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1. EXECUTIVE SUMMARY

Remittance transfers to developing countries have grown dramaticaly over the past two
decades and have generated consderable excitement in recent years over their potentia
to ad growth and development. Armeniais acase of asmal economy facing poor
economic fundamentals that possesses a very large diagpora community and receives
large remittance inflows. Thereis condderable interest in the donor community asto
whether these remittance inflows can be increased and their impacts on growth and
development enhanced. This report seeks to define remittances appropriately in the
Armenian context, evaluate their Sze and importance to the econony, evauate their
macroeconomic and microeconomic impacts, and proposeinitiativesin light of this
andysisto leverage remittances for developmentd gods.

Thereis some confusion in the remittance literature over what a proper definition of
remittances should be. We argue that remittances should be defined as the sum of flows
from nor-emigrant temporary workers and longer-term emigrants. Most remittance
studies use data only on the latter, and sometimes only on a portion of the latter. We
describe the recommended methodologies for estimating remittances in the ba ance of
payments and review the officid Armenian numbersin detall. The Armenian Nationd
Statistical Service (NSS) uses data on formal-sector wire transfers and a so remittance
income as captured in a household survey. It thus coversto at least Some degree informa-
sector remittance flows. We develop dternative estimates of remittance flows using data
from an informal survey that we carried out of Armenian diagporansin severa European
and Russan cities, an NSS survey of travelers, and migration data. The officid estimate
of remittance inflows was $289m in 2003, wheress our dternative estimate equals
roughly $900m. Because we examined the officid estimatein great detail, we were gble
to identify where it was most off the mark. The biggest error is due to a methodologica
mistake that can be rectified at little cost. The true importance of remittances to the
Armenian economy is much higher that the ratio of officid remittances to GDP (10%)
and could be three times as important as that. In addition to shedding light on the size and
importance of remittances in Armenia, we believe that the ingghts gained on how
remittance data are constructed will be useful generdly to the remittance literature.

Forma and informa Armenian remittance transfer channels are then evaluated. Our
informa survey of diasporans surprisingly reveded that formd financid channds are
much more widely used by Armenians transmitting from Russa than from western
Europe. Two new transfer systems, Anelik and Unistream, have gppeared in the CIS that
have sgnificantly lowered transactions costs and encouraged remittance transmisson
through forma channds. Although trust and confidence in the banking system continues
to be low for severa reasons, there are positive trends in the use of forma transfer
channds, at least with regard to remittances coming from the CIS. Transactions costs for
these remittances are sgnificantly below the cogts for remittances coming from the USA,
Canada, or Europe. Reducing transfer fees to even lower levels might have a negative
impact on the banking system, as many Armenian banks sgnificantly depend on transfer
feeincome. Thereisvery little empirica evidence on the degree of access that different



population groups have to the forma financia system, and it is not yet clear that poor and
rural households have low rates of access.

Evauation of the economic impacts of remittances begins with a contemporary
assessment of the costs and benefits of remittance transfers on the economy. The
theoretical and empiricdl literature on remittances is extensive, and we review key
debates on the economics of migration and remittances and the large body of evidence
that has accumulated to date. Older views that remittances were undesirable due to their
being spent primarily on consumption and thus acting as a drag on development are no
longer tenable. The “new theory of migration” argues that decisions on migration and
remittances are made in the context of a household behaving rationdly and taking
collective decisons in the pursuit of individud interests. One implication of thisis that
there will be ahigh propengty to save out of many remittance flows, asthey are
trangitory rather than permanent income, and empirical studies confirm this strongly.
Remittances can thus be expected to enhance capitd accumulation. Evidence on the use
of remittances suggests that they are saved mostly into housing, land, education, and
amdl business. Little remittance income gppears to flow into the formal financia sector
as savings. Evidence dso suggests that remittances have a negative impact on labor
supply of adults and a positive impact on education. Thereislittle evidence available on
the overdl impact of remittances on growth and development. One recent study shows
that remittances have a negative overdl impact, but more research is required.

Remittances are likely to reduce poverty, and empirica research shows thet they do. Itis
less clear what their impact on inequdlity is. Some empirica studies show thet they
increase it, and other studies that they reduce it. We use data from the 2002 Armenian
household survey to characterize the households thet received remittance flows and
evduate their impact on inequality. In Armenia, remittances reduce inequality, because
the househol ds that receive them would otherwise be at very low levels of income.
According to income data reported to the survey, for households receiving remittances,
remittances make up 80% of household income on average. Remittances do appear to be
going to some of the most vulnerable households in Armenia. We dso find that the same
percentage of urban and rural households received remittances, but that rural households
received relatively more remittances from CIS countries and releively less from the USA
and Canada.

The report concludes with a series of recommendations on initiatives that could be
undertaken to enhance the knowledge base on remittances and their economic impactsin
Armenia, increase the supply of remittances and thair dlocation to uses facilitating

growth and development, enhance linkages with the diasporan communities more
generdly, and coordinate donor activities.



2. REMITTANCESIN ARMENIA: DEFINITION, MEASUREMENT, AND
IMPORTANCE TO THE ECONOMY

2.1 Definition of Remittances

Remittances are classcally defined as monetary funds sent by individuals working
abroad to recipientsin the country that they came from. Underlying the definition of
remittances are severd theoretical congderations that should inform what monetary flows
aeincluded init:

- Who isthe sender of the resources? Remittances could include only funds from
those working temporarily abroad, or dso from those who have permanently
emigrated and become legal residents of another country. We fed that funds sent
from an individud or household in aforeign country to a household in Armenia
should be included in remittances, and the sender and receiver do not have to be
part of the same family;

Who decides how the resources are used? Funds should be counted as remittances
only if the recelving household has full authority to decide on how the funds are

used. This definition includes cases where the sender is part of the receiving
household and participates in decisionmaking.

Our definition of remittances thus includes al funds sent by diasporan Armenians,
whether “new” or “old” diaspora, to households in Armenia without the intervention of a
third-party inditution making decisions on amount and alocation (use) of funds.
Humanitarian assstance is ruled out, because athough it is sent to households and
supports consumption, it is channeled through state or non-household inditutions. In-kind
household-to-household transfers should be included, as the recipient household
presumably has influence over what is sent.

2.2 Measurement of Remittances

Different gpproaches are taken in different studies of remittances to defining and
measuring remittance transfers.* Remittances are inherently difficult to rdlisbly measure.
Most analysts use officia balance of payments (BOP) or centra bank data on remittances
that are usudly congructed using data on wire trandfer flows officidly reported by
financid- sector indtitutions. Remittance estimates derived from officidly-reported wire
transfers are widdly regarded as underestimating actud remittance flows. We will refer
henceforth to remittances not captured in official BOP datigtics as informa remittances.
The table below summarizes how two studies gpproached remittance measurement:

! Swamy (1981) gives acomprehensive overview of how official remittances are measured and the
problems of these estimates.



Table2.1

Paper and Country Definition of Sour ce of data Method of calculation
“remittances’
Méellyn (2003), “Total funds sent by Formal flows: commercia Formal flows: value of commercial
Philippines individuals resident bank remittance activity bank remittance activity
abroad to recipientsin
the Philippines through Formal + informal flows: Formal + informal flows: stock of
both formal and informa | datafrom Money Transfer overseas resident Filipinos times
channels” Association on average average transfer value from Money
value of US-Philippines Transfer Association
transfer
Uruci and Gedeshi (not explicitly defined) Official balance of “Difference btwn. foreign currency
(2003), Albania payments data coming in (goods and service

exports, credits, FDI) and foreign
currency going out (goods and
services imports, foreign currency
going out through the banking
system”

These two cases describe classic Stuations for devel oping/trangition countries. In the case
of the Phillipines, officid BOP gatigtics do distinguish remittance flows and provide

direct estimates of them but fall to capture alarge informal flow. In the case of Albania,
officid datais so poor that remittances are not identified as adistinct category, and
andygts are forced to estimate them as a sort of “grand BOP residua,” a very imperfect

measure.

Thereis some confusion in the remittance literature on how remittances are actudly
measured in the BOP.? There are at least two categories of monetary inflows that could
conceivably comprise a proper measure of remittances. Thefirst category is a measure of
remittances made by a country’ s resdents temporarily working abroad, which we will

cdl non-emigrant remittances. These are transfers sent by workers who do not become
resdents of the country in which they are temporarily working. Most definitions of
remittances in the literature exclude these flows, probably because they are not

considered to be transfer payments between long-term separated entities. Aswe will see,
part of non-emigrant remittances do in fact congst of such transfer flows to the family in
the home country, and part do not. A case can be made that even the latter flows should
aso beincluded in a definition of remittances that is meaningful from the viewpoint of
economic theory.

Measurement of non-emigrant remittances in the BOP is done on the basis of recording
the income that the workers earn and the expenditures that they make, and subtracting
expenditures from income:

2 Discussion of recording remittancesin official BOP statisticsis based on Balance of Payments Manual
(Fifth Edition), International Monetary Fund (1993.)




Table 2.2 Non-Emigrant Remittance Accounting

Income or Expenditure Item | Wherels|t Recorded in the BOP?

Income of non-emigrant workers

Wages and salaries, other non-investment Recorded in “Income — Compensation of
incomes employees including border, seasona and other
workers’ as a BOP credit (inflow)

Investment income derived from Recorded in “Income — Investment” as a BOP

investments in host country credit (inflow)

Expenditur es of non-emigrant workers

Personal expenditures (food, clothing, rent, Recorded in “Travel — Business’ as a BOP debit

etc.) (outflow)
Tax and socia payments to host-country Recorded in “Current Transfers — Genera
government Government” as a BOP debit (outflow)

Income — Expenditures

This is the measure of remittance flows of Should be recorded in the financia account of the

non-emigrant workers BOP in “Reserve Assets’ or some other
appropriate category

Estimates of non-emigrant remittances could be formed by estimating worker incomes
and expenditures through use of survey data on these workers. However, such data often
does not exist or is not regularly collected, and the only observable, regularly-collectable
data available is on money transfers made through the formal financid sector. Satigtics
authoritieswill back out an estimate of income and expenditures from the transfer data by
multiplying it by given factors that are presumably derived from surveys or are
“reasonable guesses.”

The second category in the BOP that should be included in any definition of remittances
iswhat we will cal emigrant remittances, which are remittances sent by people
working in other countries who are classfied as resdent in those countries. For example,
in the Armenian case, these would be Armenians working in Russia and other countries
who have left Armeniafor more than one year and are no longer classified asbeing
resdent in Armenia. Emigrant remittances are recorded in the BOP statistics as “ Current
transfers — workers remittances’ as a BOP credit (inflow.)*

In a gpecific country case, remittance flows may aso be included in other categoriesin
the BOP, or the BOP may contain specia categories that are not usualy included. Thisis
true in the case of Armenia. Armenian satistica authorities include in the current
transfers part of the BOP a category labeled “Diaspora’ that is unique to its BOP.

3 The IMF Balance of Payments Manual cites various factors that could be used..
* It isimportant to note that some studies on remittances are misled by the somewhat confusing

terminology used in the BOP statistics and treat only these inflows as remittances, as they are explicitly
labeled “workers remittances.” However, these flowsare often only asmall part of the flows associated

with temporary (non-emigrant) workers.



2.3 Armenian Remittance Flows: Official Data

In order to understand how remittances are caculated in the Armenian BOP, it is
important to note that the National Statistical Service of the Republic of Armenia (NSS)
classfies Armenians working abroad into three types.
Non-emigrant (temporary/seasond) workers: those working lessthan 1 year
abroad;
Emigrant workers: those working for over 1 year but lessthan 2 years,
Diaspora: those who have been outside Armeniafor over 2 years.

Armenian remittance flows are measured in the BOP using avariety of different data
sources. Non-emigrant worker remittance flows are measured using data on both
monetary transfers through the formal financial sector and data from the Armenian
household survey, which is discussed at length in chapter 4. There are two key sources of
data used to estimate the incomes of non-emigrant workers:

The Central Bank provides the Nationa Statistical Service of the Republic of
Armenia (NSS) with data on monetary transfers through four financia

inditutions: Anelik Bank, Unibank, Western Union, and MoneyGram (see chapter
3 for more details on these ingtitutions.) The vaue of thisflow isdivided into a
consumption transfer flow and an investment transfer flow using datafrom a
specid irregular household survey.® The investment flow isincduded in the
foreign direct investment item of the BOP. The consumption flow isused asa
basis for estimating non-emigrant worker incomes,

The Armenian household survey collects data on transfer flows that Armenian
households receive from family members abroad. These flows include both
money and goods. The NSS bregks this transfer flow down into a flow from non-
emigrant workers, and emigrant plus diaspora workers.

The NSS adds together the consumption transfer flow derived from the banking data and
the non-emigrant transfer flow derived from the household survey data, and thissum is
taken to be non-emigrant worker income?® It isvery important to note that the NSS does
not adjust, or “gross up,” the flow data to make an estimate of income, but Smply equates
the flows to income. Per sonal expenditur es of non-emigrant workers are calculated on
the basis of estimates obtained from a published NSS survey of passengers departing and
ariving in Armeniain 2002. The NSS sates that tax and social payments of non-
emigrant worker s are assumed to be 20% of income.”

® This survey covered roughly 100 households, was carried out in 1999 and 2002, and has not been
Eublished by the NSS.

It should also be noted that non-emigrant worker income also includes an estimate of income earned by
Armenians working in embassies and other governmental organizations abroad. Thisisasmall component
of the category.

" Thisisan NSS estimate cited to us but about which we were given no explanation or detail. Table 2.3
shows that the ratio of estimated tax and social paymentsto estimated grossincomeis not in fact 20%,
suggesting that NSS might be using a different methodol ogy.



Remittances from emigrant workers and the diaspora are estimated from data on transfers
collected by the Armenian household survey, and then broken down into emigrant and
diaspora remittance flows® Table 2.3 summarizes officid Armenian remittance flows.
Officia remittances have grown at avery rapid pace during 1998-2003. Except for a
downturn in 2000, they have grown at roughly 20% per annum, and growth accelerated in
2003:

Table 2.3 Official Data on Remittancesto Armenia

Million USD [ 1998 [ 1999 | 2000 | 2001 | 2002 | 2003 [ QI 03 [ QI 04

Non-emigrant remittances (seasonal workers):

Credit : Income - compensation of
seasonal workers 823 | 797 | 782 | 842 | 1208 | 1509 | 249 | 449

Debits:;

Travel, business - personal
expenditures by seasonal workers® | -13.4 | -6.2 | -11.5 | -11.0 | -223 | -256 | -4.0 -3.6

Current transfers - taxes pad by
seasonal workers’ -165 | -155| -16.1 | -166 | -179 | -191 | -41 -6.4

Remittance flow” 524 | 580 | 506 | 566 | 773 | 106.2 | 168 | 34.9

Emigrant remittances:

Credit: Current transfers, workers 10.1 14.9 9.3 10.2 10.2 9.3 2.0 4.4
remittances

Diaspora transfers:

Credit: Other transfers—diaspora | 70.6 | 88.0 | 94.7 | 1149 | 1329 | 173.7 | 30.3 | 421

Total current remittances 133.1| 160.9 | 154.6 | 181.7 | 223.7 | 289.2 | 49.0 81.3
Growth 21% | -4% | 18% | 23% | 31% 66%

Memo:

Capital transfers” | 00 ] o0 ] o0 ] o0 ] 00 | 00 | 00 | 55

Source; Official balance of payments data of the Republic of Armenia

A : Thisisrecorded in the Armenian balance of payments as “Travel — Business— Other.” The
item “Travel — Business — Expenditure by Seasonal and Border Workers’ is actualy expenditure
by Armenians temporarily traveling abroad to engage in trade (the “suitcase” traders, or
“chelniki.”) (Communication from Nationd Statistical Service.)

B : Thisisrecorded in the Armenian balance of payments as “ Current transfers — Other sectors —
Other.” (Communication from National Statistical Service.)

C : The remittance flow appears in the BOP in the financial account as a reserve increase.

D : Exports of goods and services minus imports of goods and services.

E : No capital transfer inflows were recorded in 1998-2003. Inflows have been recorded in 2004
for the first time.

