OUHAHCOBAS NOJIUTUKA / FINANCIAL POLICY

ORIGINAL PAPER (@) svs0 |

DOI: 10.26794/2587-5671-2020-24-2-92-103
UDC339.743.4,339.564(045)
JEL 024,F15

E.M. Sandoyan?, A.G. Galstyan®™

Russian-Armenian (Slavonic) University, Yerevan, Armenia
2https://orcid.org/0000-0002-2848-4946; ® https://orcid.org/0000-0002-7800-7232
™ Corresponding author

ABSTRACT

The impact of currency regulation on the country’s export potential has been the focus of scientific research and
discussion among economists for years. Currency regulation is a backbone element to maintain the competitiveness
of the country’s economy, macroeconomic stability, and to stimulate economic growth. The aim of this research is to
analyse the impact of the exchange rate of the Armenian national currency (dram) on the country’s export potential, as
well as the choice of a currency regulation policy stimulating export expansion and economic growth in Armenia. The
study employed the methods of statistical and comparative analysis, as well as the construction of logistic assumptions.
The authors conducted a statistical analysis of the dynamics and structure of Armenia’s exports by product groups and
countries. They revealed that, with the exception of exports to Russia, Armenia’s exports to other countries has a high
ratio of raw materials. As known, the exchange rate has the greatest impact on the price competitiveness of finished
products in foreign markets. The authors evaluated the impact of currency regulation policy implemented in Armenia
on the export potential and competitiveness of Armenian goods, especially in the EAEU markets. The results show
that Armenia is not able to maximize its export opportunities due to the uncompetitive exchange rate of the national
currency. The key conclusion of the research is the thesis that Armenia should abandon the non-market mechanisms for
ensuring exchange rate stability, the Central Bank should immediately shift to a policy of free-floating national currency
and non-intervention, which will significantly expand the presence of Armenian finished products in foreign markets,
especially in the Russian Federation.
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AHHOTAUMA
MpobnemMa BAUSHUS NONUTUKM BaNKOTHOIO PEryiMpoBaHMS Ha SKCMOPTHbIMA NOTEHLMAN SKOHOMUKM CTPaHbl ABSETCS npes-
METOM Hay4HbIX UCCIELOBAHUM U AUCKYCCUIA Cpean 3KOHOMMUCTOB HA MPOTSKEHUM MHOTMX NeT. Bbibop peXxrMma BaftloTHOrO
perynnpoBaHus SBNSIETCS OAHUM U3 CUCTEMOOOPA3YIOLLMX 3/1EMEHTOB NOAAEPXKAHMS KOHKYPEHTOCMOCOOHOCTU 3KOHOMMKM
CTpaHbl, MAKPO3KOHOMMYECKOM CTAaBUNBHOCTU U CTUMYIMPOBAHUS 3KOHOMMYECKOro pocTa. Lienb uccnepoBanusa — aHanus
BO34eWCTBMS 0OMEHHOr0 Kypca apMAHCKOM HaLMOHANbHOM BatoThl (ApaMa) Ha SKCMOPTHbIM NOTEHLMAN S3KOHOMUKM CTpa-
Hbl, @ TaKXXe Bbl6OP MOSIUTUKM BASIIOTHOFO PEryfIMPOBaHMS, CTUMYMPYIOLLEFO PaclUMPEHME 3KCMOPTa U IKOHOMUYECKUIA
pocT B ApMeHun. Ucnonb3oBaHbl METOAbI CTAaTUCTUUECKOTO M CPABHUTENIbHOFO aHanM3a, a TakXKe MOCTPOEHUs NOruCTU-
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YeckMx NpeanonoXeHuin. ABTOpamMu NPOBEAEH CTAaTUCTMYECKMI aHaNM3 OMHAMMKM U CTPYKTYpbl 3KCMopTa ApMEHUM Mo
TOBApHbIM rpynnaM U cTpaHaM. bbinio BLISIBNEHO, YTO 3@ UCK/IIOYEHMEM 3KCMOPTa B Poccuio, CTPYKTypa 3KcnopTa ApMeHUH
B OCTa/IbHble CTPaHbl XapaKTepPU3YEeTCs BbICOKMM YAENbHbIM BECOM CbIpbEBbIX NPOAYKTOB. Kak M3BECTHO, 0BMEHHbIN KypC
uMeeT Haubosbliee BAMSHWE HA LLEHOBYIO KOHKYPEHTOCMOCOBHOCTb FOTOBOWM NPOAYKLUMM HA BHELUHMX PbIHKAX. ABTOpPaMu
OLIEHEHO B/IMSIHME peanu3yemMoit B ApDMEHWUM NOMWUTUKM BANKOTHOTO PErYIMPOBAHMS HA SKCMOPTHbIM MOTEHUMAN U KOHKY-
pPeHTOCNOCOBHOCTb apMAHCKMX TOBApPOB, 0CO6EHHO Ha pbiHKax ctpaH EASC. B pesynbrarte nccnenoBaHus aBTopbl NPULLIK
K BbIBOLY, YTO ADMEHUM HE YAAETCS MaKCMMalbHO MCMO/Ib30BaTh CBOM 3KCMOPTHbLIE BO3MOXHOCTM M3-3a HEKOHKYPEHTOCTMO-
COB6HOro 06MEHHOro Kypca HaLMOHanbHOM BantoTbl. KnloueBbiM BbIBOAOM WMCCIEL0BaHMS SBASETCS TE3UC O TOM, 4To ApMe-
HMM HEOBXOAMMO OTKA3aTbCS OT HEPLIHOYHbIX MEXAaHU3MOB 0becneyeHns cTabunbHOCTU 0OMEHHOIO KypCa, LEHTPabHOMY
6aHKy cneayeT He3aMeaIMTeNbHO NepPenTH K NoUTMKe CBOOOLHO MNaBakoLLEr0 Kypca HALMOHANbHOM BantoTbl U HEBME-
LIATENbCTBA, YTO NO3BOMMT 3HAUYUTENBHO PACLIMPUTL MPUCYTCTBUE APMSIHCKOM FOTOBOW MPOAYKLMMU HA BHEWHMUX PbIHKAX,
ocobeHHo B Poccuiickoit Menepauum.

