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I would like to thank the sponsors of this event, the Armenian Educational Foundation Chair in Modern Armenian History, the UCLA Department of Economics, the Center for Near East Studies, and the Armenian International Policy Research Group for inviting me to participate at this conference in honor of professor Alchian. 
Background

Let me start by explaining the motivation for the book. As the Fund has been involved with Armenia since 1994 through technical assistance and financial support, we felt it was important to take stock of what the country has achieved and what remains to be done. At the same time, the case of Armenia is interesting because of its exceptionally strong economic performance in recent years despite a lack of natural resources and regional isolation. 

In the book, we begin with an analysis of the policies in the mid-1990s and then focus on the factors behind the more recent period of double-digit economic growth and poverty reduction. In my presentation today, I will then summarize the reforms undertaken and the economic performance and comment on the main lessons and the challenges that lie ahead.

The period between 1988 and 1994 was particularly difficult for Armenia. The economy was essentially state-run, and relied entirely on its integration with countries in the former Soviet Union. A severe earthquake, the breakup of the Soviet Union and disputes with neighbors led to a drastic decline in standards of living, high unemployment, triple-digit inflation, and large-scale emigration.
Several early reforms, initiated between 1994 and 1998, attempted to revitalize the economy. The reforms focused on privatizing land holdings and enterprises, and liberalizing prices, trade, and the foreign exchange regime. These policies adjusted relative prices and incentives, setting the stage for a period of market-driven capital formation. The economy rebounded in the second half of the 1990s, and inflation declined to single-digit levels.
Recent developments
As the 1990s ended, however, a number of remaining imbalances continued to constrain economic performance. Over 50 percent of the population still lived in poverty and emigration to other countries continued. The fiscal position was weak and hampered by the accumulation of internal and external payments’ arrears. Furthermore, corruption and mismanagement in state-owned energy and water companies generated large inter-enterprise arrears and a build up of public debt. Lastly, the banking sector entered into a difficult period that saw the collapse of about one-third of the commercial banks. 
In the face of these concerns, the government launched in 2001 a renewed stabilization and reform effort. Comprehensive reforms were introduced in the fiscal, banking, and energy sectors and these reforms were later aligned with a poverty reduction strategy. The key goals were to boost growth through tax reform and deregulation, restore confidence in fiscal management and improve expenditure control, restructure the energy sector, and clean up the banking system.
On tax reforms, Armenia simplified and reduced its corporate and income tax rates, removed some exemptions, and introduced a turnover-based tax for small businesses. To improve the environment for private sector activity, the government also took steps to enhance tax legislation, simplify licensing procedures, introduce a new criminal code, and disseminate pertinent laws and regulations. 

To restore confidence in fiscal management, Armenia needed to control expenditure, realign budget priorities, and clear domestic and external arrears. The government implemented a two-year arrears repayment plan that cleared all arrears by mid-2003. Once the plan was completed, interest rates and government debt service fell. After 2001, government budgets became more prudent, which meant cuts in nonpriority expenditures and sensible increases in subsidies and public sector wages. In addition, in conjunction with the preparation of the PRSP in 2002, the authorities began integrating the policies envisaged in that strategy into the budget process and increased expenditures in public infrastructures and in the social sectors.
Another main source of fiscal instability was the energy sector. Corruption, inefficiency, and inter-enterprise arrears had contributed to a decade of large quasi-fiscal deficits. A fundamental shift in ownership and corporate governance was needed to address these deficits, and the authorities responded by reforming and/or privatizing state-companies, introducing new audit and cash management systems, and improving financial management.     

Financial mismanagement in the energy sector also exacerbated an already vulnerable banking sector. The central bank had to intervene and subsequently close or rehabilitate eight problem banks, while breaking the link between the banks and key state-owned energy companies. The authorities also moved to shore up the banking sector—introducing a new bank bankruptcy law and enforcing stronger provisioning requirements that encouraged banks to reduce their exposure to the energy sector. Improvements in banking supervision also helped to confront the underlying sources of the banking crisis—namely, connected lending and fraud.

Lastly, actions such as simplifying the licensing of companies, streamlining property registration procedures, sharing credit information, shortening the time for enforcing court judgments in the settling of economic disputes, and introducing a new criminal code were essential to improve the business environment. 

At the end of this process, several surveys revealed improved confidence in fiscal management and in the economy. The review of transition indicators compiled by the European Bank for Reconstruction and Development showed that by end-2005 Armenia topped the CIS states in nearly all areas of structural reforms. A lagging area was tax and customs administration, where spotty progress slowed the growth of tax revenues. Similar results are seen in the survey of governance indicators compiled by the World Bank. In addition, going by the most recent index of economic freedom compiled by the Heritage Foundation, Armenia ranked 27th, surpassing developed countries like France, Norway, and Spain. 
Economic indicators also showed impressive results. A stable economy and the aforementioned reforms laid the groundwork for an improved business environment and higher levels of investment, foreign financing, and donor assistance. Foreign resources (loans and transfers) helped supplement low domestic savings and facilitated higher levels of consumption and investment. Exports boomed alongside a marked improvement in real GDP and reductions in poverty and inequality. 
Between 2001 and 2005, the deficit of the general government was cut down from 6 percent of GDP to 2 percent, the deficit of the energy and water sectors fell from 4.4 percent of GDP to near balance, the external debt to exports ratio fell from 132 percent to 60 percent , the investment to GDP ratio rose from 20 percent to an average of 24 percent, economic growth averaged 11 percent per year, inflation 3 percent per year, and quite importantly, poverty and inequality fell by about one-third.
Main lessons
As a way of reflection, let me now turn to the main lessons from the recent development process. What do we see as the key factors behind Armenia’s successful experience so far? 