The NSS goes to gresat lengths to use the data that is available to it to estimate remittance
flows according to international compilation and data source standards®, and taking into
account the congtraints that the NSS faces, it is doing well. It relies to the extent possible

8 The estimated diaspora remittance flows definitely includes flows from the “new” diaspora, those who
left Armenia starting in the 1980s. They also might include flows from the “old” diaspora, as the household
survey recordstransfers from all relatives abroad.

° Asrecommended by the IMF in its Balance of Payments Manual.




not only on bank transfer data but al'so on household surveys, which captures (at least in
part) shadow remittances, and remittances from the “old” and “new” diasporas. Data
needed to accurately measure remittance flows is expensive to collect on aregular basis,
and the NSS is making the most of the limited resources at its disposd.

The officid estimate of remittances into Armeniais an underestimate of the true flow.
We make the following observations on the NSS estimates of remittance flows.

Because the non-emigrant worker transfer flow estimated from banking and
household survey datais not “grossed up”, the item recorded as compensation of
seasonal (non-emigrant) workersis not in fact total income, but only afraction of
it.2° This methodological error leads to a substantial understatement of the true
level of remittances. Many seasona workers do not transfer al of their savingsto
their family in Armeniawhile they are working abroad, but bring with them upon
return subgtantial amounts saved up while working. These amounts will not be
captured if transfer flows are not “grossed up” into income;

Dividing the non-emigrant worker transfer flow estimated from banking transfers
into a consumption and investment stream, and alocating the investment stream
to foreign direct investment, is methodologicaly incorrect. The entire amount
should be used as a basis for estimating gross income and remittance inflows. The
current gpproach underestimates the leve of remittance transfers,

People sending money to Armeniaare using informa channels outside of the
forma financid system. The NSS etimates are nonethel ess picking up at least
some of these flows, because they rely on household survey dataas wel aswire
transfer data. The degree to which the household survey accurately records
remittances is akey issue and is explored further in chapter 5.

In-kind remittance transfers of goods should be included. The household survey
data on transfers does include non-monetary goods transfers.

2.4 Migrant Transfers: A Missing Piece of the Puzzle

One financid component that could be included in remittances is the stock of cash, other
financid assats, and red property that emigrants who return to Armenia bring back with
them. Thisflow is potentialy sgnificant and is supposed to be recorded in the capitdl
account of the balance of payments, as “migrants transfers.” (In the remittance literature,
the stock of saved-up cash that areturning emigrant brings back is often referred to as
“savings”) It isimportant to note that in the balance of payments, migrant transfers
excludes cash and other assets brought back by temporary/seasond workers: the
methodology used to calculate remittances of temporary workers should (if properly
carried out) include these assets.

19 The NSS states explicitly that they do not “gross up” this flow. For more details on grossing up bank
transfer datato get an income estimate, see the IMF' s Balance of Payment Manual, Volume 3, paragraph
581 on page 131.



Satistical authorities recognize that in practice, this flow is difficult to monitor.*

Although migrant transfers are not atransfer from one household member to a different
member, they originate in income earned abroad and are used to finance consumption and
investment of the household in the home country. We believe that remittances should
include migrant transfers. Studies for other countries have found evidence that migrant
transfers are significant.*?

In the case of Armenia, it isnot clear that Satistica authorities regularly monitor
emigrants return and the net wedth that they bring with them. Migrant transfers have not
been estimated until very recently: table 2.3 gives the first estimate made of these
trandfersin early 2004. The importance of migrant transfers for the Armenian economy
depends on how many emigrants decide to return and how much net financia wedth on
average they bring with them. We have no data on either and can only speculate. On the
one hand, the number of returnees at the present time islikely to be rather low. On the
other hand, the amount of net wealth they bring with them could be quite sgnificant. If
10,000 people return ayear and bring $10,000 in net wealth each, remittances would go
up by $100 million.

Another issuein the case of Armeniaiis how to ded with diasporan families from
countries like the USA and Iran that are buying second homesin Armeniaand livingin
them for part of the year. These numbers are growing and are having noticeable impacts
on red estate markets. Unless these families become legd resdents of Armenia, it seems
ingppropriate to include them in the definition of remittances.

2.5 An Alternative Estimate of Non-Emigrant Remittances

Some studies of remittances attempt to estimate total remittance inflow using data that
capture both the forma and informa sector. The Philippines study cited above uses data
on the vaue of an average remittance to the Philippines and an estimate of the total
number of overseas Filipino workers to get an estimate of total remittances that is more
than twice the officid vaue. Korovilas (1999) calculates remittances to Albaniausing an
edimate of the emigrant labor stock, an estimate of daily earnings, and an estimate of
how much of thisis sent back as remittances and finds atota vaue 2 to 3times aslarge
asthe officid edimate.

We take a smilar gpproach to calculating tota Armenian remittance inflows, including
informa remittances. We conducted an informa survey of diasporan Armeniansin 5
cities, three in western Europe and two in Russia, Moscow and Rostov. In western
European cities, only longer-term emigrants were interviewed. In Moscow and Rostov,
both longer-term emigrants and temporary (seasond) workers were interviewed. The vast

! See Balance of Payments Manual (Fifth Edition), International Monetary Fund (1993), p.84,
paragraphs 352-355 for afull discussion of migrants' transfers.

12 purand et al (1996) find for a sample of 5653 households sending someone to work abroad temporarily
that most migrants brought significant amounts of money back to Mexico with them, and that money
brought back as a share of the sum of amount remitted and brought back was 34%. Ahlburg and Brown
(1998) find that Pacific Island migrants working in Australiawho intend to return home accumulate much
higher capital assets than those not intending to return home.



mgority of Armenian temporary workers go to CIS countries to work, and primarily
Russia. We use data on temporary workers to estimate norn-emigrart remittances. Results
of our survey of temporary workers provide estimates of the average remittance that these

workers send home each month, and how much money is brought home at the end of

their say:
Table2.4
Skilled Seasonal Asphalt layers
builders laborers
M oscow
Average amount sent to Armenia per month $150-200 $100 $250
Length of stay in Moscow (months) 6 6 4106
How much money istaken home at end of trip | $3000-4000 | $1500-2000 $5000-6000
Rostov
Average amount sent to Armenia per month $150-200 $100 NA
Length of stay in Rostov (months) 6 6 NA
How much money istaken home at end of trip | $2000-3000 | $1000-1800 NA

Source: interviews with temporary laborers conducted on the street, discussions with crew chiefs.

On the basis of this data, we estimate both the remittances sent home by temporary
workers while they are abroad, and the amount that they bring back with them. We begin
with an estimate of the former. The Armenian Government does not keep track of how
many Armenians are leaving to work abroad on atemporary or long-term basis. Data
from a specid survey of travders entering and leaving Armeniain 2002 show that dmost
al Armenianstraveling to work abroad are headed for Russia or Ukraine:

Table2.5
Dedtination of Armenians Leaving to Work Abroad in April-June 2002
Other
Russa |Georgia® | Ukraine USA Turkey Iran Belarus |Countries’
1718 174 111 36 33 26 21 89
78% 8% 5% 2% 1% 1% 1% 4%
Source: NSS, “Survey of Arriving and Departing Passengers in April-June 2002

A : Most workers leaving for Georgia were “suitcase’ traders (“chelniki”)
B : Greece, France, Uzbekistan, UAE, Turkmenistan, Canada, Spain, UK, Poland, Kazakhstan,
Czech Republic, Indig, Itdy, Bulgaria, Germany, Sweden, BiH, Belgium

We assume that al temporary workers are going to Russia. In order to estimate how
many Armenian went to work abroad temporarily in arecent year, we use 2003 dataon
the tota number of exit trips from Armeniafor each quarter of the year that are available
from officdd migration statistics (see gppendix.) The survey of travelers cited above
suggests that in the second quarter of the year, dightly over haf (55%) of these exits

were for temporary work purposes. Percentages for the other three quarters are arbitrarily
estimated based on the fact that most temporary workers leave in the second and third
quarters, and vacation travelers peak in the third quarter. We must dso estimate the
percentage of those going abroad to work who are temporary workers and those who are
longer-term emigrants. There is no direct data available on these percentages; given that
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entry and exit data for 2003 suggest that roughly 10,000 people |eft the country long-term

that year, percentages were chosen that follow a reasonable seasond pattern and that
result in an outflow of longer-term emigrants of 46000. Table 2.6 summarizesthe
estimate of 179443 temporary workersin 2003, which is conservative.

Table2.6
Ql QlIl QIll QlvV 2003
Number of exit trips from Armenia 114501 | 156,500 | 209,428 | 148,080 | 628,509
Fraction that were going abroad for work 25% 55% 35% 25%
Of which were temporary/seasona workers 60% 90% 90% 50%
Non-emigrant (temporary) workers 17175 | 77,788 | 65970 18510 | 179,443
Memo: Longer-term emigrants 11,450 8,643 7,330 18,510 45,933
-as % of total exits 10.0% 5.5% 3.5% 12.5% 7.3%

Source: number of exit trips from Armenia (all transport types): State Department for Migration

and Refugees, “Number of Persons Arrived and Left in Armenia,” data posted on web Site;

http://www.dmr.am. For other variables, see text. Numbersthat are arbitrary estimates are in

italics.

Table 2.7 gives the totd vaue of remittance flows from temporary workers under

different assumptions on average monthly remittance sent home and average duration of
stay of atemporary worker. The estimates that most closely correspond to the

information on average remittance amount and duration of stay gathered in our informa
survey of temporary workers in Moscow and Rostov are highlighted in bold; numbers
exceeding the officid remittance estimate of $106 million areitdicized. Our most
plausible estimates of $135-179m are somewhat above the NSS officia estimate. An
overd| impresson from table 2.7 is that the officia estimate of temporary-worker
remittances somewhat understates their true magnitude, but not to a dramatic degree.

Table 2.7
Average Average monthly remittance sent home
duretion of stay [  $100 $150 $200 $250
(months)
3 $4m $38m $108m | $135m
4 $72m $10Im | $144m | $179m
5 $90m $135m | $179m | $224m
6 $108m | $161m | $215m | $269m
7 $126m | $188m | $251m | $314m

However, the NSSis not measuri n? how much money temporary workers are bringing

back to Armenia upon their return.

3 Using the estimate of number of temporary workers

for 2003 and a conservative range of money brought back by an average worker of

$2000-4000 based on evidence from our informa survey, roughly $359-538 million is

13 Dueto the fact that the NSS does not “gross up” estimated remittance transfer flowsinto temporary -

worker income.
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brought back by temporary workers.!* This greatly exceeds the officid estimate, which
should according to BOP methodology include money brought back. An important
concluson isthat the mgor inaccuracy in officid Armenian atistics of non-emigrant
remittancesis not estimating return-trip inflows. Including these inflows results in a non
emigrant remittance flow that is5-7 times larger the officidly-estimated amount.

2.6 An Alternative Estimate of Emigrant and Disaporan Remittances

Our informa survey of diasporan Armenians conducted interviews with 166 individuas
in five citiesin western Europe and Russia™® We estimate the size of an average monthly
transfer at roughly $200. Interestingly, $200 istypicaly cited as an average remittance
transaction value for countriesin Latin America and the Caribbean:'°

Table2.8
London | Bruxelles | Paris | Moscow | Rostov | Tota
Number of interviews 32 16 29 53 36 166
Average size of monthly transfer $204 $161 | $131 | $217 $279 | $208

Source: interviews with diasporan Armenians. Interviews were conducted on the basis of random
encountersin cafes, banks and other institutions and permitted to “snowball” (one encounter
leading to another.)

There are two ways that we can atempt to estimate aggregate emigrant and diasporan
remittance flows. We can follow the example of other sudies and use an estimate of
emigrants and diasporans sending money to Armenia. An estimate of the tota population
of Armenians by country is available (see gppendix.) However, we have no information
on what percentage of each population is sending remittances. We therefore use an
dternative methodology that estimates how many households are receiving remittances.
Data on the average number of people per household and the percentage of households
receiving remittance transfers are available from the Armenian household survey
conducted annualy (discussed at length in section 4.10.) The survey suggeststhat in
2002, 18% of al Armenian households received some remittance income. Combining
these data on number of recipient households with our estimate of a $200 monthly
trandfer gives an aggregate emigrant remittance vaue of $324m, which is sgnificantly
more than the official estimate of $183m:*’

14 Temporary workers are not subject to restrictions or questions on bringing into Armenia amounts of cash
of $10000 or less.

15 We intended to survey Armenian diasporans living in Los Angeles but were not able to get a US visa for
our non-US-citizen surveyor. A handful of discussions were conducted by telephone with LA diasporans.
16 Ratha as cited in Maimbo and Sander (2003), p.16 for Latin American countries; the graph on p. 8 of
Lapointe (2004) for four Caribbean countries. Estimates of average remittance values are often based on
data of the National Money Transmitters Association, which provides data on average transfer value from
the US to other countries. (These data are not publicly available, and we did not have access to them.)

Y Those familiar with the Armenian household survey argue that households often do not report receiving
remittance income, and when they do, they underreport the amount received. We do not correct the
survey’s percentage receiving remittances, but we do deal with the underreporting of amount received by
using our informal survey’s $200/month value, which is 7 times larger than the average monthly amount
reported in the household survey. The resulting figure of $324misin al likelihood an underestimate of the
actual amount and isthus conservative.
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Table2.9

Officid Armenian population 3,000,000
Average number of people per household 4
Number of Armenian households 750,000
% of households receiving remittance transfers 18%
Number of households receiving remittance transfers 135,000
Monthly value of remittance transfers to a household $200
Aggr egate value of emigrant remittancetransfers $324m

Officid and our dternative estimates of remittance flows are summarized in table 2.10. It
isquite plausble that actud remittance flowsinto Armeniain 2003 were dmogt 1 billion
dollars, and roughly three times as large as officidly estimated flows. The most important
reason for this large difference is our incluson of money brought home by non-emigrants
at the end of their working abroad. Messures of remittances cited in the literature usualy
do not include non-emigrant remittances, and if they do, officid BOP estimates of non-
emigrant remittances might fail to cgpture money brought home due to lack of following
BOP methodol ogies properly (as was shown in the Armenian case)

Table2.10
Non-emigrant remittances: officia (2003) $106m
Noremigrant remittances. dternative $494-717m
Emigrant remittances: officid (2003) $183m
Emigrant remittances. dternaive $324m
Totd remittances. officia $289m
Totd remittances. dterndive $818-1,041m

2.7 Remittancesin a M acroeconomic Context : An Overivew

Table 2.11 summarizes officid Armenian macroeconomic and baance of payments data
for the period 1998-2003. After a period of economic collgpse and hyperinflation in the
early 1990s, the economy was stabilized by 1995 and grew at a average rate of 6% during
1996-2000. During this period, Armeniawas characterized by an extraordinary leve of
externa imbalance, with trade deficits of over 25% of GDP and current account deficits
of over 15% of GDP. Starting in 2001, a boom began in which red growth has been over
10% per year. Many have attributed this boom to inflows of support from the Lincey
foundation to reconstruct roads and other public infrastructure and the celebration of

1700 years of Chrigtianity in 2001. However, the boom is aso characterized by a
dramatic rise in exports, which have grown by 26% on average during 2000-2003. The
export boom has been fairly broad, with most sgnificant export branches experiencing
rapid growth.*® Primarily as aresult of the export boom, externa imbaance has falen
sharply: as a percentage of GDP, the trade deficit is now haf of what it wasin 1998, and
the current account deficit is one-third of its 1998 vaue. Investment has aso boomed,

18 The export boom is not attributable primarily to the precious stone (diamond) sector, although that sector
has certainly played asignificant role.
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growing a 21% annualy. Private consumption growth has been less but gill impressive
at 8% per year. This positive macroeconomic performance has aready fundamentally
dtered Armenid s economic Stuation. Dramatic growth in exports and investment with
Steady improvement in private consumption and externa imbaance condtitute the
performance of acountry that is successfully developing. If this performance can be
sustained over the longer run, then Armenia could appropriately be called the “ Caucus
Tiger.” Iradian (2003) argues that growth in early trangtion came mostly from efficiency
improvement and resource redlocation, but sustaining growth in coming yearswill
require increased investment.

