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Participatory Process in the PRSP Review

Establishment of partnership in the PRSP implementation process

L. The objectives and mechanisms to ensure the public participation and partnership
in PRSP development, implementation and monitoring process after PRSP approval
were established by PRSP implementation partnership agreement signed on October 30,
2004. The agreement stipulated the key objectives of the partnership; the rights and
obligations of the parties, as well as institutional entities ensuring the partnership —
Steering Committee, Working Group and Open Forum. The parties to the agreement
are: RA Government, communities, Armenian Apostolic Church, trade unions, Union of
Manufacturers and Businessmen and five groups of NGOs. The agreement has been
signed for a period of three years and its validity period expired in 2007.

2. According to the agreement parties, there has been a considerable progress in
perceiving each other’s position more clearly and even agreeing upon the standpoints.
Within the scope of PRSP implementation process an efficient dialogue between various
parties representing the public has launched and has deepened the confidence between
the Government and the public.

3. At the same time there are still big opportunities for further development of the
partnership and its improvement. The issues addressed both during the working group
sessions and a series of discussions organized with that purpose come to prove it.

4. In particular, the public participation and partnership experience gained within
the Armenian PRSP framework and the challenges of that process were summarized
during the discussions that took place on July 12-13, 2007. The results of surveys
conducted by independent experts were also presented. The coalitions and parties
represented in the RA National Assembly took active participation. The representatives
of all factions and parties of the National Assembly actively participated in the meeting.

5. Based on the results of the discussion, the further steps for developing the social
partnership were identified and a responsible expert group was formed during the
Working group session that took place on September 14, 2007. In the result of the
activities of the expert group the PRSP Social Partnership Concept and The PRSP Social
Partnership Agreement draft. The latter were also presented for wide public discussion
and the Social Partnership Agreement with relevant amendments have been approved
by the PRSP Working Group and PRSP Steering Committee.

The description and purpose of PRSP review participatory process

6. According to the “Poverty Reduction Strategy Paper (PRSP)” approved by the RA
Government on August 8, 2003 (decree No 994-N ), the program document shall be
revised once in two years — based on the results of monitoring and evaluation of PRSP
indicators and measures, as well as taking into account the recommendations submitted
by all concerned parties in regard to the process improvement.
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7. PRSP revision process has been launched in 2006 and the principles for its
organization and implementation have been approved on May 19, 2006 at the session of
PRSP Steering Committee. Thus, the key objective of PRSP revision participatory
process was to endure the real and targeted participation of the public so that the
recommendations and approaches of the public are at best reflected in the revised PRSP.

8. The mechanisms to ensure the PRSP revision participatory process are presented
below:
p
Public
awareness —
Nationwide
o) A discussions
(O PRsP _ g
revision Social survey to Discussions and
concept specify the priorities meetings within
Open Forum
\.
Marz discussions
I )
~ Voices of the
poor

They have also stipulated the following conceptual approaches in regard to organizing the
participatory process:

PRSP revision process should be anchored on the “bottom-up” principle, i.e. the
revision process shall be launched from the bottom — the society — up to the decision
makers in the Government;

The entities responsible for PRSP revision shall maximum support the participatory
process — to ensure the necessary environment for discussions and negotiations
between the civil society and public governance bodies;

In PRSP revision process, one should focus on how to institutionalize the PRSP
monitoring and evaluation system — taking into account the capacity building of
governmental and non-governmental organizations.

9. Thus one can state that the PRSP revision process that lasted about 2 years has
been implemented by ensuring broad participatory process. All the stakeholders of the
Armenian society have been actively engaged in it.

Social surveys

10.  Based on the fact that within the past few years Armenia has developed and
continues to implement a Poverty Reduction Strategy Paper, with numerous
institutions, organizations and individuals engaged in developing, implementing and
supervising the process, as well as taking into account that today the program needs to
be revised and rectified, a social survey has been conducted to identify PRSP revision
priorities. The survey was aimed at identifying the PRSP revision priorities from the
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viewpoint of developing, implementing and supervising parties. . There were 207 active
participants of the process included in the survey

11.  The objective of this survey was to get classified range of the PRSP revision
priorities. In this regard, according to the answers “Business and investment
environment” occupies the 1% place, with 18% received from the respondents. “Public
governance” and “Health” sectors — rated as No 1 by 15% of respondents, share the
second place. The third and fourth places occupy “Pension security” (14%) and
“Education”.

Meetings and discussions

(i)

(ii)

12. Discussions envisaged by PRSP revision concept have been organized both at
nationwide and marz levels. The findings of the issues identified by negotiation parties
and PRSP Open Forum and then summarized by the PRSP coordination and monitoring
division of RA Ministry of Finance and Economy underlied the topics of discussion. The
discussions were also based on the results of social survey implemented with the
purpose to revise PRSP priorities.

13.  The nationwide level discussions were of two types — professional and public. By

and large, there were 20 discussions organized on this level, of which 16 were
professional and 4 public. The discussions were organized in the towns of Yerevan,
Tsakhkadzor and Dilijan.

The following titles were suggested as topics for professional discussions:

Objectives of the key indicators: macroeconomic; tax and budgetary; income and
human poverty; demographic and regional disproportions;

Opportunities to include gender equality approaches in PRSP policies;

(iii) Poverty line: registration and targeting issues; inequality issues;

(iv)
(v)
(vi)

(vii

Qualitative indicators system to evaluate the efficiency of the general education;
Pre-school education system;
Guaranteed state order of medical aid;

) Effective management of water resources (rehabilitation of environmental balance of
the Lake Sevan, issues of stream water cleaning);

(viii) Present situation with the Armenian forests, issues of illegal logging and ways to solve

(ix)

(%)
(xi)

them. Issues of targeted use of environmental fees;

Issues of improvement of environmental situation in the big Armenian cities
(Yerevan);

Public service accessibility;

Demographic issues within PRSP;
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(xii) Pension system reforms;

(xiii) Increase of employment policy efficiency;

(xiv) Increase of family benefits system efficiency;

(xv) Proportional regional development and local self-governance;

(xvi) Development of public participation mechanisms and partnership.

(i)

(ii)

(iii

Public discussions included the following topics:
Issues concerning the healthcare service quality and economic accessibility of
medication;
Judicial reforms;

) Issues of population with special needs within the PRSP framework;

(iv)  Public governance reforms.

