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large loan applications, not because of a liquidity
crunch, but due to extreme caution.

Government initiatives to develop tourism as a
priority sector of the economy have led to an
expansion in the hotel and restaurant businesses.
More than 200,000 foreign tourists visited
Armenia during the first half of 2008, 13 percent
more than in the first half of 2007. Ongoing
projects in Dilijan, Tsaghkadzor and Jermuk will
further expand the range of touristic offerings
and upgrade available facilities, hence
strengthening Armenia’s position as a tourist
destination. The effective public-private
partnerships that led to what is considered a
success in the development of Tsaghkazor (a ski
resort in the winter, a forest environment in the
summer) will be duplicated in Jermuk, which the
Ministry of Economy is preparing to promote as
a spa resort. The government’s own
commitments for the Jermuk region are near
US$100 million.

ECONOMIC POLICY

The newly adopted revised Poverty Reduction
Strategic Program (PRSP) with the new title of
Sustainable Development Program (SDP) is
expected to become the backbone of Armenia’s
economic policy. It is considered an overarching
strategic document that sets a comprehensive
framework for various government policies and
programs, including medium term budgetary
expenditures. The previous version of PRSP
(2003) was believed to focus primarily on policy
goals, rather than concrete mechanisms for
attaining those goals. It also did not address
fundamental issues such as the sustainable drivers
of growth, key competitive advantages,
weaknesses, and other contextual issues.

The government has highlighted

tourism, health care, education,

business environment and the

financial sector as focus areas for

national programs

The government believes the new title reflects an
important paradigm shift. Until recently,
economic policy goals have had a predominantly
social and infrastructure focus. High rates of
economic growth and an improved budgetary
situation, accompanied with substantial donor
assistance, allowed the government to invest in
physical and social infrastructure. While this has
resulted in notable improvements, the economic
impact has been limited. By refocusing its main
strategic document, the government is attempting
to shift the context of its policies to economic
development.

The new SDP identifies economic development
as the first pillar of future policies and includes a
special section on Economic Development
Strategy. The SDP sets out the following three
main priorities:

· Ensuring sustainable and high economic
growth

· Implementing active social policies
targeted at vulnerable segments of the
population

· Modernizing governance institutions

As prescribed in the SDP, the strategic directions of
Armenia’s economic development policy will be

· implementation of targeted regional
policies aimed at the reduction, or at
least alleviation, of regional disparities
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· intensification and acceleration of
second generation reforms, with
particular focus on institutional
development and modernization and,
specifically, legislative and institutional
approximation to EU standards

· improvement of the business
environment, in particular by ensuring
free economic competition and
limitation of monopolies, which in turn
will create equal opportunities for
economic activity

· promotion of exports and greater
involvement in the global economic
system, including intensification of
integration processes with the European
Union, within the framework of
European Neighborhood policy

· increasing the productivity and
international competitiveness of
Armenian businesses, and creation and
development of elements and
institutions for a knowledge-based
economy.

The creation of the Pan-Armenian

Bank, an idea born prior to the

urgency of the current situation, is yet

another ambitious initiative

The SDP aims at a gradual reduction of the
poverty level in Armenia from 26 percent in 2006
to 6.8 percent in 2021, with extreme poverty to
be eliminated in 2015.

Recognizing the need to revise strategies and
policy tools, the Government of Armenia is

actively exploring specific policy initiatives and
intervention mechanisms. The government has
highlighted tourism, health care, education, business
environment and the financial sector as focus areas
for national programs. However, specific
mechanisms, as well as resource commitments for
these projects are still largely unclear.

Various government ministries and agencies have
drafted concept papers and strategies with the
aim of pinpointing and securing support for the
most viable projects. These range from the
rationale and ways to develop the IT sector,
tourism, and crafts to transforming Gyumri into a
techno-city, and creation of a financial center in
Dilijan. Reactions have been mixed, especially with
regard to the latter.

The creation of the Pan-Armenian Bank, an idea
born prior to the urgency of the current situation,
is yet another ambitious initiative. It is to be
launched in late 2008 or early 2009 with an
authorized capital of US$ 100 million. It is
planned in the form of an open joint stock
company, co-funded by the government and the
world’s leading financial institutions and private
investors. Its mission will be to utilize the
advantages of the Armenia-Diaspora connections
and the transnational Armenian network, and
create resources to fund knowledge-intensive and
innovative projects in cooperation with the
National Competitiveness Council of Armenia,
which has been created to increase economic
competitiveness through public-private joint
efforts. This Council is a promising attempt to
establish a sound forum for public-private
partnership, initiate strategic projects and secure
appropriate funding. Thus far, the activities of the
Council have been limited and the
underrepresentation of local business community
has been a key concern.