A key quegtion is whether rgpid growth is being accompanied by falling rates of poverty
and rising levels of average household income, as happened in the “East ASan miradle”
Asthe Armenian economic boom is only three years old, it is ill too early to tell
whether such a“virtuous cycle’ istaking place. Available evidence does suggest that
poverty and inequdity indicators are decreasing, partly because of improvement in socid
benefits targeting in 1999, but also partly due to growth in 2001-02.° Fiscal performance
has not been particularly encouraging in terms of progress in establishing asocid safety
net. After reaching peaksin 1999, tax revenues and spending on transfer programs (and
in particular the family allowance program) have fallen as a percentage of GDP° The
government’ s gpparent palicy isto encourage growth through maintaining
macroeconomic stability, restraining revenue collection, and not distorting labor market
incentives. This policy does seem to be having some positive impacts on poverty and
inequality. Whether increasing tax revenues would negatively impact growth, and how
increased revenues should be allocated between budget priorities such as hedth,
educetion, and the safety net, are questions that are likely to be of increasing interest.

Remittances have been important for Armenia during trangtion. Using their officid
measure, in the late 1990s, they were dmost 8% of GDP, 40% of exports of goods and
services, and 30% of the trade deficit. They were thus akey financing component of
externa imbaance that enabled Armeniato run large deficits with the outside world and
maintain living sandards and investment. During the boom of the last three years,
remittances have grown strongly, at 23% a year on average, and are now over 10% of
GDP. Their role in helping the economy achieve externa baance has aso grown.
Remittances continue to be an important source of externd deficit financing, and major
positive or negative shocks to remittance flows may have important consequences for the
Armenian macroeconomy. It is dill early to try to evaluate remittances’ contribution to
longer-run economic growth. Iradian (2003) argues that remittances have played a
ggnificant role in growth during the trangtion period, but thisis not based on any formd
andyss.

19 See “ Social Snapshot and Poverty in Armenia: Statistical Analytical Report 2003,” National Statistical
Service of the Republic of Armenia, pp.134-135, for data on poverty and inequality measures during 1996-
2002.

20 The 1999 reform that improved targeting of social benefits did apparently increase support for the
poorest Armenian families.
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Table2.11

1998 | 1999 | 2000 | 2001 | 2002 | 2003

M acr oeconomic Performance (growth rate)

Rea GDP 73% | 33% | 59% 9.6% 12.9% 13.9%
Household consumption 5.3% 14% | 83% 6.4% 9.1% 8.4%
Public consumption -22% | 13% 2.8% 0.0% 3.2% 14.0%
Gross investment 52% | -44% | 52% | 12.6% 18.3% 32.8%
Exports of goods and services 6.7% | 16.6% | 20.8% | 29.3% 26.6%

Agricultura products 10.3% | 66.9% | 782% | 24.7% na
Base metals and articles thereof -30.7% | 69.2% | 2.5% 2.0% na
Machinery, transports and apparatus -504% | 64.1% | 382% | 31.9% na
Minerals and chemicas 12.3% | 17.9% | 12.0% -4.2% na
Other products’ 107.1% | -70.0% | 59.7% | 40.1% na
Precious stones and metals 96.5% | 26.3% | 1.0% | 103.1% na
Textiles, leather and footware 9.3% | -23% | 72.9% 19.3% na
(% of GDP)

Total public revenues” 20.1% | 21.8% | 19.7% | 19.2% | 18.9% 18.0%
-tax revenues 174% | 19.9% | 185% | 17.7% 17.9% 17.2%

Total expenditures 26.4% | 30.8% | 26.7% | 245% | 22.7% 22.2%
-Transfer expenditures 6.4% 81% | 7.2% 6.5% 5.8% 5.0%

of which: family alowances 1.5% 2.2% 1.9% 1.4% 0.9% 0.8%

Armenian Balance of Payments (million USD)

Trade deficit -640.8 | -536.0 | -519.3 | -438.0 | -4094 -498.8
Exports 359.2 | 3831 | 4468 | 539.6 697.6 883.5
Imports -1000.0| -919.1 | -966.1 | -977.6 | -1107.0 | -1382.3

Balance on Income 60.4 55.0 52.9 63.6 88.1 91.0

Balance on Current Transfers 1774 | 1741 | 188.0 | 1740 1734 224.9
Transfers to Armenian government 118.7 97.6 104.5 75.8 56.6 68.4

Current Account Balance -403.0 | -306.9 | -278.4 | -2004 | -147.9 -182.9

(% of GDP)

Trade Deficit -33.9% | -29.0% | -27.2% | -20.7% | -17.3% | -17.8%

Current Account Balance -21.3% | -16.6% | -14.6% | -9.5% -6.2% -6.5%

Remittances (official)

\Vaue in million USD 133.1 161.0 | 154.6 181.7 223.8 289.2

-growth 21% -4% 18% 23% 29%

\Vaue in million dram (1998 prices)” 67.2 86.1 84.6 98.0 121.5 150.5

-growth 28% -2% 16% 24% 24%

% of GDP 7.0% 87% | 81% 8.6% 9.4% 10.3%

% of exports 37.1% | 42.0% | 34.6% | 33.7% | 321% 32.7%

% of trade deficit 20.8% | 30.0% | 29.8% | 41.5% | 54.7% 58.0%

Source: official gtatistics of the Nationa Statistics Service of the Republic Armenia

A : Growth in exports and its branches calculated using value in USD.
B : wood, paper, furniture, works of art.

C : Excluding grants.

D : USD vaues converted into nomina dram values using commercia exchange rate, then
converted into real dram values with GDP deflator index.
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2.8 Comparing Macroeconomic Applesand Oranges

Our review of macroeconomic performance and the importance of remittancesis based
on comparisons of officia macroeconomic data. It istempting to use our dterndtive
estimate of remittance flows to evauate the true importance of remittances to the
economy. However, making aratio of this estimate to GDP might give amideading
picture of remittance importance, because it might be comparing macroeconomic “gpples
and oranges.” In order for the ratio to be accurate, GDP must be fully adjusted to capture
the shadow economy. More generaly, in comparing macroeconomic variables, it is
important that the variables capture their shadow sectors to roughly the same degree.
Officid data have the merit of being interndly consistent. To compare an aternative
estimate that fully capturesits relevant shadow sector to an officid estimate that only
partialy captures its shadow sector may produce a much more inaccurate picture than if
one compared officiad estimates.

Table 2.12 illudtrates this point with three hypothetical scenarios. In scenario A, the share
of the shadow sector for both remittances and GDP is 50%. Theratio of officid
remittancesto officid GDP isequd to theratio of actud remittances to actua GDP. This
illustrates an important generd point: if the relative szes of unmeasured shadow sectors
areidentical across macroeconomic aggregates, then ratios of officid vaues areidentica
to ratios of actua values, and it is not necessary to adjust for the shadow sectorsin order
to measure the relaive importance or weight of various aggregates. If, however, the
relative sizes of the shadow sectors differ, then adjustment will make a difference to the
ratio. Scenarios B and C show that if the remittance shadow sector is rdlatively larger or
smaller than the GDP shadow sector, theratio of official measures understates or
overdates the importance of remittances in the economy respectively.

Table2.12
Officid | Officid | Shareof | Off rem./ | Totd rem./ | Tota rem./ | Off. Rem./
vaue + shadow | Off GDP | Totd GDP | Off. GDP | Tota GDP
shadow sector:
Remittances 5 10 50% 10% 10% 20% 5%
GDP 50 100 50%
Remittances 5 10 50% 10% 13% 20% 7%
GDP 50 75 33%
Remittances 5 10 50% 10% 8% 20% 4%
GDP 50 125 60%

This point isrelevant to the remittances literature, as the indicator most often used to
assess the importance of remittances in an economy isthe ratio of remittances to GDP.
For example, it is often noted than in many sub- Saharan African countries, remittances

are poorly measured and often have very large shadow sectors. However, GDP will aso

typicaly be under-measured and have alarge shadow sector. Theratio of the officia

vaues of remittances and GDP will undergtate the actua importance of remittances if the

shadow sector for remittances is rdatively larger than the shadow sector for GDP.
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In the case of Armenia, it is known that the NSS attempits to include the shadow economy
inits esimate of GDP. The NSS adjusts GDP estimates for unreported activity by usng
the “Italian method.” Firms' reported employment and output are used to calculate labor
productivity by sector of the economy. Results of alabor survey thet is done once ayear
are used to estimate levels of employment by sector; the labor survey is believed to much
more accuratdy capture true employment than employment reported by firms. The
shadow economy is then estimated in monetary terms by sector by multiplying estimated
labor productivity by unreported employment (difference between survey and firms
reported numbers.) Using this method, the NSS estimates that roughly 30-35% of total
GDPisin the shadow economy. It ishard to say if thisisredigtic or not. Many of those
familiar with the Armenian economy fed that this share istoo low, but some indicated
that they believeit to be plausble.

Table 2.13 below summarizes our findings on Armenian remittances and GDP. The most
common measure of the importance of remittances to the economy that is used in the
remittance literature istheratio of officia “workers remittances’ to GDP, which was
0.3% for Armeniain 2003. Thisis an absurdly low number, and yet it corresponds to
what one often seesiin the literature ! We have shown that one needs to be very careful

in congructing a measure of remittance inflow into a country even usang only officid

data. In the Armenian case, “other — diagpord’ inflows must be added to “workers
remittances’ under any plausible definition of remittances; the ratio of officid

remittances to GDP rises to 6.5%. We aso argue that non-emigrant remittances should be
included aswell, and that gives atotd of 10.3%.

The big difference between the officid data and our dternative estimates clearly liesin
our estimate of money that non-emigrants (temporary workers) are bringing back to
Armeniawith them upon completion of their job ($448.5m) Alternative vaues for
emigrant remittances and noremigrant flow remittances are not hugely different from

the official vaues Theratio of our aternative estimates of these two flowsto officia

totd GDP isroughly 17%, which is higher than 10.3%. However, including non-emigrant
savings, which are estimated at 16% of officid GDP, produces a dramatic increase in the
importance of remittances to the economy. We aso compare al remittance flowsto a
value of GDP that has a 50% shadow sector, as opposed to the 32.5% shadow sector that
NSSincludesinits officid estimate. Even with alarger shadow sector in GDP,

remittance flows dearly remain highly sgnificant for Armenia.

We believe that the most plausible scenario in table 2.13 is our dternative estimate
compared to GDP with a 50% shadow sector. In this scenario, if attention is restricted
only to remittance flows that are gtrictly transfer payments, then the ratio of remittances
to GDP is 12.8%. If nonemigrant savings are adso included, then the rétio is 24.6%.

21 5ee, for example, the IMF working paper by Chami et al (2003.) Their appendix table 2 has remittances
averaging 0.5% of GDP during 1995-8.
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Table2.13

Million USD Emigrant remittances Nonemigrant remittances Totd
remittances
“Workers | Other— | Total How Savings | Tota
remittances’ | diaspora
Officidl 9.3 173.7 183.0 106.2 - 106.2 289.2
Alternative na na 324.0 157.0° 4485° | 6055 929.5
Ratio of dternativeto - - 177% 148% - 570% 321%
officia
Ratio of official remittance flow to:
Nonshadow GDP 0.5% 9.2% 9.7% 5.6% - 5.6% 15.3%
NSS total GDP 0.3% 6.2% 6.5% 3.8% - 3.8% 10.3%
50% shad.econ. GDP 0.2% 4.6% 4.8% 2.8% - 2.8% 7.7%
Ratio of dternative remittance flow to:
NSS GDP - - 11.6% 5.6% 16.0% | 21.6% 33.2%
50% shad.econ. GDP - - 8.6% 4.2% 11.9% | 16.0% 24.6%

A : NSStotal GDP isthe officid

estimate of GDP in 2003 ($2797m) that includes a shadow
economy that is 32.5% of total GDP. Nonshadow GDP ($1888m) excludes the NSS shadow
sector. 50% shad.econ. GDP ($3776m) increases the shadow sector to 50% of total GDP.

B : average of range identified in section 2.5
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3. ARMENIAN REMITTANCE TRANSFER CHANNELSAND THEIR COSTS
3.1 Remittance Transfer Channels

Formd and informad remittance transfer channds that we have identified being used in
Armeniaare??

Table3.1

Formal Channels Informal Channels

Bank transfer services Carried by onesdlf

Dedicated money transfer operators (MTOS):
Western Union, MoneyGram

Carried by friends, relatives

Courier services
Hawala-type services (see sec.3.4)

Diagporan individuas interviewed in our informa survey were asked about what

channdl () they send remittances to Armeniathrough; results are given in table 3.2 below.
Remarkably, diagporans in Russa are making much higher use of forma channdsthan
diasporans in western Europe, particularly of banks. This is because banks that have
focused on providing remittance transfer service at low cost have entered the CIS
financia market (Andlik and Unibank; these transfer systems do not operate in non-CIS
countries,) The transfer market mechanism is evidently working competitively, at least

for transfers from the CIS. A greater reliance on informad channds in western Europe
may reflect the fact that for western banks, money trandfer is an ancillary service
provided for the convenience of customers rather than a business focus.?®

Table3.2
Number Szeof | Through of which: Through of which:
of average | forma | Banks | Credit | MTOs | informa | Courier | By onesdf,
interviews | monthly | channels card channels through
transfer friend or
relative
London 32 $204 20* 8 0 12 15* 0 15
(57%) (43%)
Bruxelles 16 $161 10* 3 0 7 ™* 3 4
(59%) (41%)
Paris 29 $131 13 7 0 6 16 0 16
(45%) (55%)
Moscow 53 $217 47 40 5 2 6 0 6
(89%) (11%)
Rostov 36 $279 33 33 0 0 3 0 3
(92%) (8%)
Source: informa survey of diasporan individuas carried out for this study.

22 For areview of formal and informal remittance transfer channels operating in other regions, see |OM
§2003) (Guatemale) and Sander and Maimbo (2003) (Africa), among others.

% Ordering an international wire transfer from alarge western bank can be difficult and unreliable,
particularly if asecond transfer through an intermediary bank is required.
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* - Sum of formal and informal channd users sums to more than the number of interviews due to
the fact that some interviewers use more than one channdl.

The Armenian banking system comprises nineteen banks, and most of these banks
provide money transfer services>* MTOs aso operate in Armenia, primarily Western
Union and MoneyGram. Most banks use one of four syslemsto effect trandfers. Western
Union, MoneyGram, Andlik, and Unistream. The value of dl trandfer inflowsinto
Armenia, induding remittances, commercia, and public-sector transfers, is:

Table 3.3
Trandfers recaived : AMD miillion
1999 | 2000 | 2001 2002 2003
Andlik 42632 | 72484 70220
Unigream 17118 44394
Western Union 16525 | 28388 | 27581 | 33485 37722
Money Gram 50 18118 | 3741 4941 5660
Other transfer systems 4574 17022
Total 16575 | 46506 | 73954 | 132602 | 175018
Memo:
Anelik and Unistream as % of total | | | 58% | 68% | 65%

Source: ARKA News Agency and Central Bank of Armenia

Table 3.3 revedsthat Andik and Unistream have become the dominant transfer systems
used in Armeniatoday. The nomina vaue of transfers has risen dramatically since 1999.

3.2 Formal-Sector Remittance Transfer Costs

Feesfor trandfer service vary widdly and usudly involve aminimum fee. Bow we have
listed bank minimum fees and percentage fees for non-customers that are charged on
making an inward transfer of U.S. dollars, MTO charges, and the percentage cost on a
$200 trandgfer (the value that we estimate as the average monthly transfer vaue from
western Europe and Russia) and a $50 transfer:

24 This does not include the Armenian Communications Bank, which was placed under government control
and supervision in 2003.
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Table34

Bank Minimum fee Percentagecharged | Total percentage cost of a
to non-customers transfer by non-customers
for aremittance value of:
$200 $50
ACBA $50 if not by Andik | 3% viaAnelik system, 3.0%* 3.0%*
system 1% otherwise

Andik None 1.5% if between 1.5% 1.5%

branches of Andlik and

AndikRU:; otherwise

charges can run up to

4%
Ardshininvest $10 0.2% 5.2% 20.2%
Areximbank 2% 2.0% 2.0%
Arimpexbank $5 0.5% 3.0% 10.5%
Armeconombank AMD 3000 up to 2.9% 11.7%
$500, then AMD
5000

Arminvestbank $4 0.5% 2.5% 8.5%
Armsavingsbank $15 0.2% 7.7% 30.2%
Converse Bank $15 7.5% 30.0%
Emporiki Bank $15 0.2% 7.7% 30.2%
HSBC AMD 18000 1% 18.5% 70.9%
|necobank $15 0.2%, also has just 1.5% 1.5%

started 1-1.5% without

minimum
Médllat Bank $15 0.25% 7.8% 30.3%
Unibank None 1% from Russig, 1.0% 1.0%
elsawhere higher
Western Union Commission schedule None 11.0% 26.0%
depending on value of
remittance

* : Cogt of going through Andlik system.
Source: Interviews with bank officials and from “Banking Services,” ARKA News Agency,

#7(59), July 6, 2004.

