BACKGROUND

Geography 

Armenia is a small, strategically important country located at the crossroads of Europe and Asia. The Republic of Armenia occupies an area of 29,800 sq. km., and borders Turkey to the West, Georgia to the North, Azerbaijan to the East with Nakhichevan to the southwest and Iran to the South. Armenia is rich in certain natural resources. Among them are deposits of gold, copper, molybdenum, zinc, aluminum, coal and various construction materials. Mineral springs supply the bottled water industry, a potentially significant export product. 

Population and language

Armenia has a population of 3.7 million; 98 percent are ethnic Armenians. Some four million Armenians live outside the Republic, mainly in Russia, North and South America, the Near and Middle East, and Western Europe. The native (state) language is Armenian. Despite the homogeneity of the population, Armenians are fluent in foreign languages. The majority speak Russian, and increasingly more people are becoming fluent in English, French, German, etc. as a consequence of Armenia's deeper integration into the world economy. 

Physical Infrastructure: Transportation and communication 

Armenia has a developed public transportation system which includes buses, trolley buses, trams, vans-"route taxies", and a subway in Yerevan. Similar transportation modes are in place in the other major cities of the country. Road and rail links are available among all major regions of Armenia. Taxies are available in the capital and in other major cities. 
There are three airports: Zvartnots, Erebuni (both in Yerevan) and Shirak (in Giumri). State-owned Armenian Airlines is completing the construction of its cargo terminal, which will significantly improve cargo services, and other capacities at Zvartnots Airport. Several local and international agents fly from Yerevan to many other cities. Scheduled flights operate weekly between Yerevan and Amsterdam, Athens, Burgas, Beirut, Dubai, Frankfurt, Fujairah, Istambul, London, Paris, Sofia, Thessaloniki and Tehran. British Airways operates a twice-weekly flight between London and Yerevan. Recently Swiss Air has started its regular flight from Yerevan to Zurich. 
There are 840 km of railroads, excluding industrial lines. Of the three international rail connections via Georgia, Azerbaijan and Turkey, only the connection with Georgia to the Black Sea is presently in use. Highways within Armenia total 11,300 km and there are connections with all neighboring countries. 

OTE, the Greek telephone company, recently acquired 90 percent of ArmenTel, the state telecommunications operator. By the end of 1998 the telecommunication system should be completely transferred over to a new digital exchange system implemented by Siemens. Cellular and paging services, AT&T international long-distance connections and Internet and e-mail services are available in Armenia. 


ECONOMIC OVERVIEW 

General 

Armenia was one of the most industrialized republics of the former Soviet Union (FSU) with a sophisticated high technology sector. The main industry sectors were mechanical engineering, electronics, light, chemical, and energy industries. Industrial production constituted about 60 percent of Net Material Product (NMP) with 95 percent of the industrial output exported to other Soviet Republics and outside the FSU. The high degree of integration into the Soviet centrally controlled economy induced economic collapse when the inter-FSU trade, payment and financial systems broke down. Nevertheless, Armenian industry inherited (a) qualified engineer and worker personnel (b) physical infrastructure (airways, roads, railways, and telecommunication), (c) generally adequate manufacturing facilities coupled with scientific and design institutions, and (d) a reputation as a reliable partner. 

Since its formation in 1991, the Government of the Republic of Armenia has demonstrated a firm commitment to changing Armenia from a centralized state with a planned economy into a democratic society with a market economic system. Parliament and the Government have been implementing an ambitious program of reforms to restructure the economy, liberalize trade, attract foreign investment, establish a western accounting system, and implement a private property regime. 

Following hyperinflation in 1994 (150 percent per month) and 1995 (28 percent per month) the Government instituted a hard monetary policy. In 1997, inflation declined to 1.77-1.80 percent per month, thus creating a fertile investment climate. 

After an estimated 60 percent decline in GDP in 1991-1993, a growth of 6.9 percent was recorded in 1995, 5 percent in 1996, and although the estimated growth rate declined to 3.1 percent in 1997, the 1998 estimates show that the growth trend continues (for 6.7% in the first half of 1998). Significant efforts have been undertaken in terms of lowering the budget deficit from 8 percent of GDP in 1996 to 3.1 percent in 1997. The private sector now accounts for about 75 percent of GDP against 52 percent in 1995 and 8 percent in 1990. 

