economic development, there is also a need for enhanced medium-term (and long-term)
strategic planning. In particular, one of the priority tasks on the agenda for the Armenian
authorities is the reduction of poverty in the country. For this purpose, the Poverty
Reduction Strategy Paper (PRSP) has been developed, with the participation of different
levels of authorities and of a number of non-governmental organisations and independent
experts. Integrating medium-term expenditure planning into the budget process has an
important role in tackling poverty and, over the last three years, reform steps have been
taken in this direction.

Nevertheless, the development of the 2004-2006 medium-term expenditure framework
has been somewhat different - both in organisational and in essential aspects - from
previous attempts (for the 2001-2003, 2002-2004 and 2003-2005 periods). Firstly, the
development of the framework, in contrast with the preceding ones, has been closely
integrated with the budgeting process. In terms of content, the 2003-2005 medium-term
expenditure framework concentrated on issues in four sectors of the economy that are
strategically important for the country’s economic development (those being education,
health care, social security and water economy). In comparison, the 2004-2006 medium-
term expenditure framework, on the basis of accumulated experience, has been developed
for all functional classifications of budgetary expenditures. The focus on themedium-
term expenditure framework in the budgeting process emphasises the political
importance of the document, which will become a subject of discussion for executive and
legislative governance bodies, as well as for the general public, thus contributing to the
transparency of the authorities’ intentions and activities in the sphere of public finances.
It is also worth mentioning that a comprehensive and coordinated medium-term
expenditure framework should provide a strategic framework, and negotiations relating to
involvement of international financial assistance will be conducted within the scope of

that framework.

Objective and Tasks

Budgeting in the Republic of Armenia has, as a rule, been on an annual basis. However,

for a higher-quality definition of public expenditure policy, there is also a need to
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consider the macroeconomic environment, the scope of available resources, and the
expenditure needs of Government programmes over the medium-term (and for the long-
term, if possible). In terms of public expenditure management, budgets developed and
executed on an annual basis have certain limitations. In particular, they are based on
short-run macroeconomic forecasts; there is no clear-cut relation between implemented
policies and budgetary expenditures; and, as a rule, supervision is focused not on the
anticipated results (quality of provided services), but on the amount of expenditures.

The main objective of the medium-term expenditure framework (MTEF) is enhancement

of the efficiency of the public expenditure management system.

In essence, the efficiency of the public expenditure management system can be assessed

by means of three indicators:

(1) Overall fiscal discipline — The budget resource envelope should be clearly
identified and accurately formulated; it should be formed prior to the
allocation of expenditures and should be based on sustainable medium-term
macroeconomic forecasts;

(i1) Strategic allocation — Public expenditure should be consistent with public
policy priorities, and the system should enable inter-sectoral and intra-sectoral
redistribution of resources from lower priorities to higher ones, and from low
efficiency programmes to higher efficiency ones;

(1i1) Technical efficiency — Sectoral ministries (departments) should assure the
maximum attainable level of efficiency, comparable with the productivity of
the private sector.

The introduction of medium-term expenditure planning seeks to solve the following

problems:

(1) Improve the fiscal position within the macroeconomic framework, through
realistic and comprehensive forecasting of resources (revenues);

(i1) Support the allocation of resources to Government priorities, both between and
within sectors.

(111) Improve the linkages between policy and budgeting, so as to contribute to
improvement in the quality of future planning;

(iv) Establish robust budget ceilings by sector, while creating the conditions and
incentives for the effective and efficient use of available resources by sector
ministries (departments);

(v) Improve the system of evaluation of budgetary programmes, and enhance the

level of transparency of public expenditure management.
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Medium-term Public Expenditure Planning Approaches

The planning of medium-term public expenditure is an on-going process and, in essence,

represents a complete logical chain of “policy formulation — planning - budgeting”. It

enables the reconciliation of available resources with expenditure needs, as well as the

reflection of policy changes in the budgets of the relevant sectors. In this respect, the

MTEF is developed before the elaboration of the draft annual budget, so that it can

provide guidance for the formulation of the annual budget.

Planning of medium-term public expenditure implies:

(1) Comprehensive assessment of the budget resources consistent with a
sustainable economic environment;

(11) Estimation of the expenditure needed for implementation of policies;

(1i1) Reconciliation between available resources and expenditure needs, through
relevant mechanisms.

Organisational Basis for Development of the 2004-2006 MTEF

Regulation of the process for developing the 2004-06 MTEF has been implemented

through the ROA Law “On the Budgetary System of the Republic of Armenia”, through

the Decree of the ROA Prime Minister No 809 “On Starting the Budgeting Process of the

Republic of Armenia for the year 2004” dated December 20, 2002, and through the

Methodological Instructions of the Ministry of Finance and Economy developed on the

basis of the provisions of that Decree.

In essence, such an approach reflects the fact that the Armenian authorities consider the

medium-term expenditure framework as a component of the budget process, thus also

emphasising the political importance of this document.

One of the crucial pre-requisites for development of the framework is the formation of

the relevant institutional structures. The gradual improvement of these structures will

contribute to the enhancement of the quality of future MTEFs.

It is worth mentioning that, by the Decree of the ROA Prime Minister No 346-N “On

Starting the Budgeting Process of the Republic of Armenia for the Year 2003” dated June

7, 2002, the organisational basis for the 2004-2006 MTEF process has been created, and

the MTEF Committees, as listed below, have been established:

(1) The MTEF Steering Committee (with the ROA Prime Minister as the chairman
of the Committee), to be engaged in the monitoring of the development of the
framework and strategic decision-making;

(11) The Co-ordination Committee to co-ordinate the process of development of the

medium-term expenditure framework (with the First Deputy Minister of
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Finance and Economy as the chairman), in order to develop the medium term

expenditure framework.
This approach implies strengthening the role of sector ministries in the budgeting
process. The accumulation of relevant experience should contribute to the improvement
of budgeting and strategic planning at the sector level by enhancing the consistency
between policies and available financial resources. In this context, co-ordination between
the Ministry of Finance and Economy and the sector or line ministries is very important,
as both the process of draft budget formulation and budget execution is highly dependent

on it.
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PART A

FISCAL POLICY
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CHAPTER 1. STRATEGIC AND MEDIUM-TERM PRIORITIES AND OTHER

IMPLEMENTATION

STRATEGIC AND MEDIUM-TERM PRIORITIES

The key strategic objectives of the Government are identified in the Poverty Reduction

Strategy Paper (PRSP) and the Government’s Action Plan approved by the National

Assembly on June 12, 2003. In conformity with these documents, during the

forthcoming years more emphasis will be placed on the following priorities in State

Budget expenditures (in the context of this framework, priority sectors are defined as

those sectors being allocated considerable portions of additional budgetary funds, or

being financed through loan resources).

(1) Ensuring financial support of reforms in certain branches of the social sector (in
particular, education, health, social security and social insurance), and in public
administration, where reforms aim to improve the effectiveness and efficiency of
Government expenditure and the targeting of expenditure to priorities, as well as
enhancing the availability of services to the public;

(i)  Ensuring financial support of the regular activities of defence and national
security institutions, in order to maintain the territorial intactness of the Republic,
regional stability, and the balance of forces in the Karabagh conflict;

(i11))  Implementation of programmes to rehabilitate and develop infrastructure in
certain sectors of economy (particularly, in the agriculture, water, road and energy
sectors).

Furthermore, it should be noted that, not only in the short-term, but also in the medium-

and long-term, there will be a need to supplement budgetary funds from other sources,

basically through official external transfers and borrowings. Given this need, as well as
the objective of maintaining a reasonable level of public debt, the Government’s
expenditure opportunities will be significantly restricted.

OBJECTIVES OF MEDIUM-TERM EXPENDITURE FRAMEWORK

The medium-term expenditure framework (MTEF) is one of the key tools for addressing

the Government’s objectives. This document, which presents the Government’s fiscal

policy in conjunction with sector medium-term expenditure frameworks, constitutes the

ROA Government’s medium-term expenditure framework (MTEF).

In this Fiscal Policy Statement, the overall long-term fiscal principles, medium-term and

short-term fiscal indicators, and the strategic expenditure priorities are presented. They

provide the underlying economic and fiscal criteria for preparing the 2004 draft State

Budget.
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FISCAL PRINCIPLES AND INDICATORS

Long-Term Fiscal Principles

Given the need for a sustainable fiscal policy, long-term fiscal principles have been

developed by the Government, which will guide the preparation of the MTEF and the

draft State Budget. The Government intends to achieve these principles in the long-term,

as insufficient revenue and expenditure pressures means that it has limited opportunities

for implementing them in the short-term. However, they will serve as a basis for

evaluating the consistency between the Government’s long-term objectives and current

policies.

It the long run, it is anticipated that:

(1)

(i)

(iii)

(iv)

The nominal value of GDP will increase around 2.9 times between 2002 and
2015. It is also anticipated that tax revenues of the consolidated budget will
increase 3.7 times. As a consequence, the ratio of revenue to GDP will grow
from 22.6% in 2002 to the projected 23.9% in 2015 (or by 1.1 percentage points).
There will also be significant changes in the source of revenues. In particular,
revenues from external sources (official transfers) will continue to decrease,
accompanied by increases in tax and non-tax revenues. These increases in
revenues from domestic sources are dependent on achieving the projected high
rates of economic growth, and on the planned reform for improving tax
administration.

Along with the increase in revenues, expenditure of the consolidated budget will
also grow. Their nominal value will increase 2.9 times between 2002 and 2015.
At the same time, due to the need to control public debt and the budget deficit, the
ratio of budget expenditure to GDP will not change significantly. It will range
between 25.0% and 25.5% of GDP. These expenditures will be increasingly
targeted towards the social sector, with expenditures on salaries and transfer
payments in the social sector growing at a faster rate than other expenditures.

The burden of public debt will gradually decrease. As a result, the percentage of
interest payments related to debt servicing in overall budget expenditures will also
decrease (from 4.6% in 2002 to 2.7% in 2015).

The average level of capital expenditure financed from the budget will remain at
around 4% of GDP over 2004-2015 (in the next few years the need for budget-
financed capital expenditures will be even stronger). The function and structure
of capital expenditures will not replace private investments. Instead, state and

private expenditures will complement each other. State capital expenditure will
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be targeted at the revival and reconstruction of Armenia’s social and productive
infrastructure.

(V) Expenditure will continue to exceed revenue in the formation and execution of
the budget over 2004 to 2015. Moreover, the deficit will be financed from both
domestic and external sources. The budget deficit will gradually reduce, from
2.4% of GDP in 2002 to 1.6% of GDP in 2015.

Short-Term and Medium-Term Fiscal Indicators

In order to determine the level of total expenditure for the next three years, the existing
expenditure priorities have been matched with the long-term fiscal principles. Based on
the projection that State Budget revenues will be 17.9% of GDP in 2004, as well as the
scope for financing a deficit of 2.6% of GDP (which is 0.6 percentage points less than the
planned deficit for 2003), the Government plans to maintain expenditure at 20.5% of
GDP, or 330.4 bln drams. In the medium-term, the ratio of the state budget deficit to
GDP is anticipated to continue to gradually reduce to 2.23% and 2.01% of GDP in 2005
and 2006 respectively.

At the same time, the ratio of State Budget revenues to GDP will continuously increase,
to 18.1 % and 18.3 % of GDP in 2005 and 2006 respectively. The ratio of state budget
expenditure to GDP will decrease by 0.1 percentage points in 2005, but increase again in
2006, exceeding the 2004 ratio by 0.1 percentage points. Expenditure will be 18.96%
and 19.07% of GDP in 2005 and 2006 respectively.

There will also be positive trends in the sphere of public debt. Under the conditions of
the present restructuring of non-concessional loans, the increase in external debt will not
have a significant impact on the solvency of the country, since a number of qualitative
indicators will either remain largely unchanged, or undergo positive changes. In
particular, the ratios of external debt to GDP and the present value of external debt to
GDP will decrease; interest payments as a proportion of external debt will also decrease
(mainly due to restructuring of some non-concessional external loans). Together with the
considerable increase in tax revenues, such improvement will contribute to the alleviation
of the external debt-servicing burden of the budget. The sustainable increase of export
operations, in conjunction with the maintenance of the relatively stable level of external
debt servicing and repayment, will result in a significant improvement in the external

debt interest/export and external debt servicing/export ratios.
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CHAPTER 2. MACRO-ECONOMIC FRAMEWORK OF MTEF FOR
2004-2006

Over the last nine years, since 1994, sustainable economic growth has been recorded in
Armenia. The economy has grown at an average annual rate of 6.68%. However, despite
this growth, the economy has not recovered to the level before the deterioration of the
first three years of the transition period. At the end of 2003 GDP will be 89.3% of the
level recorded in 1990, and, assuming the same average growth rate is achieved, it will
only surpass the 1990 level in 2005.

Based on recent economic developments, it can be assumed that, due to the stable
macroeconomic environment and ongoing structural reforms implemented by the
Government accompanied with external financing, high rates of economic growth can be
ensured for the planned period (6% on average per annum).

The base scenario of macroeconomic forecasts has been developed on the basis of the
SAC-V, PRGF, and PRSP programmes, implemented by the Government in co-operation
with the World Bank, and the International Monetary Fund, as well as on the basis of the
Government’s Action Plan. The scenario suggests full implementation of the policies
and tasks anticipated under these programmes.

Forecasts for the main macroeconomic indicators for the MTEF period are given in the
table below.

Table 2.1. Main Macro-Economic Indicators

Indicator 2000 2001 2002 2003 2004 2005 2006
Actual Planned Forecast

Economic growth, % 5.9 9.6 12.9 7.0 6.0 6.0 6.0
Inflation, % -0.8 3.1 1.1 3.0 3.0 3.0 3.0
GDP deflator, % -1.4 4.0 2.3 1.5 3.0 3.0 3.0
Budget deficit/GDP, % 4.8 42 2.5 33 2.6 22 2.0
Current account (excluding official transfers) /GDP, -19.9 -12.7 -8.5 -8.7 -7.9 -7.4 -7.0
%
Exchange rate, Armenian dram/US dollar 539.5 555.1 573.4 586.4 589.3 592.2 595.2

With respect to the main macroeconomic indicators for the planned period, the following

developments have been forecasted:

(1) Actual GDP will increase steadily. GDP is forecast to increase by 7% in 2003
and by 6% per annum over 2004-2006.

(i1) Consumer prices will be stable; i.e. their average annual increase will be 3%.

(ii1)) By 2006 the ratio of investments (to GDP) will have grown by around 1.3
percentage points from the 2002 level, and will equal 20.8% of GDP. At the

same time, there will be a more dramatic increase in national savings (it is
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projected to increase by 2.2 percentage points of GDP between 2002 and 2006).
This, in turn, will contribute to reducing the investments/savings gap.

(iv) By 2006, total State Budget revenues (without capital grants) as a percent of GDP
will have increased by 0.7% from the planned 2003 level to 17.1%. Major
changes will also take place in the structure of budgetary revenues due to the
growth of tax revenues (their share in GDP will increase by 1.2 percentage points
to 16.2%). During the same period, State Budget expenditures will grow at a
slower rate, which, in turn, will result in a reduction in the budget deficit.

(v) The volume of exports of goods and services (denominated in dollars) will grow
at a higher rate than that of imports (on average 9.5% and 7.7% per year). This
will be one of the factors contributing to the improvement of the current account
position.

REAL SECTOR

Gross Domestic Product by Sectors of Economy

Average economic growth of 9.4% has been recorded over the last three years. At such a
high rate of economic growth, structural changes have taken place in GDP and in the
qualitative parameters of economic growth. Some key sectors, such as industry and
construction, have made a major contribution to the growth of the economy. In 2002 the
economy grew by 12.9%, with the share of industry and construction representing 7.7
percentage points.

An economic growth rate of 7% is anticipated in 2003, with a deflator of 1.5%. The
average annual growth of gross domestic product (GDP) for 2004-2006 is forecasted to
be 6.0%. This growth will reflect the increase of both domestic and external demand.

In recent years, growth rates of the construction sector have been notably higher than the
economy average. The share of construction in GDP has increased from 6.7% in 1994 to
12.8% in 2002.

Shares of the key sectors of the economy for the planned period are given in Table 2.2.

Table 2.2. Structure of GDP by Key Sectors of the Economy (Percent of GDP)

Indicators 2001 2002 2003 2004 2005 2006

Actual Planned Forecast \
Industry 20.1 20.4 20.5 20.9 21.1 211
Agriculture 25.5 23.6 23.0 223 21.3  20.6
Construction 9.7 12.8 15.2 14.3 145 149
Transport and Communications 7.0 6.7 6.5 6.5 6.5 6.5
Trade 10.2 10.3 9.9 10.3 104 105
Other sectors 17.8 16.4 15.5 15.7 159 15.6
Net indirect taxes 9.7 9.7 9.5 10.1 104 10.8
Total GDP computed at market prices 100.0 100.0 100.0 100.0 100.0 100.0
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The growth in the industrial sector is connected with the growth in the construction
sector. In addition to growth in the traditional branches of industry, such as the
production of precious metals and the food industry, there has also recently been growth
in the production of non-metal mineral products and mining industry, which are directly
related to the construction sector.

The industrial sector is forecast to grow at an annual rate of 7% over 2004-2006. Higher
rates of growth are anticipated in the export-oriented branches (production of valuables,
food and light industries).

In recent years, production of agricultural products, which has a major share in domestic
consumer demand, has tended to grow steadily. Thus, in 2001 the demand for
consumption of eggs has been fully met by domestic producers, whereas in meat
consumption imports have comprised around 19% of consumption. The dependence of
horticulture on climatic conditions explains why agriculture has only averaged growth of
5.0% per annum over the last three years. The share of agriculture in GDP has shown a
decreasing tendency over the last few years, which is due to its low growth rates in
relation to other sectors. The forecasted average annual growth for 2004-2006 is 2.3%.
The real growths of the key sectors of economy for the planned period are given in Table
2.3.

Table 2. 3. Real Growth of Key Sectors of Economy (Percent)

Indicators 2001 2002 2003 2004 2005 2006
Actual Planned | Forecast
Percentage real growth of GDP, including 9.6 12.9 7.0 6.0 6.0 6.0
Industry 3.9 14.2 6.0 8.0 7.0 6.0
Agriculture 11.7 4.4 2.6 2.8 1.6 25
Construction 4.8 47.0 25.7 -0.4 7.1 9.0
Deflator index, % 104.1 102.3 101.5 103.0 103.0 103.0

Gross Domestic Product by Expenditure Components

For the first time in 2002, the consumption component of expenditure GDP was less than
total GDP (96.6% of GDP)'. It is anticipated that GDP will be 6 percentage points
greater than consumption by 2006. However, absorption (consumption plus investment)
will remain higher than GDP. This implies that net exports will remain negative. The
negative value of net exports is forecast to decrease, to around 14% of GDP by 2006. In
2004-2006 the share of investments in GDP will average 20.6%, and will be financed
from both domestic and foreign sources.
The expenditure structure of GDP for the MTEF period is given in Table 2.4.

Table 2.4. Nominal GDP Expenditure Structure (Percent of GDP)

! The statistical deviation is included in final consumption.
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Indicators | 1994 2001 2002 2003 2004 2005 2006
Actual Planned Forecast
GDP 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Consumption 110.3 101.7 96.6 93.4 94.6 94.3 93.3
Investments 234 18.6 20.7 22.6 20.6 20.4 20.8
Net export -33.8 -20.4 -17.3 -16.0 -15.2 -14.6 -14.1
Consumer Prices

The consumer price index was 102.0% in December 2002, in comparison to 102.9% in
the same period of the previous year. The price index of food products (including
alcoholic beverages and tobacco) was 101.9%. For non-food products and service tariffs
it was 102.7% and 101.5, respectively.

In 2000-2002, the annual average increase in consumer prices was 1.1%.

During 2004-2006, monetary policy of the Republic of Armenia will be targeted at
maintaining inflation at around 3% per annum.

EXTERNAL SECTOR

Over the last few years, economic programmes for the external sector have placed special
emphasis on the medium-term improvement of the current account of the Balance of
Payments, through the establishment of a favourable investment environment and the
expansion of exports via the implementation of structural reforms. Despite the existing
difficulties, this challenging task is being addressed. In 2002 Armenia became a member
of the World Trade Organization. This was the most important factor contributing to the
growth of exports. This event was preceded by the harmonization of Armenia’s trade
policy with international rules. Although Armenia’s membership in the WTO will not
have a major impact on exports in the short-term, it will be the key impetus for the long-
term development of export capacities.