Knroueeble cnoea: 3KCNOpPTHbIM NOTEHLMA; MOAUTUKA BANIOTHOTO PEryNMpPOBaHMs; 0OMEHHbIN KypC; 3KOHOMMUYECKMIA poCT
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The impact of currency regulation on the country’s
export potential has been the focus of scientific re-
search and discussion among economists for years.
Currency regulation is a backbone element to main-
tain the competitiveness of the country’s economy,
macroeconomic stability, and to stimulate economic
growth.

The most important achievement of macroeconomic
regulation is long-term sustainable economic growth.
However, developing countries often prefer target-
ing short-term problems at the expense of long-term
outcomes, which typically harms the country’s stand-
ard of living and quality of life. At the same time, the
mechanisms of macroeconomic regulation presuppose
a long-term strategy of economic development, includ-
ing in the area of monetary policy. From this point of
view, currency regulation policy plays an important
role in ensuring sustainable rates of economic growth.

On the other hand, sustainable long-term economic
growth requires a stable commodity and foreign ex-
change markets to ensure a stable currency system and
favourable conditions for external trade.

In developing countries, exchange rates of national
currencies tend to be overvalued, which has a negative
impact on exported goods by lowering producers’ real
prices. For example, real exchange rate misalignments
occur in markets where nominal exchange rates are
not allowed to adapt to the changes in economic fun-
damentals, thereby reducing incentives and profits,
leading to a decline in investment and export volumes,
thus having a negative impact on economic growth
[1]. Countries such as Japan, Hong Kong, Singapore,
North Korea, Taiwan, and China, among others, have
successfully developed and applied models of eco-
nomic growth where the exchange rate was used as
a primary tool [2].
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Exchange rates and the choice of currency regula-
tion policy are the focus for discussions by economists
especially for emerging economies [3-5].

In this context, the case of Armenia is of particular
interest. The main hypothesis of the study is that the
currency regulation implemented over the last ten
years has led to a significant reduction of Armenia’s
export potential and consequently a slowdown in eco-
nomic growth.