14.  The discussions organized on marz level have been only in public format. The
discussions scheduled for all marzes of the country involved all stakeholders.

15.  The topics chosen for marz discussions address the most acute local problems,
including employment, small and medium entrepreneurship, education and health
service development programs. Taking into account that the territorial development in
Armenia has generated certain challenges, as the development of marzes does not
achieve at least half of Yerevan development, one of the PRSP revision process
objectives was to solve this issue, and mitigate the difference directing the projects to
marzes.

16.  More than a thousand people participated in 18 discussions that took place in
marzes.

17.  Business environment and small and medium entrepreneurship sector discussions
organized in all 10 marzes (Tavush, Kotayk, Syunik, Vayots Dzor, Shirak, Lori, Armavir,
Aragatsotn, Ararat, Gegharkunik) included the following topics:

“Opportunities and challenges for non-agricultural employment in rural areas: access to
financial resources”;

“Issues and perspectives for the development of small and medium entrepreneurship”;

“Targeting and efficiency of employment projects”.

18. The health sector discussions organized in Shirak, Syunik and Tavush marzes
included the following topic:

“Ensuring physical accessibility of health services”;
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19.  The education sector discussions organized in 5 marzes (Shirak, Tavush, Syunik,
Gegharkunik, Lori) included the following topic:

» “Activities related to the school management systems”.

20.  The recommendations developed during the nationwide and marz discussions
have been submitted to PRSP Working group and experts responsible for PRSP revision
with a purpose to reflect them in the PRSP revised version.

Public awareness

21.  During the first phase of public awareness activities related to the PRSP revision
process numerous observations, comments and recommendations took place in media
publications. More than 20 articles, analysis, interviews concerning the PRSP revision
process were reflected in media, with the participation of PRSP Working group
members and experts. In addition, the head of the Working group took part in the
“Direct phone line” initiated by “Iravunk” paper.

22. A “PRSP revision process: results, alarms and progress trends” booklet was
published with the aim to present media coverage of discussions that took place within
the framework of public awareness raising activities concerning the PRSP revision
participatory process, as well as the issues and recommendations raised during
professional and public discussions. Another publication entitled “PRSP revision process:
results, alarms and principles” was disseminated through 10 marz papers as inserts.

23. A series of programs with the participation of PRSP Working group and PRSP
experts have been broadcast various by TV channels including H1 (“Dzeragir”); SHANT
(“Herankar”), and H2 (“Lraber”) channels. In addition, the “Hrazdan” marz TV company
initiated an extensive program about the Tsakhkadzor seminar activities. A “PRSP
achievements and progress trends” TV movie has been shot and broadcast by a number
of TV companies. The latter has been placed also on PRSP site.

24.  The www.prsp.am site regularly updates comprehensive information about PRSP
revision process placed in the section “PRSP revision”.

25. A social survey on PRSP revision participatory process conducted in 2006 by the
“Analytical-information center of economic reforms” was realized through the PRSP
site. The social survey was aimed at studying the public opinion about the following
issues: why does the PRSP approved three years ago in August 2003 need to be revised;
what are the preconditions and principles of revisions; what are the objectives of the
Armenian Government and what will the society gain as a result of such revision; how
all of these will help to improve the social state of the poor and vulnerable population;
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how will we know if the PRSP is working in the new reality (the indicators and
guidelines); as well as a number of other relevant issues.

26. 500 respondents from various marzes and communities, as well as from the
capital representing different social groups (specialists, scholars, civil servants,
pensioners, employers and the unemployed) took part in the survey.

Voices of the poor

27. A series of surveys, including the “Voices of the poor” survey conducted within
the PRSP framework were aimed at ensuring the people’s participation in the PRSP
revision process. The cornerstone of the methodology used to get the people’s opinion
was that the people are keenly aware of their own living conditions and therefore, they
should present the required data on the basis of what they know; they should analyze
their own situation; they should identify their own problems and find the best solutions;
and they should observe and assess the public policy, strategies, plans and projects
developed for them. As a result of the conducted surveys, recommendations to improve
the situation in various sectors (education, health, agriculture, social security) were
obtained.

Second Phase of the Participatory Process and the Main Results

28. After the presentation of the PRSP edited version to the PRSP Steering
Committee on December 28 2007 and was presented to all stakeholders for further
consideration. At the same time 700 copies of the PRSP edited version were published
and during the workshop organized on January 13 2008 it was presented to the 200
participants and mass media

29. For presentation of the main PRSP priorities and incorporation of
recommendations number of articles, interviews with the participation of the PRSP
Working Group members took place in media. Number of Debates and interviews were
broadcasted also by TV. Sector discussions with the involvement of relevant Ministries
and state agencies have been organized.

30.  Parallel to this, among the population of marzes and NGO representatives
discussions and meetings have been organized with the purpose of providing
information about the PRSP. Starting from January 15, 2008 workshops and meetings
have been organized in eight marzes to this end and over 600 representatives of different
organizations have taken part in the meetings. For assuring efficiency of the above-
mentioned meetings publication of friendly version of the paper was organized (700
copies)'.

! Starting form September 16-26 2008, presentation of the PRSP in 9 marzes has been organized in 9 marzes of
Armenia after its approval by the Steering Committee on September 10, 2008.

19



31.  The draft of the PRSP edited version ahs been translated and presented to all
international organizations operating in Armenia. The draft of the PRSP edited version
has been allocated also on a PRSP web page providing an opportunity to all stakeholders
to present their position about the paper./

32.  As of March 2008 comments and recommendations concerning the PRSP edited
version have been submitted by state-governance bodies (26), NGO sector (14) and the
donor community (6).

33. The following basic changes have been introduced in the paper based on the
submitted recommendations:

* Macroeconomic and fiscal framework has been completely revised taking into
account the 2007 outcomes, tendencies developed during 2008 and the current
challenges, particularly the projected increase of consumption prices and the
GDP deflator, higher nominal GDP in terms of unchanged real growth, stable
currency exchange rate has been foreseen for the whole period of program
implementation. The structure of economy has been reconsidered targeting
larger share of industry and service sectors , mostly due to reduction of
construction.

* The demographic projections underlying the project have been revised

* The paper has been revised taking into account the 2006 household survey
results. Because of changes in macroeconomic, demographic and fiscal
projections the following core projections have been revised: poverty line,
MCB, minimum and average salary rates, pension and benefit rates.