There has been a positive trend of increasing net exports in recent years. On one hand,
such a shift reflects the replacement of imports. On the other hand, it has also occurred
as the result of expanding export operations. In the medium-term, growth is expected in
the export-oriented branches of the economy. New mechanisms for supporting these
branches will be developed and implemented, and the existing ones will be improved.
Export

There has been an accelerated increase in the growth rate of exports since 2000. In 2000-
2002, the average annual volume of exports was US$382 million, basically due to the
increase in the value of the “Precious and Semi-Precious Stones, Metals and Items Made
of Them” item. However, it should be noted that, thanks to the growth of various sub-
branches of the industry, favourable conditions have been created for export

diversification. It is anticipated that in 2003-2006 the average annual value of exports of
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goods will be around US$670 million (FOB); representing average annual growth of 11%
(denominated in dollars). The respective indicator for goods and services will be 9.5%,
i.e., the export of goods will grow faster than that of services.

Import

The average annual value of imports has been around US$810 million over 2000-2002,
which is 12% higher than the similar indicator for 1999. In the medium-term, an increase
in imports is forecast due to both an increase in disposable incomes, and to the need for
importing raw materials and technologies financed by foreign investments. At the same
time, the tendency in recent years of replacing imported goods with domestically
manufactured ones will weaken, due to reduced replacement opportunities. As a result,
in 2003-2006 average annual growth in the import of goods and the import of goods and
services (denominated in dollars) will be around 7.8% and 7.7%, respectively.

Factor Revenues and Transfers

There has been a tendency for growth in the total value of factor revenues (remittances)
and private transfers since 1999. Thus, their average value for the last four years has
been US$162 million. Factor revenues and private transfers will, over 2003-2006, be
significantly influenced by the servicing of the external debt of the Republic of Armenia,
the reinvested earnings on direct investments, and trends in economic growth in the key
partner countries of the Republic of Armenia. As a result of these factors, in the
medium-term, net factor revenues and transfers will tend to decrease.

At the initial phase of structural reforms, official foreign transfers have played a crucial
role in the financing of gross demand. During 1995-2002, the ratio of official transfers in
GDP has reduced from 12% (1995) to 2.3% (2002). In the medium-term, current official
transfers will average approximately 2% of GDP.

Current Account

In 1995-1998, the current account deficit (excluding official transfers) has been
increasing, from US$368 million in 1995 to US$515.2 million in 1998. During that
period, the current account deficit has averaged around 27% of GDP. In 1999, the
current account deficit (official transfers excluded) was US$400.7 million, or 21.7% of
GDP, primarily due to foreign trade flows, particularly, the abrupt decrease in imports.
In 2000-2002, the current account deficit (excluding official transfers) has decreased
significantly reduced to around US$203 million by 2002. The current account deficit
(excluding official transfers) was 8.6% of GDP in 2002. The current account deficit is
forecast to be approximately 5.5% of GDP over 2004-2006.
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CHAPTER 3. REVENUE POLICY AND FORECASTING

MAIN CHARACTERISTICS OF MEDIUM-TERM REVENUE POLICY
Disclosure of the characteristics of revenue policy and predictability of public revenues
are of fundamental importance for the medium-term expenditure framework.

Revenue policy in the Republic of Armenia for 2004-2006 will be characterized by
enhancement of public revenue performance, due to improvements in revenue collection.
Reforms in tax administration should, however, be undertaken with the minimum
possible impact on the incentives and performance of economic entities.

One of the most important tasks of revenue policy is to provide the financial backing for
necessary public expenditures. In this regard, the role of tax policy’ has been increasing
and is particularly key at the moment. It is worth mentioning that tax revenues’,
comprised 87% of total revenues for 2002, thereby financing 87% of state budget
expenditures, as opposed to 70% in 1997.

Nevertheless, developments in tax policy have still not been sufficient to assure a high
level of tax revenue collections. Tax revenues were only 14.6% of GDP in 2002, as
compared to 16.1% in 1999.

Taking these indicators into consideration, as well as the advice of various international
experts on the consistency of Armenia’s tax base and tax rates (broader tax base, less
privileges) with good international practice, it appears that there is still scope for
increasing revenues without increasing tax rates. Revenue performance can still be
improved through enhancement of administrative functions, as well as through
registering and taxing unregistered entities.

Over recent years, developments in the tax system of the Republic of Armenia have been
aimed at strengthening equitable, efficient, simple and clear-cut tax mechanisms in
relations between the state and economic entities. Assuming that minimal legislative
changes are introduced, an improvement in tax administration is anticipated over 2004-
2006, minimising the volume of economic activities implemented outside of the control
of tax authorities, and avoiding any increases in tax privileges. Simultaneously, changes
in tax policy and administration will be focused on assuring favourable conditions for the
equity of taxation, as well as the simplicity and impartiality of the applied taxation rules.
Establishment of tax inspections for excise taxpayers, as well as for banks and lending

organisations will contribute to improvement of the efficiency of tax administration.

? Here and hereafter, the category of “tax policy” is used in a broad sense, also including custom duty
policy.
? Here and hereafter, tax revenues include budgetary receipts from state duties.
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Thus, improvement of tax administration should become the focal point of tax policy.

Tax policy for 2004-2006 will be also characterised by the establishment of an
environment favourable for investment, which will contribute to an inflow of capital and
modern technologies, increases in the volume of labour, production and export of goods.
To stimulate the inflow of investments, especially foreign investment, the Government
faces the critical challenge of establishing equitable taxation practices, as well as
eliminating discriminatory or biased policy towards selective taxpayers.

In order to strengthen horizontal equity, the policy of minimising differential treatment of
selective taxpayers or to groups of taxpayers will be further pursued, through eliminating
both tax discrimination and tax privileges.

There are also administrative risks in assuring proper supervision of legislative
requirements in the free economic zones. International experience shows that the
existence of free zones requires consistent implementation of proposed tax administration
reforms; or risks of losses in public revenue will arise.

BUDGET REVENUE FORECAST FOR 2004-2006

Budget revenues have been forecasted at 288.5 billion drams in 2004, 318.5 billion drams
in 2005, and 350.8 billion drams in 2006. This level of annual revenues implies average
annual growth of 7%, or 21.3 billion drams, which will largely be driven by better
performance in tax revenues and state duties.

Macroeconomic forecasts, which have a significant impact on the calculation of the key
revenue categories, have been used as the basis for forecasting budget revenues. In some
cases, indicators regulated by contracts have also been taken into consideration.
Forecasts of budget receipts, by basic groups of revenues, are presented in the table

below.

Table 3.1. Planned Budget Revenues for 2004-2006 (Billion Drams)

‘ Revenue Category ‘ 2004 ‘ 2005 2006
State budget revenues and official transfers 288.5 318.5 350.8
Percent of GDP 17.9 18.1 18.3

Tax revenues and state duties 247.6 277.4 310.8
Percent of GDP 154 15.8 16.2

Non-tax revenues 7.3 7.4 7.6
Percent of GDP 0.5 0.4 0.4
Revenues from capital operations 0.3 0.3 0.3
Percent of GDP 0.02 0.02 0.02

Official transfers 333 334 32.2
Percent of GDP 2.1 1.9 1.7

30



2004-2006 MEDIUM-TERM EXPENDITURE FRAMEWORK

If the database is subsequently updated then it may be necessary to revise these

macroeconomic projections. These revisions could result in changes to the structure of

tax revenue.
TAX REVENUE FORECAST FOR 2004-2006

Main Characteristics of Macroeconomic Environment

The budget receipts from tax revenues for 2004-2006 have been forecasted by
considering the impact of two key factors. The first factor is recent and expected trends
in the macroeconomic environment and the second factor is possible changes to tax
legislation and improvement of tax administration over the MTEF period. The forecasts
are also based on the assumption that the 2003 Budget level of tax revenue (220.4 billion
drams) will be achieved; and that the present legislative pre-requisites and administrative
practices are sufficient for its collection.

Table 3.2. Tax Revenues of 2002-2006 State Budgets

Indicators 2002 ‘ 2003 ‘ 2004 2005 2006
Actual Planned Forecast
Tax revenues (billion drams) 198.6 220.4 247.6 277.4 310.8
Percent of GDP 14.6 15.0 154 15.8 16.2
Coefficient of tax elasticity 1.14 1.27 1.34 1.31 1.31

Key macroeconomic indicators within the forecasted scenario of economic development
over 2004-2006 will have a significant impact on revenue performance. One of the key
indicators for the coming 3 years, is the forecast of 6% average annual growth of real
GDP, although no significant changes are expected in the sectoral structure of nominal
GDP: the share of value added tax, generated in agriculture — a basically tax-free
component of GDP - and in construction — which is 80% financed by external sources
will remain relatively stable, as will the share of net indirect taxes within GDP which —
according to the trends of previous years will come to an average of 43.5%). A relatively
favourable tax environment has been created in the sector of trade and catering, which
comprises 10.4% of GDP, and the real growth rate of this sector will be faster than
overall GDP.

The average annual growth rate of final consumption expenditure, which is directly
related to the tax base for indirect taxes over 2004-2006, will be 9.2%, compared to 4.9%
in 2003. Such a trend of economic development could create a sustainable tax base for
indirect taxes, which comprise a significant component of tax revenues.

Table 3.3. Changes in GDP and Final Consumption Expenditure

Indicators 2001 2002 2003 2004 ‘ 2005 2006
Actual Planned Forecast
Growth of nominal GDP 14.0% 15.4% 8.6% 9.2% 9.2% 9.2%
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Nominal growth of final consumption 6.4% 9.7% 4.9% 10.6% 8.8% 8.0%
expenditures

Major Developments in Tax Revenues for 2004-2006

Given these macroeconomic trends, there will be an increasing emphasis on effective
administration and the broadening of the tax base. Therefore, although there has not a
separate discussion of legislative changes, administrative actions and their impact for
2004-2006 (there are certain difficulties with clarifying the actions and assessing their
impact), the Government is aiming for a 5% average annual increase in tax collections
over the planned period from this factor. Achieving this level of tax revenues will result
in a stable tax elasticity coefficient, that is, 1% growth of GDP will be accompanied by
annual average growth of tax revenues of 1.32%. However, taking into consideration the
characteristics of receipts from fixed payments for gasoline and diesel oil, the impact of
improved revenue administration on budget receipts from these revenue categories has
not been taken into account. In terms of fixed payments for tobacco products, the impact
has been taken into account only for 2004.

Table 3.4. Tax Revenues of 2004-2006 State Budgets (Billion Drams)

H Indicators 2003 | 2004 2005 2006
Tax revenues by macroeconomic indicators and by 2001-2003 240.2 260.0 279.2
collection trends
Including the impact of administrative reforms 220.4 247.6 277.4 310.8
Impact of administrative reforms 4.0% 5.0% 6.0%
Tax elasticity coefficient 1.27 1.34 1.31 1.31

Tax revenues will increase by 1.2 percentage points of GDP over 2004 to 2006,
increasing from 15% of GDP in 2003 to 16.2% of GDP in 2006.

Table 3.5.Dynamics of Tax Revenues

‘ Indicator 2000 | 2002 2003 2004 2005 2006
Actual Planned Forecast

Tax revenues as percent of GDP 14.4 14.6 15.0 15.4 15.8 16.2

GDP by current prices, billion drams 11755 1356.9 1474.1 1 609.4 1757.1 1918.4

No major changes are forecast in the structure of tax revenues for 2004-2006. As in
previous years, indirect taxes will form the greatest share of tax revenues. However, the
share of indirect taxes in total tax revenues will decrease over the next three years by 1
percentage point, from 73.1% in 2003 to 72.1% of tax revenue in 2006.

Table 3.6. Changes in Ratios of Direct and Indirect Taxes

T Fentinm 2001 2002 2003 2004 | 2005 2006
Actual Planned Forecast
Indirect taxes 74.5% 73.5% 73.1% 72.8% 72.6%  72.1%
Direct taxes 17.7% 17.4% 18.6% 19.0% 19.6% |  20.5%
Other taxes 7.8% 9.1% 8.3% 8.2% 7.8% 7.4%
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As a consistent methodological approach is used for forecasting tax revenues over 2004-
2006, the following sections only present forecasts for 2004 tax revenues, with relevant
quantitative indicators included for 2005 and 2006. In addition, forecasted receipts for
2004 are compared with their planned 2003 levels.

TAX REVENUE FORECAST FOR 2004

Tax revenues are forecast at 247.6 billion drams in 2004, which exceeds the estimated
target level of 2003 by 12.3%. Tax revenues are forecast to increase faster than GDP,
and the tax elasticity coefficient will reach 1.34.

Value Added Tax*

The majority of tax revenues, around 47.3%, will be generated through VAT. 1t is
forecasted that 2004 revenues from VAT will be 117.2 billion drams, which exceeds
2003 VAT revenues by 13.6%. Forecasted VAT revenues in 2004 will be 7.3% of GDP,
as opposed to 6.9% in the previous year.

In forecasting VAT revenues, receipts from VAT on fixed payments for gasoline, diesel
oil and tobacco products have been calculated separately.

In forecasting other revenues from VAT, the actual base® of that tax category has been
estimated. Calculations are based on macroeconomic forecasts of final consumption
expenditure indicators, adjusted to reflect the fact that value added in certain sectors of
GDP are not fully subject to VAT taxation.

In general, when estimating the actual tax base, it is also relevant to consider the extent of
tax privileges. However, due to the lack of analysis on the extent of privileges, its impact
on the tax base has not been estimated.

Table 3.7. Actual Rate and Collection Indicators of VAT

Indicators 2001 2002 2003 2004 2005 2006
Actual Planned Forecast

Actual tax base of VAT, billion drams 654.9 672.9 696.4 778.9 866.7 943.6
Revenues from VAT (without gasoline, diesel oil and 66.4 76.4 85.9 99.9 116.8 134.8
tobacco), billion drams

Actual rate of VAT, % 10.1% 11.4% 12.3% 12.8% 13.5% 14.3%
Nominal rate of VAT, % 20.0% 20.0% 20.0% 20.0% 20.0% 20.0%
Tax collection indicator, % 50.7% 56.8% 61.7% 64.2% 67.4% 71.4%

* Hereafter: VAT
5 Hereafter: “Actual base” is the taxable share of GDP for a given tax category.

33



2004-2006 MEDIUM-TERM EXPENDITURE FRAMEWORK

The actual tax rate (VAT revenue as a percent of the actual tax base)® was 11.4% in 2002
(the maximum level may be 20.0%). The actual tax rate (VAT as a percent of its tax
base) was 56.8% in 2002, compared to the 61.7% budgeted for 2003. Growth of the
actual rate for the coming years will be mainly driven by enhancements in revenues due
to administrative improvements in the collection of VAT.

The key elements of the legislative framework for effective administrative of VAT
already exist and a substantial improvement in the collection of VAT now depends on
their consistent implementation.

More attention should be attached to the efficient use of information received from
customs bodies. Assuring transparency of information in the key areas of custom control
and transparency of the activities of the tax bodies is of fundamental importance.

Excise Tax

Excise tax revenues are forecast at 42.1 billion drams in 2004, 7.2% greater than 2003
revenue and comprising 2.4% of GDP.

The same approach to forecasting excise tax revenues has been taken as for VAT. That
is, the shares of excise tax included in fixed payments for gasoline, diesel oil and tobacco
products have been calculated separately.

Forecasts of excise tax collections on locally produced excisable goods have been based
on actual sales (as declared by taxpayers) of the major excisable goods in 2002. It has
been assumed that consumption of these types of products will increase in proportion to
the real growth of final consumption expenditures. That is, the elasticity between final
consumption expenditure and the growth of consumption of spirits will be equal to one.
While the assumption is arguable (it is more likely that, in this case, the elasticity co-
efficient will be lower than 1), due to the unavailability of reliable data on previous years’
performance, there has been no sufficient basis for an alternative assumption.

The second assumption is that there will be an increase in the declaration of excisable
goods and an expansion of the tax base, due to an improvement in tax administration.
This assumption is based on the fact that the ROA Government has been taking a number
of actions (in particular, destruction of unduly marked excisable goods - introduced in
2002, improvement of the protection level of excise marks, etc), to strengthen the
consistency of tax administration and bring positive outcomes in terms of revenues.
Because of the small amount of excise tax levied on imports of excisable goods (mainly,

spirits), sophisticated approaches have not been used to forecast them. Instead forecasts

® Hereafter: “Actual tax rate” is the ratio of actual or (forecasted) revenues to the actual tax base for a given
tax category.
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are based on the assumption that receipts from these collections will increase
proportionally with the growth of imports.

Fixed Payments (for Import of Gasoline and Diesel Oil, and for Tobacco Products)

The significant share of fixed payments for imports of gasoline, diesel oil, and tobacco
products within total tax revenues highlights the importance of their accurate estimation.
In particular, fixed payments for these types of goods comprised 24.0% of annual budget
receipts in 2002. In 2004, receipts from these revenue categories will amount to 54.1
billion drams, exceeding 2003 receipts by 5.8%.

Fixed Payments for Import of Gasoline and Diesel Qil

Fixed payments for fuel imports have been estimated through average monthly forecasts
of imports, which, in turn, have been based on certain assumptions.

The first assumption deals with the quantity of vehicles in operation in Armenia over
2004-2006". It has been assumed, that in the coming four years, the quantity of vehicles
in operation will increase by 5 thousand units annually, of which 4.5 thousand will use
gasoline, and the other 0.5 thousand will use diesel oil (these proportions have been
calculated on the basis of 2002 technical examination data).

The next assumption implies that the annual consumption of fuel per vehicle for 2004-
2006 will be equal to the planned 2003 level.

Fixed Payvments from Tobacco Products

For the calculation of fixed payments from tobacco products, as in the preceding case, the
total market volume (imports and local production, filter and non-filter) of tobacco
products has been forecasted. Trends over 2002 are of special importance in this case.
That is because since March-April 2002, as a result of the 10% increase of fixed
payments for imported (filter) cigarettes, there has been growth in the consumption of
locally produced filter cigarettes, accompanied by a reduction in imported quantities.
Thus, average monthly imports of tobacco for 2001 were 16.8 thousand boxes, whereas
in 2002 tobacco imports have fallen to 14.1 thousand boxes. The same indicators for
locally produced filter cigarettes equal 3.0 thousand and 16.3 thousand boxes,
respectively. These 2002 indicators have been taken into account in forecasting revenues
from this source over the MTEF period.

For comparison, it should be mentioned that in 2002 the total volume of the tobacco

market amounted to a monthly average of 46.5 thousand boxes, as opposed to 57.4

" The Police have provided the Ministry of Finance and Economy with data on the quantity of vehicles
registered in the country.
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thousand boxes in 1998. This means that the assumption of a 5% increase of those
declared volumes in 2004, due to an improvement in tax administration, is not baseless.
In particular, using excise marks with a high level of protection, and the practice of
destructing incorrectly marked excisable goods could contribute to the increase of
declared quantities.

Profit Tax

Budget receipts from profit tax have been forecasted at 23.6 billion drams in 2004 (1.5%
of GDP), which represents an increase of 8.3% from 2003.

For forecasting profit tax revenues, the actual base of profit tax has been estimated on the
basis of indicators from the article “Net Profit and Net Mixed Revenues of the Economy
(by Sectors)” of the income account in the national accounts system. The net profit of the
economy has been adjusted (reduced) by the calculated amount of the net untaxed profit
of certain sectors (agriculture, construction, trade and catering, transportation).

In essence, the actual base calculated by the above-mentioned rules can be different from
taxable profit, as the law on profit tax stipulates for a variety of privileges (basically,
reduction of previous years’ loss and accelerated amortization). Nevertheless, these
factors have not been taken into consideration in the planning, due to the absence of
indicators that would allow an assessment of the impact of these privileges on tax
revenues.

In forecasting profit tax for each year, the growth in the previous year’s actual base has
been used, as advance payments of profit tax are determined on the basis of the previous
year’s indicators.