The most important insght that comes from table 3.4 isthat Anelik and Unibank, the two
most heavily used formd-sector channels, have avery low percentage cost on a $200
transfer (1.5% and 1.0% respectively.) These two banks have made money transfer a
business focus, and these fees are low by international standards. The Situation suggests
that pricing of money transfersin Armeniais quite competitive (there is the possibility

that banks are earning “ above-normad” profits on money trandfers, but it isnot likely.)
The banks business strategies may be to price transfers highly competitively and make
higher rates of profit on non-transfer services, whose volumeis enhanced by having
many transfers come through the bank.
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An important point regarding minimum fees on trandfersis that they push smdl-vaue
trandersinto the informa sector, because asmal minimum fee can be alargefeein
percentage terms if the vaue of the remittance is smdl. Thisisillustrated by the feesin
percentage terms on a $50 transfer in table 3.4 above. However, because Anelik and
Unibank do not charge minimum fees, their percentage fees remain very low. These two
banks now account for most of the money transfers coming into Armenia, and their
pricing policies have brought some transfers that used to go through informa channds
into the forma sector. Their pricing policies dso explain why our informd survey found
amuch heavier use of forma channdsin Russia than western Europe. It is aso true that
transfers made through Andlik and Unibank are processed very quickly and efficiently.®

3.3 Remittance Flows and the Armenian Banking Sector

When advoceting reform of the remittance transfer system and introduction of grester
competition leading to lower fees, one must consder the impact of such changes on the
banking system.?® If the system is heavily dependent on transfer fee income, then such
changes could, if they reduce fee income enough, imperil the banking system.
Information on Armenian bank profitsin 2003 and the first haf of 2004 are reported in
table 3.5 below. We are most interested in the revenues received from commissions,
which includes fees received on transfers®” Income from fees for the first three quarters
in 2003 isshown in table 3.6. Banks earned 17.9% of their income from feesin this
period, about two-thirds of al commission revenues. For 2003 as awhole, 27.5% of
bank revenues derived from commissions, which include al fees on trandfers (including
remittances) and some other dements®®

%5 Our interviewer watched transfers being made in Anelik and Unibank branchesin Moscow and Rostov
and remarked on the efficiency of the process. One NGO head told us that 15-20 minutesis required for an
electronic transfer to be effected through the Anelik and Unistream systems.

%6 A detailed and informative survey of the Armenian banking sector is Armenia Microenterprise
Development Initiative, “ Assessment of the Opportunities for Banksto Enter the MSE M arket,” December
2003. Grigorian (2003) analyzes why the level of financia intermediation is so low in Armeniaand

measures that could be taken to raise it.

27 Our impression is that these are the major part, but we were not able to get the commission figure broken
down further after the third quarter of 2003 due to achange in reporting.

28 Note that those banks with the highest share of commissionsin revenue are also those banks most heavily
involved in the formal remittance business.
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Table3.5

Net Net |Investment Profits
interest Net currency| income All before Net
Income | income [commissons| txns (net) others |Expensey tax Tax profit
TOTAL 25132 | 13870 7051 2043 317 1851 | 16515 | 8296 | 1691 | 6605
HSBC 3852 1977 982 810 5 78 1810 2042 221 1821
Armeconombank 2632 1690 604 159 28 151 1565 1067 252 815
Inecobank 1541 1020 245 66 1 209 550 991 215 776
Ardshininvest 2139 1085 505 193 -11 367 1225 914 213 701
Andik 3785 4 2655 254 58 64 2875 910 273 637
Converse 2491 1432 621 -29 199 268 1877 614 126 488
ACBA 2149 1853 183 66 26 21 1481 668 201 467
Artsakhbank 855 704 84 57 0 10 479 376 0 376
Armimpex 957 634 174 102 4 43 525 432 105 327
Armsavings 2505 1202 1015 205 0 83 2302 203 0 203
Prometey 413 287 27 67 0 32 210 203 0 203
Unibank 444 461 -73 54 2 393 51 9 42
Emporiki Bank 382 305 21 48 3 5 340 42 0 42
ITB 414 3% 12 -3 2 7 364 50 8 42
International Inv Bank| 573 70 -4 -6 0 513 519 54 14 40
Arminvestbank 842 653 74 7 4 104 828 14 11 3
Méellat Bank 366 186 110 33 0 37 366 0 1 -1
Areximbank 663 235 368 54 0 6 812 -149 0 -149
Arm Dev Bank 649 457 638 65 40 19 910 -261 0 -261

Source. ARKA News Agency. All figures in thousands of Armenian drams.
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Table 3.6

Bank Feeincome As share of As share of total
(1000 AMD) noninter est income
income
“Andik Bank” 1999 159 91.9% 48.5%
Areximbank 303 546 89.8% 24.1%
Armsavingsbank 737 473 77.7% 22.5%
Converse Bank 665 624 74.5% 20.3%
“Mdlat Bank” 75 008 64.1% 18.7%
“HSBC Bank Armenia” 664 856 52.3% 18.5%
Armeconombank 506 348 71.0% 17.6%
Unibank 167 228 85.4% 15.9%
Armagrobank 388 484 58.4% 14.6%
Armimpexbank 152 695 60.4% 11.5%
Inecobank 182 513 45.3% 11.1%
Agricultural Cooperative Bank 193430 158.1% 8.5%
“Prometey Bank” 49 262 58.4% 8.4%
Armenian Development Bank 102 564 58.9% 6.8%
Arminvestbank 67 086 39.3% 6.7%
Com. Bank of Greece (Armenia) 21 381 38.7% 5.3%
Artsakhbank 67 701 68.8% 5.2%
Internationa Investment Bank 11 652 8.2% 4.6%
ITB International Trade Bank 11521 98.5% 3.4%
Ardshininvestbank 27 990 5.8% 1.1%

Source: ARKA News Agency.

For the 2 banks that specidize in transfers from Russa, Andlik and Unibank, their fees
areamgor part of their revenue stream (particularly Andlik.) Areximbank,
Armsavingsbank, and Conversebank aso make a good amount of their revenues from
fees. Armsavingsbank and Armeconombank have extensve branches throughout the
country; for trandfers they use the Andik system and add a surcharge as the destination
bank for the transfer. Each bank reports the volume of internationd transfersinto and out
of Armeniathrough areport monthly to the Central Bank of Armenia. The methods by
which transfers occur include Western Union (9 banks), Money Gram (2 banks), Anelik
(5 banks), Unistream (2 banks), Interexpress (1 bank), Express (2 banks), and Contact (1
bank).?® As discussed in section 2, these figures are combined to help calculate the
balance of paymentsfor the country by providing some of the measurement of
remittances and private transfers.

A generd impression from these tablesis that transfer fee incomeis Significant for many
Armenian banks, and large reductions in this income could lead to problemsin the
banking sector. It isimportant to recognize that as banks develop, the reliance on fee

29« Armenian Banking System Money Transfer VVolume Makes AMD 61.9 Bln by the System of
International Paymentsfor 2Q of 2004.” ARKA News Agency, Business and Privatization #62 (823)
August 5, 2004, p. 11.
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income from remittances will fal for many of these banks. Better lending practices
should increase the banks revenue streams from net interest income. More competition,
as other banks are dready learning, will dso tend to drive down fee levels as they have
around the world.

3.4 Informal-Sector Remittance Flows

Informa channels comein saverd forms. Remittances are brought to families by the
remitter, either during visits (emigrants) or upon return from temporary work abroad
(non-emigrants.) Other family members or friends can bring them back. Thisis
particularly more likely when dedling with gifts sent by diagporan families. Economies of
scale can be redlized through one person bringing back remittances for severa families. *°
Tours by churches and diasporan socia groups are quite common, particularly from the
United States.>*

Individuals wishing to send money may aso use couriers, and this money may move
informaly. These are usudly some variations of the informa fund transfer (IFT) systems
such as hawala that are common for remittances to Idamic countries. Such informal
systems were first developed for trade finance “because of the dangers of traveling with
gold and other forms of payment on routes beset with bandits’:32

“The system is swifter than forma financid trandfer systems partly because of the
lack of bureaucracy and the smplicity of its operating mechanism; ingructions

are given to correspondents by phone, facsimile, or e-mail; and funds are often
delivered door to door within 24 hours by a correspondent who has quick access
to villages even in remote areas. The minimal documentation and accounting
requirements, the smple management, and the lack of bureaucratic procedures
help reduce the time needed for transfer operations.”

Money usudly does not move between countriesin these systems. Anecdotd evidence
confirmsthe use of hawal a-type mechaniams in moving remittancesto Armenia, in
particular from the United States. A variant of this gpproach that was described to us by
an Armenian banker concerned a group that gathered funds in aremitting country,
bundled them, and sent the aggregate sum to afirm in Armenia, thus lowering
transactions costs because the firm could use SWIFT at atransfer cost of 0.4%. The
money is picked up by the firm and “unbundled” for ddlivery to the intended recipients.

30 According to several people we spoke with in the Los Angeles diasporan community, one tourist to
Armeniawill typically carry two or three other money transfers along with their own. When they arrive at
their hotel in Armenia, they will call aphone number and say they have brought the money, and the
receiving family will usually come to the hotel to pick up the money.

31 Tours organized in this way are more likely, through their social networks, to have brought informal
transfers not only for the family and friends of the tourists but also for those of the other members of the
church or social group.

32 “Hawala: How does thisinformal funds transfer system work, and should it be regulated?’ Finance and
Development 39, December 2002. Onlineat

http://www.imf.or g/exter nal/pubg/ft/fandd/2002/12/elgor chi.htm.
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Another banker said he used such afirm to send $150 as an experiment, and his cost was
4.

These IFTstypicdly earn both fee revenue and revenue resulting from differencesin
exchange rates between officia and curb markets3® The presence of pardlel exchange
rate systems tends to encourage the formation and proliferation of IFTs, aswell as
repressive financid policies, inefficient banking inditutions, and ungtable politica
gtuations. Our informa survey of the channds used by diasporan Armenians suggests for
diasporansin the CIS, couriers and other IFTs are not used much (table 3.2.) Thisis not
surprising, as Armenia has a unified exchange rate system, and there has been dynamic
positive developments in remittance transfer sysemsiin the CIS (the emergence of the
Andik and Unigtream systems.) Our informa survey and anecdotal evidence suggests
that IFTs are used on amore frequent basis by diasporans in Europe and the US.

When informd channds are used, it might be optima from an individua viewpoint, but
it nonetheless imposes costs on society asawhole:

Funds sent through informal channels never enter the banking system and thus
reduce the probability that they will be made available for intermediation. A
remitted dollar that isIeft in the banking system would generate gpproximately
$2.10 of additiond lending in the banking system through multiple deposit
expansion.®* The mgjor reasons for why funds are not kept in the banking system
are percaived financid and taxation policies and lack of confidence and trust in
the banks, not usage of informd transfer channdls. Nonetheless, increasing use of
the forma sector to channe funds will increase the level of intermediation on the
margin;

Anissuewith IFT systems that has become of great concern in recent yearsis
money laundering. Many channds of the informal sector discussed above are
largely not an issuein thisregard for Armenia, however. Mogt remittances are
household-to-household transfers and often move in cash physicaly over borders,
and there can be no question of laundering in these cases. Use of hawala-type
IFTs could cause some concern, but we did not see many instances where families
were using thistype of transaction. Money laundering through the formad

financid sector is of more serious concern in Armeniatoday;

Use of informd channds inhibits the ability of the Centra Bank to measure the
presence of foreign exchange in the system. This complicates the conduct of
monetary and sabilization policies. Remittance influxes are not likely to be
Steady, ether seasondly or annudly, and not having accurate data on their flows
makes exchange rate- based management of monetary policy more difficult.

A key theme that pervades discussion of the Armenian financid system is the question of
trust — in the formd financid sysem, in IFT sysems, in families, and in government. Our

33 B-Qorchi, op cit. See also Roger Ballard, “A Background Report on the Operation of Informal Value
Transfer Systems (Hawala).” Mimeo, Centre for Applied Southern Asian Studies, University of
Manchester, April 2003. On line at http://ww.art.man.ac.uk/CASASpdfpaper ghawala.pdf.

34 Thisis approximately the value of the M2 money multiplier as of end-2003.
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informal survey participants congtantly stressed that they did business with individuas
they trusted. Armenian and western experts told us on severd occasions that the reason
that people do not transfer money through the formal sector has little to do with cost and
everything to do with trust. Smal-vaue transferors avoid banks because they fear thet the
bank will be insolvent or illiquid, the two segments of banks that exist (one serving a
smadl dite, and another conssting of “ pocket” banks serving their owners' circle) do not
serve the broad public, and banks generaly do not have enough incentives to make
transfers work right (a problem everywhere)) There is evidence that trust in the forma
financid system, a least with respect to remittance trandfer, isincreasing: transfer
volumes through the Andik and Unistiream systems have grown draméticdly, and these
two banks do appear to be oriented to serving the broad public and focused on making
transferswork right.

Thefear of improper information disclosure is another issue. There is a strong desire
among Armenian trandferors for privacy, to avoid both taxes and the prying eyes of
neighbors. The formd rights of public-sector agents to collect information on transfersis
asfollows
The Central Bank has the right to collect any information mandated by their
supervisory role, and they evidently collect information on transfers down to at
least $400 in vaue,
The police have the right to access banking information only when acrimind or
civil case has been initiated and there is a court order;
Tax authorities have the right to access banking information only when acrimind
or civil case has been initiated.
There is concern, however, that on an informa basis, information is sometimes passed
between bank employees and government agencies.

3.5 Accessto the Formal Financial Sector
What percentage of people in Armenia have accessto the forma financid sector? No
urvey daais available to answer this question, dthough it would be straightforward to

add two or three questions to the Armenian household survey (see section 4) to find out.
The only rlevant datathat is available is on the number of branches for particular banks:
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Table3.7

Bank Number of Branches
Agricultura Cooperative Bank 8
Andik Bank 6
Ardshinvest 26
Arexim Bank 3
ArmAgro Bank 35
ArmEconom Bank 24
Arminpex Bank
Arminvest Bank
ArmSavings Bank 101
Artsakh Bank 11
Commercia Bank of Greece
Converse Bank 7
Deveopment Bank
HSBC 1
I necobank 2
Internationd Investment Bank
ITB
Mélat Bank
Prometey Bank 1
UniBank 5

Source: Armenia Microenterprise Development Initiative, “ Assessment of the Opportunities for

Banksto Enter the MSE Market,” December 2003, p.9.

One bank (ArmSavings) has avery extensive branch network extending throughout the
country, and three others (Ardshinvest, ArmAgro, and ArmEconom) aso have very
extensve networks. However, Armeniaisasmal country in geographica sze, and it is
not clear that a bank needs to have over afew branchesin order to be accessible to the

mgority of the population. If some or dl of the four banks with extensive branch

networks use the Anelik or UniBank transfer systems, then coverage with respect to
trandfers with CIS countries might be geographicaly extensive. It would be useful and

graightforward to survey Armenian households to test thisidea.
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4. THE ECONOMIC IMPACTS OF REMITTANCES
4.1 Economic Impacts of Remittances: Overview

Consensus views on the impact of migration and remittances on the sending countries
have been subject to cycles of pessmism and optimism. In the early 1990s, for example,
the genera pessmidtic view was that remittances do not promote growth but “ exacerbate
the dependency of sending communities by raising materid expectations without
providing ameans of satisfying them, other than more migration. Individua families
atain higher sandards of living, but communities achieve little auttonomous growth.
Some anaysts went so far as to advise governments and donors to discourage migration
and remittances.>® There has been a sea-change in recent years in the consensus view, and
currently thereisagreet ded of excitement about the potentia of remittance inflows to
support growth and development. Thisis due partly to the fact that remittance flowsto
developing and trangtion countries have become so large, and partly because the
theoretical understanding of remittances has changed (see below.) Although the

consensus view on remittances has become quite pogtive, the questions that led to
skepticism in earlier years remain open, and there is as yet no decisive answer to whether
remittances facilitate or hinder growth and devel opment.