THE GLOBAL CRISIS AND THE ARMENIAN ECONOMY



47

CIVILITAS FOUNDATIONARMENIA  IN  2008

INSTITUTIONAL REFORMS

Armenia’s economic development hinges on the
formation of a predictable, level field for new
and old, large and small entrepreneurs. This is the
government’s challenge, now as never before,
especially in this time of crisis. The President and
the Prime Minister have both addessed subject.
But it will require bold, consistent reforms of a
new kind – second generation reforms – to
restructure the institutions and adjust the business
traditions which underpin Armenia’s economy.

The most serious threat to the effective
implementation of reforms is likely to be
insufficient political will and decisiveness,
inadequate human resources (both quantity and
quality), as well as resistance from those who
stand to be affected by such changes. The
institutions most in need of reform are taxation,
customs, banking and securities. These institutions,
reformed, will open the field to normal
competition, fair taxation and collection,
dependable capital and credit.

According to many international reports, tax and
customs issues remain the most problematic.
Flawed tax and customs administrations have
seriously distorted Armenia’s business
environment and created unequal competitive
conditions. The government declared reforms in
these two areas to be of crucial significance for
the improvement of the economy. There was
ample reason for the government to tackle these
areas first.

International best practice, especially the European
Union experience was benchmarked for tax
administration reforms. A detailed diagnosis of
administrative and institutional capacities, along
with the recommendations of the IMF and

World Bank, were used to develop the 2008-2011
Program for Tax Administration Strategy. The
political strategy of this new document is a
significant shift, and professes to address the
needs of the taxpayer, in order to more efficiently
increase tax revenue while not hampering
entrepreneurship.

As a result, a package of taxation laws was
adopted in August. Amendments have been made
to the laws “On Value Added Taxes,” “On taxes,”
“On profit tax,” “On income tax” and “On
obligatory social insurance payments”. As an
immediate step, the law on the controversial
“Simplified tax” will be abolished in January 2009.
The problem was not in the idea of a simplified
tax structure, but in the way it was implemented,
allowing very large enterprises to be classified in
this category. In general, small and medium sized
businesses supported the changes, hoping that this
would alleviate some of their tax burden. Where
annual turnover in the SME sector is lower than
100 million AMD, it will be exempt from monthly
VAT payments and will be eligible for the
simplified profit (income) taxation mechanism.

In addition, a simple mechanism of “privileged
payments” is planned for the self-employed with
an annual turnover of less than 5 million AMD.

The system of VAT refunds is also being
reviewed, in order to relieve exporters from the
cumbersome and prohibitive process. There is
also the possibility that by 2010 the state will pay a
penalty for delaying refunds of excess VAT
payments (collected at the beginning of the
process, as goods enter the country.) For the state
to take on such responsibility is a radical and new
approach and will have a definite and positive
impact on the country’s business climate if
implemented in the spirit of the law.
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The most serious threat to the effective

implementation of reforms is likely

to be insufficient political will and

decisiveness, inadequate human

resources (both quantity and quality),

as well as resistance from those who

stand to be affected by such changes

There are other measures which seek to infuse
confidence into a skeptical business environment.

Since July 2008, a new complaint system has been
in effect, thus significantly improving procedures
and transparency in the tax service. There are
doubts, nonetheless, about the impartiality of this
new system.

There is also a simplified procedure for
submission of reports in order to minimize the
necessity of regular interpersonal contact,
considered a potential opportunity for corrupt
practices.

A pilot system for selecting those taxpayers
subject to a tax audit is now in place. With audit
selection based on risk assessment instead of a tax
officer’s discretion, it is expected that this
mechanism will reduce the arbitrariness in the
selection process which has allowed the process
to become a tool for “punishing” a business or
businessman.

Similar wide scale reforms aimed at strengthening
the overall institutional capacity of the customs
administration are also in place. These reforms
aim to improve customs valuation rules, to use
risk-based, rather than discretionary, customs and
post clearance controls, and to enhance the

operational capacities of the customs
administration through the use of new
technologies and improved professional skills. The
adoption of a Customs Ethics Policy is also part
of the plan.