® Changes have been introduced in the certain chapters and sections devoted to
the development of certain aspects. The main changes are the following:

a) The paper reflects long-term intentions of the RA Government to achieve
leading positions in the sphere of business environment, finances, health care
and education in the region.

b) In the Economic development chapter sections devoted to the development of
financial system, changes of the structure of economy and institutional
modernization of the country have been incorporated. The business
environment improvement benchmarks have been revised.

c) The chapter of regional development ahs been added, section devoted to
introduction of e-governance and Maintaining Public Order, the principles of
related to the development of infrastructures has been expanded and are
presented by separate sections. The youth issues hev been highlighted in a
special section, a chapter devoted to the urban development has been added.
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d) In the social security chapter the principles of transition to accumulative
pension system are highlighted and presented in detail. A target related to the
basic pension has been added, Main direction of current pension system
reforms have been revised, the problems of disabled have been highlighted
and the ways of their solution have been identified.

* At the same time in all sections of the paper content and technical changes
have been introduced taking into account the comments and
recommendations of submitted by the stakeholders and the results of
discussions.

34. In April 2008 the revised paper was also presented to all stakeholders for
consideration. A joint outgoing meeting has been organized in May 2008and the paper
revised based on the recommendations submitted during the meeting has been discussed
and approved during the outgoing Working Group meeting held from September 1-3,
2008.

35.  Like in the first stage of the PRSP participatory process, in the second round of
discussions as well, representatives of different layers of society, central and local
administration representatives, NGOs, Trade Unions, business and donor community
representatives were actively involved in the PRSP participatory process and PRSP
discussions.

36.  On September 10, 2008 The PRSP Steering Committee discussed and approved
the PRSP revised document . Members of the PRSP Steering Committee, Working
Group and the donor community representatives participated in the meeting. During the
meeting it was decided to rename the paper into a Sustainable Development Program
(SDP) with the view of the fact that the paper differs from the first document by its
content and structure it is also more inclusive and can serve as a strategy for social-
economic development of the country.

37. Renaming of the paper supposes also introduction of certain changes and
amendments in the institutions and structure of the program participatory management.
However this system will be guided by the principles of exercising the participatory
management mechanisms in the implementation process PRSP which is anchored on
the ideology of social partnership.

38.  The purpose of SDP Social Partnership is to harmonize the interests of different
settings representing various public institutions, social groups and layers. It also seeks to
consolidate their efforts aimed at successful implementation of the program, monitoring
and evaluation, and if necessary revision of the paper. It is aimed at:

= Assuring equal opportunities for all stakeholders involved in the poverty
reduction and development process to present their views and interests
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* Creating preconditions for increase of program implementation efficiency
through the public participation in the decision making, policy development,
implementation, monitoring and evaluation processes.

* Contributing to the establishment of favorable environment for the civil
society.

39. According to the SDP Social Partnership Agreement the SDP Participatory
Management system should consist of two levels, the SDP Steering Committee and the
SDP Working Group.

40. For assuring efficient involvement of the civil society in the SDP elaboration,
monitoring and evaluation processes as an equal partner the SDP social partnership
institutes’ organizational system will be developed (SDP Civil Society Network). The
activities of the latter should be aimed at consolidating all stakeholders over the solution
of concrete problems, organizing and coordinating the SDP participatory process
activities, targeting successful solution of the poverty reduction problems.

41.  The SDP Civil Cooperation Network is a system which consists of Negotiation
Groups, The SDP Civil Cooperation Network Secretariat and the SDP Civil Cooperation
Network Steering Committee. The mechanisms of establishment of the SDP Civil
Cooperation Network and its structural units, the framework of right and obligations are
presented in the SDP Social Partnership Agreement. The NGO sector representatives
signing the Agreement will establish the SDP Civil Cooperation Network, including its
charter and regulations.
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1. Key Results of Poverty Reduction Strategy Paper (PRSP-1)
Implementation and Justification of Strategy Paper Revision

1.1.  Key target indicators and strategic priorities of PRSP

42. The Poverty Reduction Strategy Paper (PRSP-1) was approved by the RA
Government in August 2003 for the 2003-2015 period. Actually since the independence
of Armenia the PRSP is the first long-term strategic program aimed at social and
economic development.

43.  The main objective of the program is substantial reduction of the material
poverty. According to the program, it is envisaged to get the poverty incidence to 19.7%
by 2015 and the extreme poverty incidence to 4.1% as compared with 50.9% and 16%?
in 2001, respectively. Together with the reduction of the material poverty PRSP aims at
reducing the very high level of income inequality in Armenia from 53.5% in 2001 up to
44.6% in 2015.

44.  With regards to human poverty reduction the program was aimed at:
maintenance of the present human potential and its further development; reduction of
the human poverty expressions; improvement of the population health, reproduction
potential and welfare level, including increase of the accessibility level of the general
education and health service quality; reduction of infant and maternal mortality rate;
improvement of the quality and accessibility of drinking water and other primary
services.

45.  Such selection of PRSP-1 key objectives was conditioned by the scope of material
poverty; insufficient participation of poor people in the economic, social and political
life of the country; their “voiceless ness”, as well as by the fact that the poverty of more
than the half of the population constitutes a threat to the stability and further economic
and social development of the society.

46. Necessity to reduce human poverty, or in the wide sense, to ensure sustainable
human development was identified as the second key objective of PRSP-1 because of a
certain social perception according to which the poverty reduction includes not only
increase of the material resources of the poor, but also a substantial increase of their
opportunities to benefit from the basic social services and welfare, as well as to
participate in social and economic life of the country. In addition, the existence of high
quality human capital is the major precondition for the modern economic development,
and without it in the long-term perspective it is impossible to ensure a sustainable
economic growth.

47. In order to achieve the aforementioned objectives, the poverty reduction strategy
was composed of three major directions: a) ensuring a rapid and sustainable economic
growth; b) implementing an active and targeted social and income policy focused on the

2 According to the poverty assessment methodology used during the program development.

23



vulnerable social groups (including the poor and extremely poor); c¢) modernize the
country’s government system, including improvement of the public governance system
and provision of expansion of resource package at the disposal of the country.