1n35

Contemporary views on the economic benefits and costs of remittancesto areceiving
country can be summarized as>’

Table4.1
Potential Benefits Potential Costs
Are astable source of foreign exchange Ease pressure on governments to
that ease FX congraints and help finance implement reforms and reduce externd
externd deficits imbaances (mord hazard)
Are potentia source of savings and Reduce savings of recipient families and
investment for capitd formation and thus negatively impact growth and
development development (mord hazard)
Fadilitate investment in children’s Reduce labor effort of recipient families
education and human capita formation and thus negatively impact growth and
development (mord hazard)
Raise the sandard of living of recipients Migrétion leadsto “brain drain” and
through increasing consumption negative impacts on economy that are not
fully compensated by remittance tranfers
Reduce income inequdity Increase income inequality
Reduce poverty

Aswill be discussed further below, in recent years aview has emerged that migration and
remittances are outcomes of the decisions of familiesthat are behaving optimdly given
the opportunities and congraints that they face. Smplistic views that remittances lead to

35 Durand et a (1996), p.249; Adams (1991), p.695.
38 Cuthbertson and Cole (1995) as cited in Brown (1997), p.623.
37 Russell (1986) provides atable summarizing earlier views on remittance costs and benefits.
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“excessve’ consumption, import dependency, or “unproductive’ investment in housing
and land are no longer tenable. The potentia costs of remittances are now viewed as
largdly deriving from mord hazard problems. Remittances could ease pressure on
governments faced with large externd deficits to engage in difficult Sructurd reforms.
They a0 could negatively impact labor effort and savings and investment of recipient
households, even if the remittance sender wants the family to work hard or save and
inves.

4.2 Armenian Remittance Flows and Household Use

Thefallowing figure places remittance flows and their use in the context of the complete
picture of incomes and expenditures of an Armenian household:

Figure4.2
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Even thisfigure isonly partid. It does not show how uses of remittances for investment
purposes stimulate economic activity that affect the household’' s domestic employment
income, the affects of paying higher taxes, etc. Idedly, andyss of migration and
remittances would be conducted in the context of the household embedded in a modd of
the entire economy. In practice, thisis very difficult. Few studies have been so ambitious
to attempt a* generd equilibrium” analys's, and those that have must make some
smplifying assumptions so as to maintain mathematica tractability or consistency with
avallable empiricd data. Studies on remittances usudly redtrict their attention to a
particular subset of the household choice problem.

4.3 Emigration and Remittances. Competing M odels of Behavior

One of the key questions that is gpparent from the above figure is how decisons on
emigraion and remittances are made within afamily. In particular, what are the
motivations and congraints faced by those who emigrate and those who stay, and how do
these mativations and congtraints result in household decisons and economic outcomes?
A traditiond view isthat family members migrate because they have better income
opportunities abroad, and once they begin to earn that income, they share it with their
family members for dtruistic motives. The primary determinant of migration isthus

wage differentias, and the primary determinant of remittancesis dtruism. Recent
research (Chami et d (2003)) has emphasized a potential problem that can arisein
atruism-based decision-making due to the fact that the emigrant sending remittances
cannot know for sure to what extent the recipient istrying to earn labor income or is
properly investing remittances as opposed to spending them on consumption. This“mora
hazard” problem has the implication that remittances can have a negative impact on
longer-run growth.

Another gpproach that has been cdled the “new theory of migration” assumes that
families make migration decisons Smilar to the way that investors develop a portfolio of
assets.*® Remittances are viewed as apart of afamily’s“ self-enforcing, cooperative,
contractua arrangement.”3® Family members are sent abroad to work in order to
maximize household earnings and reduce its risk of fluctuations. Households thus pool
individual member incomes and take decisons as a collective unit. By pooling incomes,
they can smooth individua members consumption over good and bad times. Families
often have good methods of enforcing implicit contracts through dtruism, inheritance
decisons, and maintenance of investments of the emigrant in the home country.

Empirica research has been carried out over the past 30 years on both the decison of a
migrant worker to remit or not remit, and the Sze of aremittance if the worker does
remit. Banerjee (1984) finds that factors that determine the decision to remit differ from
those determining the size of aremittance, education and income are not important in the
decison to remit but positively affect the Sze of aremittance, the presence of awifein
the family to which remittances are sent increases the likdihood of remittance, and the

38 See Lucas and Stark (1985) and Stark and Lucas (1988) for rich descriptions of this theory using
Botswana as an example, and Stark (1991) for a more concise description.
39 Stark and Lucas (1988), p.465.
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likelihood of remittancesis greater the higher the dependency burden in the rura
household. Knowles and Anker (1981) find that the decision of emigrant to remit depends
directly on thelikdlihood that they will have to return a some point to their home,

whereas the amount remitted depends on income. Hoddinott (1994) treats the decision to
emigrate and remit as outcomes resulting from a bargaining agreement between the
migrant and family (dtruism is ruled out) and finds empirica results thet generdly favor

the non-dtruistic approach. Education and income of migrant are positively associated
with remittance s ze. llahi and Jafarey (1999) use data on roughly 1000 Pakistani

migrants to show that remittances made by migrants rose in proportion to the loan
obligation that they had incurred with their family to finance emigration cogts, additiond
evidence in favor of the “new theory of migration.” Brown (1997) uses data on Pecific
idand households to show that migrants make remittances for reasons of sdf-interest, in
particular asset accumulation and investment back home, and that remittances do not
“decay” with the length of time that an emigrant has been doroad. Thisis direct support
for the “new theory of migration.”

The empirica evidence generdly supportsthe “new theory of migration.” Thisis
encouraging to those who believe that remittances can play an important role in growth
and development, because it implies that migrants are motivated to make remittances out
of sdf-interest and in particular to save and accumulate assets in their home country.

4.4 Use of Remittances. Consumption Versus | nvestment

Use of remittances is an important question for assessing whether remittances promote
growth and development. Severd studies have empiricaly assessed the degree to which
remittances are spent on consumption or investment:

Table4.3
Adams Glytsos IOM Gilani et d (1981)
(1991) (1993) (2003) (Pakistan)
(Egypt) (Greece) (Guatemaa)
Consumption na 62.6% 61.8% 62%
Nonconsumption na 37.4% 38.2% 38%
Of which:
Housing 56.3% 59.6% 28.7% 58%"
Land 20.5% 19.3%
Machinery 7.9%" 10.6% 32.6%"° 30%“
Shops (trade) 3.1% 10.6%
Marriage 8.9% - - 8%
Hnandd savings 38.7% 4%

Basis of estimate: Adams— 75 rura Egyptian households Glystos — combination of avariety of
data described in his appendix A; IOM — 1425 households surveyed; Gilani et al — survey of
migrant Pakistani households.

A : Excludes consumer durables, except for automobiles.

B : Includes purchases of intermediate business inputs, agricultural inputs, and livestock, and
repayment of business loans.
C : Percentages spent on real estate and real assets, respectively
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This evidence suggests that the propensity to save out of remittance incomeis high
(amost 40%) and remarkably congstent across studies, and that investment is primarily
in housing and land, and secondarily in business activity (machinery and shops.)*
Swamy (1985) summarizes evidence from other sudies showing even higher margina
propensities to save (pp. 36-7.) Thereis consderable evidence that migrants often save
out of their overseas earning for the purpose of coming back into their home country with
anest egg for investment ether in abusiness or for ahome. Taylor (1992) findsina
sample of rurad Mexican families that remittances are associated with an increasein
livestock investment. Sofranko and Idris (1999) find in asample of 170 small-town
Pakigtani families that 32% used remittance income to finance business investments
(start-up or expanson of shop or other smal business), and 13% of tota remittance
income was spent on this purpose. Korovilas (1999) argues that many Albanian small
busi nesses were formed after their owners had worked for some time in northern Greece.
Woodruff and Zenteno (2001) find that 20% of investment in microenterprises, or $1.85
billion, had been paid for by workers' remittances in forty-four urban areasin Mexico,
confirming previous research by Massey and Parrado (1998.) We found in our informal
survey of diasporan Armenians that 12 of the 53 Armenians surveyed working in the
Moscow area reported that they either have aready or intend to invest in Armenia

It seems naturd to assume that an increase in remittances would increase consumption,
but the question is by how much. According to the permanent income hypothesis, an
increase in income will increase consumption more, the more reliable or less voldileis
the source of that income. Households will save more when income is more voldile.
Adams (1991) finds in a sample of Egyptian households that migrants saved most income
earned abroad, regarding it as temporary as opposed to permanent income; 54% of
remittance earnings were spent on housing congtruction and repair; and dmost dl other
investment was purchase of agriculturd or building land. Adams (1998) findsin a pand
dataset of rural Pakistani familiesthat there is a higher margind propengty to invest out
of remittance income than other income, again indicating that remittances are viewed as
temporary income. He a0 finds that the Pakistani families were sgnificantly more likely
to invest out of externa remittance income than internd remittance income. Adams
(2002) studied the precautionary saving behavior of Pakistani households in response to
income from seven different sources. His resultsindicate that remittances are seven times
more likely to be saved than income from renting land. Puri and Ritzema (1999) review
the evidence for avariety of Asan economies and conclude that margind propendtiesto
consume from remittances are smdl: “1t is quite possible that migrant families consder
remittances only as a trangtory income and tend to save as much as possble”

The empirica evidence suggests that remittances are often perceived as transitory
income, and the margina propengty to save from remittances is very high. We can
conclude that remittances do promote investment. However, investment is usualy made
into red assets such as housing, land, and shops rather than formal- sector financid

0 The IOM study suggests that Guatemal an households save a high proportion of remittances into financial
assets. There may be differences across these studies in definition and coverage of categories.
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indruments. This may reflect poor development of financia markets and inditutions
and/or lack of access of many remittance-receiving families to the financid sector.*!

In the case of Armenia, we can distinguish between severd types of remittance flows that
appear in figure 4.2 above:

Flow A: remittances from temporary workers. These are likely to be devoted
amog exdusvey to financing Armenian household consumption.

Flow B: savings brought back by temporary workers. Given evidence from other
countries, the propengty of the household to save out of thisflow is high. Savings
are devoted mostly to investment in housing and land. (See section on use of
remittances below.) How B substantiadly exceeds flow A in the Armenian case
but is not captured in officia BOP gatistics due to the lack of “grossing up”
described in section 2.

The overal propengty to save out of income earned by Armenian temporary
workersis likely to be quite high. Swamy (1985) notes that Asan temporary
workersin the Middle East had very high margind propendtiesto save partly
because their food and shelter costs were covered by their employer. Wefound in
our informa survey of Armenian temporary workers in Russathat such costs are
aso being covered by employers.

Flow C: remittances from emigrants (“new” diasporans). If thisflow is stable
enough to be considered by the household as aform of recurrent income, then it
will be devoted largdly to consumption. The more irregular these transfers are, the
gregter the propengty to save from them. These remittances may “decay” (decline
over time) the longer the emigrant has left Armenia

Flow D: savings brought back by returning emigrants. The propendty of the
household to save out of thisflow is very high. The amount that an individud
returnee brings back is likely to be substantial, but in aggregate they are probably
not very sgnificant given alow return rate of emigrants. Thisflow ismeasured in
the BOP as migrants transfers; the Armenian NSS has only recently started to try
to measureit.

Flow E: remittances from “old” diasporareatives. These rdatives will often be
distant. Household use of this flow will again depend on whether it isfarly

regular or intermittent, with the propensity to save risng with the degree of
irregularity. Remittances from old diasporardatives are likely to be sgnificantly
more irregular than remittances from new diaspora emigrants.

45 Labor Supply, Education, and the Brain Drain

A key question concerning remittances is whether they impact the labor supply of
household members who do not emigrate. Remittances could lower |abor supply by
enabling family membersto enjoy leisure. They could aso lower [abor supply by

“1 Aninteresting, and exceptional, situation is that of Albaniain the mid-1990s. Korovilas (1999) argues
that remittances were the main source of the high growth experienced in Albania prior to 1998, and that
remittances fuel ed the pyramid schemes whose collapse brought an end to that growth.



permitting family members to be educated. These two impacts have very different
implications for growth and development. The empirical evidence that is avallable
suggedts that remittances have both effects. Itzigsohn (1995) finds that for householdsin
four Caribbean Basin countries (Haiti, Jamaica, Guatemala, and Dominican Republic),
receipt of remittances lowers the probability that the head of the household will
participate in the labor market, possbly indicating an incressein leisure. Ahlburg (1991)
finds that |abor force participation of American Samoans receiving remittances is lower
that that of those not receiving remittances. The limited evidence available suggests that
remittance receipt lowers labor effort of household adults.

On the other hand, Edwards and Ureta (2003) find that remittances play an important role
in keeping children in school and thus financing human capita accumulation. Using data

on asample of 8387 familiesin El Sdvador, they find that in rural and (especidly) urban
aress, receipt of remittances subgtantialy reduces the hazard rate of afamily’s child
leaving school, and the impact of remittances is much greater than that of other types of
income.*? Hanson and Woodruff (2003) find that Mexican children in households with an
emigrant working abroad complete sgnificantly more years of schooling. Y ang (2004)
shows that remittances reduce child [abor supply. Swamy (1985) summarizes evidence
from the Phillipines that households sharply increased spending on education after

garting to receive remittance income (pp.40-1.)

These findings suggest that remittances might have a negative impact on labor supply of
older family members beyond schooling age, but thet they have a positive impact on
keeping children in school. For a country like Armenia, where child labor is not
gpparently an important issue, remittances are more likely to improve the qudity of a
child's education rather than the quantity.

A mgor issue for developing countries that has recelved much attention over many
decadesisthe “brain drain,” or the emigration of better-educated, higher-skilled workers
to richer countries and its impacts. Assessing the impacts of brain drain in detall is
outside the scope of this study. A recent overview paper argues that “[according to most
exiding sudies, it is unlikely that remittances, return migration or other ways through
which highly-skilled emigrants continue to impact on their home country’s economy are
sgnificant enough to compensate sending countries for the lossesinduced by the brain
drain.” * Although emigration is not aways permanent, and some emigrants return and
invest in the economy, bring back skills learned abroad, and possibly cregte trade
networks between host and home countries, the evidence appears to be that emigration
losses to the labor supply are not compensated by an increase in remittances or these
other possible postive externdities.

Thereislittle doubt that in the case of Armenia, the labor removed from the country is
highly educated. More than hdf of its emigrants have more than 12 years of education,
approximately on a par with the share of college-educated emigrants from China or

2 They show, for example, that achild in 7" grade in afamily receiving aremittance of $100 per month is
25% less likely to drop out of school.
3 Docquier and Rapoport (2004.)
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Turkey and more than from other labor-exporting trangtion economies like Albania
(38%) or Croatia (41%):

Table4.4 Emigrants From Armeniain 2000

Educational level attained Number of emigrants
0-8 years 3,815 (8.6%)
9-12 years 17,975 (40.5%)
Gresater than 12 years 22,590 (50.9%)
Total 44,380 (100.0%)

Source: Adams (2003.)
4.6 Short-Run Macroeconomic | mpacts

Traditiondly, analysis of the short-run macroeconomic impacts of remittances focused on
their multiplier impacts. A range of estimates were developed for different countries.
Glytsos (1993), for example, estimates amultiplier of 1.7 for Greece. The impact of
remittances on externad baance and exchange rates aso received attention. Remittances
will undoubtedly improve the current account of a country, providing it with a source of
foreign exchange. Thiswill be lesstrue in a dollarized economy, but otherwise household
purchases of remittance recipients are most likely to occur intheloca currency.