Results of such estimation depict that the actual rate of profit tax, relative to the actual
base, has declined from 9.3% in 2000 to 6.5% in 2001 and 6.2% in 2002. According to
the forecasts for 2003, the actual rate will remain unchanged at around 6.8%. The tax

collection level for 2003 will be around 34.2%.

Table 3.8. Actual Rate and Collection Indicators of Profit Tax

Indicators 2001 2002 ‘ 2003 ‘ 2004 2005 2006

Actual Planned Forecast
Actual base of profit tax, billion drams 243.0 280.5 304.8 332.8 363.3 | 396.7
Revenues from profit tax, billion drams 15.7 17.4 20.8 23.6 27.1 31.4
Actual rate of profit tax, % 6.5 6.2 6.8 7.1 7.5 7.9
Nominal rate of profit tax, % 20.0 20.0 20.0 20.0 20.0 20.0
Tax collection indicator, % 32.3 31.1 34.2 35.5 373 39.6
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Positive trends are forecast in the actual base for profit tax in the coming three years.
This is based on the following factors - forecasts of GDP growth, changes in the shares of
sectors subject to tax deductions, as well as the impact of possible improvements in tax
administration.

There is significant potential for growth in the actual rate of profit tax from
improvements in tax administration, which is highlighted by the present low level of
collections. Consistent implementation of the requirements of the present legislation (for
example, in the case of taxpayer’s overestimation of the loss to be calculated in
accordance with the law), could support improvements in revenue performance for this
tax.

Income Tax

Budget receipts from income tax are forecasted at 17.9 billion drams (1.1% of GDP) in
2004, an increased of 21.9% from 2003.

The method of forecasting income tax levied on remuneration of labour is, in essence, the
same as the method for forecasting profit tax. The income tax base has been estimated
on the basis of macroeconomic indicators. In determining the actual base, the structure
of GDP has been considered, particularly the article “Remuneration of the Labour of
Hired Employees” of the income account in the national accounts system. For further
calculations, this indicator has been reduced by the total amount of minimum untaxed
salary (20,000 drams) multiplied by the number of employed in the economy and of
compulsory social insurance payments imposed on hired employees (3% of salary). The
assumption that every employee receives at least 20,000 drams of remuneration (above
the threshold of untaxed income) is not strictly correct. However, it is a close enough
approximation and adjustment for this factor would not have serious implications for the
forecast results.

According to these calculations, the actual rate of income tax for 2003 is around 3.6%.
Even on the assumption that the distribution of wages is equal among the employed, and
that the income of all the employed is only taxed at 10%, income tax collection indicator
would be 35.8% in 2003.

The actual rate of income tax also has significant growth potential from improvements in
tax administration. The first pre-requisite is that employers submit more detailed
information on this tax category to the tax authorities, which would make it more
difficult to under-declare the income paid by employers (due to non-inclusion in the
reporting framework) more difficult. Declaration forms need further development, so as

to oblige employers to submit data on wages paid to each citizen. There is also the need
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to improve procedures for information exchange between tax and social insurance bodies,
and for assuring comparability of databases of these two (which is necessary for creating
better opportunities for collaboration in the use of automated systems).

Reducing the incidence of under-declaration of income paid by employers will also be
sustained by legislative changes effected since April 1, 2003. Due to those changes, a
system of Personal Identification Cards is being introduced into the sector of trade and
services.

The forecasted amount of income tax to be collected from other sources of individuals’
income is 1.7 billion drams in 2004. Indicators of the national system of accounts
concerning the population’s monetary income from the financial system, entrepreneurial
activities and other sources, have been utilised for these calculations.

Table 3.9. Income Tax (Billion Drams)

Indicators 2001 | 2002 2003 2004 2005 | 2006
Actual Planned Forecast
Total income tax, including: 11.1 12.5 16.0 17.9 213 25.4
Income tax from remuneration of hired employees 9.8 11.2 14.5 16.3 19.5 23.5
Income tax from other sources 1.3 1.3 1.5 1.6 1.8 1.9

Customs Duties

Budget receipts from customs duties have been forecasted at 13.0 billion drams in 2004
(0.8% of GDP), which exceeds 2003 duties by 9.7%.

As in the case of VAT revenue forecasts, the calculation of custom duties included in
fixed payments for imports of tobacco products has been calculated separately.

For forecasting customs duty revenues from imports of other goods, the actual base has
been estimated. To calculate the actual base, macroeconomic forecasts of imports have
been reduced by the total custom value of precious stones, tobacco products, gasoline,
and diesel oil.

Once again, there is significant growth potential for this tax category through
improvements in tax administration. Joining the WTO has created the need to match
custom procedures to the requirements of that organisation. The database of the
ASYCUDA system will provide a comprehensive basis for applying the “by contract
price” method of custom value determination. Introduction of a system of risk-based
selective customs control has been of great importance. Control over privileges in the
importation of goods by citizens at customhouses should be intensified. However, due to
the absence of sufficient information for assessment of the short-run impact of these
actions, they have not been considered in the estimation of revenues.

Fixed Payvments (for Tvpes of Activities Defined by Law)

38



2004-2006 MEDIUM-TERM EXPENDITURE FRAMEWORK

Budget receipts from fixed payments have been forecasted at 8.3 billion drams in 2004
(0.5% of GDP), which exceeds the 2003 level by 15.6%.

Actual receipts from this tax category in 2002 have surpassed the level of the previous
year’s collections by almost 2 billion drams, or by 43.6%. This high growth in revenue
collections, which mainly reflects legislative changes, is not forecast to continue in
coming years. Due to the macroeconomic environment and tax administration
improvements, the average annual growth of revenues from this tax for the coming three
years will be 13.2%.

Estimation of fixed payments have been made by different types of activities, on the basis
of receipts over previous years, as well as the real growth rate of sectors such as services,
trade or catering, within GDP.

This tax category will also be significantly influenced by improvements in tax
administration.

Simplified Tax

Budget receipts from simplified tax have been forecasted at 5.2 billion drams in 2004
(0.3% of GDP), which exceeds 2003 revenues by 23.8%.

For forecasting revenues from simplified tax, receipts for the previous years, as well as
the average nominal growth rate of the shares of trade, catering and service sectors within
that year’s GDP have been considered.

Moreover, the potential for collection of additional revenue through improvements in tax
administration has also been estimated. Such an approach has been based on the fact that
the average monthly amount of taxes paid in 2003 by retailers, who represent a major
share of those paying simplified tax, has been around 20 thousand drams. This supports
the idea of substantially increasing collection of revenues through improvement of
control over income declaration.

State Duties

Budget receipts from state duties have been forecasted at 13.9 billion drams for 2004
(0.9% of GDP), which exceeds 2003 receipts by 8.5%.

Estimation of revenue from state duties has been made for different types of activities.
Actual data on implemented transactions and levied amounts for previous years has been
considered. In general, the real growth of GDP has been taken as the basic indicator for
estimating revenues from this tax. This approach is necessary due to the volatility in the
economic activities subject to state duties. Nevertheless, many of these activities are
closely correlated with overall economic activity (for example, state duties from airport

exit taxes, court claims, licensing fees etc).
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Other Tax Revenues (Natural Environment Protection and Ultilisation Payments,

Property Tax, Land Tax, and Other Tax Revenues)

Budget receipts from other tax revenues have been forecasted at 6.3 billion drams in 2004
(0.4% of GDP).

Natural environment protection and utilisation payments comprise the largest share
(around 71.2%) within receipts from other tax revenues, and estimations for them have

been made by the same approach as for state duties.

FORECAST OF NON-TAX REVENUES, REVENUES FROM CAPITAL
OPERATIONS AND OFFICIAL TRANSFERS

Non-Tax Revenues: Non-tax revenues include allocations from the profit of the Central
Bank, stock dividends, rental payments from the property of state-owned enterprises and
reserve land outside the administrative territory of communities, payments (interest
payments) from loans extended by the state, receipts from realisation of confiscated and
ownerless property, or from property passed to the state by gift or by the right of
succession, receipts from penalties imposed by executive and judicial bodies for
violations of law, road fees and other non-tax revenues.

Non-tax revenues have been forecasted at 7.3 billion drams in 2004, 7.4 billion drams in
2005 and 7.6 billion drams in 2006.

Revenues from Capital Operations: Taking into account provisions of the ROA Land

Code and of the ROA Law “On Local Self-Governance”, which stipulate that in 2003-

2005 the state-owned land within the administrative territory of communities will be
separated and, on the basis of layout designs, freely passed to communities for
ownership, revenues from capital operations have been planned only for receipts from the
disposal of buildings, accommodations, and from other operations, at 300.0 million
drams annually.

Official Transfers: Based on initial agreements with donor organisations, official

transfers have been forecasted at 33.3 billion drams in 2004, 33.4 billion drams in 2005,
and 32.2 billion drams in 2006.
Table 3.10. Official Transfers (Billion Drams)

Donor 2003 2004 2005 2006
‘ Planned Forecast
Total transfers, including those from: 61.0 333 334 322
Government of Holland 2.7 2.8 2.8 2.8
European commission (food programme) 5.5 5.6 0.0 0.0
European commission (loan repayment) 32 0.9 0.0 0.0
Government of Japan 0.4 0.4 0.4 0.4
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Lincy Foundation 46.6
Other sources 2.6

23.7
0.0

244
5.8

23.8
52
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CHAPTER 4. BUDGET FRAMEWORK

STATE BUDGET DEFICIT

Expenditures will continue to exceed revenues in the State Budget in the coming years,
with the budget deficit financed from both internal and external resources. The majority
of the state budget deficit will be financed from borrowings, with the majority of
externally borrowed resources being special-purpose funds directed to financing
investment programs in social sectors and for infrastructure development. The state
budget deficit is forecast to show a declining trend, from 3.2% of GDP in 2003 to 2.01%
of GDP in 2006 (see Table 4.1).

Table 4.1. Sources of Financing the State Budget Deficit, 2002-2006 (Million Drams)

Indicators 2002 2003 2004 ‘ 2005 2006
Actual Planned Forecast
Sources of deficit financing, total 35594.5 47 258.8 41 899.9 39200.0 38619.1
Including
1. Internal sources -1155.3 1317.5 2 675.0 3625.0 4275.0
- Public bonds 3947.3 2 000.0 3200.0 4 000.0 4550.0
- Receipts from privatisation of 944.6 0.0 0.0 0.0 0.0

state enterprises and incomplete
constructions

- Other internal sources -6047.2 -682.5 -525.0 -375.0 -275.0
2. External sources 36 749.8 45 941.3 392249 35575.0 34344.1
- Receipt of loans 48 952.4 69 098.9 47 151.0 43 546.0 442423
- Repayment of loans 12 202.6 23 157.6 7926.1 7971.0 9 898.2

The share of internal sources in the financing of the budget deficit is forecast to increase
to 0.14% in 2003, and 0.24% in 2006 (mostly through receipts from the issue of public
bonds).

Similar to Eastern European and CIS countries, the State Budget of the Republic of
Armenia has been characterised by its dependency on external financing sources (foreign
loans and official transfers). This dependency, although persistent within the MTEF
period, is expected to show a declining trend (see: Chart 4.1).

The main sources of financing of the State Budget deficit are borrowed resources;
therefore, their volume and structure have a significant impact on indicators

characterising internal and external public debt.

Chart 4.1. State Budget Financing from External Sources
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Financing of the state budget, in particular deficit financing, is still dependent on external
loans and grants. Comparative analyses of alternative approaches to calculating the
deficit confirm this fact (see Table 4.2).

Table 4.2. Fiscal Deficit with and without external grants, Primary Deficit, and

Current Deficit for 2003-2006 (Percent of GDP)

| Indicators 2003 2004 2005 2006 |
Fiscal deficit, including external grants 3.21 2.60 2.23 2.01
Difference of total revenues and expenditures
Fiscal deficit, excluding external grants 7.34 4.67 4.13 3.69
Difference of total revenues (without grants) and expenditures
Primary deficit 6.43 3.90 3.44 3.05

Difference of total revenues (without grants) and expenditures
(without interest payments)
Current deficit -4.09 -2.64 -2.04 -2.33

Difference of total revenues and current expenditures

As shown in the table, the fiscal deficit excluding external grants exceeds the deficit
including external grants by an annual average of 82.5%. This means that the impact of
grants on the deficit, on average, amounts to 1.88% of annual GDP.

The calculation of the current deficit, including only current revenues, highlights that
revenues of the State Budget are sufficient for financing the most indispensable current
expenditures over 2003-2006.

The comparison of the fiscal deficit with and without external grants shows the impact of
interest payments for the servicing of public debt. The annual average share of interest
payments within the deficit excluding external grants is 16.9%. Although increasing at
an annual average rate of 1.6% (from 12.5% in 2003 up to 17.4% in 2006), due to the
restructuring of non-concessional loans, it will be as much as two times smaller than the

actual level over 1997-2001.
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Domestic savings in the Republic of Armenia are forecast to grow for the next few years,
which will enable the deficit to be financed from internal sources, while reducing interest
rates. The state budget deficit will decline, averaging 2.28% of GDP between 2004-
2006. Nevertheless, it will be mainly financed from external sources. In particular,
capital expenditures for the development of industrial and social infrastructure will be
mostly financed by external loans.

Reduction of the state budget deficit will be dependent on enhanced budget revenue
performance; particularly, by the increase in collection of tax revenues and state duties (at
an annual average growth rate of 0.4% of GDP over 2004-2006).

PUBLIC DEBT OF THE REPUBLIC OF ARMENIA

The Republic of Armenia had no public debt in 1992-1993, when the first foreign loans
were received (from the European Union and Russia). Following the first issue of
domestic premium bonds in 1993 and the issue of short-term public bonds in 1995, the
formation of the market of internal public debt began. The forecasted levels of public
debt for the MTEF period are presented in the table below.

Table 4.3. Public Debt of Armenia, 2002-2006 (Million US Dollars)

Indicator 2002 2003 2004 2005 ‘ 2006 ‘

Actual Planned Forecast ‘
Public debt, total 1 087.59 1072.67 1174.86 1206.62 1241.37
Percent of GDP 45.98 42.67 43.02 40.67 38.51
External debt 1025.19 1007.18 1104.28 1129.49 1157.00
Including the debt of the Central Bank 194.80 202.13 200.99 165.94 135.86
Internal debt 62.40 65.49 70.58 77.13 84.37
External Public Debt

During 1999-2003, the Government successfully negotiated the restructuring of some of
its non-concessional loans, which enabled their repayment at terms more favourable for
the Republic of Armenia and without jeopardizing the country’s solvency (the term of
payment of the Turkmen loan of around US$11.0 million has been prolonged, with
partial repayments in the form of goods; also, Russian loans of US$93.77 million have
been repaid by passing certain enterprises to the Russian Federation).

Table 4.4. Main Characteristics of External Public Debt, 2002-2006 (US Million
Dollars)

H Indicators 2002 2003 2004 2005 2006
Actual Planned Forecast

External debt of the Government 830.39 805.05 903.30 963.55 1021.14

Percent of GDP 35.11 32.02 33.07 32.48 31.68

Present value® 488.98 434.47 452.94 459.08 458.68

8 The present value of 1999-2001 debt has been calculated by lending programmes - applying respective
discount rates to their currencies. Forecasts for 2002-2005 have been based on 2001 discount rates.
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Percent of GDP 20.67 17.28 | 16.58 15.47 14.23
Average effective interest rate 1.95 1.28 0.96 0.91 0.87
Share of concessional loans (%) 82.50 95.04 96.90 98.15 98.97
Servicing 48.32% 50.11* 22.48 22.69 26.00

Principal 29.62 39.49 13.45 13.46 16.63

Interest 18.70 10.62 9.03 9.23 9.37
Servicing / export (%) 6.91 6.53 2.68 2.47 2.58
Interest / export (%) 2.68 1.38 1.08 1.00 0.93
Servicing / GDP (%) 2.04 1.99 0.82 0.76 0.81
Interest / tax revenues (%) 5.40 2.82 2.15 1.97 1.79
Interest / state budget expenditures (%) 3.89 1.94 1.61 1.53 1.43

* High level of servicing indicators reflects the repayment of the Russian debt.

Concessional loans from international financial organisations form about two thirds of
the external debt for 1999-2002. These loans have mostly been channelled to
replenishment of the Central Bank’s reserves, supporting the Government’s structural
adjustment efforts, as well as to financing investment programmes in certain sectors
(energy, housing and communal services, agriculture, transportation, etc).

In terms of public debt management, the structure of the debt portfolio by loan currency
is also very important. Although the currency structure of debt has not had a substantial
impact on Armenia’s external debt’ burden, nonetheless, repeated reports of debt crisis
(especially in South-East Asia in 1997-1998) compel more attention to this issue.

Given this, there is a need to closely monitor trends in international currency markets (for
effective management of risks), and, in the future, in parallel with the strengthening of
the European currency, also use the ratio of external debt servicing / export (expressed in
euro), for evaluating the debt burden.

As shown in the table, assuming that non-concessional loans are restructured, expansion
of external debt will not have a significant impact on the country’s solvency, since a
number of qualitative indicators will remain basically unchanged or change in a positive
direction. In particular, ratios such as external debt to GDP and the present value of
external debt to GDP will decline. Interest payments as a percent of external debt will
also fall (mainly due to the restructuring of certain non-concessional loans), which,
accompanied with the remarkable increase in tax revenues, will also contribute to abating
the burden of external debt servicing.

Chart 4.2. Structure of External Debt, by Currency of Provided Loans

° In contrary, the reduction of public debt in the 2000 State Budget was facilitated by the significant share
of euro and SDR in the public debt portfolio (over 70%), and by their inflation with respect to the US
dollar.
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The sustainable growth of exports, paralleled with the relatively stable cost of external
debt servicing and repayment, has resulted in a significant improvement in the ratios of
external debt interest payments to exports and external debt servicing to exports.

These positive trends also reflect the Government’s policy, that it is not expedient to
undertake credit obligations with a less than 35% grant element.'

For the coming years, fiscal policy in the Republic of Armenia will be aimed at
increasing the share of non-interest expenditures in the budget, with the burden of public
debt remaining unchanged. This means that the present value of the increase in public
debt over 2004-2006 cannot exceed economic growth; moreover, state budget revenues
should increase faster than the increase in public debt.

It is practical to finance the budget deficit exceptionally from external concessional
sources over 2004-2006 (the share of concessional loans is proposed to increase in the
loan portfolio for 2004-2006). Later on, in parallel with the diminishing availability of
external concessional sources, and with declining interest rates in the domestic market,
internal sources of financing will surpass external financing. The increase in external
debt should be accompanied with relative stability in the indicators evaluating the burden
of external debt or, at least, the increase in external debt should be matched with a
decrease in internal debt. This means that the interest rates of newly undertaken credit
obligations should not exceed the actual average rate of the debt. Thus, the interest rate
on the loans received for 2004-2006 is expected to be less than 1.5% (on average, 1%).
At the same time, it is advisable that new loans have a longer maturity term, which would
reduce annual debt repayments and maintain the country’s solvency.

The present value of external debt should grow at a slower rate than external debt itself.

' Grant element is an indicator of the extent to which a loan is concessional; it is calculated by dividing the
nominal value of a loan by the difference of the nominal value and the present value of servicing the loan in
the future, the result being expressed in percentage points.
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The external debt-servicing burden on the State Budget will be significantly diminished
by annual economic growth rate of between 7% to 9% and the 0.4 percentage point
increase in tax revenues as a percent of GDP over the MTEF period.

As to foreign currency flows, and to ratios such as external debt to exports and external
debt servicing to exports, assuming that exports grow and given that no substantial
increase in external interest rates is expected (due to access to concessional loans), there
will be no difficulties in debt management.

Internal Public Debt

The problems experienced in internal debt management have highlighted the need for
improvement in the legislative framework and for introduction of more flexible systems
for administration of the public bond market.

New conditions for issue, as well as new rules for distribution, circulation, and
redemption of bonds, were developed and introduced in 1999, with the purpose of
ascribing a new quality to the role, behaviour, rights, and obligations of participants of
the primary bond market. The system of Treasury Depositary was established, with the
objective of attracting domestic savings, raising the Government’s credit rating, engaging
new investors, and increasing the share of individual bondholders.