48.  Provision of stable and rapid economic growth, as well as maintenance of poverty
reduction oriented economy growth and its further deepening was the PRSP-1 priority.
Based on the fact that they envisaged to supplement PRSP with RA long-term stable
development strategic program, which should deeper deal with the development and
implementation of an economic policy necessary to ensure a sustainable economic
growth, PRSP economic growth policy was mainly aimed at the poverty reduction,
provision of the participation of the poor population in the economic life of the country
and increase in the earned income. The implementation of the abovementioned policy,
which took place in 2001-2006, should become the key factor for the reduction of
material poverty.

49.  In this regard the following two directions of public policy can be identified:

* Promotion of self-employment and entrepreneurship by means of improving the
business and investment climate, as well as increase of lending resources and cost
reduction in the conditions of macroeconomic stability and liberal economic system;

* Channeling of the public investment resources exclusively to the elimination or
mitigation of those infrastructure constraints formed in the economy, which in
medium or long-term perspective might hamper economic growth or human
development aimed at the poverty reduction; in particular construction and
reconstruction of the rural roads, modernization of the irrigation system and
provision of the efficiency growth; implementation of the drinking water projects,
school reconstruction and modernization, etc.

50.  The implementation of the targeted social policy was the second main strategic
priority of t he PRSP identified for the reduction of material poverty (especially extreme
poverty) and income inequality, which together with the relevant income policy should
have been aimed at:

* In social support area: better targeting of family benefits and highest possible
involvement of the poorest population in the system. It was envisaged to increase the
sizes of the family benefits so that the food poverty threshold might be surpassed;

* In social insurance area: increase of the efficiency; transfer of payment of non-
insurance pensions to the state budget, and increase of the pension sizes so that that
they might surpass the overall poverty threshold, as well as increase of the pension
differentiation and creation of the preconditions to make a transfer from pension
based on the service period to accumulative pension system.

* In the area of income policy: giving a priority to primary incomes, in particular
ensuring progressive salary growth for the lower-paid salaried employees working in
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1.2

the budgetary and social infrastructure sectors, taking into account that the
mentioned group of employees should at least twice surpass the overall poverty
threshold, and that the legally stipulated minimal salary should be relevant to the
overall poverty threshold. Such an approach will help to solve the social issue of the
working “poor” and reduce the income inequality.

51.  The key priority underlying the human development and the human poverty
reduction policy is the progressive development of the major social services, in particular
education and health, which may be ensured through the increase of their efficiency and
accessibility. The PRSP-1 envisaged achieving the aforementioned objectives by
deepening the reforms in the mentioned sectors considering the education and primary
health as high-priority directions. In parallel with the reforms, it was envisaged to
increase the amount of public financing deemed a major means to ensure the
development of social infrastructure. In particular it was envisaged that budget
expenditures in the education sector in 2015 would increase by 1.7 percentage points of
GDP compared with 2002 and will amount to 4% of GDP. It was expected to increase
the state budget expenditures in the health sector to 2.5% of GDP in 2015 as compared
with 1.2% of GDP registered in 2002.

52.  The next priority of PRSP is to improve the efficiency of public governance at all
levels, including the development and consistent implementation of anti-corruption
strategy; increase of public participation in the decision making process through
enhanced public awareness, development of social partnership, social inclusion and
social participation.

53.  The PRSP-1 places high emphasis on the necessity to enhance the financial
capacities of the state stipulating that sustainable dynamics of economic growth should
not be hampered. It was envisaged to ensure such growth mostly by means of tax
revenues (annual increase of 0.3-0.4% of GDP) mainly through the improvement of tax
administration and simplification of the tax system and keeping the residual of the
consolidated budget within safe limits.

Key outcomes of PRSP implementation in 2003-2006

54.  The main results of 4.5 years of PRSP implementation are presented in Table 1.13.
As the table shows, the actual indicators of the material poverty and inequality are
significantly lower than those envisaged in PRSP (the reduction of extreme poverty and
income inequality should be particularly emphasized: while the actual level of extreme

3 The last column of the Table shows the year, which according to PRSP forecast is relevant to the actual value of
2006. The poverty and inequality estimates are presented as by 2005 — according to the pertinent household survey
results. The deviation of the actual and PRSP-1 envisaged indicators is calculated as relation between actual and
registered indicators — expressed in percentage. The positive deviation means that the actual indicators are higher
than the envisaged ones and the negative means that they are lower.
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poverty in 2005 was relevant to the target indicator of PRSP projected for 2014, the
Gini coefficient of income inequality in 2005 was lower than the target indicator
projected for 2015).

55.  Such a reduction of poverty and inequality was mainly conditioned by the rapid
economic growth of recent years, the actual rate of which in 2003-2006 more than twice
surpassed the PRSP forecasts*. The rapid economic growth is the major reason for the
unprecedented growth of the salaries (in 2006 the actual average salary was 68% higher
than that envisaged in PRSP), which in its turn became the major factor for poverty
reduction.

Table 1.1. Main Results of PRSP Implementation, 2006

Indicators 2006 PRSP-
1
(year)
PRSP-1 Actual Deviation
Economic sector and welfare level
GDP, billion drams 1918.4 2656.2 38.5| 2010
GDP, per capita, thousand drams 595.0 824.6 38.6| 2010
GDP, million US dollars 3239.4 6384.5 97.3| 2015
GDP, per capita, US dollars 1004.8 1982.1 97.2| 2015
Average monthly salary, thousand drams 38.3 64.3 68.0 2013
Average monthly pension, thousand drams 10.1 11.5 13.4| 2007
Average monthly benefit, thousand drams 44 3.8 -12.8| 2005
Economic growth ( 2003-2006), %, average annual 6.2 12.9 106.7
Inflation ( 2003-2006) %, annual average 3.0 3.8 2.6
Exchange rate (1000 drams/1 US dollar 1.7 24 423
Poverty and inequality
Number of poor, % of population* 41.0 34.5 -15.8| 2007
Number of extreme poor, % of population * 14.2 5.5 -61.3| 2014
Gini coefficient of income concentration,%* 0.491 0.359 -26.9| 2015*
Human development
Infant mortality rate (per 1000 live-born) 14.4 13.9 -3.5| 2007
Maternal mortality rate (per 100000 live-born) 22.0 24.0 8.9| 2005
Consolidated budget operations
Total revenues and grants, billion drams 422.9 540.3 27.8| 2008
Total revenues and grants, % of GDP 22 20.3 7.7
Total expenditures, billion drams 461.5 574.7 24.5| 2008
Total expenditures, % of GDP 24.1 21.6 -10.4
Residual (addition), % of GDP -2.1 -1.3 -38.1
Social expenditures
Total, billion drams 207.5 242.8 17.0| 2008
% of GDP 10.8 9.1 -15.4