Congderable atention is now given to the impact of remittance flows on short-run
macroeconomic sability. A remittance inflow will typicaly lead to an appreciation of the
local currency. In this sense remittances are analogous to increases in private or public
foreign capitd flows However, some of the inflow of remittances will flow back out
through imports, particularly if domestic production is unable to expand sufficiently (with
goods people want to buy.) Just as exporting natural resources can induce “Dutch
diseass’ by making the country’ s manufactured goods less competitive and inducing a
persistent trade deficit, so too can exporting labor lead to atrade deficit. Thisis
particularly true when remittances lead to higher inflation because they are used to
purchase non-tradable goods. Dutch disease is particularly harmful for familiesthat do
not receive remittances. Remittances aso relieve pressure on centra banks to defend
currencies from speculative attack, alowing interest rates to be lower and capita
formation higher. Neyapti has shown that the flow of remittances into devel oped
countriesis more stable that foreign direct investment, but the same cannot be said for
less developed countries** Thisislikdly due to frequent shiftsin economic conditionsin
the recipient country. This cdlsinto question one of the benefits of remittances— that
they are more certain as a source of foreign exchange.

Appendix C attempts to use a structural macroeconometric model developed for the
Armenian economy to andyze the short-run macroeconomic impacts of remittance flows.

44 Bilin Neyapti, “ Trends in Workers Remittances.” Emerging Markets Finance and Trade. 40(2), March-
April 2004, pp. 83-90.
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4.7 Longer-Run Impact on Growth and Development

Research on the impact of remittances on longer-run growth and development is scarce.
On the one hand, remittances do increase investment in physical and human capital. On
the other hand, remittances are unrequited transfers and introduce mora hazard problems
that can negatively impact labor supply, investment, and government policymaking. An
important recent study by Chami et d (2003) develops a theoretica mode of remittances
and labor supply in which mora hazard is present and show that remittances should be
countercyclica and can have a negative impact on economic growth. They then andyze a
pand dataset spanning 113 countries during the period 1970-1998 and show that
empiricaly, remittances are countercyclical and are negatively correlated with growth.
Thisis an important finding. More research is needed, however. The remittance data that
Chami et a use apparently includes only the BOP category labeled “workers
remittances.”*® Aswe have shown in section 2, thisisin fact only one component of what
should be considered as remittances from the viewpoint of growth and development.
Leaving out non-emigrant (temporary worker) remittances is of particular concern, as
maost countries with sgnificant “workers' remittances’” will have sgnificant non-emigrant
remittances. It will dso be useful to carry out direct examinations of whether remittances
reduce labor effort. The very limited evidence available suggests that they do (see section
4.5), but more needs to be done on this. At this point, it is premature to make any
conclusions about the longer-run impact of remittances on growth and development.

4.8 Impactson Poverty and Inequality: Overview

The impact of remittances on poverty and inequality has been empiricaly researched for
along time. Under plausible assumptions, remittances will theoreticaly reduce poverty.

In arecent study using pane data on 74 developing/trangition countries, Adams and Page
(2003) find that remittances have a strong, statisticaly sgnificant impact on reducing
poverty. Thisimpact comes from both increasing the average level of income and making
income distribution more equal. %°

Theory does not give firm predictions on whether remittances can be expected to increase
or decrease inequality. The smplest way to empiricaly evauate remittance impact on
inequality isto evauate tables showing ditribution of total income and remittance

income across decile or quintile household groups. Adams (1998) evauates quintile
income group tables for a sample of 469 rurd Pakistani households, finds that the richest
families benefit disproportionately from remittance flows, and concludes that thisis so
because of the high costs of migrating to externd labor markets. However, thissmple
approach can be very mideading; in fact, we will show below usng Armeniaas acase
study thet it is more likely to be mideading than not. A more sophisticated way to

> For example, their dataset has official remittancesin Armenia averaging 0.5% of GDP during 1995-98.
This clearly can only be “workers' remittances,” which equaled $10m in 1998, or 0.5% of GDP. Including
temporary worker remittances and/or diasporan transfers, both of which are much larger than “workers’
remittances,” would have remittances be a much higher percentage of GDP.

48 Asin the case of the Chami et al (2003) study, the remittance data used in this study apparently include
only “workers' remittances” and not non-emigrant remittances or remittancesincluded in “ other private
transfers.”
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gpproach this question is to caculate inequality measures for household incomes
excluding remittance income and including remittance income: if the inequdity measure
fals when remittance income is included, then they reduce inequdity. Severd studies
have applied this methodology to household income data obtained from surveys.

The most sophisticated way to assess remittance impact on inequdity isto develop a
counterfactua basdine scenario that describes what emigrants would have done in their
home country if they had not emigrated. Adams (1989) compares Gini coefficients on
actua household income and a no-migration counterfactud aternative and finds that
externa remittancesincreased income inequality for a sample of 1000 Egyptian
househol ds because the richest families benefit disproportionately from remittance
income. Barham and Boucher (1998) develop an even more sophisticated no-migration
counterfactual scenario using data from a survey of householdsin Nicaragua They find
that if one smply excludes remittances from income and does not develop a no-migration
scenario, the Gini coefficient rises, so that remittances reduce inequdity; but it their no-
migration scenario isincorporated, the Gini fals, so that remittances increase inequality.
This shows how important including a no-migration scenario can be.

Other subtleties come into play when ng remittance impact on inequdity. Jones
(1998) argues that migration’simpact on inequdity will change over time, because
migration goes through digtinct sages. innovator stage (only most ambitious and
adventuresome people postively sdlected from families dready well-off), early adopter
phase (migration diffuses down the income distribution and reaches alarge group of
families), late adopter phase (community Sratifies into a better-off migrant class and non
migrant class.) Stark et a (1988) carry out Gini coefficient analys's that supports Jones
contention. They apply a very ussful decomposition of the Gini coefficient to data on 61
households in two Mexican villages and conclude that “the impact of migrant remittances
on (recipient village) income didtribution depends critically on the degree to which
migration opportunities of different types become diffused through a village populetion,
aswdl as on the returns to human capital embedded in migrants' remittances and on the
digtribution of potentialy remittance-enhancing skills and education across village
households.” (p.319)

4.9 Accessto and Quality of International Labor Markets

Those favoring the “new theory of migration” point out many pieces of evidence thet
show increasing remittances to the family of emigrants with the educationd leve of the
emigrant.*” Some have chosen to cdl this evidence of arepayment of principa and
interest for the education the emigrant receives, others believe that families are usng
emigraion and remittances as a form of insurance againg crop falures or unemployment
in the home country; and to athird strand, they dleviate the liquidity congraint that many
families face in countries with highly imperfect financid markets This last point,
however, creastes ared issue for countries like Armenia. If credit markets are imperfect
and the codts of emigration are high, it is unlikely that poorer families are able to take
advantage of opportunities to emigrate. For this reason, many studies conclude that

47 See for example Lucas and Stark (1985.)
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emigration may increase income inequdity. Accessto internationd labor marketsis an
important issue, and poor households will take measures to reduce costs or employ
credtive ways to get around financing constraints.*® One approach is for agroup of poor
households to pool their funds to enable one person to emigrate. We will evauate below
whether poor households in Armenia gppear to be shut out of internationa [abor markets.

Another important question concerns the quality of internationa labor markets. Emigrant
labor has long been known to suffer some degree of exploitation. There are reportsin
Armeniaof |abor davery, of women (often for sexua exploitation) but dso of men. We
were told by the head of one well-informed NGO that this is hgppening to Armenians
primarily in the Gulf countries, Turkey, and Germany.

4.10 A Snapshot of Microeconomic Remittance Impactsin Armenia

Data on remittance transfers and recipient households is readily available for Armenia A
survey of households has been carried out in 1996, 1999, and annually since 2001 by the
NSS with support from the World Bank. Severd thousand households have been
surveyed each year in severd rural and urban districtsin Armenia®® The survey provides
detailed information on household geographic, demographic, and economic
characteridtics, including arange of dataon agricultura activities and assets, resdentia
assats, education, hedth, savings and debts, socid assistance, intra- and interhousehold
monetary and commodity transfers, and migration and remittance transfers. Detailed
information is aso collected for each household' s incomes and expenditures through a
one-month diary that intends to record al incomes and expenditures by type and amount.
20 different types of incomes are distinguished in the diary, including remittance

transfers.

There are two sources of information in the survey on remittance transfer receipts. The
household is asked in section F of the survey about receipt of money or goods from
absent members over the past 12 months, including where the absent member lives
(Russia, anon-Russia CI S country, another European country, USA or Canada, and
other) and the tota vaue of money or goods received. The second source is the income
and expenditure diary, in which cash received from rdaives living out of Armeniaduring
the month that incomes are monitored is recorded (thisincome dataisin section Y of the
survey.)*® As noted in section |1, The NSS uses these data to construct balance-of-
payments estimates of remittance trandfers. During interviews with Armenian and
internationa economigts familiar with the survey, the view was often expressed that
reported incomes are less than actua incomes, particularly in the case of remittance
transfers, due to concerns about taxation and vighility in the local community and
potentia jealousy and pressure to share such income. These experts generaly stressed

“8 The cost of atypical Armenian emigrant going to Russiais $500 for airfare and initial settling costs.
Rural emigrants now often take the busto cut travel costs.

%9 Details on characteristics of the survey, including sampling methodol ogy, geographical locations of
sampled households, and other pertinent details can be found in Brown (2003) (especially pp.38-39 and 55-
56), and

°0 Sections Fand Y also contain information on internal remittances (transfers received from relatives
livingin Armenia.)
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that the expenditure data were more reliable than income data, asis classicdly the case
with household budget surveys around the world. It is, however, inevitable that andysts
will focus considerable atention on the income data.>* Efforts to improve accuracy of
collected income datawill have a high research payoff.>

The digribution of transfers received over 12 months according to country of origin is
described in table 4.5 below. The large mgority of transfers to Armenian households
came from Russia, which accounted for 68% of the value of al transfers, and 14% of
surveyed households receiving transfers from there. The next most important region was
USA/Canada, with 17% of tota transfer value and 2% of surveyed households receiving
transfers from there. As one would expect, the average vaue of transfers was higher in
the case of USA/Canada and European countries than for Russaand CIS countries. the
average for USA/Canada was 50% higher than for Russia®®

Table4.5
Data from HL S Section F : Remittance Transfers Received Over Past 12 Months
Country where | Number of Total valueof transfers Average value of
transfer surveyed (as% of transfers per household
originated households | households | 1000 dram uUsD Dram uUsD
receiving | surveyed)®
transfer
Any region 852 18% 167,923 $293,059 193,459 $338
(100%)
Russa 629 14% 114,498 $199,823 182,032 $318
(68%)
Other CIS 42 1% 7,220 $12,600 171,904 $300
country (4%)
Other European 73 2% 15434 $26,936 211,427 $369
country (9%)
USA or Canada 105 2% 28,885 $50,411 275,098 $480
(17%)
Other” 19 0% 1,885 $3,290 99,205 $173
(1%)

Source : Caculated from raw data of section F of 2002 HL S (section F asks households about
amount of transfers received over previous 12 months.)

A : Tota number of households surveyed in 2002 HL S was 4,634. Regional percentages do not
add up to total because some households received transfers from more than one region.

°1 |n the Armenian case, there are already three studies that make heavy use of the HL Sincome data:
Murrugarra' s (2002) study of public transfers, remittances, and health care demand, Brown’ s(2003) study
of tax policy and poverty, and this study.

52 Another dataissueisthe fact that because the survey only collects one month of income and expenditure
observations for each household, the permanent versus temporary income i ssue can become acute in some
cases. For example, one household in the 2002 HL S reported asits only income cash received from the sale
of valuables. Although the amount was quite high and put the household in an upper income decile group,
itislikely that this household' s permanent income is much lower. NSS cal culates total household income
by simply summing up all recorded monthly incomes. However, given that the survey asks the household if
areceived incomeis periodic or not, it should be possible to make an estimate of permanent income.

%3 However, a50% differential seems rather low given the income differential between North American and
Russia
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B : Country outside of Armenianot in CIS, Europe, or North America

Thereis an interesting segmentation between households receiving transfers from
USA/Canada and Russa/CIS. Only 14 households received transfers from both regions.

The geographica distribution of households receiving transfersis described in table 4.6
below. Interestingly, the same percentage of householdsin Y erevan, nont Y erevan urban
regions and rura regions received transfer income. However, rura regions benefited
relaively more from Russatrandfers and Y erevan from western transfers, with non
Y erevan urban households in-between.

Data from HLS Section F : Remittance Transfers Received Over Past 12 Months

Table 4.6

Number of households receiving:

Of which:
Household located | Total number | Remittance | Originating| Originaingin
in: of households| fromforeign in Europe/North
surveyed country | Russia/lCIS| America
Y erevan 1404 253 170 92
(18%) (12%) (7%)
Non-Y erevan urban 1413 246 199 49
(17%) (14%) (3%)
Rural 1817 334 302 35
(18%) (17%) (2%)
Value of average remittance in dram (USD)
Y erevan 247,109 205,340 300,117
($431) ($358) ($524)
Non-Y erevan urban 196,336 201,510 170,073
($349) ($352) ($297)
Rural 164,926 154,669 239,289
($288) ($270) ($418)

4.11 Impact of External Transferson Inequality

One way to evaduate the impact of externd transfers on inequdity isto compare
inequality messures for income indluding and exduding externd transfers>* The table
below shows that the Gini coefficient rises when externd transfers are excluded, and
externa trangfers thus reduce inequdity:

>4 This approach was taken by Ahlburg (1996) and Taylor (1992) using survey dataon Tongan families and
rural Mexican families respectively. Both found that remittance transfers lowered income inequality as

measured by Gini coefficients, similar to our finding using Armenian data. Taylor also evaluated the

indirect impact of remittances through the financing of household investment in livestock and increased

income over time; this effect was found to reduce inequality.
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Gini Coefficients for Monthly Household Income

Including externd transfer income 0.489
Exduding externd transfer income 0.495
Average monthly income for:
Households not receiving externd transfer 37,323
Households recaiving externd transfer : with transfer 85,932
Households recalving externd trandfer : without transfer 20,604
Average monthly trander Sze 65,328
-as % of totd monthly income 76%

The reason why thisis happening is sraightforward. For households reporting externa
trandfer income in the survey, externd transfers comprise 76% of their monthly income.
The table above shows that externd transfers move these households average income
level from avery low levd to avery high level. Many of the households receiving

externd trandfers are in the highest income deciles of the sample— and if they did not
receive externd transfers, they would be in the lowest deciles. The table below showsthe
distribution of households receiving externd transfers according to the share of externd
transfersin total income. Remarkably, 23% of these households reported no other income

source except externd trandfers:

Share of externd trander | Number of
income in total income: households | (as %)
1%-9% 1 0.3%
10%-19% 6 1.5%
20%-29% 6 1.5%
30%-39% 16 4.0%
40%-49% 26 6.5%
50%-59% 32 8.0%
60%-69% 51 12.8%
70%-79% 55 13.8%
80%-89% 74 18.5%
90%-99% 40 10.0%
100% 93 23.3%
1%-100% 400 100%

This evidence does suggest that externd transfers reduce inequality in Armenia, and they
tend to confirm the widespread popular impression that many families recelving transfers
congs of pensioners or mothers and children only. However, the evidence is not
conclusive, because it does not accurately describe what would happen in the absence of
externd trandfers. For families recaiving externd transfers from a family member
working abroad, if that member could not work abroad, he/she would presumably try to
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find employment in Armenia. To realy show what would happen in the absence of
migration and externd transfers, we have to describe a no-migration counterfactua
outcome. As discussed previoudy, studies have shown that taking into account a no-
migration counterfactua can produce a different picture. This must be left as atopic for
future research.>

5 The HL S evidently contains the data necessary to implement the techniques used in Adams (1989) and
Barham and Boucher (1998). The Armenian case is somewhat complicated by the fact that some
externatransfers captured in the HLS are coming from “old” diasporarelatives.
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5. INITIATIVESREGARDING REMITTANCES AND DIASPORA LINKAGES
5.1 Overview

In this section, we evauate arange of initiatives that could be undertaken to increase the
volume of remittances and enhance their impact on economic growth and development.
We dso review initiaives that can strengthen linkages between Armeniaand its diagpora
communities and intengfy diagooran economic involvement. Diagporas contribute to
their home country not only through monetary remittances, but aso through direct
investment and non-monetary contributions such as human capita transfers, technology
transfer, trade opportunities, and market opening.