First, the quality of the policy package. The focus on a relatively well-sequenced set of reforms and on the right mix of policies to stabilize and deregulate the economy has paid off well. For instance, the sequencing of reforms in the mid-1990s through price, trade, and foreign exchange liberalization followed by a steady privatization process were essential to change relative prices and incentives and set the stage for the subsequent period of economic transformation. Similarly, the policy package adopted in 2001-02 was based on a careful diagnosis of the problems and the targeting of the main constraints on growth at that time.  
Second, commitment to reforms. Despite occasional slippages, there was a strong commitment by the authorities to the reform process. Despite political problems and instability in 1999 and 2000, the government recognized since early in the transition that macroeconomic stability was a precondition for success and, when stability was threatened, moved to eliminate the underlying imbalances. 

Third, minimal government intervention. An important feature of the Armenian experience is minimal government intervention in the economy, leaving ample room for the expansion of the private sector. This encompasses low and rather uniform profit tax rates and trade taxes, a restricted role for the state as a producer of goods and services, minor non-tariff barriers, and a non-intrusive industrial policy where the government does not pick winners but rather acts to remove bottlenecks and facilitate investments.  

Fourth, public investment. At a time of fiscal restraint, investment in the public infrastructure rose. Between 2000 and 2003, total government spending fell from 27 percent of GDP to 22 percent, while capital expenditures rose from 4 percent of GDP to 6 percent. Public investment generated a number of externalities that encouraged private sector growth. 

Fifth, the role of the diaspora. The Armenian diaspora has been an important factor in strengthening commercial linkages and complementing domestic investment. Remittances have also become more important in recent years and contributed to higher domestic demand.  
Challenges ahead
Now back to the present. Despite the progress made, income per capita in Armenia is about US$1,000 per year. Moreover, while economic growth remained at double-digit levels in 2005, the sustainability of such growth over the long run is not assured. In fact, the experience of other countries show that while jumpstarting an economy after adverse shocks is feasible, it is much more difficult to sustain high economic growth over periods of five years or more. 

So what can Armenia do to maximize its chances of success going forward? Over the next few years, economic growth, exports, and capital formation will need to become more broad‑based and generate employment. In addition to the importance of maintaining macroeconomic stability, we argue that Armenia’s fiscal framework and the banking system have to play a more prominent role than in the past in supporting private sector growth and channeling resources to their best possible use. In addition, the proper functioning of key economic institutions and effective anti-corruption policies can support growth by lowering transaction costs and increasing rates of return on investment. Armenia has indeed made substantial progress in setting up these institutions, but some are not yet functioning well and the reform agenda remains to be completed.  

In the fiscal area, one key challenge is to reform tax and customs administration as corruption in collection agencies has been a key obstacle to a better business environment. Both agencies could function with greater transparency and accountability. These problems can be solved by revamping tax and customs administration and ensuring that collections are based on risk-based methods instead of targets and discretion. On the expenditure side, the government needs to focus on the efficient provision of health care, education, water, and sanitation services, and improvements in basic infrastructure, especially in the rural areas. This requires capacity building, as well as greater transparency and accountability. Lastly, we mention the importance of planning and saving fiscal resources for the decommissioning of the nuclear power plant and for funding and reforming the pension system. 

Although the banking system has strengthened in recent years, financial intermediation could be increased by improving corporate governance and the enforcement of financial contracts. The recent amendment of the Law on Banks and Banking provides the framework for the needed improvement in corporate governance of banks and for increasing the effectiveness of banks’ audits. In addition, Bank ownership and borrowers’ financial conditions will need to be more transparent, and the judiciary needs to enforce creditor rights and collateral recovery more efficiently. Actions in these areas, which are part of the policy agenda for the near term, will help lower lending interest rates and bolster financial intermediation. 

Another key challenge is to sustain the recent export expansion. Beyond the proper implementation of fiscal and banking sector reforms, we explore the extent to which Armenia’s economic potential is constrained by closed borders. While the precise effect is difficult to quantify, simulation techniques suggest that regional integration through a removal of artificial trade barriers could increase trade by about 40 percent. This highlights the importance of resolving outstanding disagreements with Turkey and Azerbaijan. In the meantime, Armenia’s export-led development process will benefit from improvements in customs administration.

To wrap up, we make the case that Armenia’s success so far owes a lot to a good packaging of reforms adapted to local needs and constraints as well as commitment in implementation. We also contend that going ahead with the remaining reforms and ensuring the proper functioning of key institutions are critical to provide the foundation for sustained growth in the future, and that these actions require primarily a renewed dose of political resolve.    
Let me just conclude with a broader reflection on today’s discussion. While our understanding of the set of policies and conditions behind sustained economic growth in low-income countries and the complex linkages between growth and poverty reduction is still incomplete, we do know that such growth does not take place in an environment of macroeconomic instability, low investment, financial underdevelopment, distorting trade barriers, or weak economic institutions. We also know that country experiences reveal substantial differences in initial conditions, constraints, and institutions, and that much of the work in designing economic policies must take into account these country-specific characteristics. The discussion today can also be an opportunity to look at the extent to which Armenia fits these views and to reflect more broadly on Armenia’s development challenges. 