The impact of the country’s currency regulation on
export potential has been the focus of economic de-
bate for years. The choice of currency regulation pol-
icy is very important in the context of the country’s
external competitiveness, macroeconomic stability,
and economic growth.

In general, there are two ways to improve the trade
balance of a country. The first is an internal approach
and is based on the supply-side policies that improve
productivity, reduce inflation and taxes and lead to a
more efficient labour market. These measures lead the
growth of exports and GDP. The second way is the cur-
rency depreciation, which leads to changes in relative
prices of imports and exports [6].

Preserving a fixed foreign exchange rate is a policy
that can help ensure certain price stability by effectively
introducing monetary confidence. This can often lead
to a real appreciation of the effective exchange rate,
which leads to a reduction in reserves, makes export
more expensive while making import cheaper.

S. Kurtovic [7] found evidence for the J-curve while
examining the relation between the exchange rate and
the trade balance. The study shows a long-term cointe-
gration between the exchange rate and the trade bal-
ance. The implication of the J-curve effect deriving from
the Marshall-Lerner conditions is that the country’s
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trade balance moves in the form of the J-curve in the
event of a devaluation of the national currency. First
of all, the total value of imports increases because of
the higher price of imported goods and exceeds the
total value of exports. This leads to a trade deficit.
However, devaluation increases the demand for ex-
ports, which leads to an increase in export volumes.
In the end, the trade balance becomes positive.

On the other hand, for many years, some research-
ers have believed that the floating exchange rate
creates additional volatility, leading to a decline in
international trade. Thus, a fixed exchange rate re-
gime would be more appropriate [8—10]. Moreover,
Hericourt et al. emphasized that emerging countries
should be careful when relaxing their exchange rate
regime: moving to a fully floating regime without the
adequate level of financial development could also
prove to be very hazardous for trade performance [11].

Later, economists found that floating rates did
not diminish foreign trade, but had a positive effect
on exports. M. Feldstein [12] argued that the flex-
ible exchange rate regime was more desirable for
foreign trade than the fixed one. Similarly, accord-
ing to D. Rodrik [13] and S. Bhala [14], an overvalued
exchange rate may impede export, thereby economic
growth, when an undervalued national currency may
stimulate the tradable sector.

Competitive and even undervalued currencies have
been used by many countries to achieve export-led
growth, especially by economies in emerging Asian
markets. The cornerstone of such a model is the main-
tenance of external price competitiveness to promote
export and economic growth. C.-W. Hooy, S.N. Law
and T.H. Chan [15] studied the impact of renmimbi on
the exports to China. They found a significant positive
impact of real exchange rate depreciation on exports
of high-technology and medium-technology final and
intermediate goods. In another research, K. Wondemu
and D. Potts [16] studied the impact of real exchange
rate changes on the export performances of Ethiopia
and Tanzania. They suggested that while overvalua-
tion is harmful to exports, undervaluation of the real
exchange rate boosts export supply as well as export
diversification. They have found out that a high rate
of growth in exports is associated with periods of
undervalued currencies. Moreover, comparing the two
countries, they concluded that Tanzania has better
export performance since it maintained an underval-
ued real exchange rate.

IMF provides a thorough analysis about the influ-
ence of exchange rate on commodity prices and trade
volumes. Their findings support some earlier evidence
of a positive association between the terms of trade
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and the real exchange rate of commodity exporters.
Thus, the exchange rate depreciation leads to lower
export prices and higher import prices, which in turn
leads to growth of exports and reduction of imports!.

The literature review and the empirical experience
of countries show that it is very important to maintain
exchange rate competitiveness, but is unnecessary to
have an undervalued exchange rate.

The export-led model requires the economy to
maintain stable and predictable external price com-
petitiveness. This may preclude the application of the
de facto floating exchange rate regime. Economies
with emerging markets in Asia usually link their cur-
rency to other currencies. Even in countries where
the de jure floating exchange rate regime was imple-
mented, countries often took measures to stabilize or
depreciate the nominal exchange rate, with the ulti-
mate goal of keeping the real exchange rate relatively
undervalued. This policy is politically ambiguous,
and many insist that some Asian countries engage
in currency manipulations [17].

