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ECONOMIC ANALYSIS 

1. This document provides the economic context and contributes to the justification of the 
loan size for the Infrastructure Sustainability Support Program (Phase 2) reflecting Armenia’s 
development financing needs, the strength and impact of reforms, economic benefits and 
implementation costs, with reference to specific development expenditures.1 
 
A. Overview 

2. Economic overview. Armenia’s gross domestic product (GDP) moderated to 3.0% in 
2015 from 3.5% in 2014, as the recession in the Russian Federation and weakening demand of 
its main trading partners adversely impacted export revenues and incoming remittances. As a 
result, growth was driven by agriculture and industry expansion, and increased government 
expenditure, while private consumption contracted (for the first time since 2009) by an estimated 
5%. Inflation increased moderately to 3.7% in 2015 from 3.0% in 2014 reflecting higher food 
prices and a 30.0% depreciation of the dram against the US dollar in November 2014. Since 
2015, the dram exchange rate has been more stable, depreciating only 2% against the dollar. 
The budget deficit increased sharply to 4.8% of GDP in 2015 from 2.1% in 2014, while total 
public debt rose to 48.7% of GDP in 2015 from 43.5% in 2014, reflecting the depreciation of the 
dram in 2014.2  
 
3. Armenia’s GDP growth rate is expected to drop to 2.2% in 2016. Agriculture will remain 
the main driver of growth, followed by industry and services. Demand will remain weak as 
investment and private consumption further contract. With the expected promulgation of the new 
tax code, fiscal revenues will increase and concurrent reduction of public expenditures and 
borrowing are expected to narrow the budget deficit to 2.8% of GDP in 2017. 
 
4. Development financing needs. The International Monetary Fund (IMF) estimates the 
government’s borrowing needs at $599 million for 2016 (footnote 2). As of July 2016, existing 
loans cover $459 million, of which 34% are from domestic sources and 66% from foreign 
sources. For 2017 the IMF estimates borrowing needs of $503 million or 16% below that of 
2016. The Asian Development Bank (ADB) program loan through tranche 1 ($60 million) would 
fund 10% of the borrowing needs for 2016 and tranche 2 ($30 million) would fund 6% of the 
estimated borrowing needs for 2017. Development expenditure on roads, water supply and 
power is currently projected to be $128 million in 2016 and $131 million in 2017 (MTEF 2017–
2019). The program will finance 47% and 23% of this expenditure in 2016 and 2017 
respectively. The public debt to GDP ratio is expected to increase to 52.4% in 2016 and 54.0% 
in 2017, mainly reflecting external concessional debt. 
 
5. Cost of reforms. The reform costs include the direct cost funded via fiscal allocations or 
tariff revenue, as well as the administrative cost associated with establishing policies, legal 
amendments, training, and adopting reforms through agencies in the road transport, water 
supply and sanitation, and power sectors.  
 
6. Direct costs include: (i) increased allocation for road maintenance funding during 2017-
2019, (ii) increased capital and maintenance expenditure for water supply and sanitation as 
specified in the lease contract effective January 2017 funded by increased tariff revenues, (iii) 
increased budget allocation for the Public Services Regulatory Commission (PSRC), (iv) 
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installing traffic count stations and conducting surveys on road condition, (v) establishing a new 
planning and investment planning department at the State Committee for Water Economy 
(SCWE), and (vi) conducting an independent audit of the contracted water lessee. Cumulative 
incremental budget allocations for road maintenance for 2017–2019 will total $35.3 million 
equivalent and are included in the government’s medium-term expenditure framework and the 
draft lease contract for the single water concessionaire provides for at least $79 million 
equivalent of capital and maintenance cost during 2017–2031. Indirect costs include staff time 
required in formulating and administering the execution of reforms. Table 1 provides a 
breakdown of the adjustment costs, estimated at $67.1 million equivalent for 2016–2019. 
 

Table 1: Program Adjustment Costs 2016–2018  
($ million equivalent) 

Source: ADB and Government of Armenia estimates. 

 

7. Estimated Economic Benefits of Program Reforms. The Infrastructure Sustainability 
Support Program (Phase 2) supports the Armenia Development Strategy for 2014–2025 

Item Amount 
Output 1 - Improved public financial management and utility regulation 13.5 
1. Program budgeting executed in all government departments 3.0 
2. Power and water supply sector regulator, Public Services Regulatory 
Commission (PSRC), strengthened 2.0 

 
Staff time  2.5 

 
Additional budget to PSRC 6.0 

Output 2 - Increased financing and improved operations in the road 
sector 25.0 
1. Increased road maintenance funding 

 
 

Additional road maintenance budget  16.0 

 
Staff time for revising and implementing fuel tax regime 1.0 

2. Improved management of capital investment and maintenance activities in 
the road sector  
 Staff time  3.0 

 
Traffic count guidelines, installation of traffic count stations and 
equipment, conduct road condition survey  4.0 

 
Improve Armenia Road Directorate authority to execute road 
maintenance 1.0 

Output 3 -  Increased financing and improved operations in the water 
sector 24.1 
1. Increased water supply and sanitation funding 

 
Preparation, negotiation, and signing lease contract increased funding for 
capital expenditures and maintenance 11.6 

2. Improve drinking water services 

 
Establish investment planning and management department (SCWE)  6.0 

 

SCWE plan to reduce non-revenue water and monitor execution water 
sector strategy  2.5 

 
Independent performance audit of the water concessionaire 1.0 

 Staff time 3.0 
Output 4 – Increased power sector competitiveness and revenue 
generation 4.5 
3. Improve revenue generation in the power sector 

 

 

stakeholder consultation, review and amend the Energy Law to enable 
cross boarder energy trading, and establish grid code to execute cross 
border trading 3.0 

 
Appoint independent directors for public and private utilities 1.5 

Total adjustment costs 67.1 
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including priorities for growth in employment, developing human capital, improving social 
protection systems, and modernizing public administration and governance. The economic 
benefits from the program reforms based on the program outputs for 2016–2019 are estimated 
at $339 million (Table 2). 