Privatization 

The Government privatized most of the agricultural land in 1991, and the privatization of state-owned industries began in 1994. The Government of Armenia views the implementation of its industrial privatization program as the primary first-step to stimulate economic growth and attract investment. By mid-1995, about 1,110 medium and large-scale enterprises had been converted into joint stock companies with 20 percent of the shares given to employees. The first privatization auction, involving 10 medium and large-scale enterprises, was in May 1995. At that time about 740 small-scale enterprises had been privatized outside the agricultural sector and 1,473 small enterprises were privatized by the end of 1995. By November 1997, privatization of 5,708 out of 7,479 enterprises was completed, including over 1,500 medium and large-scale enterprises. 

Foreign direct investment 

1042 companies with foreign investment were registered from 1988 to December 1997. 179 (17 percent) registered in 1995, 288 (28 percent) in 1996, and 357 (32 percent) in 1997, which indicates a substantial acceleration in the rate of investment inflow in recent years. A number of multinational companies have already started operations in Armenia including Bristol Myers Squibb, Castel, Coca-Cola, Caritas, First Dynasty Mines, Huntsman, IBM, Italtel, Midland Bank, Macmillan, KPMG, and Amyot Exco. 

In 1995, Foreign Direct Investment was estimated at $18 million; and $35 million in 1996. For 1997 FDI was estimated at $52 million. For the first half of 1998 FDI was $87 million. To the end of 1998 it is anticipated to be $200 million. Up to $600 million is anticipated over the next three years partly due to the privatization of large state-owned enterprises, including major hotel facilities. 
Portfolio investment was $15.6 in 1997 and is estimated to be up to $20 million for 1998. 


BANKING SECTOR 



Introduction of prudent regulations in 1995 led to a process of bank consolidation and a reduction in the number of domestic and foreign banks. These measures improved the ability of the Central Bank of Armenia (CBA) to monitor banks. A two-year program begun in 1996 tackles the remaining weakness of the banking system and the adoption of the fundamental banking laws mentioned above. 

The number of banks has more than halved over the last three years to 31 (including a branch of Iranian Melba Bank). The sector's total capital in late 1997 was AMD 16 billion (US$ 32 million), of which AMD 13.8 billion was share capital. These figures rose by 46.7 per cent and 61.2 per cent respectively in 1996 and 1997. Total assets grew by 55 per cent in 1997, to AMD 108.5 billion. 1997 was the first year in which the banking sector as a whole made a profit. Only seven banks closed 1997 fiscal year with a net loss. 

The CBA is responsible for banking regulation and supervision and is in charge of issuing bank licences. CBA took decisive moves to strengthen Armenia's banking system and redefine prudential requirements in April 1995. Minimum capital requirements were increased to US$ 350,000 in the beginning of 1997 and will rise to US$ 600,000 in 1998 and to US$ 1 million by the beginning of 2000. 

Banks are required to report daily or weekly to the CBA. On-site audits and off-site surveillance programs have been developed. Banks are audited every year by authorized independent auditing companies. International accounting standards (IAS) were introduced in January 1996. By mid-1996, the CBA had finished the first audit of every commercial bank, based on IAS standards. The four major formerly public banks were also required to go through individual audits by international firms during 1996. The CBA made the implementation of the IAS mandatory for all banks in January 1998. 

Following the adoption of the Law on Bank Insolvency in 1996, the role of government in the management of major banks and the extent of direct intervention in the event of any future rescue of ailing banks is limited and budget support to the Savings Bank will be discontinued. The government has expressed its intention to privatize the Savings Bank. 

Significant bank shareholdings and the appointment of commercial bank directors require approval by the CBA. No deposit-taking activities can legally be undertaken without the CBA's permission. 

The government's only shareholdings in the commercial banking sector consists of a 100 per cent stake in the savings bank Khnaibank and a 28 per cent stake in Ardshinbank (the Soviet-era Bank for Industry and Construction). The government is expected to privatize these banks soon. Generally, the government avoids intervention in banks' affairs. 