It isimportant to keep in mind that there are two distinct types of Armenian diaspora
communities. Diasporan communities are either “old” (descended from Armenians who
left Armenialong ago or fled Turkey in 1915) or “new” (emigrants who began to leave
Armenia arting from the Gorbachev era) Generally speaking, diasporan communities
living outsde of the CIS are old diaspora, and communities living ingde the CIS are new
diagpora (dthough a sgnificant number of new disgporans live in Europe and North
America) The old diasporais highly organized and has long-established inditutions
representing it politicaly, socidly, and economicaly. Its capacities to take collective
action on behdf of Armeniaare high. The new diasporais much lesswell organized.
Nonethdess, civic ingitutions have formed in the new diasporas in recent times. Our
informal survey interviewed 8 such diasporan organizationsin Moscow and 7 in Rostov;
some details on these organizations are given in gopendix B.

5.2 Data and Resear ch | ssues

Reports on remittances have emphas zed the importance of improving the knowledge
base on remittances and their economic impacts, and the Stuation is the samein the
Armenian case. Although this report has made some contributions to knowledge on
Armenian remittance flows, much needs to be done.

Data quality, availability, and accessibility should be improved. This can be
accomplished through the following actions:

a). The IMF and World Bank need to work with the Armenian Government to review and
improve the qudity of data and methodol ogies used to estimate remittances. Although the
NSSisdoing avery good job with the resources available to it, some improvements
could be made at low or no cost (see section 2.) The NSSis also using data sources that
are not available on aregular basis (specid surveys), and it would be worthwhile to assst
the NSS to update that information, particularly as the information sheds light on how
remittances are used by Armenian households.

b) The household survey (HLS) should be expanded to include questions on access to and
use of the formal financia sector. This does not have to be done annudly. (Doing this
even on aone-time-only basswould be useful.)



) The problem of underreporting of remittance transfersin the HLS needs to be
addressed. Every effort should be made, and crestive approaches taken, to encourage
households to accurately report their incomes to the survey.

d) The NSS should provide easier access to HLS data. The HL S data must be requested
from the NSS. The World Bank web site page that providesinformation on HLSs that it
supports around the world notes that for Armenia and some other countries, “a substantia
proportion of data requests have been denied, |eft unanswered, or answered affirmatively
only after substantial delays”® HLS data should be made widely available to researchers
and the public by pogting it on the World Bank web site.

€) An Armenian migration survey should be carried out by an organization experienced
in thisactivity. Little sysemétic datais available on this topic that is so important to
Armenia. The IOM offers a good template for a migration survey. This template should
be augmented with questions aimed &t illuminating remittances and their impacts.

f). Microfinance inditutions are in a good pogtion to gather informetion at low cost on
remittance flows and access to the formd financid system. They typicdly interact with a
large number of clients a lower levels of income dispersed over awide geographic area.
The USAID MEDI project can assst with this effort.

More research should be carried out on the characteristics, uses, and impacts of
remittances, and this research should inform public policies and donor activities.

a) A very vauable database, the household survey, is dready available to carry out such
research, and previous research that provides a guide to doing such research has been
identified in this paper. HLS data should be used to carefully anayze:

o0 Theinequality impacts of remittances. A study could be done developing a
no-migration counterfactua scenario. It might dso be possible to do a study
using the approach of Stark et a (1988) to assess where Armenian
communities are in the emigration lifecycle;

0 The characterigtics of households receiving remittances, and the impact of
remittances on labor supply;

0 Theimpact of remittances on savings and/or physical capital accumulation;

0 Theimpact of remittances on education.

b) In order to inform public policies, it is not enough smply to carry out research and
produce papers. The research must reach adomestic Armenian audience, including
government policymakers. Armenia needs a think-tank that is saffed by quaified
economists cgpable of understanding and producing quaity research (particularly
quantitative research.) Such athink-tank should be supported by a group of highly-
qualified western economists who will work collaboratively with the Armenian
researchers and provide peer review. It is essentid that the think-tank have effective
channels of communication with government officids and the media. It is aso essentid

56 See http://www.worldbank.org/Isms/
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that the think-tank become indtitutionalized, sustainable, and viewed as an asst to the
Armenian government and public. Resources are in place that can support achieving this
god, for example the American Universty of Armeniaand the Armenian Internationa
Policy Research Group (exigting think-tanks should aso be carefully evaluated.) Modds
for effective think-tanks aready exist in severd transition countries.>’

5.3 Initiatives Specific to Monetary Remittances

Generdly spesking, initiatives affecting remittances can affect three things the volume

of remittances, the use (dlocation) of remittances, and the distribution of and access to
remittances. It is quite conceivable that a particular initiative could affect more than one
of these. One key point that must be respected about remittances is that they are small-
scae private trandfers that are completely under the control of households, and efforts to
increase their volume and/or dter their adlocation must rely on changing incentivesin an
effort to correct amarket failure or promote competition.

Areas where initiatives could be undertaken are:

Lowering transactions costs Given the emergence of the Andik and UniBank
operations, formal- sector transactions costs are not an important issue with respect to
remittances from CIS diagpora communities. However, fees are rather high on
remittances from western countries. The remittance transfer market is gpparently
segmented, and if Anelik and UniBank could compete in the western-country market,
transfer costs would fdl. Our overdl impression isthat market-driven processes are
working rather well in Armenia and that trust and confidence in the banking sysem is
much more important than transfer costs.

Extending the availability of financial servicesto poor people and rural areas. The
extent to which various population groups lack access to the formd financia sector is

not yet clear. Armeniaisasmal country with areasonably well-devel oped transport
network. Data needs to be collected through the household survey, microfinance
ingitutions, and other channelsin order to assess whether access is an important issue

or not. One measure that should be undertaken in any event that would enhance such
avallability to poor people and rurd areas, enhancing microfinance inditutions, is

discussed below.

Bringing remittancesinto the formal financial sector. It is often argued that this
should be an important god of programs to enhance remittances and their impacts on
growth development. However, empirica evidence on remittance use suggedtsthat a
large proportion of remittances are in fact dready saved into housing, land, education,
and smdl businesses. There are two arguments that can justify seeking to bring more
remittances into the formd financid sector. Firg, financid indiitutions should have a
much wider knowledge of productive invesments than an individuad family and

should be able to identify investment projects providing higher returns. Second, these

57 See Struyk (2002) on the development and management of public-policy think tanksin transition
countries.
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higher returns should attract an even higher leve of investment than currently
prevails. For these arguments to work, it must be the case that the financia sector is
functioning well. Trangtion financid sectors are plagued with well-known problems
that hurt efficiency, erode public trust, and lead to low levels of financid
intermediation. The level of intermediation in Armeniais low even in comparison
with other trangtion economies (see Grigorian 2003.)

a) USAID and other donors have dready funded severd projects that are designed to
directly strengthen the financia sector, including (for example) banking supervison
projects, microfinance and SME lending projects, and capital market projects.
Projects asssting the government to develop economic analytical capacities indirectly
support this effort by aiding the maintenance of macroeconomic stability and
resstance to introducing distortionary policies that could lead to financia repression.
Grigorian (2003) outlines a series of measures that he believes are now necessary to
further srengthen the Armenian banking sector, and the programmetic implications
of these measures should be evauated. Unfortunately, there are no magic bullets that
can rapidly speed up strengthening of the banking sector, and many of theinitiatives
that would be helpful require exertion of serious political will. The collgpse of
confidence in formd financid ingtitutions during early trangtion istaking along time
to rebuild in dl trangtion countries. There are Signs that the Armenian banking sector
and the products that it offers are developing dong lines seen earlier in more
advanced transition economies.®® The most important action that donors can take is
arguably to continue to adhere to the set course and be patient.

b) Enabling microfinance ingtitutions (MFIs) to expand their range of services. MFIs
offer apromising opportunity to bring remittances into financia inditutions. Some
(many?) clients of MFI lending programs receive remittances, and they are reluctant
to save into banks due to trust issues. They dso believe that the amounts that they can
deposit are too smdl to interest commercid banks. However, they know their MFI
lender well and trust it, and many are interested in saving fundsin it. In Armenia,

M Fls cannot take deposits.®® MFls are reluctant to become commercia banks,
because they do not want to implement collateral requirements, they are often
offgpring of international NGOs that operate with some noncommercia objectives,
and the regulatory burden required by Centra Bank regulations will be far too high.
MFHIs offer an important opportunity to both bring more remittances into formal
savings indtitutions and increase services to poor and rurd households, but until
current problems are resolved, they are prevented from redlizing that opportunity.
USAID has dready established a project to address these problems, the MEDI
project. MEDI has atarget date of October 2005 to straighten out the lega framework
and provide legd meansto convert MFIsinto commercid financid indtitutions. They
are also working with some MFIs to strengthen their capacities to become
commercid financid inditutions and handle new sources of money.

%8 For example, some banks have recently introduced mortgage and consumer appliance loans, and are
working intensively with large corporate borrowers to develop new loan activity with them.
%9 n fact, MFIS registration with the Ministry of Justice could be legally interpreted away.
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Encouraging the formation of Hometown Associations. Hometown Associations
(HTAS) are voluntary civic associations of emigrants who come from the same town
or region of their home country.®® They grew rapidly in the 1990s and have become
prominent among Mexican and other Latin American emigrant groups working in the
United States. HTAs typically pool contributions from emigrants to fund projectsin
hedlth, education, public infrastructure (roads, utilities, churches, cemeteries,) and
recreation. They play an active role in identifying, planning, and implementing these
projects. HTAs have not o far been much involved in funding “productive’
(business) projects that directly generate income and employment. HTAs typicaly
have limited fundraigng abilities but often work in very smal communitiesin which
their contributions are very large compared to municipa public works budgets. An
important merit of HTA projectsis that they are fully “owned” by the funders and
communities receiving them. In recent years, the Mexican and El Salvadorean
governments have begun forma programs to match HTA donations with public
funds. Sugtainability of HTA-funded projectsis an emerging critica issue.

The possibility of Armenian HTAs emerging isintriguing. HTAs are rlevant mainly to
the “new” diaspora, located mainly in Russia, rather than the “old” diaspora Most old
diagporans with ties to Armenians have ties to individuas or families, not communities,
whereas citiesin Russa with concentrations of new diasporans may have clusters of
people from the same community living in dose proximity. We did not find any evidence
that HTA-type organizations have yet formed in Moscow or Rostov. However,
Armenians do have a clear sense of identification with their hometown, and HTA
emergenceispossible.

Donor and government engagement with HTAS has been to work with existing HTAs to
deveop their{)rojed identification and implementation skills, fundraising abilities, and
governance.®* Engagement has not sought to encourage the formation of HTAs. At this
point, engagement in the Armenian case would have to be of that nature, given that
Armenian HTAs do not yet exist. The new (Russian) diaspora does have civic
organizations and actors with whom it would be worthwhile to initiate a did ogue on
prospects for forming HTAS. Appendix B lists some of these organizations, some of
which might be incipient HTAS. A risk of donor involvement in encouraging formation

of HTAs s that they would be formed for rent-seeking purposes.

One possibility for engaging the old diasporain HTA-like effortsis the formation of
groups of old diasporans who “adopt” a specific town or community in Armenia. The
chances of this gpproach working well are lessthan in the case of red HTAS, given that
old diasporans and the Armenian community will not have the same sense of
identification and ownership and will lack informa monitoring and enforcement
mechanisms deriving from membership in a common community.

60 References on Hometown Associ ations include Orozco (2003), Orozco (2004), and chapter 2 of Johnson
and Sedaca (2004).

61 A comprehensive review of donor and government engagement is given in Johnson and Sedaca (2004),
pp.24-29.
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Establish a much more ambitious “ National Community Funds Program.” Such a
program is described in detail in Mussig (2002.) This program seeks to enhance the
volume of remittances by diminating fees charged on trandfer, and affect use of

remittances by channding them into a community funds program that would invest in
productive busness projects, productive infrastructure, socid investiments, and

persond loans. Many communities would channd remittancesinto this scheme. A
community funds program is like a supercharged HTA that pools together many
communities resources and invests in abroad portfolio of projects. The scheme does
raise important governance issues. Given that individua HTAs have not yet formed,

it istoo premature to consider it for Armenia

Taking measures to facilitate, monitor and regulate temporary and long-term
migration, and increase access of population groupsto international labor markets.
Migration and remittances are obvioudy linked, and measures that impact migration

will aso impact remittances. Review of such measures and recommendations on them

are beyond the scope of this paper. Many internationa organizations, including the
Internationd Organization for Migration in particular, have an extensve literature on

these issues.

Establishing remittance-backed bonds through securitization of future remittance
flows. This concept is described in Johnson and Sedaca (2004, p.52). Remittance-
backed bonds enable countries to raise funds at lower interest rates on international
bond markets. They have been issued in severa countries. Brazil, El Savador,
Mexico, Panama, and Turkey. Thisinitiative might be premature for Armenia, given
thet none of itsfinancid ingtitutions have experience with issuing bonds on

international markets. Grigorian (2003) aso notes that if economic conditions are
correlated between the remittance- sending and remittance-receiving country,
remittance-backed bonds could put a country in afinancia bind. Economic conditions
are probably sgnificantly correlated between Armeniaand Russa The idea of
remittance-backed bonds for Armeniais very intriguing but needs to be evaduated
cautioudy.

5.4 Initiativesto Enhance Linkages With the Diasporan Community

In addition to initiatives specificaly targeted at remittances, there is the question of what
can be done to take fuller advantage of the potentidities of the diasporan communities
with respect to things like human capitd trandfer, technology trandfer, financia
investment, trade opportunities and market openings. A recent study of the role of
diagporas in fadilitating poverty reduction in their home countries has identified six
digtinct modds in which the diaspora focuses on maximizing remittance streams
(Pnillipines), fadilitating HTAs (Mexico), channding remittances into government
channds (Eritrea), providing human capita (Taiwan), providing direct invesment and
trade opportunities (China), and providing direct and portfolio investment, technology
transfer, market opening and outsourcing opportunities (India.)®? Over the past decade,

62 See Newland (2004.)
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Armenid s diagpora has made very significant contributions in some of these aress. It has
aso made contributions that are perhaps uniquely its own. The US diaspora, for example,
founded, financed and managed the American University of Armenia. Armenian
diasporas are generdly wdll-organized and, if adequately motivated, cgpable of making
magor contributions to Armenian devel opment.

Business Mentoring Program and SME Devel opment
In the 1990s, a greet ded of busnesstraining was carried out in Armenia by a variety of
international organizations, but results are fdlt to have fallen short with respect to actud
establishment of new SMEs and associated employment and income creation. One
naturd initiative to pursueis enlisting experienced diagporan businesspeople to provide
mentoring services to potentia Armenian entrepreneurs. Potential entrepreneurs could be
selected on the basis of proposed project quality and willingnessto invest persona funds.
The MBA program of the American University of Armenia could provide training to the
potentia entrepreneurs (AUA could in fact be the ingtitution hosting the project.)
Busi nesspeople willing to volunteer their time to work with the potentia entrepreneurs
could be recruited in the US by a diasporan organization. Matching financing could be
provided to the entrepreneurs if their project looked promising and they are willing to
invest their own funds. Thisinitiative could straightforwardly be organized as a public-
private partnership, or GDA. The overriding god would be to get new SMEs off the
ground.

Chalenges involved in atracting adequate diasporan involvement in such an endeavour
should not be underestimated, as illustrated by the experience of the Armenian SMEE
Investment Fund. In response to a study done in 2000 showing that inadequate
investment financing was available for SMIES, in 2002 the IFC sponsored the cresation of
an investment fund for SMEs and played a key role as aleading investor by contributing
up to $5m to the fund. The Armenian diaspora and other interested investors were
supposed to raise $15m more. The fund was intended to establish joint ventures with
good multinationa partners, and make investments in good existing SMES that need
capital to expand. A US-based private investment firm run by amember of the US
diasporawas enlisted to manage the fund. In August 2004, the IFC withdrew its stake,
and the fund became defunct. Thiswas evidently due to an inability to reach the diaspora
financing target of $15m, due to concerns that diasporans had over the Armenian
government’s commitment to the initiative. However, in the business- mentoring initiative
proposed above, the diaspora would be responsible primarily for providing human
cgpitd, not financing.