Although some of these new methods have
already been introduced, the effect on businesses
is unclear.

The absence of a fair and competitive
environment in the most lucrative sectors of the
economy, such as the import of key
commodities, including sugar, wheat, fuel, is
widely regarded as one of the most fundamental
challenges to Armenia’s economy. The dominance
of this sector by specific business groups is
attributed to their close personal ties to senior
government officials.

The government’s efforts to ensure a fair
competitive environment include strengthening the
institutional capacity of the State Commission for
the Protection of Economic Competition.

The Commission investigated anti-competitive
developments in the liquid natural gas market
when gas prices increased as a result of
elimination of subsidies in May 2008.  The
Commission also dealt with possible anti-
competitive agreement cases in the financial sector
related to the activities of banks and insurance
companies in the consumer credit market. This
was the first case of effective cooperation
between the Commission and the Central Bank
of Armenia.

The Commission expressed its concern at the
situation in the flour and bread market, where
vertically integrated entities with dominant market
positions operate. The Commission also revealed
abuse of dominant market position in
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telecommunication market, as a result of which
ArmenTel CJSC has been accused of violating
competition rules in dealing with internet service
providers.

The Commission’s effectiveness is, however,
limited by serious impediments to enforcing its
decisions, and a lack of appropriate capacity in
the judicial process without the professional
capacity to address competition issues.

The presence of a large shadow economy
seriously misrepresents the market and creates
favorable conditions for selected businesses.
Some state entities can essentially distort
competition by their decisions and proposed
legislation. In countries with widely spread
informal institutions, including Armenia, the
authorities tasked with ensuring free competition
are often too weak to function effectively.

The banking sector remains institutionally sound
but plays too small a role in financing the
economy. Currently 22 commercial banks with
364 branches operate in Armenia.

Still, the banking sector lags behind comparable
countries. Capital to assets ratio in 2007 was at the
level of 22.5 percent, which illustrates the
inadequate level of deposit and other credit
recourses (i.e. loans from international banks)
secured by local banks. Domestic loan to GDP
ratio, equal to about 13.5 percent in 2007, is one of
the lowest among European and Central Asian
countries, despite the fast growth in lending
volumes in recent years. This is evidence that the
role of the banking sector in financing the real
sector is extremely low. Interest spread was 10.8
percent, pointing to the ineffectiveness of banking
operations, the lack of competition among banks,
the strict regulatory normative basis (as a result of
inflation-targeted policy) and the unnecessarily high

levels of perceived risks. Moreover, the banking
sector is still rather “small-scale,” as evidenced by
the low banking assets to GDP ratio (24.3 percent).
Although such strong regulations do not feed
economic growth, they do appear to have attracted
considerable foreign interest and even allowed the
sector to avoid the impact of the first wave of the
global financial crisis.

The Commission’s effectiveness is

imited by serious impediments to

enforcing its decisions, and a lack of

appropriate capacity in the judicial

process without the professional

capacity to address competition issues

The entry of several important foreign financial
institutions is expected to trigger fast growth. The
French Credit Agricole, German ProCredit, the
Russian Troyka Dialog, VTB and Gazprom banks
have all entered the Armenian banking sector. This
will definitely intensify competition within the
banking system and potentially lead to a decline in
the interest rate spread in the long-term. In the
short-term, however, interest rates have already
begun to rise due to the impact of the financial
crisis.  Moreover, the entry of such reputable
banks is expected to provide transfer of
knowledge and expertise, and help introduce new
financial products in the market.

This year also brought new institutional
developments to the banking and financial sectors.
Early in the year, the banking supervision system
was introduced. The Law on Covered Mortgage
Loans introduced new instruments in the
mortgage market, which may serve to boost
mortgage lending in Armenia.
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The Law on Asset Securitization and Asset
Backed Securities may help develop long-term
financing for the business sector, once the global
asset-backed securities markets recover.

Several pieces of legislation strengthen consumer
protection and the development of the securities
market. The Law on Attracting Bank Deposits
sets the rules regulating the opening of deposit
accounts. The Law on Consumer Credits
regulates the bank-customer relationship in credit
agreements. Within the same pool, the Law on the
Financial Ombudsman is envisaged as a quick
response tool for protection of consumer rights.
The recently adopted Laws on the Securities
Market and on Insurance and Insurance Activities
are based on European standards and have
opened new opportunities in those sectors of the
economy. The NASDAQ-OMX group has
become the owner of the Armenian Stock
Exchange and Central Depository, and the largest
Russian insurance company, RosGosStrakh, has
entered the Armenian market. Nevertheless, the
new regulations are insufficient to put the
securities market on a fast growth track, since this
is a new institution in Armenia, and will require a
change in traditional thinking, business
environment and corporate perceptions.