* The economic growth of the country continues also in 2007 — as by the data of the first 6 months it is 13.8 %.
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of which

Education and science, billion drams 63.0 78.4 24.4| 2008
% of GDP 3.3 3.0 -10.6
Health, billion drams 355 39.5 11.2| 2007
% of GDP 1.9 15 -19.7

Social protection and insurance, billion drams 109.0 124.9 14.6| 2007
% of GDP 5.7 4.7 -17.3

* The poverty and inequality indicators estimated in 2005 on the HS basis with the use of an old methodology are
presented in order to compare them with PRSP.
** The indicator surpasses the level of 2015.

Figure 1.1. Social sector expenditures of the consolidated budget in 2003-2006 (% as of 2002- left axis)
and their ratios to GDP and total public expenditures (%, right axis)
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56. At the same time as a result of dram appraisal since 2003 up to the present, which

is mostly conditioned by the impact of external factor on Armenia and which was
impossible to envisage within the PRSP framework, in 2006 the nominal GDP (in US
dollar) and per capita GDP are almost twice more than those envisaged in PRSP and are
relevant to the target indicators of 2015.

57.  Asshown in the Figure, the financial resources which were at the state’s disposal
in 2003-2006, were growing slower than the GDP and as a result did not demonstrate a
progressive growth®. This is mainly explained by the sector structure of 2003-2006
economic growth®, as well as by a low efficiency of tax and customs administration,

5 In 200

3-2006, the gross revenues and grants of the consolidated budget increased (in nominal terms) by an

average of 15.3% per annum, consolidated budget expenditures GDP by 16% and 18.2 % respectively.

¢ In 2003-2006 40-75% of the economic growth was provided by the construction (with average annual growth

rate of 3

1.1%), as well as transport, communication and trade sectors (with average annual growth rate of 13.6%),
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which did not allow to expand the tax basis and reduce the tax reserves as much as it was
necessary.

58.  Nevertheless, as shown in Figure 1.1. in 2003-2006, the social expenditures, as
envisaged by PRSP, were growing faster than the overall expenditures of the
consolidated budget and GDP, as a result of which their share in GDP increased by 1.1
percentage points and in the consolidated budget by 7.6 percentage points. It is fully
consistent with the PRSP targets, according to which the public resources growth
should be channeled to develop social sector in order to reduce material poverty and
income inequality, and ensure human development.

Table 1.2. Distribution of consolidated budget expenditure growth in 2003-2006 (billion drams, in

current prices)
Indicators 2003 2004 2005 2006 | Monetary
growth
billion drams in current prices

Social sector 21.9 29.8 39.9 41.0 132.6

Of which
Education and science 6.0 13.6 14.0 12.5 46.0
Health 3.6 5.1 6.4 8.4 23.5
Social protection and insurance 12.3 11.2 19.5 20.1 63.1
% as compared with the growth of overall expenditures
Education and science 11.3 43.9 14.7 15.9 17.9
Health 6.9 16.5 6.7 10.7 9.1
Social protection and insurance 23.4 36.2 20.4 25.7 24.5

1.3

59.  Thus, it should be mentioned that the most of the target indicators of PRSP in
2003-2006 can be considered as surpassed, with the rate varying within the interval of 1
-10 years. At the same time, in relation to a number of indicators the targets of PRSP
have not been achieved. In particular, together with the progressive growth of public
revenues, the proportion between the average pension and average salary (in 2006 it was
17.9% instead of 26.3% projected by PRSP), as well as the size of per capita family
benefits envisaged by PRSP-1 were not achieved.

Justification of the PRSP Revision Necessity and major priorities of
Sustainable Development Program

60.  The aforementioned analysis of the PRSP-1 implementation outcomes obviously
comes to prove the relevance of selected key objectives and strategic priorities of the
program, which is especially about the promotion of sustainable economic growth as the

the aggregate sum of which in GDP of 2003 was 32.5% and in 2005 -37 %. The aforementioned sectors are still
characterized by a higher degree of shadow economy and consequently, by a lower level of tax collections.
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major factor contributing to poverty reduction, as well as about the redistribution of
public resources aimed at solving the social problems, fostering the elimination of
extreme poverty and human development.

61. At the same time, the economic growth rates in 2003-2006 (which were twice
more than those expected), as well as the substantial growth of public expenditure
capacities have lead to a situation that in medium and long-term perspective PRSP
targets and the values of the major indicators will be substantially surpassed, which
steeply reduces the degree of realism of PRSP and the opportunity of using it as the
major strategic program determining the long-term development of the country.

62. A number of other factors come to witness the need of revising the PRSP and
elaboration of the Sustainable Development Program (SDP_, which also limit the further
use of PRSP. These factors can be divided into two groups: factors that condition the
PRSP modernization and factors that condition the need to expand or change the
priorities of the issues, targets and developed policies discussed in within the PRSP
framework.

63.  In particular, the factors of the first group are conditioned by:

= the revised methodology measuring the material poverty starting from 2004 and the
raised extreme poverty and poverty thresholds, which together with the extreme
poverty and poverty reduction process that in 2003-2005 turned to be faster than
expected, condition the need for the development of new and higher targets for the
reduction of the material poverty and elimination of extreme poverty;

= the economic growth, which was twice higher than expected and which on the one
hand expanded the state’s financial capacities and on the other hand identified the
new challenges for economic growth, the solution of which requires that the
priorities of public policy and expenditures are defined more precisely or revised.