Pan-Armenian Development Bank
The Pan- Armenian Development Bank concept is described in detall in Gevorkyan and
Grigorian (2003) and Johnson and Sedaca (2004.) The goal would be to establish an
investment fund invalving mid- to large-scale diasporainvestors that would be managed
by experienced digpsoran professonds and would take equity investmentsin new or
exiging private companies. There are important chalenges to implementing such a
development bank, including diagporan investors' requirement of a sound investment
climate, and potential resstance to such abank from Armenian domestic actors. The
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recent experience of the Armenian SME Investment Fund suggests that the present
moment is not propitious for attempting to establish such abank. If and when that time
comes, agood opportunity for a public-private partnership will have opened up.

5.5 Donor Coordination

Many internationa organizations and bilateral donor agencies are active in Armenia, and
most of these are interested in various aspects of the remittance issue. Donor coordination
IS an important task.

Remittance Roundtable
Aninitid “Remittance Roundtable’” was held on August 5 2004 that brought together
USAID, IMF, World Bank, IOM, UNDP, GTZ, TACIS, EBRD, and DfID to view an
initid presentation and discuss the many issues surrounding remittances. This roundtable
should be convened again. Donors need to work closdly together to identify what
initiatives are worth pursuing and how to form partnerships that can fund and implement
those initidtives.

Millenium Challenge Account Funding
Finaly, it is necessary to make a generd observation on public-sector capacities and
recent developments in foreign aid to Armenia. Armenian public-sector capacities
continue to require active development and strengthening, and it isimportant to maintain
government focus and energy on this task. Donor agencies such as USAID, the World
Bank, and othersthat have provided a great ded of technicad assstance to the Armenian
government over the past decade have enjoyed a degree of leverage to strengthen
capacities enabled by their funding of projects. Armenia now faces the prospect of
recelving severd hundred million dollars of Millenium Chalenge Account funding over
the next five years. Given the Sze of the Armenian economy, thisis an exceptionaly
large amount of funding, and it will be given to the government as grants mainly to
finance infragtructure projects. It was our impression from talks with Armenian
economists and other expertsin Y erevan that this new foreign aid funding might distract
government attention away from capacity building and undermine the leverage that donor
agencies have enjoyed with regard to technica assistance and capacity building. This has
implications for carrying out initiatives reaing to remittances and diaspora linkage
grengthening, particularly in instances when the Armenian government isinvolved.
Coordination between the Millenium Challenge Corporation and other donor agencies
seems highly advisable, indeed essentid. It would be regrettable if funding flows based
on achieving qudity governance and implementing good policies undermined the efforts
of other organizations to help the government achieve those godls.
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Statistical Sources Consulted

Household Living Survey 2002, raw data, National Statistics Service of the Republic of
Armenia

“Income, Expenditure, and Food Consumption of the Population of the Republic of
Armenia” Nationd Statistical Service of the Republic of Armenia, 2003.

Baance of Payments data 1998-2003, Nationad Statistics Service of the Republic of
Armenia

“Survey of Arriving and Departing Passengers April-June 2002,” Nationd Statistics
Service of the Republic of Armenia

State Department for Migration and Refugees, “Number of Persons Arrived and Left in
Armenia,” data posted on web site: http:/Mmww.dmr.am
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Appendix A

Armenian Migration and Diagporan Population Data

Officiad dataon entries and exits across Armenian nationd frontiers during 1992-2003
aregivenintable A.1. For 1992-1999, only data on entries and exits through airports are
available, but the government began to systematically collect data on dl transport types

garting in 2000. Balances for each year (entries minus exits) show that Armenia has

aways experienced anet outflow of people, and that this outflow was very large during
the early 1990s but fell sharply once the conflict with Azerbaijan ended and the economy
was stabilized in 1995. The sum of these balances over 1992-2003 gives a very good
gpproximation to the actuad net outflow of individuas from Armeniaiin that period. The
outflow through airports aone was amost 700,000 people.®® Thisis alower bound to
total outflows, which can only be guessed . If the proportion of highway to air travel in
the 1990s was smilar to that of 2000-01, then total net outflow was equd to roughly 1

million people.
TableA.1
Total By Air By Rail Highwa)
Entries | Exits | Balance | Entries Exits | Balance Entries | Exits | Balance | Entries Exits | Balance

1992 na na na 636900 | 865500 | -228600 na na na na na na
1993 na na na 689900 | 831000 | -141100 na na na na na na
1994 na na na 470000 | 597800 | -127800 na na na na na na
1995 na na na 469500 | 507000 | -37500 na na na na na na
1996 na na na 496900 | 517400| -20500 na na na na na na
1997 na na na 473600 | 504900 | -31300 na na na na na na
1998 na na na 415300 | 439700| -24400 na na na na na na
1999 na na na 311600 | 318600| -7000 na na na na na na
2000 399663 | 457162 | -57499 292800 | 318400| -25600 6058 19431 | -13373 100805 | 119331 | -18526
2001 508211 | 568600 | -60389 375900 | 399000| -23100 11561 30700 | -19148 120750 | 138891 | -18141
2002 590654 | 593373 | -2719 434000 | 438000| -4000 12657 18915 -6253 143997 | 136458 7539
2003 618348 | 628509 | -10161 458500 | 482000 -23500 12604 14021 -1417 147244 | 132488 | 14756

Net
outflow,

1992-2003 -694400

Net

outflow,
2000-2003 -130768 -76200 -40196 -14372

Source: Datafor 1992-1999 are from “ Social and Economic Position of the Republic of Armenia, 2000”,
National Statistical Service of the Republic of Armenia. Datafor 2000-2004 are from the web site of the
Department of Migration and Refugees, Government of Armenia: http://www.dmr.am

83 Note that these numbers might include entries of refugees from Azerbaijan - the high level of entriesin
1992 and 1993 probably reflect large inflows of refugees through airports. If arefugee arrived in Armenia

and did not |eave for another country, then he/sheis counted as a net entry.
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Net outflow through airports has been very stable since 1995, fluctuating around an
average of roughly —20,000. Tota net outflow in 2000 and 2001 was much higher than
net outflow through arports, reflecting sgnificant outflow through rail and highway.
Overdl, the data do show a massive net outflow of people from Armeniain the early
1990s and continuing smaller net outflows since 1995. Totd net outflows in 2000 and
2001 were sgnificant, but they fdl sharply in 2002 and 2003 as economic growth rose
dramaticaly.

Thefigure below shows that there are strong seasonal patternsin entries and exits. Both
arerdaively low early in the year and rise through late summer. For each of the firgt
three quarters of the year, exits exceed entries, and there is a net outflow from Armenia.
In the last quarter of the year, exitsfrom Armeniafal, but entriesinto Armeniaremain at
the same leve of the third quarter, and there is a net inflow into Armenia, due a least in
part to the return of temporary/seasona workers from abroad. The drop in total net
outflow in 2002 and 2003 was due to arisein tota net inflow in the last quarter of each
year. This may indicate a shift towards more Armenians leaving for temporary/seasond
work rather than longer-term work.

Armenian Quarterly Migration Flows
(all transport types)
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Data are aso available on estimates of Armenian diagporan populations. The total of 6-8
million people is much larger than Armenia s population of 3 million:

TableA.2
Russa 2,250,000 | Yugodavia | 10,000 India 560
Turkey* 2,080,000 | Moldova 7,000 Albania 500
United States | 1,400,000 Egypt 6,500 Mexico 500
Georgia 460,000 Tgikisan | 6,000 Ethiopia 400
France 450,000 Kuwait 5,000 Colombia 250
Lebanon 234,000 Lavia 5,000 Monaco 200
Syria 150,000 Sweden 5,000 South Africa 200
Ukraine 150,000 | Switzerland | 5,000 Quatar 150
Argentina 130,000 | Kyrgyztan | 3,285 Cuba 100
Iran 100,000 Audria 3,000 | Dominican Republic | 75
Poland 92,000 Denmark 3,000 Ireland 50
Uzbekistan 70,000 Israel 3,000 Singapore 35
Jordan 51,533 | Netherlands | 3,000 Zimbabwe 28
Germany 42,000 Romania 3000 Costa Rica 20
Canada 40,615 UAE 3,000 Ivory Coast 20
Brexil 40,000 Cyprus 2,740 China 16
Audrdia 35,000 Italy 2,500 Hong Kong 16
Turkmenigan | 32,000 Lithuenia 2,500 Ghana 15
Bulgaria 30,000 Venezuda | 2,500 Senegd 15
Bdaus 25,000 Egonia 2,000 South Korea 12
Kazakhstan 25,000 Chile 1,000 Indonesia 10
Greece 20,000 Finland 1,000 Japan 10
Iraq 20,000 Norway 1,000 Luxembourg 10
Uruguay 19,000 Spain 1,000 Zambia 10
United Kingdom| 18,000 Sudan 1,000 Philippines 8
Hungary 15,000 Thaland 1,000 Swaeriland 8
Bdgium 10,000 Honduras 900 Vietham 8
Czech Republic | 10,000 | New Zedand | 600

Source: estimates provided by the AGBU organization. See
http://www.armeni adiaspora.com/followup/popul ation.html

* : Vaue for Turkey includes an estimated 2,000,000 Armenians whose ancestors converted to

Idam but who retain an Armenian ethnic identity.
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Appendix B

Armenian Civic Organizationsin Moscow

Doesorg.
finance Are business
projectsin | Towhom is money projects Does org. fund social projects?
Name of organization Typeof org. | Armenia? directed? funded?
Funds a number of cultural, educational,
No, only scientific, publishing projects. Also supports
SAR - The Union of Armeniansin Directly to technical orphans, elderly, refugees and IDPsin
Russia (UAR) Charity Yes beneficiaries assistance Armenia (donated 2 hostels)
Business/ Fecilitates | Organisation is newly established and intends
ARADES - RussiarntArmenian political/ Directly to business to have a big impact on economic
business cooperation association charity Yes beneficiaries development development.
Directly to Funds some charitable projects to support the
Russian Armenian Friendship Charity Yes beneficiaries No disadvantaged
Directly to Funds some charitable projects to support the,
Ararat Cultural Centre Charity Yes beneficiaries No disagdvantage
Directly to Funds some charitable projects to support the
Armenian Community of Moscow Charity Yes beneficiaries No disadvantage
Lazarian Ingtitute of Oriental
Languages Educationa Yes Ministry of Education No
Fecilitates a
The Nakhichevan and Russian few business | Donation to Edjmiatsin, sponsors RusArm
Dioceses Rdigious ventures children trips to Armenia and cultural events
Sponsorstraining of 50 Architectsin
Moscow, 100 people of other professions, 25
Armenian children to take holidaysin
Russian, participants of the internationa
Directly to Student festival FESTAS, distance learning
Y erevan’'s Municipality in Moscow State/ charity Yes beneficiaries Yes. programmes
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Armenian Civic Organizationsin Rostov

Does org. finance Towhom ismoney Are business Does org. fund social

Name of organization Type of org. projectsin Armenia? directed? projects funded? proj ects?
Surb Khatch Benevolent Fund | Rdigious/charity Yes Directly to beneficiaries No No

Organizes youth
Armenian Y outh Organisation Charity Yes tripsto Armenia

No (invites Armenians to

ArmenianTheatre Theatre Russiato perform) Y es (theatre related) Y es (arts related)
Nakhichevan Dioses Religious No Directly to beneficiaries No Charity

Charity, renovation of cultural
monuments, aid to 2 schools
and occasiondl transfersto

Armenian Community of NGO, charity, Directly and through orphanage, computers to

Rostov business forum Yes government Yes regional schools

Domestic Communities based in

Rostov region but out of Rostov | NGO, charity, Directly and through

City business forum Yes government Yes Charity work
Sports club /

Samourgashev Brothers charity Yes Directly to partners No Supports wrestling school
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Appendix C
Analysis of Short-Run Macroeconomic Impacts of Remittance Using a Structural
M acr oeconomic M odel

There are no less than four effects of remittances on the short-run growth of the
€ConoMy:

1. A direct effect from additiond income to households (income effect), which may
have Keynesan multiplier effects through consumption and investment;

2. Anindirect effect from increasing imports of goods as aresult of their Satus as
luxury goods (import substitution effect);

3. Anindirect effect that increases imports due to an gppreciation of the exchange
rate as remittances are converted to drams (exchange rate effect); and

4. Anindirect effect in the long run from a decrease in the effective labor supply
lowers output through “brain drain” (labor supply effect).

Only the firgt effect is pogtive for GDP growth, but in the short run it may dominate the
other three effects. The question isempirica. Within the context of the
macroeconometric modd developed by BearingPoint for use a the Ministry of Finance,
we may be able to disentangle each of these effects. Initslatest estimation, we are able
to extract some plausible vaues for these effects.

The key to whether the effects are positive or negative depends on three basic parameters
and one vaue: the margind propensities to consume and to import, the responsiveness of
the real exchange rate to changes in the current account, and the Size of remittances
themsdves Algebraicdly the question is to decide the direction of inequdlity in this
expresson

bI+q(X +R)) ><f(1+q(X +R)) +qw

where 3isthe margina propengty to consume, ? the reaction of the real exchange rate to
changesin the current account balance, R isremittances, f isthe margind propensty to
import, ? isthe reaction of imports to changesin the red exchangerate, and X isa
placeholder for a collection of other terms determined to be greater than zero, asare dl
other terms. The term on the left-hand sde isthe Sze of the income effect, and the two
terms on the right are the import subgtitution and exchange rate effects, respectively. If
the left-hand Sde term is greeter, then the income effect dominates and remittances
improve the loca economy in the short-run. If the left hand Sdeis smaller than the sum
of the other two, remittances reduce GDP in the short-run.

The BearingPoint (BP) mode makes some estimates of the parametersin this modd.
Egtimates of the Armenian economy conducted this summer with quarterly data,
evaluated at means over the 1995-2003 period, imply a short-run margina propendty to
consume of about 0.35 and along-run MPC of 0.72. BP however includes amargina
propengty to invest in the equation, which is evauated to be about 0.35. In terms of the
model above that should be added to MPC to give avauefor 3in the short and long run
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of 0.7 and 1.07. Themargina propendty to import is estimated to be about 0.69. This
drikes one as alittle high but intuitively it issensble. Anincreasein demand inthe
short-run probably does not induce a sharp response from domestic production since the
economy is il in restructuring. Most of the response is instead coming from imports,
with domestic producers responding with alag. In the short run, then, the income and
import substitution effects dmost offset each other, but in the long run the income effect
islarger than import subgtitution if these parameter estimates are taken as correct.

Thelarger question, then, isthe size of the exchange rate effect. The BP modd estimates
that a 1% change in the red effective exchange rate changes imports by 3.9%. Likewise,
aone percent improvement in the current account balance improves the red effective
exchange rate by about 0.08%. Again evauating a mean vaues for the variables over
the 1995-2003 period givesvalues ? = 0.11 and ? = 1.57. The effect of movements of
the real exchange rate on imports are quite pronounced in Armenia, but the rea exchange
rate does not appear to be highly sensitive to movementsin the current account balance.
The exchange rate effect of remittances is the product of these two numbers, or about
0.18. In the short-run then, an increase in remittances leads to both an exchange rate
gopreciation and a sharp increase in imports that more than offsets the firgt effects of
remittances on income. GDP will fdl, even though incomes will be risng and

households may fed better off as they consume moreimports. In the long run, however,
the income effect may be enough to offset both of the other effects. A $1increasein
remittances in the long run increases GDP by $1.07 - $0.69 - $0.18 = $.20.

This does not, of course, account for the labor supply effect, which may be substantia

nor does it necessarily capture al of the movements within these three effects. We did

not, for instance, alow remittances to have any different effect on investment in Armenia
than, say, an increase in government spending. And as the Armenian economy continues
to improve the sze of the import effect will likely decrease as production is better able to
expand to meet the new demand from increased remittances. Nonetheless, for the present
time the effects of remittances on the macroeconomy are complex and ambiguous.