In 2000, the Government took another important step in the public bond market, by
issuing and successfully allocating medium-term public bonds, thus creating grounds for
the formation of long-term trends, reducing the cost of internal public debt, and
strengthening investors’ confidence in public bonds. The issue of medium-term public
bonds enabled increases in internal debt, without jeopardizing the Government’s
solvency, since the ratio of the average daily internal debt to average daily tax revenue
was reduced from 36-37% down to 20-21%.

Table 4.5. Main Characteristics of Internal Public Debt, 2002-2006 (Million Drams)

Indicators 2002 | 2003 2004 2005 2006
Actual Planned Forecast

Internal debt 36 496.9 38 496.9 41 696.9 45796.9 50346.9
Percent of GDP 2.69 2.61 2.59 2.61 2.62
Medium-term public bonds 16 015.5 18 215.5 20215.5 22 815.5 26 365.5
Short-term public bonds 20481.4 202814 214814 229814 23981.4
Average interest rate 16.43 16.30 16.00 15.8 15.6
Average maturity 263 270 280 290 300
Interest payment 59553 7 600.0 7 300.0 7 000.0 7 000.0
Percent of GDP 0.44 0.52 0.45 0.40 0.36
Percent of tax revenues 3.00 3.45 2.95 2.52 2.25
Percent of  state budget 2.16 2.37 2.21 1.96 1.79

expenditures
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The abrupt decline in interest rates has also contributed to the significant abatement of
the internal public debt burden, reflected in the deterioration in the profitability of public
bonds. This fact has been especially pronounced given the background of increasing
GDP and tax revenues.

The policy proposed for 2002-2006 will be the logical continuation of the debt
management strategy pursued since 2001. It will continue to be focus on lengthening the
maturity and reducing the cost of debt. Opportunities will be gradually created for
replacing external sources of deficit financing with internal sources. Within the
framework of the aforementioned policy, it is envisaged that long-term (over 5 year)
public bonds will be issued during the planned period. A crucial pre-requisite for this
will be expanding the number of public bond market participants, through the attraction
of non-bank financial institutions and ROA citizens. It is not only the physical increase
in investments of non-bank financial institutions and individuals that is important, but
also increases in their share in the structure of investments.

As already mentioned, the forecasted increase in internal debt for 2002-2006 will not
have a substantial impact on fiscal stability and budget flows, given that the maturity
term of the debt is prolonged in parallel with an adequate increase in tax revenues. It is
advisable that the ratio of average daily internal debt to average daily tax revenue does
not exceed 20%.

Among the above-mentioned issues dealing with the policy of internal public debt
management, further stress will be laid on fundamental issues such as enhancing
investment attractiveness, transparency, and predictability of the public bond market.
PROPOSED CHANGES IN THE RESOURCE AND EXPENDITURE ENVELOPE
OF THE STATE BUDGET FOR 2004-2006

Analysis of the forecasted receipts of the State Budgets for 2004-2006 shows that,
assuming a nominal GDP growth rate of 9.2% in 2004, receipts of the state budget will
decrease by around 4.3%, or by 14.9 billion drams. This is caused by a reduction in
receipts from budgetary loans and from official transfers, amounting to 11.1 billion
drams and 27.6 billion drams, respectively, partly offset by a significant increase in
current revenues of 29.0 billion drams. By contrast, receipts of the State Budget are
expected to increase by 3.4% and 11.9% in 2005 and 2006 respectively (as compared
with the 2003 indicator). This is mainly due to the addition in tax revenues from the
increases in nominal GDP of 18.4% in 2005 and 27.6% in 2006.

As shown in the table, most of the growth in receipts over 2004-2006, amounting to

63.94 billion drams, or to 63.9% of the increase in revenues, will be directed to financing
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the social-cultural branches and the economic sectors. In particular, the social-cultural
functions will be allocated 58.0% of the additional receipts.

For the MTEF period, around 39.21% of the additional resources allocated to social-
cultural functions will be channelled to education (mostly, to elementary, basic and
general education). Around 29.9% will be channelled to social security and social
insurance (of which, 17.8% goes to pensions, and 70.1% to family poverty benefits), and
24.5% 1is directed to health care (mostly, to the primary unit — ambulatory-polyclinic and
hospital care).

Table 4.6. Proposed Changes in Resource Package of the State Budget for 2004-

2006 (Million Drams)
Indicators 2003 2004 2005 2006

1. Revenues and official transfers 286 979.8 288 507.0 318 516.3 350 815.4
Percentage share in GDP 19.47 17.93 18.13 18.29
2. Receipts from repayment of budgetary loans 13 979.8 2 885.5 2451.6 71.8
Percentage share in GDP 0.95 0.18 0.14 0.004
3. Deficit financing sources 47 258.8 41899.9 39 200.0 38619.1
Percentage share in GDP 3.21 2.60 2.23 2.01
TOTAL RECEIPTS 348 218.4 333292.5 360 167.9 389 506.3
Percentage share in GDP 23.62 20.71 20.50 20.30

ADDITIONAL RECEIPTS (compared with previous year level) -14925.9 26 875.4 29 338.4
Additional receipts as percent of previous year level X -4.3 8.1 8.1

4. Net funds released from sectors (compared with previous year) X 45515.7 11891.2 1297.7
TOTAL ADDITIONAL RESOURCES (compared with previous X 30 589.8 38 877.6 30536.9

>

year level)

Percentage share in GDP X 1.90% 2.21% 1.59%
Proposed sectoral distribution of additional resources for 2004-2006, X 30 589.8 38 877.6 30 536.9
Including
1. Social-cultural branches X 15441.8 20 125.5 22482.1
2. Defence, national security, public order protection, criminal- X 5459.5 6571.7 4030.2
executive and state emergency systems
3. Economic sectors X 3021.5 0.0 2 873.9
4. Public administration X 5123.0 6 004.2 692.1
5. State support to local self-governance bodies X 1 544.0 2 840.0 332.0
6. Other sectors X 0.0 3336.2 126.6

Around 16.1% of the additional resources will be directed to maintenance of defence,
national security, and public order protection systems, as well as to the state emergency
system, as dictated by the need to allocate appropriate resources for assuring the ongoing
activities of these bodies.

For 2004-2006, around 5.9% of additional resources will be channelled to the economic
sectors of public expenditure. The majority of these resources (41.7%) will be allocated
to housing and communal services (the water supply system). This expenditure will be
funded by credits to be received under special-purpose lending programmes.

Around 11.8% of additional resources will be directed to public administration. These
funds will support improvements in civil service and judicial systems, as well as the

arrangement and running of 2005 elections to local self-governance bodies.
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For 2004-2006, around 4.7% of additional resources will be channelled to the local self-
governance bodies.

FORECAST OF STATE BUDGET EXPENDITURES FOR 2004-2006, BY
CONSOLIDATED GROUPS OF FUNCTIONAL CLASSIFICATION

Forecasts of state budget expenditure over 2004-2006, by functional classification, are
presented in the table below. Hereafter in this chapter, the groups “Social-Cultural
Branches”, “Economic Sectors”, and “Other Sectors” are presented excluding the
maintenance costs of the republican and territorial apparatus of public governance, which
costs are consolidated under “Public Administration”).

Table 4.7. Forecast of State Budget Expenditures for 2004-2006, by Consolidated

Groups of Functional Classification (Million Drams)

Indicators 2003 2004 2005 2006
TOTAL EXPENDITURE 334238.5 3304069 @ 357716.3 389 434.5
Including
1. Social-cultural branches 100 836.8 = 108 745.9 128 871.4 151 353.5
- Percent of GDP 6.84 6.76 7.33 7.89
- Percentage share in total expenditures 30.17 32.91 36.03 38.86

2. Defence, national security, public order protection, criminal- 61 330.2 66 789.7 73 361.4 77 391.6

executive and state emergency systems

- Percent of GDP 4.16 4.15 4.18 4.03
- Percentage share in total expenditures 18.35 20.21 20.51 19.87
3. Economic sectors 96 506.2* 85 338.4 74 011.6 75 686.7
- Percent of GDP 6.55 5.30 4.21 3.95
- Percentage share in total expenditures 28.87 25.83 20.69 19.44
4. Public administration 23183.8 28 306.9 34311.1 35003.1
- Percent of GDP 1.57 1.76 1.95 1.82
- Percentage share in total expenditures 6.94 8.57 9.59 8.99
5. State support to local self-governance bodies 9152.0 10 696.0 13 536.0 13 868.0
- Percent of GDP 0.62 0.66 0.77 0.72
- Percentage share in total expenditures 2.74 3.24 3.78 3.56
6. Other sectors 43 229.5 30529.9 33 624.9 36 131.6
- Percent of GDP 2.93 1.90 1.92 1.89
- Percentage share in total expenditures 12.93 9.24 9.4 9.28

* The indicator includes the amount (with a negative sign) of receipts of 10,606.3 million drams
expected in 2003 from repayment of budgetary loans to enterprises, provided from resources received by

the Government from the “Lincy” foundation.

In the group ‘“Social-Cultural Branches”, special emphasis will be placed on

implementation of strategic programmes for the development of education, health care,
and social security.

Table 4.8. Public Expenditure in the Social Sector for 2003-2006, by Branches
(Million Drams)

Indicators 2003 2004 2005 2006
SOCIAL-CULTURAL SUB-SECTORS, total 100 836.8 108 745.9 128 871.4 151 353.5
Including
1. EDUCATION 31833.8 39204.3 47 682.5 54 597.4
- Percentage share in GDP 2.16 2.44 2.71 2.85
- Percentage share in total expenditures 9.52 11.87 13.33 14.02
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2. SOCIAL INSURANCE AND SOCIAL SECURITY 30 464.9 34 528.6 39 220.6 47 837.8
- Percentage share in GDP 2.07 2.15 2.23 2.49
- Percentage share in total expenditures 9.11 1045 10.96 12.28
3. HEALTH CARE 20 780.8 24 486.2 30 315.1 35033.6

- Percentage share in GDP 1.41 1.52 1.73 1.83
- Percentage share in total expenditures 6.22 7.41 8.48 9.00
4. CULTURE, INFORMATION, SPORTS AND RELIGION 14 795.8 7263.2 8094.9 9922.4

- Percentage share in GDP 1.00 0.45 0.46 0.52
- Percentage share in total expenditures 4.43 2.20 2.26 2.54
5. SCIENCE 2961.5 3263.6 3558.3 3962.1

- Percentage share in GDP 0.20 0.20 0.20 0.20
- Percentage share in total expenditures 0.89 0.98 1.0 1.02

Improvements in the general education system are a priority of state policy in education
(most of the sector’s expenditures will be channelled to this area) in the coming years.
Budgetary resources for 2004-2006 in health care will be directed to programmes for
strengthening and developing primary medical care.

In social insurance and social security, the emphasis in the coming years will be on
improving the family benefit system, on implementation of social security programmes,
as well as on raising pensions. Moving the burden of social (non-insurance) pension
payments from the Social Insurance Fund to the State Budget will support the steps taken
for the development of social insurance and for raising social insurance pensions. This
will enable the Fund’s resources to be channelled to increasing social insurance pensions.

Expenditures for 2004-2006 in the sectors of the economy will be targeted to

programmes for the development of production infrastructure.
Table 4.9. Public Expenditure in Sectors of Economy for 2003-2006, by Branches
(Million Drams)

Indicators 2003 2004 2005 2006

SECTOR OF ECONOMY, total 96 506.2 85 338.4 74 011.6 75 686.7
Including

1. FUEL AND ENERGY SYSTEM 12184.8 132974 8910.5 9301.7
- Percentage share in GDP 0.83 0.83 0.51 0.48
- Percentage share in total expenditures 3.65 4.02 2.49 2.39
2. AGRICULTURE, FOREST AND WATER SECTOR, FISHERY 19 162.6 16 059.4 11 668.2 10 924.2
- Percentage share in GDP 1.30 1.0 0.66 0.57
- Percentage share in total expenditures 5.73 4.86 3.26 2.81
3. TRANSPORTATION, ROADS AND COMMUNICATIONS 36 646.3 26 330.9 26 055.5 26 079.6
- Percentage share in GDP 2.49 1.64 1.48 1.36
- Percentage share in total expenditures 10.96 7.97 7.28 6.70
4. HOUSING AND COMMUNAL SERVICES 343713 23 000.5 21200.0 23 658.2
- Percentage share in GDP 2.33 1.43 1.21 1.23
- Percentage share in total expenditures 10.29 6.96 5.93 6.08
5. OTHER SECTORS OF ECONOMY -5864.8 6 650.2 6177.4 5723.0
- Percentage share in GDP -0.40 0.40 0.35 0.31
- Percentage share in total expenditures -1.76 2.02 1.73 1.46
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The State will emphasise expenditure on agriculture, energy, transportation, roads, water,
as well as in housing and communal services, to be implemented mostly through external
funding.

Increases in spending for maintenance of defence, national security, public order
protection, criminal-executive, and state emergency systems reflect the need to assure a
high level of preparedness of these structures through creating sufficient conditions for
their regular activities.

Expenditure on public administration will grow at a stable rate over 2004-2006. This
growth 1is connected with the necessity to provide funding for the ongoing
implementation of the reform programme in the system of public administration.
Tackling corruption and assuring equality before the law are priority issues in all sectors
of the system of public administration. The improvement of public administration is to
be implemented in three directions: structural and functional reforms of the public
administration system, introduction of a civil service, and improvement of financial
management.

The number of employees in the system of public administration over the last five years
has been within the range of 11.8-14.1 thousand people. In spite of a doubling of the
wage fund, salaries are still rather low (for example, the average monthly salary in 2001
was 37 thousand drams). Taking into consideration the fact that the number of
employees in the system of public administration does not exceed the levels of good
international practice, no substantial changes in staffing are proposed for the coming
years (it will remain at 14.1 thousand employees). At the same time, respective actions
will be taken in order to simplify the structure of public administration bodies, to
consolidate structural divisions, and to accurately define their tasks and functions. Based
on the results of these actions, the required number of employees in public administration
bodies will be determined.

For financing the aforementioned programme, additional financial investments will be
needed in public administration, particularly for retraining of state employees,
remuneration of their work and creating social security guarantees for them, as well as
meeting other regular needs for the functioning of public administration bodies.
Therefore, expenditure allocations will increase by 12.2 billion drams or by 1.5 times
over 2004-2006, as compared with the 2003 level. In particular, they will increase by 1.2

times in 2004, and the average annual increase over 2005-2006 will be 11.7%.
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Box 4.1. State Support to the Local Self-Governance System

The Constitution of the Republic of Armenia (1995) and the ROA Law “On Local Self-Governance” (1997) has established the
legislative basis for the functioning of the local self-governance system of the Republic of Armenia. Taking into consideration
the experience gained within the period following the adoption of the above-mentioned legal statements, the new ROA Law
“On Local Self-Governance” (2002) expanded and accurately defined the powers of local self-governance bodies, as well as
their interrelations with the state (central authorities). After elections to the local self-governance bodies in 1996, the early
results of the activities of those bodies prove that, in spite of a variety of serious problems, that local self-governance has begun
and that the local self-governance bodies are able to fulfil their legal functions. In particular, this is proved by the overview of
summarized indicators of community budget execution over the previous 6 years, which shows, on one hand, the progressive
improvement of communities’ financial potential, and on the other hand, the annual expansion of state support.

1998 1999 200d 2001 2002
Percentage change, as compared with the previous year
Own revenues of community budgets (official transfers to community 34.0% 3.9% 0.2% -3.8% 8.3%
budgets aside from the state budget)
Official transfers to community budgets from the state budget 1.9% -42.83% 136.9% 31.0% 76.6%
Expenditures of community budgets 20.2% 0.9% 9.9% 23.7% 21.7%

Taking into account the difference between the financial potential of communities, the main objective of the state’s financial
support rendered to local self-governance bodies is to financially contribute to the harmonious development of communities.
This assistance will mostly be provided through subsidies to balance difference between communities (financial levelling), as
well as through community infrastructure rehabilitation and development programmes implemented by the Armenian Social
Investment Fund with World Bank assistance.

At the same time, actions will be taken for enhancing flexibility of the state’s financial support to community budgets. The
mechanisms of financial levelling will be improved, thus creating grounds for differentiating state support to communities by
the level of poverty, and by revenue or expense indicators (the last one will also be assisted by multi-nature data generated
through the Census 2001). Actions will be taken also for supporting establishment of inter-community associations, designated
for solution of the basic problems of small communities. Thus, when envisaging special-purpose allocations from the state
budget, priority will be given to inter-community associations and to development of their infrastructure networks. Attention
will be given to the development of communities in next-to-frontier, mountainous, and high-mountainous regions.

The significant increases in expenditure for supporting local self-governance bodies over
2005-2006, as compared with the 2003-2004 level, reflects the need to provide sufficient
resources for local self-governance bodies to address basic community problems within
the scope of the compulsory powers legislatively ascribed to them.

The majority of expenditures allocated to the function “Other Sectors” for 2004-2006

will be allocated to public debt servicing and external economic assistance.

Table 4.10. Public Expenditure in Other Sectors of Economy for 2003-2006, by

Branches (Million Drams)

Indicators 2003 2004 2005 2006
TOTAL 43229.5 30 529.9 336249 36 131.6
Including
1. SERVICING OF PUBLIC DEBT (interest payments) 139119 12 696.4 12 521.0 12 612.0
- Percentage share in GDP 0.94 0.79 0.71 0.66
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- Percentage share in total expenditures 4.16 3.84 3.50 3.24
2. BUDGETARY LENDING TO Nagorno-Karabakh 9 500.0 10 000.0 10 500.0 11 000.0
- Percentage share in GDP 0.64 0.62 0.60 0.57
- Percentage share in total expenditures 2.84 3.03 2.94 2.82
3. OTHER 19 817.6 7 833.5 | 10 603.9 12 519.6

- Percentage share in GDP 1.35 0.49 0.61 0.66
- Percentage share in total expenditures 5.93 2.37 2.96 3.22

For 2004-2006, expenditure of the state budgets will, as in the past, be substantially
dependent on external flows.
Table 4.11. Expenditures Financed from External Resources (Grants and Official

Transfers), 2003-2006

Indicators 2003 2004 2005 2006
Expenditures financed from external resources (million drams) 130 050.8 80 444.1 76 978.5 76 352.9
- Percentage share in GDP 8.82 5.00 4.38 3.98
- Percentage share in total expenditures of state budget 38.91 24.35 21.52 19.61

A large share of 2004-2006 forecasted expenditures will be financed by external loans
and official transfers. External loans and official transfers are 21.8% of budgetary
expenditure and 4.5% of GDP.

FORECAST OF STATE BUDGET EXPENDITURES FOR 2004-2006, BY MAIN
ARTICLES OF ECONOMIC CLASSIFICATION

The ratio of state budget expenditures to GDP will be rather stable, within the 21% to
21.2% range, for the MTEF period. The same trend will be evident in current
expenditures, ranging from 15.29% to 16.06%. However, capital expenditures (including
loans minus repayment) will fluctuate more, ranging between 4.3% and 5.2% of GDP.
Capital (excluding net lending) as a percent of current expenditures will show a declining
trend within the 31.1% to 23.8% range.

Table 4.12. in Current and Capital Expenditures — Trends of Changes and Ratios,
2002-2006

Indicators 2002 2003 2004 2005 2006
TOTAL EXPENDITURES, million drams 2639124 3342385 3304069 357 716.3 389 434.5
Including
- Current expenditures, million drams 219 367.7 226 241.8 244 908.8 282 311.7 305 774.9
Percent of GDP 16.16 15.35 15.22 16.07 15.94
- Capital expenditures, million drams 34195.3 111 499.9 77 694.3 67231.2 72 581.4
Percent of GDP 2.52 7.56 4.83 3.82 3.78
Ratio of capital and current expenditures 15.59 49.28 31.72 23.81 23.73
- Lending minus repayment million drams 10 349.4 -3 503.2 7 803.8 8173.4 11 078.2
Percent of GDP 0.76 -0.24 0.48 0.47 0.58
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Table 4.13. Current Expenditures for 2004-2006, by Consolidated Groups of

Economic Classification of Budget Expenditures (Million Drams)

Indicators 2003 2004 2005 2006
CURRENT EXPENDITURES 226 241.8 244 908.8 282 311.7 305 774.9
Including

1. Wages and social insurance payments for employees of budgetary 12 664.6 15 662.3 20243.7 22931.3
institutions

- Percentage share in GDP 0.86 0.97 1.15 1.20
2. Interest payments 13 912.0 12 696.4 12 521.0 12 612.0
- Percentage share in GDP 0.94 0.79 0.71 0.66
3. Subsidies 14 293.1 11399.6 11211.7 12 309.0
- Percentage share in GDP 0.97 0.71 0.64 0.64
4. Current transfers 44 027.2 48 294.5 56 498.8 62 781.7
- Percentage share in GDP 2.99 3.00 3.22 3.27
5. Acquisition of goods and services 141 344.9 156 856.0 181 836.5 195 140.9
- Percentage share in GDP 9.59 9.75 10.35 10.17

Current expenditures will comprise around 77.4% of total expenditures (the budgeted
indicator for 2003 was 67.7%). The average annual growth rate of nominal current
expenditure will exceed the growth rate of capital and lending-minus-repayment
expenditures by 19.7 percentage points for 2004-2006.