OUTLOOK 

· The global economic crisis will continue
to worsen. Therefore, the impact on
transition countries, including Armenia,
will continue to be substantial.   

· There will be a considerable decrease
both in Armenia’s rate of economic
growth and in consumer demand, both
conditioned by external factors, such as
a decrease in inflow of funds, especially

remittances, and by internal factors, such
as the government’s restrictive fiscal
policies. 

· The current policy of pegging the
exchange rate exacerbates external
imbalances and will be difficult to
sustain in 2009. Maintaining the strong
national currency will continue to cause
an increase in the level of imports and
hurt exports, thus increasing the trade
deficit. Export growth decline will also
be aggravated by the fall of metal
prices and weak external demand. 

· The Central Bank has already lost US$
200 million or 12 percent of gross
reserves since the beginning of the year
because of heavy intervention to
protect the AMD.  There is also a high
likelihood, especially if the current
balance of payments trend continues to
worsen, that the Central Bank’s net
international reserves will also fall below
the IMF benchmark. 

· Inflation has declined to 9 percent from
the August high of 12 percent. This will
no longer be a major policy issue, in
light of a slow economy and the
international drop in commodity prices.
In 2009, inflation will not exceed 6
percent, and may even meet the budget
target of 4 percent. 

· Perhaps most significantly, the risks to
the 2009 budget are substantial. The
macro assumptions (particularly 9.2
percent economic growth) behind the
2009 budget, approved by the National
Assembly in November, are largely
unrealistic in today’s situation. By mid-
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year, the government may be forced to
seek serious amendments to the budget,
but that may be late for a business
community exhausted by tax pressures. 

· Intensifying tax collection efforts can
lead to expatriation of capital, further
deterioration of the business
environment, as well as higher prices. 

· The Government’s plan, as announced
in November by the Prime Minister,
includes some proposals in the short-
term, to ensure stability, meet growth
targets by offering new incentives,
support overall industry, boost exports,
and improve the balance of payments.

· The government intends to offer
support to new enterprises by issuing
state guarantees and subsidies and
offering equity participation. The
mechanisms remain unclear.  

· The situation in the mining industry can
only improve if the government takes
forceful and significant action. Of
course that would be difficult given
budget restraints.

POLICY OPTIONS 

To avoid the dangers threatening the Armenian
economy, to allow the right preconditions for
development, and to create qualitatively new
economic relations, the following types of micro
and macro measures will be essential. 

· A coherent stimulus package,
introduced early in 2009, with a focus
on public works, to boost economic
activity and generate employment  

· A more flexible Central Bank exchange
rate policy reflecting market demand
and supply conditions to help exports
and increase the purchasing power of
those who will be constrained by a
decrease in remittances

· Further enhance deposit insurance for
AMD accounts. This is doable since the
total deposits are below 15 percent of
GDP and the banks are solvent. This
will alleviate any concerns about a run
on banks in the case of a depreciated
Dram

· Properly working mechanisms to
protect property rights and exclude the
possibility of illegal acquisition and
distribution of property  

· A tax amnesty coupled with the
introduction of a liberal and
progressive taxation system 

· Differentiated tax policy to serve not
just a fiscal function, but based on
economic strategies, to offer stimuli to
certain sectors of the economy 

· Securing the necessary registration and
availability of documents and fight
against the shadow economy beginning
with big business and not SMEs, for
whom a fixed tax rate should apply,
and not graduated profit tax   

· Given the limitations in the availability
of capital for certain segments of the
economy, introduce legislation to
change the way VAT is collected at the
border, thus not depriving businesses
of liquidity even before goods are
consumed 
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· Continuing with customs reform,
quickly moving to collection based on
invoices as presented by importers, and
ceasing to assess high customs fees
which result in price increases and
consumption decrease 

· Passing anti-trust legislation together
with the creation of a genuinely
independent anti-trust agency 