64. The factors of the second group are mainly conditioned by the following new
circumstances:

* According to the analysis of both the economic reforms and economic policy that
took place in Armenia during the recent years and the experience of transition
countries, the economic growth of the country in the long-term perspective, as well
as the degree of the country’s modernization and increase of the institutional
capacities will be greatly conditioned by the successful execution of so called “second
generation” of reforms’. The fast and effective implementation of these reforms in

7 As shown in section 8 of this program, if the “first generation” reforms (privatization; liberalization of the prices,
foreign trade and exchange rate) in Armenia could be considered as successfully implemented and with the level of
their implementation now Armenia is comparable with EU-10 (new EU members) countries, then with the
“second generation” reforms (restructuring of enterprises, competition promotion policy, financial sector reforms,
infrastructure sector reforms) Armenia, according to EBRD 2006 estimates, at present is not only substantially
conceding all EU-10 countries, but also lags behind Kazakhstan and Russia (Transition Report, EBRD 2006).
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medium and long-term perspective, together with the maintenance and deepening of
the economic growth aimed at improvement of living conditions of the population,
will become one of the priorities of the economic policy of the Government. The
mentioned priorities have not been duly reflected in PRSP, and their inclusion in the
strategic plan of country development requires a substantial enlargement of the
economic policy coverage and the necessary measures to be taken.

The Government finds that the Sustainable Development Program (SDP) should
become the main long-term strategic development document and the basis for other
strategic programs (particularly those concerning sector development). This in its
turn means that a range of new areas, priorities and targets which were missing in
the PRSP-1, should be reflected in the new document including such issues as
fostering economic competition and limiting and eliminating the existing
monopolies; increasing the country’s involvement into the global economys;
promoting the export; ensuring the country’s institutional capacity growth;
modernizing the economic, social and administrative institutions; creating the basis
and developing a new, knowledge-based economy, etc.

During the implementation of PRSP, together with double-digit economic growth,
substantial decrease of poverty and inequality disproportions in territorial
development, which were weakly expressed in the past, began to rapidly deepen, and
today, they have already created precarious conditions. As the study of the modern
international experience of regional development shows, the economic development,
which lacks a proper territorial policy, as a rule, deepens territorial disproportions. In
this regard, the development and implementation of an active territorial policy in the
scope of the Sustainable Development Program aimed at the mitigation of
disproportions of the territorial development and acceleration of economic growth of
underdeveloped regions will be one of the main strategic priorities of the
Government;

The present demographic situation in Armenia is characterized as a situation of so
called “zero” reproduction, which actually does not ensure the simple and expanded
reproduction of population and which in the long-term perspective will lead to a
number of social and economic problems. Particularly, in case the total fertility rate
remains at the existing (low) level® considerable ageing of the population®, decrease
in the labor force volume and increase (up to 40%) in the number of people
requiring potential care (0-15-year-old population and those at the age of 60 and
above) will be registered in upcoming decades. Under these circumstances,
improvement of demographic situation in the country as well as the development
and implementation of a policy aimed to increase the fertility rate and support the

8 At present it makes 1.4; according to forecasts, in 2025 this indicator will reach 1.6. However, the total fertility
rate should make 2.1 and more to ensure simple reproduction.

® According to UN forecasts reflected in 2007 Report in Armenia the share of the population at the age of 60 and
above will make 22.6% in 2025 (as compared with 14.4% in 2007). (See UN DESA, World Population Aging 2007,
pp. 144-145).
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young families should become the main priorities of the Government. These
priorities were not considered in the PRSP.

1.4 Goals and strategic priorities of Sustainable Development Program

65. The successful implementation of PRSP resulted in a substantial reduction of
poverty. In 2005 it decreased to 29.8%, in 2006 to 26.5%. As of the extreme poverty, it
decreased to 4.6% and 4.1% respectively'?. Although it may be assumed that the problem
of extreme poverty is mostly solved; however, the poverty still remains a serious social
issue, which is able to endanger the social stability of the country and to hamper the
economic development in the long-term perspective. Therefore, improvement of the
living conditions of the population, including the elimination of extreme poverty, well
continues to remain the key objective of the Sustainable Development Program.

66. SDP envisages to get the material poverty level to 8% in 2012 thus mostly
overcoming it and to bring the level of extreme poverty to 1.2% thus practically
eliminating it. At present, the available information and conducted analysis of the
poverty make it possible to foresee the target indicators for reducing poverty also in the
territorial context differentiating such territories as the capital, other towns of the
country and rural areas'. Such an approach is aimed at further reduction of territorial
differences of poverty levels through the development and implementation of territorial
development policy.

67. Together with the country’s economic growth and the financial resources at the
disposal of the state, PRSP-2 envisages that in 2018 at the latest the poverty threshold
will be equal to the minimal consumption basket (MCB)2. According to the program
goals, the poverty level assessed on the MCB basis in 2021 will make 11.4%, of which
the extreme poverty level will make 1.9%.

10 Calculated according to the new poverty assessment methodology, which is being applied in household surveys
since 2004.

11n 2021, it is expected to reduce the poverty levels (including extreme poverty) in Yerevan to 3.2% and 0.4%, in
other towns of the country to 8.1% and 1.5% and in rural areas to 9.1% and 1.6% (in 2005 respective indicators
were in Yerevan 23.9% and 3.6%, in other towns of the country 37.8% and 7.2% and in rural areas 28.3% and
3.2R%).

12 In 2006, the poverty threshold was equal to 21555 dram (per an adult per month), and the respective MCB was
31961dram or 148% of poverty threshold (for the third quarter). The poverty level in 2006, using MCB as the
poverty threshold was 39.8% and the extreme poverty level was 6.2% (using the minimum consumption basket, as
the extreme poverty line). In the Sustainable Development Program document the MCB (is calculated by NSS on
the basis of the list, structure and nutritious ness of food products developed by the MOH) and the life-supporting
minimum budget should be used as equivalents with view the of the fact that the size of the minimum life-
supporting budget is not legally stipulated yet. In the future, after defining the quantitative indicators for the latter,
the MCB and the minimum life-supporting budget should become equivalent.
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68. The overcoming of human poverty and ensuring of human development will be
the second set of SDP core objectives. It is expected that during the period of 3-4 years
Armenia will switch from the group of countries with a middle level of human
development * to the group of countries having high level of human development, and
that in the future the country will permanently increase its human development index
(HDI) with the aim that in 2021 through the policy ensuring the advanced development
of the social sector it will be in the range of 0.86-0.87.

69.  The next goal of the Sustainable Development Program will be to restrain the
deepening of existing economic growth disproportions through development and
introduction of the targeted territorial policy ensuring the accelerated development of
weak regions'4.