Expenditures for acquisition of goods and services will comprise the largest share
(63.5%) in the structure of current expenditures.

The average annual share of wages of budgetary institutions’ employees will be 7.1% of
current expenditures over 2004-2006. Current transfers will average 20.1% of current
expenditure, interest payment expenditure for public debt servicing will be 4.5% and
subsidies are forecast at 4.2%.

Among the above-mentioned categories of spending, expenditure on wages of budgetary

institutions’ employees will have the highest rate of annual growth at 22.1%. This

reflects the planned increases in the wages of employees of public administration bodies
within the public administration reform framework (including the anti-corruption policy).
In particular, the 2004 increase in wage expenditure is mainly due to the full-year
implications of the increase in wages of top officials and civil servants introduced on July
1, 2003. The increase for 2005-2006 is due to both the requirements of the ROA Law
“On Remuneration of Civil Servants” and by the proposed increase in official base rates
of the wages of civil and tax officers.

The cost of internal debt servicing will be around 56.7% of public debt servicing

expenditures. Nominal public debt servicing expenditure, in comparison with the 2003
indicator, will decline by around 10%, fluctuating within the range of 12.5 to 12.7 billion

drams.
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The majority of subsidies will be allocated to housing and communal services (water
supply/ sewerage system), to organisations in the irrigation system and to the Metro — for
repayment of their arrears to the energy system, as well as to scientific and cultural-
informational enterprises (TV, museums, libraries, theatre-concert enterprises, etc), so as
to assure the functioning of those units. It is worth mentioning that, for 2004-2006,
subsidies to housing and communal services (water supply/sewerage system) and to
organisations in the irrigation system — both in absolute amount and in their share within
total current expenditures — will show a declining trend (from 3.2% of current
expenditures in 2003 to 0.4% in 2006). By contrast, the share of subsidies to other
sectors within total current expenditures will increase from 2.8% in 2003 to 3.6% in

2006.

Current transfers for 2004-2006 will grow significantly, showing average annual growth
of 12.6%. This increase is mainly driven by the planned increase in the annual average
family benefit and pension payments, as well as in State Budget subsidies to
communities, by 25.1%, 8.4% and 15.3%, respectively.

Additional expenditures in pensions mainly reflects the need to provide sufficient budget
resources for payment of pensions for the period of length of service which has not been
insured, as prescribed by the ROA Law “On Public Pensions in the Republic of Armenia”
enacted in April 2003; as well as by the proposed increase in the number of retired
military officers (mostly, with long years’ service), and in the amount of the average
pension.

The increase in the additional amount paid for each child under 18 will drive the increase
in family benefit expenditures.

There will also be significant growth in expenditure on the acquisition of goods and
services, similar to those in the wages of budgetary institutions and in current transfers,
(with an average annual growth rate amounting to 11.1%). This is due to the impact of
forecasted inflation and of increases in the acquisition price of certain goods and services,
as well as the additional volumes of procurement for certain types of services (e.g.. in

health care and education).

Allocation of the majority of capital expenditures will, as in the past, be substantially
dependent on funding from external sources. Thus, 72.4% (157.41 billion drams) of the
total of 217.5 billion drams of capital expenditures envisaged for 2004-2006 will be
financed by loans from international organisations and foreign countries provided for

implementation of special-purpose programmes in the Republic.
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For the planned period, the average annual share of net lending within total budget
expenditures will amount to 2.5%, mainly in the form of external economic assistance.
FISCAL RISKS OF THE 2004-2006 MTEF

With regard to the realistic execution of the 2004-2006 MTEF, it is important to evaluate
possible deviations from the planned scenario. These deviations can have either a
positive or a negative impact on the fiscal framework. Nevertheless, more attention
should be attached to evaluation of those deviations, which would result in negative
outcomes and require corresponding revisions in expenditure programmes. In this
respect, forecasts of the 2004-2006 MTEF contain certain risks, and disclosure and
assessment of the risk factors could introduce substantial clarity in the scope of possible
adjustments in the framework. The need of such analysis is especially evident on the
threshold of developing the draft 2004 State Budget, which would create the grounds for
basing the annual budget on revised forecasts, as necessary.

Sources of Risks

Within the 2004-2006 MTEF, the following risks with the potential to create negative

deviations from the planned resource package can be identified:

(1) Risks concerned with non-tax revenues; in particular, with the receipts
generated through revenues of the Central Bank exceeding its expenses;

(i1) Risks concerned with external assistance, in particular, with provision of
grants and loans.

Receipts generated through revenues of the Central Bank exceeding its expenses: A

lower than planned level of interest revenue from the Central Bank’s foreign currency
assets (which may result from fluctuations of interest rates in international financial
markets), if other conditions remaining unchanged, would result in reduction of the
Central Bank’s profit, with a following reduction in allocations from the Central Bank
profit to the State Budget.

External assistance: For 2004-2006, the budgetary resource envelope will be replenished

by both grants and loans.

Risks in terms of grants in 2004 are mainly attributed to capital grants (allocations from
the “Lincy” foundation), forecasted to be 23.7 billion drams. In terms of current grants in
2004 (9.7 billion drams), the risks appear to be minimal, since allocation of those
resources has been already negotiated and agreed upon. However, for 2005-2006 there
are risks around current and capital grants, with planned receipts of 9 billion drams and
24 .4 billion drams in 2005; and 8.5 billion drams and 23.7 billion drams in 2006,

respectively.
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Risks in terms of loans are mainly attributed to the possible deviations of actual
allocations from the planned ones.

Possible Outcomes and Adjustments

A lower than planned level of non-tax revenues would imply a reduction in expenditures.

Taking into account that non-tax revenues are not attached to any expenditure category or
programme, reconsideration of the expenditure plan would be implemented on the basis
of the priority principle. That is, the expenditure categories or the programmes with a
lower level of priority would be reduced first.

In the case of a deficiency of external assistance receipts, approaches for reconsideration

of the expenditure plan would be different, depending on the nature of the external
assistance. In this respect, the structure of forecasted external assistance by designation
should be given more attention. According to forecasts, programmatic (special-purpose)
grants and loans will comprise a major share in the structure of external assistance for the

planned period (95% in 2004, around 73% in 2005 and 2006).

Table 4.14. External Assistance, by Designation (Billion Drams)

Indicators 2004 2005 2006

General purpose budgetary assistance 4.1 20.8 20.4
Grants 4.1 9.0 8.5
Loans 0.0 11.9 11.9
Programmatic (special-purpose) assistance 76.4 56.1 56.0
Grants 293 244 23.7
Including capital grants" 23.7 24.4 23.7

Loans 47.1 31.7 323
Total external assistance 80.4 77.0 76.4

In case of a deficiency in general-purpose budgetary assistance, reconsideration of
expenditures will depend on priorities, whereas a deficiency of programmatic (special-
purpose) budgetary grants and loans will result in reduction of financing of their
respective programmes. In particular, resources to be received from the “Lincy”
foundation comprise the majority of programmatic grants, which will be channelled to
investments in housing and communal services, in culture and transportation; whereas in
the structure of programmatic loans, the World Bank financed special-purpose programs

in social and production infrastructure comprise the majority.

Mitigating factors

Favourable macroeconomic developments can have a positive impact on the 2004-2006

fiscal framework, thus partially offsetting possible downside risks.

' Allocation from the “Lincy” foundation.
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Macroeconomic scenario forecasts for the 2004-2006 MTEF were undertaken in early
2003'2. At that time, recognising the importance of co-ordination between the PRSP and
the MTEF, both scenarios were based on the same assumptions and principles of
macroeconomic policy.

In particular, real GDP growth of 7% has been forecasted for 2003, with a structure as
presented below.

Table 4.15. GDP Growth Forecast for 2003, by Main Branches of Economy

Including
Tran
Gros spor
s Oth
Agri c t Net
D gri ons er o
Indicators om Indu and Tra indir
estic cultu truct bra
stry ) com de ect
Prod re ion nch
mun taxes
uct . es
icati
on
Percentage change, as compared with the previous year 7.0 6.0 2.6 25.7 2.8 33 43 4.5
Contribution to economic growth, percentage points 7.0 1.3 0.6 3.5 0.2 0.3 0.7 0.4

However, initial indicators of the first six months of 2003 depict another picture: the real
growth of GDP was 14.8%, industrial production has increased by 18.6%, gross
agricultural production by 3.1%, capital construction by 45.4%, and the retail turnover of
goods by 12.4%. Comparison of the 2003 annual forecasts and of actual indicators of
export (FOB) and import (SIF) for the first six months also gives grounds for anticipating
possible differences between annual forecasts and actual results. In particular, for 2003,
growth of 8.7% and 12.3% was forecasted (expressed in US dollars), whereas according
to the actual results of the first six months of the current year, the export of goods has
increased by 39.5%, while imports have increased by 48.5%, as compared with the same
period of the previous year.

If similar development trends are observed during the second half of the year, the 2003
macroeconomic indicators will deviate from the planned targets. In particular, by initial
assessment, the annual economic growth rate may exceed 10%. This will, in turn, impact
on the resource framework of the 2004-2006 MTEF through higher than planned tax
revenues, due to the expansion in the tax base. By a conservative assessment, additional
tax revenue receipts from these positive macroeconomic developments may amount to 3-

5 billion drams annually. An increase in the resource envelope, through the realisation of

12 Forecasts of key macroeconomic indicators have been presented to public governance bodies of the
Republic of Armenia on February 24, 2003, in the form of the Annex to the Methodological Instructions
“On Elaboration of the Medium-Term Expenditure Programmes for 2004-2006 by Public Bodies of the
Republic of Armenia”, developed by the Ministry of Finance and Economy.
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this scenario, would at least neutralize the potential downside risk in non-tax revenues,
thus allowing expenditure plans to remain unchanged.

Nevertheless, given that the medium-term expenditure framework has, primarily, a
strategic role and defines the framework of public expenditure policy for the medium-
term, along with assuring the comparability of state policy priorities and public
expenditures, other alternative macroeconomic forecasts have not been considered at this
stage of planning. At the same time, if necessary, the revised version of macroeconomic
forecasts presently considered by the ROA Government will be included in the 2004

annual Budget.
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PART B
STRATEGY OF
EXPENDITURE POLICY
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CHAPTER 5. EXPENDITURE PRIORITIES OF THE 2004-2006 BUDGETS

This document expounds the Government’s expenditure policy strategy. It describes

policy priorities for each group of functional classification of the State Budget

expenditures over 2004-2006. These priorities emerge from the Government’s general
strategic priorities and should serve as a basis for development of the draft 2004 State

Budget.

For the coming years, the ROA Government determines the following priorities for State

Budget expenditures:

(iv)  Ensuring financial support of reforms in certain branches of the social sector (in
particular, education, health, social security and social insurance), and in public
administration, where reforms aim to improve the effectiveness and efficiency of
Government expenditure and the targeting of expenditure to priorities, as well as
enhancing the availability of services to the public;

(v) Ensuring financial support of the regular activities of defence and national
security institutions, in order to maintain the territorial intactness of the Republic,
regional stability, and the balance of forces in the Karabagh conflict;

(1) Implementation of programmes to rehabilitate and develop infrastructure in certain
sectors of economy (particularly, in the agriculture, water, road and energy sectors).

Table 5.1. Proposed Changes for 2004-2006 in the Resource and Expenditure

Package of the State Budget (Million Drams)

Indicators 2004 2005 2006
Proposed distribution of additional budget resources for 2004-2006, by function 30 589.8 38877.6 30536.2
Including
1. Social-cultural branches 15441.8 20 125.5 22 482.1
2. Defence, national security, public order protection, criminal-executive and state emergency 5459.5 6571.7 4030.2

systems

3. Economic sectors 3021.4 0.0 2873.9
4. Public administration 5123.0 6004.2 692.1
S. State support to local self-governance bodies 1544.0 2 840.0 332.0

As shown in the table, the majority of the additional resources for 2004-2006 (63.94
billion drams or 63.9% of the total) will be channelled to financing social-cultural and
economic functions. Of that, the share of the social-cultural function will comprise
58.0% of the total amount of additional resources. For the planned period, the social
orientation of budgetary expenditures will be significantly enhanced. Thus, the share of
groups such as “Health Care”, “Education and Science” and “Social Security and Social

Insurance” within total spending will increase from 26.0% in 2003 to 30.8% in 2004 and
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36.6% in 2006, which is consistent with the basic provisions of the Poverty Reduction
Strategy Paper.

Around 39.21% of the additional resources allocated to the social sector will be
channelled to education (mostly, to elementary, basic and general education); around
29.9% to social security and social insurance (of which, 17.8% goes to pensions, and
70.1% to family poverty benefits), 24.5% to health care (mostly, to primary health —
ambulatory-polyclinic and hospital care).

Around 16.1% of the total amount of additional resources will be directed to the
maintenance of defence, national security, and public order protection systems, as well as
to the state emergency system, as dictated by the need to allocate appropriate resources
for assuring regular activities of these bodies.

Around 5.9% of the total amount of additional resources over 2004-2006, will be
channelled to the economic sectors. The majority of those resources (41.7%) will be
allocated to housing and communal services (the water supply system). These resources
will be funded by credits to be received under special-purpose lending programmes.
Around 11.8% of the total amount of additional resources will be directed to public
administration. These funds will support the improvements to be introduced in civil
service and judicial systems, as well as to the arrangement and running of 2005 elections
to local self-governance bodies.

For 2004-2006, around 4.7% of the total amount of additional resources will be
channelled to local self-governance.

Below is the presentation of the proposed public spending for 2004-2006, by functional
classification.

Table 5.2. State Budget Expenditures for 2004-2006, by Functional Classification
(Million Drams)

Title of functional classification group 2002 2003 2004 2005 2006
Actual Planned Forecast
Total expenditure 2639124 3342385 330 406.9 357 716.3 389 434.5
Including
01 General public services 242772 27103.9 29 560.1 37041.9 42 330.6
02 Defence 36 388.5 44 324.0 48 524.4 52 770.0 56017.2
03 public order protection, national security and judicial 16 829.2 20 841.5 24379.8 25762.9 244953
activities
04 Education and science 29 089.3 349145 42 637.0 51419.6 58 747.2
05 Health care 15965.5 21014.0 24 927.9 30784.9 35529.0
06 Social security and social insurance 23792.0 30 822.9 35 043.0 39 766.8 48 413.2
07 Culture, information, sports and religion 6477.6 15 036.5 7617.8 8 466.0 10 308.8
08 Housing and communal services 8364.2 343774 23 000.5 21200.0 23 658.2
09 Fuel and energy 8374.2 12 392.5 13 596.2 92189 9618.0
10 Agriculture, forest and water 14 527.7 19322.4 16 293.1 11917.0 11186.3
11 [Industry, minerals (except fuel), construction and 398.4 -6 876.1 5197.8 4787.2 4388.3
environmental protection
12 Transport, roads and communications 7 780.9 36 964.6 26 583.3 26 322.5 26 359.3
13 Other economic services 493.1 1 686.0 2 552.0 2 556.0 2 560.2
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14 Non-classified expenditures 71 154.6 423145 30 494.0 35702.6 35 822.9

As shown in the table, for the MTEF period — as in previous years — the functions of
“Defence”, “Education and Science” and “Social Security and Social Insurance” will
have the largest share of total expenditure, at 14.6%, 14.1% and 11.4%, respectively. At
the same time, the share of these expenditure categories will increase over 2004-2006.
The share of the “Defence” function will increase from 13.3% in 2003 to 14.6% in 2004,
then fluctuating within the relatively stable range of 14.8-14.4%; whereas the shares of
“Education and Science” and “Social Security and Social Insurance” will increase
steadily from 10.4% in 2003 to 12.8% in 2004 and 15.1% in 2006, and from 9.2% in
2003 to 10.6% in 2004 and 12.4% in 2006, respectively.

The high growth in these functions of expenditure is followed by the functions “Health
Care”, “Transport, Roads, and Communications”, “Public Order Protection, National
Security, and Judicial Activities”, and “General Public Service”.

It is worth mentioning that the social orientation of budgetary expenditures will be
substantially enhanced over 2004-2006. Thus, the share of groups such as “Health Care”,
“Education and Science” and “Social Security and Social Insurance” within total
spending will increase from 26.0% in 2003 up to 30.8% in 2004 and 36.6% in 2006,
which is consistent with the basic provisions of the Poverty Reduction Strategy Paper.
For 2004-2006, expenditures in “General Public Service” are also expected to increase
steadily, from 8.1% in 2003 to 10.9% in 2006. This mainly reflects the need to provide
sufficient resources for public administration reforms (in particular, within the anti-
corruption strategy framework).

As already mentioned, among the functional classification of budgetary expenditures, the
groups “Transport, Roads, and Communications” and “Housing and Communal
Services” will have the largest share within the total spending in the economic sectors.
Public expenditure policy in the above-mentioned and other functional classifications of

budgetary expenditures for 2004-2006 is presented in the following chapters.
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CHAPTER 6. PUBLIC ADMINISTRATION EXPENDITURE OF THE
REPUBLIC OF ARMENIA

The 2004-2006 medium-term expenditure framework for public administration has been
developed on the basis of standards determined by the Steering Committee coordinating
the development of the medium-term public expenditure framework in the Republic, as
well as on recommendations and comments made by the Co-ordination Committee.
Planning of the 2004-2006 medium-term expenditures has also been based on the
relevant provisions of the Poverty Reduction Strategy Paper approved by the ROA
Government.

SITUATIONAL OVERVIEW

The difficulties of the transitional period and the diversity of problems faced by the
country have hindered rapid and significant improvements in the public administration
system (including the judicial system). This has been reinforced by the fact that, in
contrast to other sectors, improvements in this sector — initiated relatively later — have
been affected by the former centralised system of administration.

These factors have negatively influenced the efficiency of the public administration
system. A high degree of centralisation in the implementation of policies and decision-
making has persisted. There is an absence of transparency, a lack of an efficient
accountability system and limited civil participation in government.

As to the provision of public services, the quality and availability of those services —
especially to the poor groups of the population — has been unsatisfactory.

Imperfection of the public administration and judicial systems, paralleled with other
transitional problems, has contributed to the pervasiveness of the informal economy and
corruption in Armenia.

In order to enhance the efficiency of the public administration system, to improve the
quality and availability, transparency and accountability, as well as enhance the control of
its services, the ROA Government has adopted a new reform strategy in recent years.
Reforms are being implemented in the following three areas:

(1) Structural and functional reforms of the public administration system;

(i1))  Introduction of a civil service;

(ii1))  Improvements of the financial administration system.

Structural and functional reforms of the public administration system have been realised

on the basis of the ROA Laws “On Public Administrative Institutions” and “On Public

Non-Commercial Organisations”, as well as of other legislative statements, which has
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resulted in the process of restructuring certain public administration bodies. A number of
republican bodies in the ROA Government, as well as certain public institutions
subordinated to various Ministries have been restructured into separate divisions — with
the inspection agency separated from the rest of the department. In addition, certain
bodies have been restructured into public non-commercial organisations, separating the
bodies implementing administrative functions from those implementing public (state)
functions. Moreover, new bodies of public administration have been established,
statutory tasks of Ministries have been defined more accurately; and the structure of their
staffs has been consolidated.