· Assuring open competition and free
price formation  

· Calling for a donor conference to
present Armenia’s disadvantaged
position following the Russian-
Georgian military flare-up may alleviate
some of the adverse effects of that
albeit short-lived conflict on Armenia’s
trade with Europe and Russia. 
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Armenians are not happy.  In fact, according to
the University of Michigan Institute for Social
Research “happiness index,”1  Armenians are
practically the saddest people in the world. Of the
97 countries included in the index, only
Zimbabweans, with a happiness score of -1.92,
are more depressed than Armenians who frown
in at -1.80, just below Moldova’s –1.74. What do
the three unhappiest countries in the world,
Zimbabwe, Armenia and Moldova, have in
common that makes their people so miserable?
The fact that all three are landlocked does not
explain it. Landlocked Switzerland makes the
happiest top 10 with a sore of +3.96 and even
Kyrgyzstan smiles in at +1.59.

Could the unhappy trio’s despondency be a direct
result of how poor and underdeveloped they are?
Again, not likely. Granted, Zimbabwe and
Moldova have low GDPs per capita: around
$200 for Zimbabwe and $2,000 for Moldova.
But the same is true for happy Kyrgyzstan, which,
like Zimbabwe and Moldova, can be found in the
lower, triple-digit section of the UNDP’s Human
Development Index rankings2 . Armenia’s per-
capita GDP, on the other hand, is more than
twice as high, at over $5,000, and its performance
on the Human Development Index puts it in the
double-digit club: 83rd among 177 countries
ranked in 2008.

THE OTHER CAUCASIANS

Also in the double-digit Human Development
Index ranks are Armenia’s South Caucasus
neighbors, Georgia and Azerbaijan (ranked 96th

and 98th, and with per-capita GDPs of around
$5,000 and $9,000 respectively). How does
Armenia compare with them in terms of

happiness?  Georgians are only a little less
unhappy than Armenians. Interestingly their
happiness index score is identical to the Russians’ -
1.01. Azeris, on the other hand are noticeably
happier and, in fact, break through the doldrums
with a score of +0.13.

South Caucasians unhappy with development

Judging from the Azeris’ relatively high spirits,
freedom, democracy and rule of law are not
drivers of happiness either, at least not in the
South Caucasus.

WHERE ARMENIA RANKS IN THE WORLD
WHERE ARMENIA RANKS IN THE WORLD

1 http://umich.edu/news/happy_08/HappyChart.pdf

2 http://hdr.undp.org/en/media/HDR_20072008_Tables.pdf
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LIBERTIES, FREEDOMS AND GOOD
GOVERNANCE

Freedom House’s Freedom in the World Report
is an authoritative indicator of political rights and
civil liberties in the world but has a lag built into
how it reflects progress or backsliding, factoring
in latent trends mainly when they manifest
themselves as noteworthy events. As such, it is
best looked at several years at a time, rather than
tracked from one year to the next. The 2008
Report3  characterizes Armenia and Georgia as
“Partly Free” and Azerbaijan as “Not Free,”
assessments which have held steady for several
years now, with Georgia in the lead as the freest
(but regressing) and Azerbaijan bringing up the rear.

The more specialized World Press Freedom
Index published by Reporters Without Borders is
consistent with Freedom House’s assessment in
that it gives the South Caucasus a low freedom
grade, in this case for freedom of the press. The
2008 rankings4  place the three countries in the
southern hemisphere of the Index, and show that
all three have clearly been heading further south
compared to the year before. But in this case, out
of a total of 173 countries in the index, Armenia’s
rank of 102 places it in a relatively better position
than Georgia’s 120 and Azerbaijan’s 150.

The Economist Intelligence Unit also has a
ranking in this general category, this one for
democracy, as defined by a combination of
electoral process, pluralism, functional
government, political participation, political
culture and civil liberties. Switzerland, one of the
top ten happiest countries is also in the top ten of
this Index of Democracy for 20085  in a category

labeled “full democracies,” which is followed by a
lower category called “flawed democracies.” Of
the South Caucasus countries, Georgia and
Armenia are placed in the even lower category of
“Hybrid regimes” along with other regional
neighbors like Turkey and Russia. Azerbaijan is
firmly in the lowest category of the index,
“authoritarian regimes,” which it shares with
regional neighbor Iran. As in the Freedom House
rankings, Georgia, at 104th place out of 149
countries, comes ahead of Armenia (113th) and
Azerbaijan (135th).