70.  The main strategic and expenditure priorities of the Sustainable Development
Program will not be changed; although as compared with PRSP-1 they envisage a
substantial expansion of the areas covered by them. The strategy of SDP will also be
composed of three main priority directions in order to: ensure sustainable and rapid
economic growth; implement the targeted social and income policies aimed at the active
and vulnerable (including the poor) social groups; and modernize the country’s
administration system, including the increase of the efficiency of the public governance
and provision of the advanced growth of the resources package at the disposal of the
country. At the same time the mentioned priorities will be brought about in parallel
with measures aimed to tackle such crucial issues as environmental ptotection and
effective management of natural resources.

71.  One of the major differences between PRSP-2 and PRSP-1 is the steep expansion
of the policy measures aimed to ensure the lasting economic growth, which is necessary
to take into account the challenges and circumstances newly emerged in the public
policy.

72.  The economic priorities of RPSP-1, which were connected with the economic
growth, poverty reduction, including the involvement of poor population into the
economic life of the country through the permanent improvement of business and
investment climate; promotion of the local and foreign investments and advanced
development of small and medium entrepreneurship, as well as channeling of state
investment resources to the settlement of the accumulated infrastructure issues, will
remain priorities also for PRSP-2.

13 According to the UNDP Human Development Index (HDI), at present Armenia is ranked among the groups with
middle level of human development (in 2004 HDI value for Armenia was 0.768). The group of countries having
0.8 — 1 HDI include countries with high level of human development. See Human Development Report 2006,
UNDP 2006.

4 According to estimates the Yerevan share in Armenian GDP in 1999 from 42.1% in 2006 has grown up to 57.2%
or annual 4.3%. SDP forecasts that the Yerevan share in GDP will continue to grow, but at lower speed (around
0.5% percentage point) — reaching 63.2 percent, after which it will be stabilized and in the long-term it will go
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73. At the same time the following will be regarded as PRSP-2 economic policy
priorities:

= Targeted territorial policy —to mitigate the territorial development disproportions;

* Intensive policy of the “second” generation reforms — to ensure the modernization of
the country and the nearest approach to the standards of the developed countries;

= Policy aimed at ensuring free economic competition and monopoly limitation - to
create and maintain equal conditions for all those involved in economic activities;

* Policy aimed at the increase of the country’s competitiveness, the major
characteristics of which are: promotion of output growth; ensuring of competitive
levels of unit labor force value; promotion of new, higher value added forming jobs;

*= Export promotion and increase of the country’s involvement into the global
economic system, including intensification of EU integration process within the
ENP, including the establishment of free trade regime with EU and unilateral
elimination of visa regime;

* Intensive adaptation of the country’s economic institutions and legislation to the EU
requirements and standards;

= Establishment and development of new and knowledge-based economy’s key
elements and institutions.

74.  The targeted social policy, like in PRSP, will continue to remain the SDP second
strategic priority, which will be aimed at:

* In social assistance area: ensuring the increase in the sizes and targeting of the family
benefits and possible maximum involvement of the poor population in the system,
with the view that up to 2012 the number of the beneficiary families will be equal to
the number of poor families, and in 2021 it will be equal to the number of poor
families estimated by MCB. It is envisaged to increase the sizes of the family benefits
so that in 2020-2021 they might make 70% of the poverty threshold®. In 2010, they
envisage getting the family benefit targeting rate is expected to reach 78%; then
starting from 2015 it should to make 90%!?¢ and keep that level in the future.

* Family benefit policy of, in contrast to the PRSP, which was aimed at the reduction
of extreme poverty, under the conditions of steep decrease of the extreme poverty
and substantial increase of the state’s financial opportunities will be mainly aimed at
helping out of poverty the vulnerable social groups that have limited possibilities to
get involved into the economic life on their own.

151n 2006 the average family benefit made 25.2% of poverty threshold.

16 Calculated as the share of the family benefits received by the population belonging to the first three income
deciles — in the overall volume of the family benefits. In 2001 it was 27% and in 2005 - 40.1%.
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* In social insurance area: the main expenditure priority of SDP will be the steep
increase of pensions with the view that in 2012 the average pension will be equal to
minimal consumer basket and in 2018 it will make 150% of MCB maintaining that
proportion in the future, which will enable to supplement the existing pension
system with the accumulative pension system.

75. In the employment area the state policy will be focused on sustainable and
continuous improvement of the labor force competitiveness; mitigation of imbalance
between the labor force demand and supply; creation of job opportunities for young
people, especially those living in rural areas; expansion of programs aimed to ensure
employment opportunities for noncompetitive groups of the population, particularly
disabled; and on building social cooperation and partnership. At the same time,
indicators characterizing the real level of unemployment will help targeting this crucial
problem. To ensure the efficiency of the mentioned process certain measures will be
taken to improve the quality of respective statistical methods and increase the reliability
of statistical data.

76.  In the area of revenue policy: it is projected to continue the policy of PRSP of
giving priority to the primary revenues, in particular increase of the salary of budgetary
and social infrastructure employees with the view that starting from 2015 they will at
least 1.4 times surpass per capita GDP indicator. In addition, the minimal salary will be
stipulated in a way that the persons with minimal salary and their family members be
able to get saved from poverty thus eliminating “the working poor” phenomenon.

77.  The main priority of human development strategy will continue to remain the
advanced development of fundamental social services, in particular education and health
through increase of their efficiency and accessibility. SDP envisages achieving these
priorities through continuous complex reforms of the mentioned sectors, where the
general education and primary health care will be regarded as priority directions. There
will be an increase of public financing, which is deemed as the main device of ensuring
the development of social infrastructure. In particular, in comparison with 2006, the
public expenditures in education (as compared with GDP) are envisaged to increase by
1.8-percentage point - by 2021 getting them to 4.5% of GDP. It is planned that in 2021
the public expenditures in health sector will make 3.5 % of GDP instead of 1.5% in 2006.

78.  The third main strategic priority of SDP is the increase of public governance
efficiency at all the levels of governance, including substantial updating!” and consistent
implementation of anti-corruption strategy; enhancement of public participation in the
decision making process by means of increasing public awareness and assuring gender
equality, through the promotion of social partnership, social inclusion and social
participation as well as through intensive introduction of e-governance systems.