These reforms have resulted in additions to the total number employed in public
administration bodies. Their number increased by 2,168.5 in 2003, to a total of 14,241
FTE" units.

The process of structural and functional reform of the public administration system is
continuing. However, in the medium-term, no substantial changes are anticipated in the
number of employees.

Improvements in the civil service sector have been implemented on the basis of the ROA

Law “On Civil Service” and a number of other legislative statements. In accordance with
them, civil servants have been differentiated from those providing political, conceptual
(politically appointed officials), and technical services. New and equal terms have been
determined for engagement and dismissal from the civil service, opportunities for
professional career and stability of service has been assured, more accurate definitions of
job descriptions in the civil service have been developed, which define the limits of
officials’ responsibilities, the remuneration and social security of civil servants, and the
system of income and asset declaration.

A particularly important area of improvement in the public administration system, which
is also a fundamental component of the ROA Government’s anti-corruption programme,
has been the increase in wages of public officials as prescribed by the ROA Laws “On
Remuneration of Civil Servants”, “On Official Wage Rates of the Managerial Personnel
of Legislative, Executive and Judicial Authorities of the Republic of Armenia”, “On the
Status of a Judge”, “On Prosecutor’s Office”, “On Public Service in the Staff of the
National Assembly of the Republic of Armenia”, “On Tax Service” and “On Customs
Service”. The increase in wages of tax and customs employees has already been
stipulated in the 2003 State Budget. As a result, the average salary in these bodies has

amounted to the dram equivalent of US$120 since the beginning of the current year, and

B FTE - Full-time equivalent
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to the dram equivalent of US$200 since July 1, 2003. According to the ROA Law “On
Remuneration of Civil Servants”, the base official wage rate of civil servants has been
determined at 20,000 drams in the ROA Law “On the State Budget 2003, and additional
resources have been stipulated for and allocated to the respective public administration
bodies since July 1, 2003. Starting from the same date, wages of officials defined by the
ROA Laws “On Official Wage Rates of the Managerial Personnel of Legislative,
Executive and Judicial Authorities of the Republic of Armenia”, “On the Status of a
Judge” and “On Prosecutor’s Office” have been increased accordingly.

Resources were also been planned in the 2003 State Budget for increasing the official
wage rates of those providing conceptual and technical services, as well as of court staff

employees.

Improvements of the financial administration system have been aimed at enhancing
budget administration efficiency and, in the medium-term, will be implemented in the
following directions:

(1) The budget has to be closely integrated with the Government’s medium-term

policy. In this respect, the medium-term expenditure framework is the most
important document of the Government’s medium-term strategy, containing
the interpretation of the main directions of macroeconomic, monetary, fiscal
and public investment policies. Therefore, ensuring all Government’s policies
and activities are covered in the medium-term expenditure framework will
make their implementation more realistic. On the other hand, for assuring the
ongoing and uninterrupted nature of this process, the MTEF should always be
integrated with the budgeting process. Since 2003, the MTEF has officially
been part of the budgeting process. This means that, prior to the detailed
preparation of the next year’s budget, the MTEF for the coming three years
has to be approved by the Government. In particular, prior to elaboration of
the 2004 Budget, the 2004-2006 MTEF must be, and was, approved by the
Government. This fact has also been fixed legislatively on April 11, 2003, in
the ROA Law “On the Budgetary System of the Republic of Armenia”.

(i1) Enhancing the transparency of the budgeting process: this objective will be
attained by enhancing the accessibility of the MTEFs approved by the
Government in the coming years, thus creating the pre-requisite for
participation of citizens and civil society in considering issues of national

importance (which might be reflected in the state budget, as well).
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(ii1) Increasing the budget coverage: the budget should include all the cash and

non-cash public financial flows, including extra-budgetary resources and
operations dealing with external financing.

(iv) Strengthening supervision during budget execution: the responsibility of
Ministries and departments should be increased in this area, in terms of their
appropriate execution of the allocated budgets, and timely reporting on it. In
this regard, the role and significance of the National Assembly Control
Chamber will be enhanced, which is also an important element of anti-
corruption policy.

(v) Increasing budget predictability: importance is attached not only to the

budget’s linkages with the medium-term expenditure framework, but also to
assuring the complete actual execution of all target indicators of the budget, as
well as to the preparation of the legislative and methodological basis for
moving to programme budgeting.

(vi) The budget should be clear and accessible, available for all users, which will

enable broad groups of society to hold the Government accountable for its
fiscal and expenditure policy. This objective will be attained by improving the
form of presentation of the draft State Budget and of the programmes to the
National Assembly and to broad groups of society, in accordance with the
developments of the process for moving to programme budgeting.
KEY EXPENDITURE PRIORITIES IN PUBLIC ADMINISTRATION FOR 2004-
2006 MTEF PERIOD
The Government commitment to successfully implement reforms in the public
administration and judicial systems, and the importance of combating corruption in that
sector, has been reflected in increases in the wages of public officials. This is a core
component of the ROA Government’s anti-corruption programme.
Equipping administrative bodies, so that all staff have access to up-to-date technical and
communication facilities, is seen as key to enhancing the efficiency of the public
administration system. A capital expenditure programme is planned in the PRSP and
MTEEF for this purpose over 2004-2008, during which period the main structural and
functional reforms of the public administration system will be introduced.
Improvement of the public administration system will not be complete without
corresponding improvements in the judicial system. In this regard, in the medium-term,
there will be a focus on strengthening judicial administration and the enforcement of

judicial decisions, on improving the processes of judicial work and the skills and abilities

68



2004-2006 MEDIUM-TERM EXPENDITURE FRAMEWORK

of judges and legal specialists, on providing businesses and citizens with an accessible
and inclusive system of legal information, as well as on construction and renovation of
court buildings.
In the medium-term, the ROA Government will also focus on enhancing the
transparency, accountability and efficiency of the public sector in areas such as
administration of the civil service, the procurement system, financial management,
development of policies and provision of services.
KEY OBJECTIVES OF EXPENDITURES ALLOCATED TO PUBLIC
ADMINISTRATION FOR 2004-2006
The main objective of public administration expenditure is creating the necessary basis
for ensuring the accessibility of services and the equitable provision of high quality
services to the population by public officers. These include providing appropriate
remuneration and basic employment rights, as well as the introduction of procedures for
regular compulsory retraining and attestation, technical re-equipment of public
administration bodies.

EXPENDITURE DRIVERS FOR 2004-2006 MTEF PERIOD

The following factors will impact on the structure of public administration expenditure

over 2004-2006:

(1) The increase in wages of top officials, civil servants, as well as tax and
customs employees that was introduced in July 1, 2003;

(i1) Meeting requirements of the ROA Law “On Remuneration of Civil Servants”
and “On Diplomatic Service”;

(111) Further steps to be taken for assuring the financial independence of tax and
customs employees and of civil servants;

(iv) Recognition of the need to increase expenditures — from their 2003 level — on
the procurement of goods, services and works for enabling the operation of
public administration bodies, as well as for their technical re-equipment;

(v) The need for improving transparency, accountability and efficiency of the
public sector in areas such as administration of the civil service, procurement
system, financial management, development of policies and provision of
services;

(vi) The need for strengthening judicial administration and the enforcement of
judicial decisions, improvement of judicial processes and of the skills and

abilities of judges and legal specialists, providing businesses and citizens with

69



2004-2006 MEDIUM-TERM EXPENDITURE FRAMEWORK

an accessible and inclusive system of legal information, as well as for
construction and renovation of court buildings.
The accurate definition of the required number of employees is important in terms of
improving the efficiency of public administration bodies. This issue will be considered
in the context of reforms aimed at simplifying the structure of public administration
bodies, consolidation of the structural divisions and accurate definition of their tasks and
functions.
PLANNED EXPENDITURES
Maintaining the level of financing necessary for supporting the regular activities of the
public administration system has been a priority task.
Over 2004-2006, 97.6 billion drams will be allocated to the public administration
function, of which 28.3 billion drams is in 2004, 34.3 billion drams is in 2005, and 35.0
billion drams is in 2006.
The distribution of expenditures, by maintenance costs of the apparatus of legislative,
judicial, and executive governance bodies, is presented in the chart below.
Chart 6.1. Expenditures in Public Administration for 2004-2006, by Governance
Bodies (Percent of Total)
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The net growth of expenditure, as compared with the previous year, will be 5.1 billion
drams in 2004, 6.0 billion drams in 2005, and 0.692 billion drams in 2006.

In addition to the planned growth in nominal expenditure, expenditure on public
administration is also expected to increase its share in GDP. Thus, as compared with the

planned level for 2003 (1.55% of GDP), state budget expenditure on public
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administration will increase to 1.76% of GDP in 2004, 1.95% of GDP in 2005, and
1.82% of GDP in 2006.

The share of these expenditures within total public spending will also increase. In
comparison with the budgeted level for 2003 (6.94% of total spending), the share of
public administration expenditure, within total public spending, is expected to be 8.57%
in 2004, 9.59% in 2005, and 8.99% in 2006.

In terms of the economic classification of expenditure, current expenditure will comprise
the largest portion of public administration expenditure, amounting to 91.5% of the total
spending in that sector over 2004-2006. Wages and compulsory social payments
represent the largest portion of current expenditure.

Due to this factor, the augmented wage fund will increase by 3.5 billion drams between
2003 and 2004. This increase is caused by the impact of the increase in wages of top
officials, tax and customs employees and civil servants introduced in July 1, 2003 (2.9
billion drams) over a full year; as well as the application of the ROA Law “On
Remuneration of Civil Servants” (0.6 billion drams).

The wage fund (with the augmentation) will increase by 5.0 billion drams in 2005 and 2.8
billion drams in 2006. This reflects the application of the ROA Law “On Remuneration
of Civil Servants” (0.3 billion drams and 8.1 billion drams, respectively), by setting the
base official wage rate of civil servants at 30,000 drams in 2005, and at 45,000 drams in
2006, as well as by the increase in wages of those providing conceptual and technical
services (by around 0.4 billion drams in 2005), and by the 10% increase in wages of tax
and customs employees for 2005-2006.

Chart 6.2. Distribution of Additional Expenditures in Public Administration Bodies
for 2004-2006, by Consolidated Economic Classification Groups (Percent)
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Expenditure on maintenance of public administration bodies will increase by 11.8 billion
drams over 2004-2006, as compared with the 2003 indicator. Of that amount, 4.0 billion
drams will be expenditures directly and solely due to meeting the requirements of various
laws.

It is worth mentioning that the proposed changes in communication and water supply
tariffs have been considered in estimating the expenditure for maintenance of public
administration bodies.

External Financial Assistance to the Public Administration Function

As already mentioned, reforms in the public administration system have been
implemented — and, in the medium-term, will be implemented — through external
financial assistance.

In particular, the Government will develop judicial reforms assisted by the World Bank.
The programme for judicial reforms has been targeted at strengthening judicial
administration through assisting the Council of Court Chairmen, improving judicial
office work and the skills and abilities of judges and legal specialists, providing
businesses and citizens with an accessible and inclusive system of legal information, as
well as implementing works for construction and renovation of court buildings.

The total programme is expected to cost 8.6 million SDR, and the deadline for
completion is December 31, 2005.

Assisted by the World Bank, the ROA Government will also implement a public sector
reform programme, largely focused on supporting the reforms through the provision of

technical and consultative assistance. Reforms introduced within the framework of this
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programme will support the enhancement of transparency, accountability and efficiency
of the public sector, in areas such as the administration of the civil service, the
procurement system, financial management, the development of policies and the
provision of services. Negotiations are currently in the final stage and the programme
will be initiated during 2004. The proposed cost of the programme is not likely to exceed

US$12 million dollars.
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CHAPTER 7. EDUCATION AND SCIENCE

The 2004-2006 medium-term expenditure framework for education and science has been
developed on the basis of standards determined by the Steering Committee coordinating
the development of the medium-term public expenditure framework in the Republic, as
well as on recommendations and comments made by the Co-ordination Committee.

The planning of medium-term expenditures (2004-2006) in the sector has also been based
on the Poverty Reduction Strategy Paper approved by the ROA Government.
SITUATIONAL OVERVIEW

Education has been an important and priority sector in Armenia, with maintenance and
development of the educational system, along with assuring its competitiveness in the
international arena, considered issues of public and national importance. Further
development of the sector has been recognised as a priority for the county’s economic
development.

The transition period has had a negative impact on Armenia’s educational system. In
particular, qualitative indicators of education have significantly deteriorated due to the
reduction of public expenditure on education. In spite of some increases in public
education spending in recent years, expenditure as a percent of GDP is still almost two
times lower than the OECD average. Expenditures provided in the 2003 State Budget for
education were 2.17% of GDP, whereas the average in OECD countries is 4.7% of GDP
(see: Table 7.1).

Table 7.1. Public Expenditure for 2000-2003 in General and Vocational Education

Programmes as a percent of GDP, and in comparison with OECD Countries

Indicators 2000 2001 2002 2003 Average of OECD
countries
Total education 2.75 2.46 2.09 2.17 4.7
Including
General education programs 2.26 2.01 1.65 1.72 33
Vocational education programs 0.43 0.40 0.38 0.39 0.9

Note: General education programmes include elementary, basic, and secondary general education,
special general education, and initial vocational (technical) education. Vocational education programmes
include secondary vocational, higher, and post-higher vocational and additional educational
programmes.

However, the structure of the budget allocation, by different levels of education, is
comparable with the respective OECD indicators. In 2003, about 79.4% of the education
budget was directed to general education and18.2% to financing vocational education
programmes (the average indicators of the OECD countries were 72% and 20%,

respectively).
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The following sections provide a general overview of the education sector by key
programmes.

General Education

There are currently 1,481 general education schools operating in the Republic, of which
17 are elementary, 146 are basic, and 1,318 are secondary schools.

There are 520,579 students studying in general education institutions. Due to the sharp
decline of the birth rate and to the high level of emigration, the number of school-aged
children in the Republic has continuously declined.

Despite the declining trends in recent years, overall enrolment in basic general education
has still been rather high and, in essence, has not resulted in serious problems. This
inference can be made from an analysis of both gross and net indicators of enrolment. In
particular, results of the 2001 household survey show that, although enrolment of 7-year-
old children is rather low at about 47%, (which could be attributed to children’s
enrolment in schools at a higher age, for example, at the age of 8), in the age group of 8-
15 (which could be considered an approximation of the basic general education period)
the net level of enrolment is 98.7%.

Enrolment in senior school (including initial vocational (technical) education) has not
changed significantly and has been fluctuating within the range of 70% to 75%.

The operational efficiency of the educational system has been far from satisfactory, in
spite of Government actions to improve the education situation in recent years. While
this refers to the utilisation of both the labour force and capital, efficiency issues have
been more critical in terms of labour force utilisation.

At present, 54,276 pedagogues are employed in the general education sector, of which
4,486 are employed for less than 0.5 FTE", 19,869 are employed for less than 1 FTE,
97,33 are employment for 1 FTE, and 20,188 for more than 1 FTE. As compared with
previous years, the number of pedagogues has decreased, yet this decline is not
comparable with the decline in student numbers. The number of students, as compared
with last year, has decreased by 2.8%, whereas the number of teachers has decreased by
2.3%.

The excessive number of teachers and schools results in an inefficient allocation and
utilisation of public financial resources.

The factors contributing to the low level of efficiency include:

(1) The low level of student/teacher FTE and student/non-teacher ratios in general

education schools, which were 11 and 21.2, respectively, in 2003. These

" FTE - Full-time equivalent
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indicators are approximately 25% below the respective average indicators of
OECD countries, even though OECD ratios could also be considered
inefficient;

(i1) The low level of teachers’ teaching load, which is 18 hours per week and 16
hours per week in colleges. If extracurricular work (preparation of lessons,
checking of writing books etc) is also taken into account, indicators of
teaching load could reach the level of 27 hours per week. For comparison, in
OECD countries the teaching load is 38 hours per week, while in the public
sector of the Republic of Armenia, employees work an average of 41 hours per
week.

(i11) The low number of students per class (at present, the average class size is 21
students). According to the standard criteria of secondary education, it should
be 25 to 30 students (in junior schools — 20 to 25 students).

The low level of teachers’ remuneration is still a matter of serious concern. A teacher’s

annual salary was only 49% of Armenia’s per capita GDP in 2003, in contrast to 97% to

145% in OECD countries (depending on educational level and experience). The low

level of teachers’ salaries is partly due to their low workload.

As a result, the professional quality of teachers and the reputation of the teaching

profession have been gradually eroding. Only 4% to 5% of teachers employed in the

general education system take annual retraining courses. This is highly unsatisfactory for
assuring the 5-year cycle of retraining. Moreover, the retraining process itself is in need
of improvement.

There is no system for assessment of teaching and knowledge in compliance with

international standards.

During the transition period, the grave condition of the sector was also caused by

insufficient allocations for the maintenance and operation of buildings, for replenishment

of teaching materials, and heating requirements.

The standard used for calculating the nutrition needs of students of boarding and special

schools is incomparably low and does not reflect real needs.

Vocational Education

In spite of reductions in budgetary allocations to education during the transition period,
the system of vocational education has basically been preserved.
Enrolment in this sector has been relatively stable, with about 22% of those aged 17 to 24

involved in vocational education programmes, within the period of 1997-2001.
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There are currently 72 state secondary vocational and 19 state higher educational
institutions with 6,509 and 18,079 students, respectively. In volume terms, the system of
higher education has markedly expanded. This is due to the introduction of paid
educational services - in contrast to the system of vocational education.

However, operational efficiency of this system is also far from satisfactory. In particular,
higher education institutions, in comparison with their counterparts in other countries, are
rather small. This contributes to a thin spreading of resources and hinders technical re-
equipment and enhancement of teaching quality. Student/instructor and student/non-
instructor ratios are also extremely low.

A comprehensive analysis is needed to develop a strategy for improvements in this
sector. Nevertheless, there is also a need to clarify public participation in management
issues, mechanisms of public financing etc.

The accessibility of the vocational education system to poor groups of the population is
an important issue - both for the sustainable development of society and to reduce
poverty and the risk of impoverishment.

It should be stressed that, within the planned period, the authorities will take the
necessary actions for increasing the level of enrolment both in senior school and in
vocational education, including focusing on equity issues.

KEY OBJECTIVES OF EDUCATION EXPENDITURES FOR 2004-2006

General Education

To ensure the efficient and purposeful utilisation of budgetary resources, all general
education schools will switch to a new form of financing and to a board management
system (Government’s Decree No 444 of April 25, 2002) in 2004. The new method of
calculating school financing, by a formula based on the number of students, will not
apply to general education schools included in the list approved by the Government’s
Decree No 773 of August 25, 2001. The financing of these schools will be provided
irrespective of the number of students and will be determined by the number of classes.

It is envisaged that improvements and optimisation of the general education system at all
three levels (national, territorial and intra-school) will take place over 2004-2006 to
optimise the teacher FTE/student ratio.

For the period of 2004-2006, with the support of the World Bank financed credits within
the framework of the Education Quality and Relevance Project, curriculum and standard
criteria for all subjects will be developed and introduced, also assuring retraining and

advanced professional training of teaching personnel.
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There will be a computerisation of general education schools via the introduction of
information technologies (IT).

The aim is to retrain, re-qualify and attest at least 50% of teachers by 2005, including
continuing the process of Diaspora teachers’ retraining.

Efforts will be made to facilitate broad participation across communities and of parents in
the process of managing and developing schools.

The calculation of funding for providing educational institutions with accommodation
and resources for capital repair, as determined by the 2004-2006 medium-term
expenditure framework, is based on the Decree No 251-A of the ROA Prime Minister
dated May 30, 2003, “On Assuring Execution of the Order of the ROA President No NK
29-N Dated May 17, 2003, as well as on the “Complex Plan for Capital Repair and
Improvement of General Education Schools of the Republic of Armenia” developed by
the Ministry of Urban Development and approved by the Decree No 593 of the ROA
Government dated May 20, 2002.

Construction of boiler houses operating on natural gas will be started.

In terms of school materials, the issue of providing schools with schools desks is a
priority.

Vocational Education

By improving the quality of general education, the level of enrolments in vocational
education will be enhanced, including equity in enrolments.