Freedom and democracy in the South
Caucasus, a lopsided neighborhood

And finally corruption, as reflected by
Transparency International’s 2008 Corruption
Perception Index6 . Here Georgia has broken
away from its South Caucasus neighbors
according to this index, securing the 67th place out
of 180 countries ranked, while Armenia holds the

WHERE ARMENIA RANKS IN THE WORLD

3 http://www.freedomhouse.org/uploads/fiw08launch/
FIW08Tables.pdf
4 http://www.rsf.org/IMG/pdf/cl_en_2008.pdf
5 http://a330.g.akamai.net/7/330/25828/20081021185552/
graphics.eiu.com/PDF/Democracy%20Index%202008.pdf

6 http://www.transparency.org/news_room/in_focus/2008/
cpi2008/cpi_2008_table
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109th position (with the same ranking as its
unhappiness neighbor Moldova) and Azerbaijan is
ranked 158th. Georgia’s progress in eliminating
corruption has been impressive and all the more
remarkable against the backdrop of Armenia’s
and Azerbaijan’s retrograde tendencies. While
Armenia and Azerbaijan slid around 20 percent
each in their respective rankings between 2006
and 2008, Georgia shot up by more than 20
percent.

Transparency International’s Corruption
Perception Index: Georgia breaks free

THE FREEDOM TO MAKE MONEY

Over the course of the last year, prominent ads in
the Economist magazine have told us that
Georgia is better than blue-chip countries like
Germany and Japan in this or that aspect of
doing business. This is based on the World Bank
Group’s Doing Business Report7  which
“provides objective measures of business
regulations and their enforcement across 181

economies.” The 2008 report identified Georgia
as one of the world’s top reformers across a
number of indices, witnessing its rapid rise in the
Doing Business rankings. In the three years leading
up to mid 2008, Georgia went from 37th to 15th

place, while Armenia slid from 34th to 44th place.
The spot vacated by Armenia in the rankings was
filled by its other neighbor, Azerbaijan which shot
up from 99th to 33rd place in the same period.
Such significant fluctuations can be hard to
interpret, especially for business people working
in each of the South Caucasus countries who
might wonder why they are not noticing huge
changes in the ease of doing their particular
business.

Georgia’s progress in eliminating

corruption has been impressive and

all the more remarkable against the

backdrop of Armenia’s and

Azerbaijan’s retrograde tendencies

The picture becomes more confusing if we
compare what the Doing Business index is telling
us to the conclusions of another index focused on
economic policies in over 150 countries, the
Heritage Foundation/Wall Street Journal Index of
Economic Freedom8 . Here Armenia is the star at
28th place in 2008, although a bit of a falling star,
having lost the 14th place spot it occupied in 2006.
Still, Armenia falls in the “Mostly Free” category
along with countries like Denmark (incidentally,
the happiest place on earth, according to the
happiness index) while Georgia is “Moderately
Free” at 34th place and Azerbaijan is “Mostly
Unfree” at 107th.

WHERE ARMENIA RANKS IN THE WORLD

7 http://www.doingbusiness.org/EconomyRankings/

8 http://www.heritage.org/research/features/index/
countries.cfm
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Ease of Doing Business…

… versus Economic Freedom?

THE COMPETITIVENESS
COMPETITION

In a 1994 article in Foreign Affairs titled
Competitiveness: A Dangerous Obsession, the Nobel
laureate economist Paul Krugman took a stand
against the notion that countries compete against
each other economically the way private sector
companies compete in the market. He argued that
national competitiveness is at best “a poetic way
of saying productivity.”  And in fact, most
competitiveness gurus now define the term
competitiveness to mean, basically, economic
productivity. But ironically, one way that countries
do seem to be competing like companies might is
in terms of their rankings on the World Trade
Organization’s Competitiveness Index. Where
Armenia falls in this ranking of 134 countries and
how it does compared to its neighbors and other
comparator countries is a topic that touches the
competitive nerve of many policy makers and
analysts.

It turns out that Armenia does very badly in this
particular competition. The 2008-2009 edition of
the World Competitiveness Report9  puts Armenia
in the 97th position among 134 countries ranked.
Georgia, ranked 90th, does only a little better
while Azerbaijan is noticeable stronger at 69th. But
the more interesting insights come from looking
at some of the over 100 individual factors that
are aggregated to produce the ranking.