'7 The RA Government will be developing a new anti-corruption strategy (See The GoA Program, Yerevan, April 2008)
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79.  The next priority will continue to remain the increase of the state financing
capacities, which will mainly be ensured by tax revenues’® 8.2% GDP growth' - in 2021
getting them to GDP 25.6%, which will require ensuring average annual growth of tax
revenues not less than 0.3-0.4% of GDP. Taking into account that SDP does not envisage
the increase of tax burden and the tax and customs reforms will be mostly aimed to
simplify and make transparent the tax collection processes and procedures, as well as
that during 2003-2006 they failed to ensure PRSP-1 stipulated tax collection rate, the
main priority of public governance will be to ensure tax and customs administration
improvement and tax and customs authorities institutional capacities growth.

80. The Sustainable Development Program envisages keeping the deficit of the
consolidated budget within safe limits, i.e. within 2 - 2.5% of GDP . The sate resource
package? in 2021 will make 29.2 % of GDP and as compared with 2006 it will grow by
6.6% percentage points. According to the SDP main goals, this growth will be directed
to increase the values and shares of social expenditures in the public expenditures. The
main public expenditure policy will be to ensure the distribution and maximum
technical efficiency of expenditures. This will be achieved by the completion of the
preparatory activities necessary for the transition to program budgeting during the
period of 2012-2015. Then, during 2018-2021 the three-year budgeting principle will be
adopted.

81. Significant extension of the SDP priorities (as compared with PRSP-1),
particularly those concerning the economic policy and the spheres of state interference,
implies the existence of relevant tools required to ensure the properly scheduled and
efficiently managed distribution of limited resources between the mentioned priorities
and spheres. These tools will be based on adopted strategies or sectoral peculiarities (the
time required to achieve expected outcome; the number and character of measures to be
taken, i.e. one-time, regular or permanent measures; resources to be provided, etc.) and
will represent annual action plans of the government including measures related to
respective strategies or spheres as well as respective SDP indicators, which will serve as
their annually registered outcome. The action plans will need to be developed and
approved every year based on scrupulous revision of previous activities and evaluation of
previous results.

82.  One of the major peculiarities of the program will be the use of three types of
indicators including target indicators, settlement indicators and performance
benchmarks. The settlement indicators are volumetric, have forecast and indicative
nature and show the directions of possible development; and the results will not be used
to evaluate the program implementation dynamics. In contrast to them, the target
indicators and performance benchmarks are directly related to the Government policy
and reflect it.

18 Including the mandatory social insurance payments.
19 As compared with 2006.

20 Consolidated budget expenditures.
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83.  The performance benchmarks will be broadly used for the planning and
evaluation of SDP policy results and will be mostly built up by the means of application
of internationally accepted evaluation systems, including the World Bank developed
assessments of business environment quality; investment climate and governance quality
indicators; EBRD published assessments on transition to market economy; corruption
prevalence indicators?!, UNDP Human Development Index, etc.

21 Published by “Transparency International”
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2. Overview of Poverty and inequality in Armenia and the PRSP
Goals
2.1.  Economic growth and material poverty overview in Armenia in 1999-2005

84.  The results of household surveys (HS)* regularly implemented since 1998 on the
annual basis obviously witness that the inequality as well as the number of poor,
including very poor population gradually decrease (see Table 2.1).

Table 2.1. Key indicators of economic growth and poverty as compared with PRSP-1 target indicators

Indicators 1999 2003 2004 2005 2006
I T I I B T - B T - N -V - IO - O -
5 | 5|2 |54 8 |2 |5g| 8 |2 |84 8 | £ |§g
< < | & |l<El < Al g < Ale | < A < &
Per capita GDP, | 305.8(505.9| 489(103.4|593.6| 533|111.3|697.1|545.8| 127.7| 824.6| 631.5| 130.5

thousand dram
Per capita GDP, | 571.4(874.1| 780(112.0| 1113| 904|123.0| 1523|921.6| 165.2|1,982.1|1,061.0| 186.7
US dollars
Poor 55.1| 42.9| 46.2| 92.8 39| 43.7| 89.2| 34.5| 41.0| 84.2
population, %
as compared
with overall

population *
Including very | 229| 7.4| 15.2| 48.6| 7.2| 147| 49.0| 55| 142| 39.0
poor
population, %
of total
population *
Poor 56.1| ...| ...| .| 346 ...| 29.8 .| 265
population, %
of total
population **
Including very 21 ... ... .| 64 .| 46 41
poor
population, % of
total population

*k

Gini coefficient | 0.57]0.434| 0.51(85.10| 0.395| 0.498| 79.3|0.359| 0.497| 72.2| 0.369| 0.483 76.4
of income
concentration

22 Since 2001 — every year.
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Indicators 1999 2003 2004 2005 2006

S S s Bl Bl Sl Bl Sl By |Sa
S5 |E|5g & 2|52 2|t |5 £ | & &z
< < < f| < < f| < <Pl < < &
20% of poorest 36| 75| 6.9(108.7| 10.6| 7.4|127.0f 95 7.31139.9 7.6 8.4 904

\population’s
incomes ratio to
20% of richest
population’s
incomes

Memorandum article
Number of 3.227(3.212 3.216 3.219 3.223
\population by
the end of the
year, mln

* Calculated by the methodology used in 1996-2003 — per capita monthly expenditure structure aimed at current
consumption based on the general poverty line (share of poor in population) and daily consumption of 2100 kilo
calories food poverty line (share of very poor in population). This methodology was used in PRSP to calculate the
target indicators of poverty reduction.

** Calculated by new methodology used since 2004. The consumption aggregate together with the consumption of food,
non-food commodities and services, the value of the long-term usage goods used by the households is also included. The
equivalent of consumption of one adult person — taking into account the existing differences between the consumption of
adults and children is used as well. In addition, in 2004 they have recalculated the food poverty line, which has been
passed in 2004 equivalent of average daily 2 232 kilo calories food in Armenia and which will be applied in several follow-
up years.

85.  As envisaged by PRSP, economic growth remains the main factor contributing to
the reduction of poverty. As the 2003-2005 economic growth rates were higher than
those envisaged by PRSP (average annual growth rates of GDP in that period were
12.8% instead of envisaged 6.3%), the poverty reduction dynamics were higher than
PRSP targeted indicators. Figure 2.1 obviously shows the link between the economic
growth and poverty reduction®.

2 The table shows it as an accumulative growth of the non-poor population share as compared with 1999. The
economic growth is characterized by the aggregate growth of GDP in 1999-2005.
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Figure 2.1. Economic growth 