Although the secondary vocational and higher education sectors are seen as secondary
priorities within medium-term expenditure framework, the main objectives of the policy
in these sectors includes assuring compliance with the market economy, improvement of
educational quality in line with international standards, and enhancement of equity in the
accessibility of education.

There are the following priorities in vocational education:

(1) Adoption of the ROA Law “On Higher and Post-Higher Vocational Education”;
(i1))  Development of the draft ROA Law “On Making Changes in the ROA Law “On

2999

Public Non-Commercial Organisations™”, so as to bring it into line with the ROA
Law “On Higher Education”;

(ii1))  Development and approval of the new strategic plan of the ROA Government
“On Improvement of Higher Education”, including appropriate procedures for
assuring broader self-governance of higher education institutions, for the
licensing system, as well as for the optimisation plan of institutions of the higher

education system, and for admission to tertiary educational institutions;
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(iv)  Achieving improvement in the qualification of higher education institutions and
of the teaching staff.

In the medium-term, improvements carried out in the system for enhancing efficiency of

expenditure should be aimed at:

(1) Achieving a higher level of enrolment;

(i)  Application of more efficient and targeted public assistance methods, so as to not
only contribute to the development of higher education, but also to make it more
accessible for all groups of society;

(iii)  Improvement in the management of public higher education institutions,
especially in terms of financial management;

(iv)  Substantial enhancement of internal efficiency in the public sector;

(v) Assuring the diversity and flexibility of the education system and efficient links
with the labour market;

(vi)  Bringing the system into line with international standards of organisation and
quality.

The financing of education by state order has, in essence, changed from procurement of
goods and services to making transfer payments. There is a need to transform the focus
of the system to student benefits, including changing the principles and mechanisms of
financing. In particular, unlike the current system, student benefits should be provided,
not to the higher education institutions, but directly to the students — on the basis of their
results.
After introduction of student benefits, the present system of educational stipends will be
eliminated. In order to assure a more efficient and targeted use of the released resources,
there is a need to provide larger benefits to a smaller number of students, which would
enable them to pay their tuition. The priority for benefits should be needy students in the
form of concessional loans, which would enhance the responsibility of students, thus
creating additional incentives for improving their advancement.

The plan also emphasises the improvement of secondary vocational and additional

education programmes, which will enable implementation of retraining in line with

market demand, providing for special mechanisms of participation and retraining of the
long-term unemployed.

EXPENDITURE PRIORITIES IN EDUCATION FOR THE 2004-2006 MTEF

PERIOD

As stated in the Poverty Reduction Strategy Paper, approved by the ROA Government,

elementary, basic and secondary general education are a basic priority in education
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within the medium-term expenditure framework, in terms of improvement of the quality

and efficiency of services provided in this sector.

The importance of this sub-sector is reinforced by the fact that secondary education is a

pre-requisite for receiving further vocational education. Equally accessible and high-

quality basic general education is also an important pre-requisite for improving the level
of public erudition and literacy, as well as assuring the primary knowledge and education
necessary for entering the labour market and for further studying.

By prioritising improvement in general education quality, the state plans to create the

basis for increasing the level of enrolment in senior school and in vocational education,

especially for children of needy families.

The determination of priorities in education is particularly determined by the following

factors:

(1) General education involves the largest group of beneficiaries and, in essence,
services at this educational level are almost equally accessible for all social
groups;

(i1) There is a significant discrepancy between per student expenditures in general and
vocational programs (especially those of higher education): per student
expenditures in vocational education are almost 4 to 5 times greater than those in
general education schools (in the OECD countries this indicator has been
fluctuating around 2 in recent years);

(ii1))  Inequality in secondary vocational education institutions is relatively low,
however per student expenditures lag significantly behind those in higher
education institutions.

Taking into account the above-mentioned factors, general education has to be the key

public priority in education. Public expenditure policy will be targeted at mitigating the

present discrepancy between per student expenditures at different educational levels.

This will be implemented through progressive increases in per student expenditure in

general education (as compared to those in vocational education). On the other hand,

greater importance will be attached to secondary vocational and additional education
sectors.

Although the major part of education expenditure within the MTEF period will be

directed to general education, improving the quality of vocational and retraining

programmes and bringing them into line with the county’s social-economic development
objectives, will also be of fundamental importance, given structural adjustments in the

economy. In particular, the framework emphasises the improvement of secondary
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vocational and additional education programmes, which will enable implementation of
retraining in line with market demand, providing special mechanisms for the participation
and retraining of the long-term unemployed.
The state will also attach greater importance to additional education and retraining
programmes, for the purpose of mitigating the present discrepancy between labour force
potential (supply) and labour market demand.

Chart 7.1. Public Expenditure in Education for 2002-2006, by Different

Levels of Education (Percent of Total Expenditure in Sector)
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Note: General education programs include elementary, basic, and secondary general
education, special general education, and initial vocational (technical) education. Vocational
education programmes include secondary vocational, higher, and post-higher vocational and
additional educational programs.

Chart 7.1 presents the structure of expenditure for general and vocational education

programmes, by different educational levels.

EXPENDITURE DRIVERS FOR THE 2004-2006 MTEF PERIOD

Education expenditure within the 2004-2006 medium-term expenditure framework

will mainly be directed to general education, which will enable the Government’s

obligations in that sector to be met. This includes improving the efficiency of the
system, as well as assuring the consistency and deepening of the optimisation of
general education, namely:

(1) To increase teachers’ average monthly salary by around 66.5% in 2004 and by
43.8% in 2005 — bringing it near to the amount of per capita GDP - and
increasing it by 23.8% in 2006 — up to 55,000 drams. The average monthly
salary of administrative, maintenance and general service staff will be
increased by the same rates. As a result of this increase in wages, the average
monthly salary of teachers for the period will be 30,951 drams in 2004, 44,505
drams in 2005 and 55,100 drams in 2006. The average monthly salary of the
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(i)
(iii)

(iv)
)

administrative staff will be 31,000, 44,574 and 55,182 drams; and the
maintenance and general service staff monthly salary will be 12,938, 18,604
and 23,032 drams, by respective years;

To provide pupils of elementary classes with free text-books;

To introduce an independent heating system with school’s own boiler houses
(in accordance with the Decree of the ROA Government No 593 dated May 20,
2002);

To provide schools with schools desks;

To increase the calculation norm for meeting nutrition needs of students of
special schools, at the same time bringing the number of students studying and
newly admitted to boarding schools in line with the standards determined for

that type of institution.

In order to address the above-mentioned problems, there is a need to continue and

deepen reforms to optimise the education system. The need for optimisation in general

education is even more obvious in the light of expected changes in the demographic

structure of the population. The planned reforms aim to achieve a more efficient

utilisation of human and physical capital in education, as well as to improve the

effectiveness of the system’s management.

In particular, the following actions are to be taken for enhancing efficiency in general

education:

(1) Increasing student/teacher FTE and student/non-teacher ratios (to 13.7 and 22
in 2004, and to 15.1 and 22 in 2005-2006, respectively);

(i1) Starting from 2004, increasing the basic teaching workload of the teaching staff
to 20 hours per week (and up to 22 hours per week in 2005), while eliminating
the difference between the teaching workload of teachers in colleges and other
schools;

(ii1))  Increasing class size up to 24 in 2004 (assuring the average class size
determined by Decrees of the ROA Government No 1392-N dated July 25,
2002, and No 2179-N dated December 26, 2002);

(iv)  Achieving the optimal number of students in schools, by merger of schools if

necessary (execution of Decrees of the ROA Government No 1236 dated
December 24, 2001, and No 2047-N dated December 5, 2002). This will be
achieved in accordance with the principles defined by Decrees of the ROA
Government No 773 dated August 25, 2001, and No 1937-N dated December

5,2002. This includes re-staffing of understaffed classes, integration of two or
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three classes into one and, in the case of severe understaffing, merger of
schools, and changing the type of school.
PLANNED EXPENDITURES
Increasing the volume of public financing of education and improving the overall
situation is a priority over the MTEF period.
Expenditures provided for education (including expenditure for maintenance of
administrative personnel, capital repair of educational institutions, capital construction,
as well as expenditures made under proceedings of the credit project, and those made
by the Armenian Social Investment Fund) in the 2004-2006 medium-term expenditure
framework stipulate for the allocation of 39,373.4 million drams in 2004, 47,861.3
million drams in 2005, and 54,785.1 million drams in 2006. This represents an
increase in expenditure of 23.2% in 2004, 21.6% in 2005, and 14.5% in 2006.
Education expenditure in the 2004-2006 medium-term expenditure framework
comprises 2.5% of GDP in 2004, 2.7% in 2005, and 2.9% in 2006.
Chart 7.2. Target Indicators of Budget Expenditure in Education
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Table 7.2. Public Expenditure in Education, by Directions 2002-2006
Subgroup title 2002 2003 | 2004 2005 2006
Actual | Planned Forecast
Million drams
TOTAL EXPENDITURE 27507.9 31 953.0 393734 47 861.3 54 785.1
04.01 Public administration in education and science 77.9 119.2 169.1 178.7 187.7
04.03 Elementary, basic and secondary general education 19 562.1 23 028.7 29 950.7 372784 43 158.8
04.04 Special general education 1 893.8 2018.5 2 578.8 3405.7 4099.3
04.05 Extracurricular training 674.0 677.7 686.9 707.5 728.7
04.06 Initial vocational (technical) education 336.9 309.6 429.2 577.2 727.7
04.07 Secondary vocational education 1131.6 1 166.0 1212.2 1248.5 1286.0
04.08 Higher and post-higher vocational education 35385 4004.3 3900.4 4008.0 41282
04.09 Additional education 293.1 629.0 446.2 457.3 468.7
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Difference as compared with the previous year, %

TOTAL EXPENDITURE 16.2 23.2 21.6 14.5
04.01 Public administration in education and science 53.1 41.9 5.7 5.0
04.03 Elementary, basic and secondary general education 17.7 30.1 24.5 15.8
04.04 Special general education 6.6 27.8 32.1 20.4
04.05 Extracurricular training 0.6 1.4 3.0 3.0
04.06 Initial vocational (technical) education -8.1 38.6 34.5 26.1
04.07 Secondary vocational education 3.0 4.0 3.0 3.0
04.08 Higher and post-higher vocational education 13.2 -2.6 2.8 3.0
04.09 Additional education 114.6 -29.1 2.5 2.5

Table 7.3. Structure of Public Expenditure in Education for 2002-2006, by Levels
(Percent of Total Expenditure in the Sector)

Subgroup title 2002 2003 2004 2005 2006
Actual | Planned Forecast

TOTAL EXPENDITURE 100.0 100.0 100.0 100.0 100.0
04.01 Public administration in education and science 0.3 0.4 0.4 0.4 0.3
04.03 Elementary, basic and secondary general education 71.1 72.1 76.1 77.9 78.8
04.04 Special general education 6.9 6.3 6.5 7.1 7.5
04.05 Extracurricular training 2.5 2.1 1.7 1.5 1.3
04.06 Initial vocational (technical) education 1.2 1.0 1.1 1.2 1.3
04.07 Secondary vocational education 4.1 3.6 3.1 2.6 2.3
04.08 Higher and post-higher vocational education 12.9 12.5 9.9 8.4 7.5
04.09 Additional education 1.1 2.0 1.1 1.0 0.9

In terms of the economic classification of expenditure, current expenditure comprises

91.8% of total expenditure and capital expenditure accounts for 8.2% of the total

allocation for education. Payments for wages and compulsory social insurance comprise

the major part of current expenditure.

Project assistance received from external sources will be an important source for

financing capital expenditures.

Chart 7.3. Public Expenditure in Education for 2002-2006, by Economic

Classification Articles (Percent of Total Expenditure in Sector)
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Chart 7.4. Expenditures in Education in 2004, by Subgroups (Percent)
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Public Administration in Education and Science

Budgeted expenditure for this subgroup will increase by 41.9% in 2004, to 169.1 million
drams, or 0.4% of total public expenditure in education. It will increase by a further
5.7% in 2005, to 178.7 million drams, or 0.3% of total public expenditure in education.

Elementary, Basic, and Secondary General Education

Within the MTEF period, additional public expenditure in education will be almost
completely directed to general education.

Expenditure provided for elementary, basic and secondary general education will increase
by 30.1% in 2004, to 29,950.7 million drams, or 76.1% of total public expenditure in
education. Expenditure for this subgroup will increase by 24.5% in 2005, to 37,278.4
million drams, or 77.9% of total public expenditure in education, and increase a
futher15.8% in 2006, to 43,158.8 million drams, or 78.8% of total public expenditure in
education.

The planned increase in public expenditure in general education will result in a
substantial increase in per student expenditures. Under this scenario, per student
expenditures in 2006 will be double their 2003 level. However, it should be noted, that
such a trend in per student expenditure is dependent on the assumed changes in the
demographic structure of the population.

Table 7.4. Per Student Public Expenditure in Education
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2003 2004 2005 2006
Index (2003 indicator = 100) 100.0 130.6 166.9 205.8
Memorandum Articles
Number of Students (2003 indicator = 100) 100.0 99.6 97.0 91.1
Public Expenditure in Education (2003 indicator = 100) 100.0 130.1 161.9 187.4

Increasing teachers’ salaries, and their retraining, have been priority issues in education.
Actions taken to realise this objective are considered a pre-requisite for enhancement of
the quality of education. The state will continue the policy of increasing salaries. A
teachers’ salary is expected to reach the dram equivalent of US$80 in 2005. This salary
level is also acceptable in relation to its ratio to annual per capita GDP. In particular,
according to the presented scenario, in 2005 teachers’ average annual salary will be
approximately equal with per capita GDP. In the medium-term, it is also planned to
introduce mechanisms for salary differentiation based on professional experience. Such
approaches to teacher remuneration will provide real incentives for employed teachers, as
well as contribute to the replenishment of qualified teaching personnel in general
education schools. Attracting qualified teachers has been most problematic in rural and
border areas, which will be the centre of attention of the authorities.

The average salary of administrative and general service staff will also be significantly
increased. While this policy will result in current expenditures reaching 84% to 86% of
total expenditure in education, in future these expenditures are expected to stabilise at
about 70%, enabling the authorities to sufficiently meet other current expenditure needs.
The state will continue the policy of providing elementary school pupils with textbooks.
Reconstruction of school buildings and addressing heating problems will also be
considered priority issues. In particular, inadequate heating systems and inappropriate
housing conditions hinder the educational process, resulting in significant deteriorations
in quality. Therefore, a portion of capital expenditures will be channelled to solution of
these problems.

There will also be a focus on improving the support of teaching materials and technical
equipment. In particular, there will be a focus on equipping schools with modern

information technologies, with the assistance of financing from external sources.

External Financial Assistance of Education

In the medium-term, increases in education expenditure is also dependent on the
expected inflow of resources under the World Bank financed Education Quality and
Relevance Project (hereafter: the Project). This represents 2,556.4 million drams in

2004, 3,509.4 million drams in 2005, and 3,533.1 drams in 2006.
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The Project components are as follows:

(1) Introduction of state standard criteria, curriculum and new system of
assessment, including establishment of the Centre for Assessment and
Attestation;

(i1) Introduction of information technologies (IT) in general education schools
(computerisation of schools), including establishment of the Centre for
Information Technologies,

(i)  Advanced professional training of teachers;

(iv)  Assistance to general education reforms;

(v) Expansion of the informational system of education management;

(vi)  Assistance to the implementation of the project.

The project is expected to bring secondary school curricula in line with the admission
examinations of higher education institutions. The Project plans to develop mechanisms
for switching from a 10-year secondary education to an 11-year system, particularly, by
revising the curricula of general education subjects. There are also plans to develop new
standards for each subject, new methods and tests for knowledge assessment, as well as
to introduce curricula for computerised teaching in the secondary education system.
Preparation for the project began in 2003 and implementation of the project will start in
2004.

In addition to the above-mentioned project, education activities will be funded under the
second credit of the Armenian Social Investment Fund, amounting to 887.0 million
drams in 2004, 825.3 million drams in 2005 and 419.9 million drams in 2006. In
particular, this credit project stipulates the renovation of school buildings in a number of
communities, and for construction of schools’ own boiler houses, as well as for providing
schools with desks.

Special General Education

Expenditure provided for special general education will increase by 27.8% in 2004, to
2,578.8 million drams, or 6.5% of total public expenditure in education. Expenditures
will increase by 32.1% in 2005, to 3,405.7 million drams, or 7.1% of total public
expenditure in education, whereas expenditure will increase by 20.4% in 2006, to 4,099.3
million drams, or 7.5% of total public expenditure in education.

The increase in expenditure on special education is mainly driven by the increasing
salaries of employees, in line with the general principles of lifting salaries in the entire
general education system.

Extracurricular Training
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Expenditures on extracurricular training will be 1.7% of total expenditure in 2004, 1.5%
in 2005 and 1.3% in 2006, or 686.9, 707.5, and 728.7 million drams respectively.

Initial Vocational (Technical) Education

Expenditure provided for initial vocational (technical) education will increase by 38.6%
in 2004, to 429.2 million drams, or 1.1% of total public expenditure in education.
Expenditure will increase by 34.5% in 2005, to 577.2 million drams, or 1.2% of total
public expenditure in education, whereas expenditure will increase by 26.1% in 2006, to
727.7 million drams, or 1.3% of total public expenditure in education.

The increase of expenditure on initial vocational (technical) education is mainly driven
by the increase in salaries, in line with the general principles of lifting salaries in the
entire general education system.

Secondary Vocational Education

For the period of 2004-2006, expenditure on secondary vocational education will be
3.1%, 2.6% and 2.3% of total public expenditure in education respectively or 1,212.2

million drams, 1,248.5 million drams, and 1,286.0 million drams, respectively.

Higher and Post-Higher Vocational Education

Expenditure on higher and post-higher vocational education will be 3,900.4 million
drams in 2004, 4,008.0 million drams in 2005, and 4,128.2 million drams in 2006. This
represents 9.9%, 8.4%, and 7.5% of total public expenditure in education, respectively.

Additional Education

Expenditure on additional education will be 446.2 million drams in 2004, 457.3 million
drams in 2005, and 468.7 million drams in 2006. This represents 1.1%, 1.0%, and 0.9%
of the total public expenditure in education, respectively.