Armenia does well in some areas such as the
flexibility of its labor code when it comes to
hiring and firing, the flexibility of wage
determination, school and university enrollment
rates, female participation in the workforce, and
low terrorism and crime rates.

WHERE ARMENIA RANKS IN THE WORLD

9 http://www.weforum.org/documents/GCR0809/index.html
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But predictably, the structure of Armenia’s
economy is a problem for the country when it
comes to a cluster of factors that reflect the
effects of the local business elite. Armenia is
practically the worst place in the world in terms
of the “Extent of Market Domination”: 133rd

place out of 134 countries – only Mauritania is
worse. On both “Intensity of Local
Competition” and “Effectiveness of
Antimonopoly Policy” it ranks 132nd, barely ahead
of countries like Chad or Bosnia.

CREDIT-RATING-WORTHY

In 2006, Armenia was considered, for the first
time, worthy of getting a sovereign credit rating.
Given its high level of dollarization at the time,
combined with underdeveloped financial services,
and the frozen but unresolved Nagorno-
Karabakh conflict, Armenia received Fitch’s initial
“Non-Investment Grade” long-term credit rating
of BB-. By 2008, this was upgraded to a BB with
a “stable outlook,” still lower than Azerbaijan’s
BB+, but higher than Georgia’s B+ which is now
tagged with a “negative outlook.”

The three Southern Caucasus countries are also
rated by Moody’s. The Moody’s ratings are
consistent with Fitch’s: Azerbaijan gets a
“Speculative Grade” Ba1 with a stable outlook,
Armenia is rated Ba2 with a stable outlook, while
Georgia is also a Ba2 but its outlook is not
considered stable.

For the non-specialist, one aspect of these sovereign
ratings stands out: Despite the three neighbors’ good
standing in the Doing Business and Economic
Freedom indexes and their impressive economic
growth of the past several years, the South Caucasus
is still, essentially, not investment grade – it is high
risk, high returns territory.

BACK TO REALITY

Armenia’s relatively risky credit ratings make
intuitive sense to most people. But can the same
be said about the other rankings? Certainly
Armenia has a critical problem with its de facto
monopolies, but is market dominance in Armenia
really worse than in 99 percent of the world’s
other countries as the Competitiveness Index
indicates? On the other hand, does it sound right
that working in Armenia is significantly easier than
in Spain, Italy and Poland as the Doing Business
Report claims? Most observers would agree that
Armenia’s democratic institutions are far from
perfect or even flawed, but would they be
comfortable taking at face value the Economist
Intelligence Unit’s claim that Armenia does not
even rise to the level of a “flawed democracy?”
And even though few would characterize
Armenians as cheery, the idea that they are among
the unhappiest people in the world seems to have
a somewhat tenuous link with reality.

But the fact that rankings can be counterintuitive
does not mean that they are not useful. In fact,
leaving specific comparisons with other countries
aside, what they are objectively and quantifiably
telling us about the hard work that lies ahead for
Armenia is quite accurate. Armenia will have to
tame its monopolists, send its corruption into
remission, liberate its media, improve its
productivity, build up a critical mass of functional
democratic institutions, and create the conditions
for safe and profitable investment.

And do Armenians need to cheer up? Maybe not
quite yet. They are probably unhappy because their
reality does not match their expectations. This
perpetual state of dissatisfaction may be a potential
source of energy to fuel the country’s progress.

WHERE ARMENIA RANKS IN THE WORLD
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Outlook: Declining
oil prices and the
global financial crisis
will hugely affect
Azerbaijan’s
economy.
Domestically, it will
remain stable, since,
compared to the
other Caucasus
republics, the
clampdown on the
opposition is near
complete.
Azerbaijan will
follow closely
developments
between Armenia
and Turkey, and will
attempt to ensure
that the thaw does
not lead to opening
the Turkish-
Armenian border.
Russia – Azerbaijan
relations will
become more
important. On the
Nagorno Karabakh
issue, Azerbaijan
will remain engaged
in talks, but will
continue to chip
away at the
compromise
package on the
table, instead
looking for easier,
more political
venues, such as the
UN.