However, the policy of keeping the real exchange
rate relatively devalued can cause inflationary pres-
sures in the economy. Therefore, it is accompanied
by a trade-off between external competitiveness
and domestic price stability?. It is assumed that the
export-led model can be effectively implemented
in countries where domestic inflationary pressures
can be contained by means other than the currency
regulation. Countries with low and manageable
inflation rates may gradually pay more attention
to enhancing external competitiveness. In any case,
developing and transition economies may seek to
use the exchange rate as a tool to create favourable
and predictable conditions for the tradable sector
of the economy.

As long as productivity in the tradable sector is
high, countries are encouraged to maintain a relatively
high level of external competitiveness for tradable
goods to make the resource allocation to the tradable
sector attractive. The works by D. McLeod and E. Mi-
leva [18],]. Aizenman and J. Lee [19], G. Benigno et al.
[20] have the “learning by doing” effect, exogenous
for certain firms operating in the tradable sector of

! International Monetary Fund. 2015. World Economic
Outlook: Adjusting to Lower Commodity Prices. Washing-
ton (October). URL: https://www.imf.org/en/Publications/
WEO/Issues/2016/12/31/World-Economic-Outlook-Octo-
ber-2015-Adjusting-to-Lower-Commodity-Prices-43229 (ac-
cessed on 11.02.2020).

2 Does currency depreciation necessarily result in positive
trade balance? New evidence from Norway Haris Dzanan and
Mansur Masih. MPRA Paper No. 82103, 2017. URL: https://
mpra.ub.uni-muenchen.de/82103/ (accessed on 11.02.2020).
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the economy; therefore, a weak real exchange rate
is necessary to support the tradable sector. In these
models, underestimating the currency acts as a sub-
sidy for export.

Based on the empirical analysis of several countries,
D. Rodrik [21] confirms that competitive and under-
valued exchange rates are more likely to contribute
to export growth and differentiation than overvalued
ones. Rodrick provided a more detailed explanation
in another work [22]. The depreciation of the real
exchange rate is, by definition, an increase in the
relative prices for tradable goods, compared to the
non- tradable sector; he argues that an undervalued
currency may enhance the relative profitability of
the tradable sector and causes it to expand (at the
expense of the nontradable sector).

Some empirical studies confirm the link between
foreign exchange rates, export growth and differ-
entiation (e.g., R. Nouira et al. [23]). Exchange rate
adjustments partially offset financial losses from
safeguard measures applied to the tradable sector.

B. Balassa [24] argues that the devaluation of the
national currency is equivalent to the simultaneous
application of import duties and export subsidies
at the same rates. Therefore, the transition to free
trade and simultaneous currency depreciation can
be seen as a replacement of existing safeguards with
a united customs duty and subsidy, which will keep
the trade balance unchanged. However, such a belief
is based on the assumption that there is no market
distortion or, even if there are market distortions,
they affect all segments equally. However, D. Rodrick
[25] argues that the impact of internal institutional
weaknesses and market distortions on the tradable
sector is greater than the impact on the non-tradable
sector. In such a situation, a deliberate devaluation of
the real exchange rate may be a “second best” solu-
tion to partially improve the situation. Such a policy
measure promotes structural changes, increases export
volumes, and improves economic growth by altering
internal trade conditions in favour of the tradable
sector.

Sustainable development of the Armenian economy
against the growing competition in both foreign and
domestic markets is only possible if the competitive-
ness of the national economy and its entities is radi-
cally increased. Moreover, our research shows that
implementing a floating exchange rate and export-led
model can accelerate the economic growth of Ar-
menia [26]. The relevance and practical significance
of the issue necessitates the analysis of the role of
currency regulation for the competitiveness of the
national economy.

FINANCETP.FA.RU
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According to the results of the literature review, the
exchange rate has a significant impact on export vol-
umes and potential. Now we will proceed to the anal-
ysis of the impact that the Central Bank of Armenia’s
exchange rate regulation has on the country’s export
potential.

As we have shown in our research papers (e.g., [27]),
despite the declared floating exchange rate policy, the
CBA nonetheless de facto conducts a managed, some-
times even fixed exchange rate regime. Among the
factors directly influencing the exchange rate of the
Armenian dram we can distinguish market channels, as
well as non-market mechanisms applied by the mon-
etary authorities. The two main instruments used by
the Central Bank of Armenia to manage the exchange
rate are direct interventions in the foreign exchange
market and reserve requirement doubled in December
2014 to stop the devaluation of the Armenian dram.