Investment infrastructure 

To stimulate the promotion and protection of foreign investments in Armenia, a presidential decree established the State Investment Promotion and Protection Board (SIPPB), which is headed by the Prime Minister. SIPPB sets state investment policy. In particular, SIPPB advises the President and the Government on measures necessary to create a competitive environment that supports investment inflows and provides sufficient protection for investments. 

The SIPPB established The Armenian Development Agency (ADA). This Agency will provide the basis for investment promotion and protection institutional infrastructure, and is the main institution that will implement Government investment and export development policies. The Agency will act as a "one stop shop" for investors and exporters, and will promote Armenia as an attractive investment economy. The Government envisions that ADA will have a worldwide network of representations and agencies in markets attractive for Armenia: the Armenian Development Investment and Trade Agency was recently established in the United Kingdom with the extensive participation and support of the Armenian Diaspora and the international business community. 

Eight months ago a newly-defined Ministry of Industry and Trade became responsible for, among other things, trade and investment, maintaining an export-oriented economic climate, negotiating global access for Armenian products and services, and attracting investment to Armenia. The Investment Policy Directorate within the MIT is specifically tasked with investment policy and regulatory improvement. 

Bilateral and multilateral investment agreements 

Armenia has signed bilateral treaties on investment and investors' protection with 16 countries (Argentina, Viet Nam, Canada, Germany, Greece, Georgia, Egypt, Iran, Cyprus, China, Kirgizstan, Romania, USA, Turkmenistan, Ukraine, and France), and the CIS multilateral convention on protection of investor rights. 

Membership in International Organizations 

Armenia is a member of the following international organizations: 

· IMF
· WHO 

· The World Bank/IDA
· WIPO 

· BSEC 
· INTERPOL

· OSCE
· EBRD

· WTO (Observer)
· IAEA

· UN/ UNCTAD/ UNESCO 
· WTO (World Tourism Organization)

· MIGA 
· WCO (World Custom Organization)

· GATT 
· IFC (International Finance Corporation)

· ILO (International Labor Organization) 
· etc.


Armenia may become the first CIS country to become a full WTO member. Moreover, the Government has initiated the development of a program to join the Negotiation Group on the OECD-organized Multilateral Investment Agreement in Paris. The goal is to become a full member of the MAI when an agreement is in place. 


OPENNESS TO FOREIGN INVESTMENT 

General 

Armenian investment and trade policy is among the most open in the CIS. With an economy that is heavily dependent on foreign trade, the Armenian Government is strongly outward-oriented and makes every effort to attract foreign investment. Foreign companies are welcome to invest in any sector and are entitled under the law to the same treatment as local companies (National Treatment). 

Political stability 

Armenia has one of the most stable political climates in the FSU. Robert Kocharyan, former Prime Minister, was elected the President of the Republic of Armenia in March of 1998 by a wide margin in a fair and open election. As Prime Minister, Mr. Kocharyan fully supported a proactive strategy to enhance Armenia's foreign investment climate. 

Privatization 

During 1997 and 1998 about ten strategically important large enterprises and three major hotel facilities in Yerevan were due to be privatized through international tender. They follow the successful privatization and sale of ArmenTel in December 1997. 
Although a few monopolies still exist such as railroads, utilities, and telecommunications, which will remain monopoly for the next 15 years, some utilities are now about to be privatized and will be available for foreign investment as well. 

Right to private ownership and establishment 

Foreign investors have full rights of private ownership and establishment of business enterprises in Armenia. Although foreign individuals may not own land outright, a foreign-owned business entity may own real property. Exploitation of natural resources can only be made upon concession agreements with the government. 
Foreign investors in Armenia may use the following legal forms: 

1. Establishment of fully foreign - owned companies, affiliates, branches, representative offices, or purchase of existing companies; 

2. Establishment of new joint venture companies with the participation of Armenian companies or citizens, or by purchasing a portion of the shares in an existing company; 

3. Purchase of different types of securities officially recognized by Armenian legislation. <\ol> 

Protection of property rights 

Property rights are secured in the Constitution of the Republic of Armenia that was adopted in 1995. In addition, the Law on Property, and the Law on Foreign Investment were passed by the Parliament to protect property rights more specifically. 
The Law on Foreign Investment of 31 July 1994 regulates foreign investment in Armenia. The objective of the Law is to regulate the foreign investment regime in Armenia. According to the Law, in the event of a change in legislation, an investor can choose to remain subject to the existing laws for a 5-year period. Investments made by foreigners cannot be nationalized or confiscated, unless the government declares extraordinary circumstances and that must be approved by the courts. If the investment is confiscated, the investor will be fully compensated for any damages incurred, or loss of profit resulting from actions of Armenian State bodies or state officials. Since foreign investors may establish the same forms of business as domestic investors, the registration procedure that applies to foreign investors is the same as that for domestic enterprises. The legal regime governing foreign investors is the same as that for residents. 