AZERBAIJAN

GDP Growth:
18.6 percent

Inflation:
19.4 percent

GDP:
$29.4bn

GDP per Head:
$3,521
(PPP $6,260)

Population:
8.4m

Outlook: The
economic
slowdown has
affected Georgia, as
well, but the
massive post-
conflict bailout
packages, if
delivered, will
compensate
somewhat for the
economic losses.
They will not
compensate for the
ongoing tension
between Russia and
Georgia, sure to
continue.  Serious
bickering about the
extension of
international
observation and
monitoring
missions in Georgia
will dilute the
international
presence there.
Domestic pressures
on Saakashvili to
explain the August
events will increase,
as will calls for his
resignation. In the
process, new
political forces will
emerge, attempting
to consolidate the
disaffected, and
offering an
alternative, second
pole.

GEORGIA

GDP Growth:
2 percent

Inflation:
11.2 percent

GDP:
$10.2bn

GDP per Head:
$2,315
(PPP $4,770)

Population:
4.5m

Outlook: The
economy is sure to
slow down in 2009, at
a rate that will depend
largely on
developments in
Russia and the US.
The base line scenario
could put growth in
the plus territory. In
the worst case, there
may be negative
growth, which would
aggravate social
dissatisfaction and
fuel political discord.
The political
consequences of
March 1, particularly
the trial of the top
names, will continue
to be a source of
tension. The
government will
continue to feel
cornered and unable
to act for fear of
losing power. An
opening in relations
with Turkey would
offer a positive
balance to the
domestic economic
and political crisis.
The government is
also seriously
addressing the
Nagorno Karabakh
conflict, but there,
much depends on the
Azerbaijani
willingness to
compromise.

ARMENIA

GDP Growth:
7.5 percent

Inflation:
8.5 percent

GDP:
$9.2bn

GDP per Head:
$3,068
(PPP $5,900)

Population:
3.2m

THE REGION IN FIGURES
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GDP Growth and Consumer Price Inflation indicators represent estimates for 2008. GDP and GDP per Head figures are for 2007.

Sources: The Statistical Service of the Republic of Armenia, the Economy and Values Research Center, the Central Bank of Armenia,
the Economist, Fitch’s Ratings, the International Monetary Fund, the World Bank, the European Bank for Reconstruction and
Development, Societe Generale.

Outlook: Iran’s
solitary economy
will be severely
affected by the
current crisis and
ensuing drop in oil
and commodity
prices. Hefty
government
expenditures will
suffer as well.
Despite
international
pressures Iran is
likely to pursue its
nuclear ambitions,
hence also risking
economic sanctions.
This will affect its
neighbors,
particularly
Armenia. To fend
off deeper
isolation, it will
attempt to become
more engaged in
regional processes
while keeping a
balanced policy on
conflicts, including
Nagorno Karabakh.

IRAN

GDP Growth:
5.5 percent

Inflation:
18.5 percent

GDP:
$270bn

GDP per Head:
$3,939
(PPP $9,852)

Population:
72.9m

Outlook: Slower
global and regional
demand, as well as
weaker FDI inflows,
will decelerate the
economy in 2009.
However, Turkey’s
main concerns will
continue to be
internal strife
between the AKP
vision and programs
and the ideology of
the traditional
nationalist
establishment.
Turkey will try to
define a new role for
itself in the region in
this year which will
also be important
for its EU accession
process. How it deals
with the Russian-
Georgian conflict,
the border which
remains closed with
Armenia, its
supportive role of
Azerbaijan in the
Nagorno Karabakh
negotiations process
will determine how
serious a regional
player it becomes.
Turkey will continue
to use the idea of a
Caucasus Security
and Cooperation
Platform to remain
engaged in the
region.

TURKEY

GDP Growth:
4 percent

Inflation:
10.3 percent

GDP:
$657.1bn

GDP per Head:
$9,309
(PPP $12,350)

Population:
72.6m

Outlook: Russia’s
spectacular
rebound, economic
as well as political,
was hit badly by the
global financial and
economic crisis. The
Russo-Georgian
conflict exacerbated
the economic
situation and
caused further
damage to an
already tricky
investment
environment. The
outlook remains
grim since falling
global demand is
expected to keep oil
prices down. Russia
still wants
domination over
energy transit routes
from East to West
even as it tries to
repair its ties with
Europe. It will
maintain the
Georgia stand-off,
and at the same
time re-insert itself
into the Caucasus
processes, especially
in mediating the
Nagorno Karabakh
conflict.

GDP Growth:
7.3 percent

Inflation:
14.5 percent

GDP:
$1,297.5bn

GDP per Head:
$9,131
(PPP $14400)

Population:
142.2m

RUSSIA
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