Annex 7.1 Expenditures in Education over 2004-2006, by Ministries and

Departments (Million Drams)

2004 2005 2006
Total Includin, Total Including Total Includin,
Ministries and Department of the Current Capital Current Capital Current Capital

Republic of Armenia Expenditures| Expenditures Expenditures| Expenditures Expenditures| Expenditures

Total 39373.4 35849.6 3523.8 47 861.3  44592.0 3269.2 54 785.1  51924.7 2860.4
1Ministry of Education and Science 9733.3 7096.5 2636.8 11531.9 9088.1 2443.9 12839.5  10399.0 2440.5
2Yerevan City Municipality 6 790.4 6790.4 0.0 9281.4 9281.4 0.0 11479.9 11479.9 0.0
3Aragatsotn Marzpetaran 1 540.7 1540.7 0.0 1870.4 1870.4 0.0 2245.8 2245.8 0.0
4Ararat Marzpetaran 22799 2279.9 0.0 24923 2492.3 0.0 31121 3112.1 0.0
5Armavir Marzpetaran 2281.7 2281.7 0.0 2579.7 2579.7 0.0 31493 31493 0.0
6Gegharkunik Marzpetaran 2439.5 2439.5 0.0 3121.0 3121.0 0.0 3140.2 3140.2 0.0
7Lori Marzpetaran 2462.5 2462.5 0.0 2241.0 2241.0 0.0 2 488.5 2 488.5 0.0
8Kotayk Marzpetaran 22554 22554 0.0 3127.9 3127.9 0.0 3933.1 3933.1 0.0
9Shirak Marzpetaran 2 862.0 2 862.0 0.0 3405.3 3405.3 0.0 3974.8 3974.8 0.0
10Syunik Marzpetaran 1667.8 1667.8 0.0 2267.3 2267.3 0.0 2383.5 2 383.5 0.0
11Vayotz Dzor Marzpetaran 601.5 601.5 0.0 907.8 907.8 0.0 1116.6 1116.6 0.0
12Tavush Marzpetaran 1179.7 1179.7 0.0 1728.3 1728.3 0.0 1932.8 1932.8 0.0
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2004 2005 2006
Total Including Total Including Total Including
N Ministries and Department of the Current Capital Current Capital Current Capital
Republic of Armenia Expenditures| Expenditures Expenditures| Expenditures Expenditures| Expenditures
13Ministry of Agriculture 172.3 1723 0.0 183.0 183. 0.0 192.5 192.5 0.0
14Ministry of Culture and Youth 182.7 182.7 0.0 220.8 220.8 0.0 258.0 258.0 0.0
Affairs I !
15Ministry of Health 207.6 207.6 0.0 213.8 213.8 0.0 220.3 220.3 0.0
16Ministry of Energy 19.7 19.7 0.0 20.3 20.3 0.0 20.9 20.9 0.0
17Government’s Staff 987.0 100. 887.0 925.3 100. 825.3 519.9 100. 419.9
18Police at the Government 250.0 250. 0.0 258.1 258.1 0.0 265.8 265.8 0.0
19Ministry of Defence 500.0 500. 0.0 500.0 500. 0.0 500.0 500. 0.0
20National Security Service at the 51. 51. 0.0 53. 53. 0.0 54.6 54.6 0.0
Government
21Civil Service Council 123.2 123.2 0.0 126.9 126.9 0.0 130.8 130.8 0.0
22Ministry of Justice 45.9 459 0.0 46.2 46.2 0.0 46.5 46.5 0.0
23Ministry of Social Security 14.1 14.1 0.0 14.6 14.6 0.0 15. 15. 0.0
24Ministry of Finance and Economy 42. 42. 0.0 42. 42. 0.0 42. 42. 0.0
25Emergency Department at the 20.6 20.6 0.0 21.3 21.3 0.0 21.9 21.9 0.0
Government
26State Sports Committee of the 662.9 662.9 0.0 681.3 681.3 0.0 700.7 700.7 0.0
Government
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SCIENCE

SITUATIONAL OVERVIEW

In 2000, the ROA Law “On Scientific and Scientific-Technical Activities” was adopted,

determining the formulas for base, project-targeted and contractual (subject-specific)

financing of scientific and scientific-technical activities. In order to improve the system

of financing science, the aim is to expand the base financing of science, and to introduce

public project-targeted financing. The latter, being absent in previous years, appears to

be the most appropriate approach for today. In 2001, the Ministry of Finance and

Economy and the Ministry of Education and Science developed regulations for the

following three forms of budgetary financing:

(1) Base financing of scientific and scientific-technical activities;

(i1) Contractual (subject-specific) financing of scientific and scientific-technical
activities;

(ii1))  Project-targeted financing of scientific and scientific-technical public
programmes.

These regulations have been approved by Decrees of the ROA Government No 1121,

1122, and 1123, dated November 17, 2001.

In 2002, according to the Regulation of “Contractual (subject-specific) Financing of

Scientific and Scientific-Technical Activities”, the Ministry of Education and Science

initiated the process of contractual (subject-specific) financing envisaged for the period

of 2002-2004. Contracts have been signed with directors of scientific subjects, with

respective timelines.

In the 2003 State Budget, three of four components of base financing have been

implemented. In addition to the previously operating projects for maintenance and

development of scientific and scientific-technical activities’ infrastructure (439,996

thousand drams) and for training of scientific personnel (50,001 thousand drams), the

third one — for maintenance of scientific objects of national importance (104,737

thousand drams) — has been started.

In the Republic, 125 scientific institutions are involved in budget financed scientific

activities, of which 120 are using subject-specific financing, employing about 6,050

researchers and executing 949 themes with an amount of 20,450 million drams.

In the 2003 Budget, the share of science was 2,961.5 million drams.

KEY OBJECTIVES OF EXPENDITURES ALLOCATED TO SCIENCE FOR

2004-2006
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Any increase in budgetary financing allocated to science over 2004-2006 will be directed
to increasing the shares of base and project-targeted financing to 37% and 10% within the
total amount of financing. In comparison, the share of contractual (subject-specific)
financing will be reduced from 69% to 53% of the total, at the same time preserving the
its absolute level of funding. If such an increase in financing takes place, the final goal is
50% of base, 10% of project-targeted, and 40% of contractual (subject-specific)
financing, to be reached in eight years.

Starting from 2005, the Ministry of Education and Science will apply the principle of
counterpart funding, which will partially solve the problem of the scarce budgetary
resources available for science. Armenian science faces the challenge of active
participation in international scientific life and of integration into international scientific
programmes. In fact, scientists receiving subject-specific financing already utilise
counterpart financing and also obtain extra-budgetary financing, that is, grants, and
investments from international collaboration. The challenge is to regulate this process
during 2004 through elaboration the relevant legislative statements.

The issue of establishing a fund for the stimulation of science should be considered. The
principle of counterpart funding will serve as an additional incentive for assuring timely
and relevant scientific research and development, as the proposed projects must be
capable of attracting funding, taking into consideration, that the ROA Government — as a
counterpart financing party of those scientific projects — assumes a certain share of

responsibility.

Table 7.5. Expenditure in Science for 2003-2006, by Projects (Million Drams)

Financing Mechanism 2003 2004 | 2005 2006
Project Forecast

Science, total 2961.4 3263.6 3558.3 3962.1
Including®

Contractual (subject-specific) 2 045.0 2 045.0 2 045.0 2 045.0

Percentage of total expenditures in science, % 69.1 62.7 57.5 51.6

Base 648.7 892.5 1157.2 1531.0

Percentage of total expenditures in science, % 21.9 27.3 32.5 38.6

Project-targeted 267.7 326.1 356.1 386.1

Percentage of total expenditures in science, % 9.0 10.0 10.0 9.7
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CHAPTER 8. HEALTH CARE

The 2004-2006 medium-term expenditure framework for health care has been developed
on the basis of the Constitution of the Republic of Armenia, of the ROA Law “On
Medical Care and Service of Population”, of the Decree of the ROA Government dated
June 17, 2003 “On Approving the Action Plan of the Government of the Republic of
Armenia”, of other requirements of relevant legal statements, and taking into
consideration the principles defined by the World Health Organisation, organisational-
structural changes introduced into the health care system of the Republic of Armenia, and
the optimisation programme.

Development of the 2004-2006 medium-term expenditure framework in health care has
been based on principles of assuring accessibility, service quality and fairness in
provision of medical care, aiming to increase the availability of medical care, to improve
the structure, management and financing of the system, to enhance the role of the primary
health care system, with the main focus on meeting the needs of poor groups of the
population.

For every nation, health care is the most important component of national security and
one of the fundamental social issues. Over 2004, the health care system will face the
challenge of preventing unfavourable factors undermining the normal operations of the
sector in the process of reforms and optimisation; and, in the context of existing
resources and capacity, guarantee citizens’ constitutional right to health care by
enhancing the accessibility of free state-guaranteed medical care.

SITUATIONAL OVERVIEW

The basic health care problem of the Republic of Armenia is the decreasing availability
of medical care, especially for the most vulnerable groups of the population. This has
resulted in a reduction in the number of people making timely applications for medical
care despite a background of increasing morbidity. Between 1988 and 2001, the number
of tubercular patients has increased by 1.8 times, the number of diabetics by 1.3 times,
the number of acute cases of cardiac infarction and malignant neoplasm by 1.1 times.
Despite a reduction in the population due to emigration in recent years, the demand for
medical care has not declined. This reflects the fact that the majority of emigrants are of
average-age, and the share of the elderly and children in the present population — with a
greater need for medical care - has significantly increased. Given the present high rate of
morbidity, this fact is also shown in the increasing trend of mortality per 100,000 of

population.
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Chart 8.1. Population Mortality, by Diseases (Per 100,000 of Population)
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Deterioration in the health of the population is also evident in maternal and infant health
indicators. Given that the level of pre-natal monitoring has decreased by two times, the
frequency of pregnancy pathologies and defective pregnancies has increased. The
number of pregnancy anaemia cases has increased by more than 10 times. Infant
morbidity and under-weight births have increased by 15% to 20%. Although infant
mortality in 1998 has decreased by one third, as compared with the 1990 indicator (from
18.5 cases down to 14.7, per 1,000 live-births), there has been an increasing trend in
recent years (15.4 in 2001)". The increasing rate of infant mortality in both homes and
24-hour hospitals has become an issue of serious concern. The number of disabled
children has increased almost two times in recent years. In spite of some success in the
immunity-prevention project, a number of basic problems remain.

The basic problem of preventing venereal infections and encouraging healthy lifestyles is
of strategic importance in primary health care. Fighting against HIV/AIDS, especially
preventing transmission of disease from the mother to the child, is a key issue in the
improvement of maternal and infant health.

The number of visits to ambulatory-polyclinic institutions, as compared with the 1980
indicators, has decreased by almost 5 times. The number of visits to doctors has also
decreased — by almost 4 times, and the annual average per capita visits by almost 5 times.

Chart 8.2. Dynamics of Ambulatory-Polyclinic Visits (Per Capita)

' 1t is worth mentioning that the National Statistical Service data concerning maternal and infant mortality
differ substantially (are almost two times smaller) from Armenia’s Demographic and Health Survey results
conducted in 2000 (see: Armenia’s Demographic and Health Survey, Yerevan, 2001)
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Chart 8.3. Structure of Ambulatory-Polyclinic Visits
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Primary health care, which is the most accessible, and is focused on the most important
function of prevention, currently operates inefficiently, with a low quality of service.

The number of patients that received medical care in hospitals has decreased by 2.5
times, as compared with the 1980 indicators.

Chart 8.4. Number of Hospital Beds and Admitted Patients
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Given that medical institutions operating in the health care system substantially
outnumber — in terms of their quantity, capacity, and staff - the present demand
(including demand generated due to state-guaranteed programmes), the ROA
Government has approved, by its Decree No 80 dated February 05, 2001, optimisation of
the health care system. This includes a schedule for optimisation by regions and for
Yerevan City. Due to implementation of the optimisation plan during 2001, the bed
stock has dropped by about 5 thousand units as of January 1, 2003, annual bed
occupation has increased by 20 days and, by expert assessment, the overall economic
efficiency of the project has increased by a value of 2.0 billion drams. In the coming
years, optimisation of the health care system will be deepened. Moreover, the
introduction of a system for providing medical care through the counterpart payment
principle is proposed in 2003.

Given the downward trend in the level of medical care provided to the population,
combined with the presence of real demand, and taking into consideration the surplus of
health care resources, there is a need to undertake rationalisation of the system, while
increasing the quality of the service and being able to meet the increasing demand for
medical care both at the ambulatory-polyclinic and hospital levels.

Given an ongoing increase in public expenditures on health care, there is also the
problem of assuring more targeted and efficient expenditure, as well as of enhancing the
accessibility of medical services. An increase in public expenditures on health is one of
the priority mechanisms for improving the situation in the sector. Public expenditure on
health care is expected to increase over the entire MTEF period.

Increasing population displacement and the country’s social-economic situation over

recent years have been reflected in the development of epidemics. Diseases like malaria
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and leishmania, which have not been typical for Armenia, have now penetrated into the

country. For the period of 1995-2001, there were reported cases of malaria, enteric

typhoid, intestinal infectious diseases, fits of hepatitis “A”, anthrax, etc. The incidence of

reported food poisoning cases (botulism, fungal poisoning) has substantially increased.

The country still lacks a well-developed system of health and health care. Heath care is

not considered a basic human right and a crucial interdepartmental issue. The population

does not fully recognise its responsibility in choosing healthy lifestyle in order to

preserve their own health. There is no up-to-date health statistical and informational-

analytical system in the country. The development and implementation of normative acts

for the prevention and monitoring of infectious diseases, as well as the implementation of

analytical and organisational activities, is insufficient.

To enable the preservation and improvement of the population’s health, including the

increased availability of medical care for the poor, there is a need to facilitate

participation and co-ordination of the activities of all civil society institutions.

Accessibility will be enhanced by increases in public expenditures in health care, intra-

sector reallocation, and optimisation of public resources, as well as through improved

efficiency due to management reforms.

KEY OBJECTIVES OF EXPENDITURES ALLOCATED TO HEALTH CARE

FOR 2004-2006

Objectives of public programmes implemented in health care are as follows:

(1) Assuring the hygienic and anti-epidemic security of the population;

(1)  Assuring primary health care is provided to the population;

(ii1))  Assuring maternity and infant health care is provided to the population;

(iv)  Assuring provision of medical care to vulnerable groups of the population and to
those included in separate (special) groups;

(v) Assuring provision of medical care to those being treated for diseases of special
social significance.

Implementation of the programmes will support the achievement of the following results

over 2004-2006:

Primary (Ambulatory-Polyclinic) Care

(1) Reduce the average level of cardiovascular diseases by 10%;

(i1))  Reduce the number of hospitalisation cases for micro- and macro-vascular
complications and diabetics by 5%;

(1i1))  Reduce the number of hospitalisation cases for hypertension complications and

diabetics by 3%;
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(iv)
)

(vi)
(vii)

(viii)

(ix)

Improve the indicator of early diagnosis of tumour diseases by 15%;

Increase the share of preventative actions within primary medical-prevention
activities;

Train approximately 100 family doctors annually;

Increase the level of instrumentation with laboratory-instrumental diagnostic
equipment and technologies, medicines and medical appliances;

Improve the quality of provided medical care;

Increase the level of availability of medical services for insolvent groups of the

population.

Maternal and Infant Health Care

(1)
(i)
(iii)

(iv)

V)

(vi)
(vii)

Assure early consultative care for at least 70% of pregnant women;

Reduce the maternal mortality rate by one third;

Reduce the number of cases of childbirth at home, achieving 100% inpatient
deliveries;

Reduce infant mortality for children of 0 to 1 and up to 5 years old, at least by
25%, including reduction of mortality because of respiratory diseases (by 10%)
and from diarrhoea (by 15%);

Reduce the number of under-weight and premature newborns by one-fourth;
Assure 90% of children receive preventive inoculations;

Develop and implement programmes for physical, psychic, and mental

development of children and juveniles.

Assuring Hvgienic and Epidemic Security

(1) Eliminate local cases of diphtheria;

(i1))  Reduce the number of hepatitis “B” virus carriers by at least 40%;

(ii1))  Reduce tuberculosis morbidity and mortality by 10%;

(iv)  Reduce the number of reported cases of malaria to lower than 5 per 100,000 of
the population, and prepare for eradication of that disease;

(v) Reduce, and keep at a low level, the incidence of diarrhoea cases and mortality;

(vi)  Eradicate rubella and declare rubella-free zone for certification.

Plan for Fighting Against Diseases of Special Social Significance

At hospital level:

(1) Bring the level of reimbursement for the provision of medical care and services

(i)

near to the real level of expenditure;

Enhance availability of medical care for the population;
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(ii1))  Enhance supply of certain items (medicines, medical appliances, food etc) that are
necessary for the provision of medical care;

(iv)  Reduce informal expenditures (shadow turnover);

(v) Enhance the level of modernisation of equipment;

(vi)  Propagate the application of modern technologies, especially in the regions.

MAIN EXPENDITURE PRIORITIES IN HEALTH CARE FOR 2004-2006 MTEF

PERIOD

The priorities of health care in the Republic of Armenia are programmes for assuring the

population’s hygienic and epidemic security, enhancement of the role of ambulatory-

polyclinic care, assuring maternal and infant health care, preventing diseases of special

social significance, and meeting the needs of the vulnerable groups of the population.

Primary (Ambulatory-Polyclinic) Care

Enhancing the availability of health care services, through focusing on primary health
care, is considered a priority in both the Poverty Reduction Strategy and the 2004-2006
medium-term expenditure framework for health care in the Republic of Armenia,

The major health care issues of the population are related to the primary level of health
care. For this reason, the 2004-2006 medium-term expenditure framework provides for
the development of primary health care and of its most important unit - ambulatory-
polyclinic care - as a vital priority of the health care system. The 2004-2006 medium-
term expenditure framework stipulates increases in the share of primary health care
allocations within total health expenditures.

Chart 8.5 Financing of Ambulatory and Hospital Care (Percent of Total
Expenditures in Health Care)
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As a share of total health expenditure, the share of primary (ambulatory-polyclinic) care
is expected to increase. Introduction of the system of family doctors should be continued
and expanded throughout the territory of Armenia. In improving primary health care
services, there is also a need to increase the accessibility of diagnostic services, through
state orders for costly diagnostic examinations in specialised out-of-hospital diagnostic
centres.

Maternal and Infant Health Care

Focusing adequate attention on maternal and infant health care, including reproductive
health issues, is of fundamental importance in improving the health status of the
population. For this purpose, there is a need to re-establish the priority of maternal and
infant health issues at the national level, by assuring continuous care for pregnant
women, feeding mothers and children of 0 to 5 years of age, implementing food-supply
programmes, encouraging breast-feeding, improving pre-natal care and diagnosis, and
providing high-quality peri-natal care. For solution of these problems, as well as to
achieve the Millennial Objectives proclaimed by the UN concerning maternal and infant
mortality, it is important to improve the quality of obstetric-gynaecological care and to
introduce modern technologies of peri-natal care.

Within the framework of the maternal and infant health care programme, there will be
substantial increases in public expenditure in obstetric-gynaecological care at both
hospital and ambulatory-polyclinic levels. In particular, per patient expenditures in
obstetric-gynaecological care will be increased within ambulatory-polyclinic care
spending.

Assuring Hygienic and Epidemic Security

Assuring the hygienic and epidemic security of the population is a very important public
issue and is guaranteed by the ROA Law “On Assuring Sanitary and Hygienic Security of
the Population of the Republic of Armenia”. Ensuring effective hygienic and anti-
epidemic control is of vital importance for the social-economic development of the
country and for preservation of the population’s health status.

To assure the population’s hygienic and epidemic security, the framework stipulates for
the establishment of hygienic and anti-epidemic control in the country, taking actions
aimed at preservation of the population’ health status, prevention of infectious and mass
non-infectious diseases, and development of the social health care system.

Prevention of Contagious Diseases and HIV/AIDS

There is a need to improve the efficiency of prevention, early detection of, and final

recovery from infectious diseases, including tuberculosis, venereal infections and AIDS.
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Assuring Provision of Medical Care to Vulnerable Groups and to Those Included in

Separate (Special) Groups

The framework aims to enhance the availability of medical care to vulnerable groups of

the population and to those included in separate (special) groups. It is planned to
increase the number of people from vulnerable groups in the total number of beneficiaries
of medical care, and to make an additional 600,000 people eligible for free health care
(the state order framework). The definition of vulnerable and separate (special) groups
includes not only persons as determined by the laws of the Republic of Armenia (the
disabled, participants of the Patriotic War etc), but also those receiving poverty (family)
benefits. The Ministry of Health will clarify and approve the rules for arranging
provision of medical care to vulnerable groups of the population and to those included in
separate (special) groups.

The framework provides for the implementation of a broad range of preventive,
diagnostic and medical care for all major groups of diseases, in all units of the health care
system, without any limitation in the list of specialists, in the frequency of visits and in
laboratory-instrumental diagnostic examinations.

Expenditures in Hospital Care

Funds allocated to programmes such as “Tuberculosis Treatment”, “Treatment of

Intestinal and Other Infectious Diseases”, as well as “Treatment of Sexually Transmitted
Diseases”, will each be increased by 30% in 2004. Allocation of funds to programmes
such as “Obstetric-Gynaecological Care” and “Medical Care of Children under 7 will be

increased by 20% (see detail in the table below).

Table 8.1. Financing of Hospital Care for 2003-2006, by Programme (Million

Drams)
Financed Programs 2003 2004 | Change, Difference 2005 | Change, Difference| 2006 @ Change, Difference
Planned |Forecast. % Forecast % Planned %

\ 1 2 3 6P G2 4 | @B @43 | s G4 54

1. Hospital care, 11 485.5 12 087.0 5.2 601.5 13 500.0 11.7  1413.20 14 300.0 5.9 800.0
Including

1.1. Tuberculosis treatment 548.3 712.8 30.0 164.5 800.0 12.2 87.2 848.0 6.0 48.0

1.2. Treatment of intestinal and other 367.9 478.3 30.0 110.4 534.0 11.6 55.7 566.0 6.0 32.0

infectious diseases

1.3. Treatment of sexually transmitted 48.1 62.5 30.0 14.4 70.0 12.0 7.5 74.0 5.7 4.