Transparency of the regulatory system 

Laws and regulations that affect direct investment, such as environmental rules, health and safety regulations, employment regulations, etc., are non-discriminatory and apply to foreign and domestic firms. Although there is no official translations of the laws and regulations, the Government is taking steps to make it available. 

Labor 

Armenia's human resource is one of its greatest assets. The labor force is highly educated and well trained, particularly in engineering and technology. Moreover, the Armenian labor force is quickly able to adapt to new market conditions. Close to one hundred percent of the Armenian population is literate; 59 percent have completed secondary school and 13 percent have university degrees. Of special significance are the teams of qualified scientists who conduct research in many areas of science and technology. Foreign investors state that, although the labor force in Armenia might be behind in the latest high-tech fields, they are quick and willing learners. 

Conversion and transfer policies 

The Government of the Republic of Armenia maintains a freely convertible Dram under a managed float. There are no restrictions on the conversion or repatriation of capital and earnings, including branch profits, dividends, interest, royalties, or management and technical service fees. 

Expropriation and compensation 

According to its Constitution, Armenia declares and maintains strong protections on all types of property, including private property, and the right of citizens to own and use property. There is no case involving expropriation of foreign-owned property. According to the Armenian Constitution such expropriation would only take place for public purposes, upon court order and an adequate compensation has to be delivered before actual expropriation. 

Dispute settlement 

Armenia is a signatory to the International Convention on Investment Disputes and a member of the International Center for the Settlement of Investment Disputes (ICSID). 


TAXES AND DUTIES 



The Law on Taxes adopted on April 14, 1997, regulates the Armenian tax system. 

Enterprise profit tax 

The Law on Corporate Tax became effective November 27, 1997. Taxable profit is defined as the positive difference between the Gross Income and deductions allowed under the Law. Armenia's enterprise profits tax is levied at 15% of taxable profits if they do not exceed 7 millions AMD and 1.05 million AMD plus 25% of the amount exceeding 7 millions AMD, if the taxable profit is higher. 
Armenian nationals are taxed on their profits worldwide, while the foreign entities are taxed only for the share of the taxable profits received from Armenian sources. 
According to the Law companies with foreign participation, where the share of the foreign partner exceeds 500 million AMD, receive the following deductions: 

· 100% of the corporate profit tax for the first two years after the investment year; 

· 50% of the corporate profit tax for years three to ten after the investment year. 

If the Company stops its operations before ten years have passed, the profit tax is recalculated and paid in full. 

Personal income tax 

The Law on Income Tax (December 30, 1997) provides for a tax on "global income", applied to Armenian residents. Taxable income is the positive difference between the gross income of the taxpayer and deductions allowed under the Law. 
The tax rates are the following: 


Taxable income (AMD) 
Tax rate (%)

0-120,000 
15

120,000-320,000 
25

320,000 and higher 
30 

Value added tax 

Armenia introduced a value-added tax (VAT) on January 1, 1992. Effective July 1, 1997, a new VAT law was implemented. VAT applies to all goods sold, services delivered and works performed. The general VAT rate is 20 percent, which is equivalent to 16.67 percent of the VAT-inclusive price. The VAT tax base is invoice cost plus excise taxes on excisable goods and services. Domestic and foreign goods and services are treated equally. 