 
Table 2: Economic Benefits of Program Reforms 2016-2019 in $ million equivalent 

Item Amount 

1.Public financial management and regulation 
 

 
Impact of improved regulation 32 

2. Road sector 
 

 
Road rehabilitation efficiency fiscal savings 8 

 
Benefits to road users 106 

 
Increased revenue from fuel tax reform 63 

3. Water sector 
 

 
Fiscal savings on operational expenditures 36 

 
Reduced subsidies to water utilities 33 

 
Increased revenues through reduction of non-revenue water 24 

4. Power sector 
 

 
Increased power export sales revenue 37 

Total Economic Benefit 339 
Source: ADB estimates. 

 
8. Improved Public Financial Management and Regulation. The transition from line item 
to program budgeting supported by the program will improve the efficiency of expenditures by 
prioritizing better performing programs, improve fiscal discipline and enhance transparency. 
Program budgeting will also promote greater accountability in public service delivery and will 
lead to greater economic and social benefits. 
 
9. Regulation of utility services is critical in the pursuit of economic efficiency, typically 
determined by price, service quality and competition. Utility regulators help ensure reasonable 
tariffs are charged to consumers and reliable services provided. International research suggests 
that an increase in the quality and effectiveness of regulation is, on average, associated with an 
approximate 0.6%–0.9% increase in economic growth.3 A 0.6% increase in GDP growth would 
represent an additional $32 million to GDP. Sound utility regulation provides confidence in a 
predictable investment climate. The improved independence and accountability of the PSRC will 
benefit consumers and the regulated companies, and will contain the fiscal burden for the 
government. 
 
B. Increased Funding and Improved Operations in the Road, Water, and Power 

Sectors 

10. Road Sector. An adequately empowered Armenia Roads Department will substantially 
improve the effectiveness of road expenditures that is hampered by red tape and a multitude of 
involved departments. Also, improved financing and better maintenance techniques, including 
the use of international roughness index for prioritizing maintenance work, performance-based 
maintenance contracts, and a more efficient and independent Armenia Roads Department 
which is able to conduct road maintenance in a more comprehensive manner, will reduce road 
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rehabilitation expenditure needs. The government spent $8 million in 2016 on road rehabilitation 
(excluding donor funding). A reduction of this budget item by 30% over 2016–2019 due to better 
maintenance will save $8 million equivalent. 
 
11. Improved maintenance will provide significant economic benefits to road users, resulting 
from increased access to markets and services including education and health, and reduced 
transportation costs via reduced travel time, lower fuel expenses, lower accident rates, and 
lower vehicle maintenance costs. Greater economic activity will be facilitated through improved 
transport connections and market linkages, which will promote growth and improve government 
revenue. An ADB study estimates that for every additional $1 spent on road maintenance in a 
developing country, road users save $3.4 The Infrastructure Sustainability Support Program 
(Phase 2) provides an additional allocation of $35.3 million for road maintenance over 2016–
2019, which will result in an estimated benefit of $106.0 million to road users.  
 
12. The fuel tax revenue increase supported under the program includes the introduction of 
a 20% value-added tax on diesel, and excise tax increases for diesel, petrol, and compressed 
natural gas, which will result in additional government revenue of approximately $21 million per 
annum. This will provide additional fiscal revenues of $63 million equivalent in 2016–2019. 
 
13. Water Sector. Benefits will be realized from improved maintenance and better asset 
management of the piped network by the SCWE in the form of long-term maintenance cost 
savings. Engagement of the single water concessionaire will save fiscal expenditures related to 
water supply operations of $12 million equivalent per year,5 representing $36 million of fiscal 
savings over 2016-2019. In addition reduced subsidies to the water users will also result in fiscal 
savings of $11 million per year, or $33 million over 2016–2019. 
 
14. The single concessionaire will be required to reduce non-revenue water (NRW) under 
the lease contract, reaching at least 9% reduction of NRW by 2020 and 30% by 2031. NRW on 
average is 77% of production volume, with a value of $133 million in 2015. Based on the current 
volume of water losses and prices, an average reduction of NRW of 6% by 2019 will result in 
cost savings totaling $24 million during 2017–2019. There will also be economic benefits for 
consumers with the single concessionaire contract effective in 2017 via increased accessibility 
to water supply (connecting the 560 communities currently off grid), and increased daily duration 
of water supply and improved water quality standards. Additional health benefits will also result 
from improved sanitation. 
 
15. Power Sector. A more efficient and competitive power market will bring economic 
benefits in the long run. The transition from a single to a multi-buyer market model will increase 
revenues for power producers and benefit consumers through competitive market-based 
pricing. Power consumers will also benefit from more reliable power supply and reduced cost of 
providing back-up power generators. The most significant economic benefits lie in the export of 
the structural surplus power generated in Armenia to the European Union and other neighbors, 
via a revised Energy Law and grid code supported under the program. The potential annual 
export sale revenues of power are estimated at 830 gigawatt-hours, or $37 million equivalent.6 
Such increased revenues will improve the profitability of power producers and distributors and 
provide the potential for renegotiating concession contracts and reduce fiscal contingent 
liabilities in the power sector.  
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