Excise taxes 

The Law on Excise Tax was approved by the President on June 24, 1997, and was last amended on September 24, 1997. Excise taxes are payable on both domestically produced and listed goods and imported ones. In the case of imports the enterprises or individuals importing them have to pay excise taxes. The excise rates are "ad valorem" and are quoted on a tax-inclusive basis. Effective 1 July 1997, some products - such as imported beer, cigarettes and diesel fuel-have minimum "quantity" rates, which can be implemented in cases of low invoice value. The main listed current excise rates are as follows: liquor products 125%; beer 50%; wine 50%; caviar 200%; tobacco (including filtered cigarettes) 100%; non-filtered cigarettes 50%; jewelry 15%; fur and fur clothes, leather clothes 25%; cut-glass and porcelain 25%; petrol 35% and diesel fuel 10%. 

Import duties 

The Customs Board was established on 14 October 1992. The President of Armenia approved The Law on Customs Tariffs on 18 August 1993. Effective 1 May 1996 and as amended effective 12 May 1997; import duties are set between zero and ten percent ad valorem (tax-exclusive basis on invoice value). In 1997 the duty on most food items was increased from zero to ten percent. The duty base comprises the value of goods, plus transportation, plus commissions and related expenses. Exemptions from import duties apply to imports from free trade zones and customs unions, in transit internationally traded goods, imports under intergovernmental agreements or those financed by the government and imports destined for humanitarian aid. Quantitative restrictions apply to a few items that could pose health, environmental or security threats. 

Export duties 

Currently, Armenia does not levy duties on commercial exports. However, individuals pay an ad valorem tax of 10% of the amount of exports of goods and services, above a US$ 1,000 standard exemption level. This tax may be the source of some of the problems tourists encounter when they try to export Armenian handicrafts. 

Land tax 

On 27 April 1994, the President of Armenia approved the Law on Land Tax. This law applies to non-residential land. Residential property is covered under the Property Tax Law. The government may allow special exemptions from payment of land taxes during periods of unusually harsh agricultural conditions. In most cases, payers of the agricultural land tax are exempted from income taxes, provided that no more than 25% of their net income originates in non-agricultural activities. Agro-industrial enterprises (including Greenhouses, fur farms, stock breeding complexes, poultry farms, etc.) are liable for profit taxes. 
For non-agricultural land, the land tax rate is based on the land's cadastral value as follows: 1.0% on land in urban areas and 0.5% on land outside urban areas used for purposes of industry, transportation, communications, defense, gas lines, and water supply: 1% of idle land in forests; and 1% on other idle land. 

Property tax 

The Law on Property tax took effect on July 1, 1995. Tax is levied on the balance sheet value of property related to enterprises (except designated property of the government); residential houses and other buildings with a value per contract above 850 times the minimum wage (and not less than 300 times the minimum wage per family member); livestock; automobiles and other vehicles, including caterpillar machines. The tax rates on enterprises range from 0.2-0.8% of the average annual taxable property value. Individuals (including Armenians and non-Armenian residents) pay 0.2% of the value of buildings above the specified minimum level, 1-3% of the minimum wage per horse power of engine power on machinery and transport equipment (or, alternatively 1.36-4.08% of the minimum wage per kilowatt of power) and 25% of the minimum wage on the value of livestock exceeding specified norms. 

Pension and state social insurance funds 

Contributions to the pension fund and state social insurance fund need to be made, on behalf of employees, by all enterprises, organizations, sole proprietors and other employers. Employers pay into the pension fund amounts equal to 34% of their employees' gross salary. In addition, sole proprietors are expected to contribute ten percent of their business income to the pension fund. In mid-1996, the average monthly payment to pensioners amounted to 2,350 drams. Employers pay into the state social insurance fund amounts equal to two percent of their employees' gross wages and salaries. The social insurance fund covers payments during maternity leave and disability payments. 

Double tax treaties 

Armenian prototype of an Income Tax Treaty is the aggregate of the OECD and UN model tax treaties. 
By September 1, 1998, the following countries and Armenia will have agreements in place to avoid double taxation: Russia, Bulgaria, China, Ukraine, Iran, and Romania. The Conventions with Syria, Turkmenistan, Georgia, France are signed; the Conventions with Moldova, Latvia, Lithuania, Estonia, Uzbekistan, Egypt and Lebanon are initiated; the first round of negotiations with Greece, Indonesia, Cyprus, the Netherlands, Belarus, Belgium and Kirgizstan have taken place. 




Should you have any questions, comments, suggestions or need more information, please contact Samvel E. Markosyan 
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