It is known that the foreign exchange rate mainly
affects the external competitiveness of consumer prod-
ucts. Meanwhile, the export volumes of raw materials,
generally, are influenced by their quantity in a particu-
lar country and the international demand.

First, let us look at the dynamics of Armenia’s export
structure by product groups. Fig.1 shows that until
2014, 75-80% of Armenia’s exports concentrated in
the four main product groups: minerals, gemstones,
metals, alcoholic and non-alcoholic beverages. Since
2013-2014, the cigarette export has increased sig-
nificantly; in 2018, it already was 11.1% of Armenia’s
total export (267.6 million US dollars) and occupied
the 4% place (Fig. I).

We should highlight that the significant increase in
cigarette export volumes is due to the sharp increase
in demand for Armenian cigarettes in the UAE, Iraq
and Syria (Fig. 2). Over the past five years, exports of
this product to Iraq have increased by more than three
times, to Syria — by19 times, to the UAE — by 15 times,
to Georgia — by almost 4 times. The dynamics of the
export to Russia shows no significant growth.

50-67 — Textile and footwear (Fig. 3) is another
new sector in Armenian exports that has sustainable
growth rates. The products of this group are almost
entirely exported to Russia, Italy and Germany. At
the same time, the increase in exports was observed
in all three countries during the period under review.
However, the most significant growth was recorded in
2015, and was due to the sharp increase in exports to
Russia. It might be caused by the tense political situ-
ation in Russia, since during that period the embargo
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Fig. 1. Armenia’s export volumes by major product groups, million US dollars, 2002-2018
Source: Customs Service of the Republic of Armenia. URL: http://www.petekamutner.am/ (accessed on 13.11.2019).
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Fig. 2. 24 — Cigarette export from Armenia by partner countries, thousands US dollars, 2010-2018

Source: Customs Service of the Republic of Armenia. URL: http://www.petekamutner.am/ (accessed on 15.11.2019).

policy led to supply shortages in some Russian com-
modity markets.

Here are 15 largest export partners of Armenia
according to the data of 2018, as well as the dynam-
ics of the exports structure by country during 16
years (Fig. 4).

By statistics, Armenian export to some countries
has significantly increased in 2018 against 2013, which
was the pre-crisis year (to Russia — by 2 times, to Swit-
zerland — by 13 times, to Iraq — by 3 times, to the
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UAE — by nearly 8 times, to Syria — by 19 times, to the
Netherlands — by 2 times, to Italy — by 2 times). As
mentioned above, exports to Syria, to the UAE and to
Iraq were driven by increased demand for Armenian
cigarettes in these countries.

On the other hand, exports to the US, Belgium and
Canada decreased more than by two times.

To find out what caused this significant change in
Armenia’s export structure, let us consider the export
structure by country and commodity, with commodity

®OUHAHCbI: TEOPUS U MPAKTUKA / FINANCE: THEORY AND PRACTICE 4 T. 24, N22°2020
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Fig. 3. 50-67 — “Textile, Footwear” exports from Armenia by partner countries, thousands US dollars, 2010-2018
Source: Customs Service of the Republic of Armenia. URL: http://www.petekamutner.am/ (accessed on 15.11.2019).
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Fig. 4. Export structure of Armenia by country, million US dollars, 2003-2018
Source: World Integrated Trade Solution. URL: https://wits.worldbank.org/ (accessed on 15.11.2019).

exports of at least 500 thousand US dollars by country
during the last 9 years (Fig. 5).

The decrease in exports to the United States was
mainly driven by a 60% decrease in the exports of met-
als. On the other hand, the sharp decline in exports to
Belgium is due to a decrease in diamond exports by
almost 40%, as well as the cessation of metal exports,
which amounted to $81 million in 2014. In the case of
Canada, the reason was the cessation of gold exports,
which in 2016 amounted to 131 million US dollars.

The sharp increase in exports to Switzerland during
recent years was mainly due to a tenfold increase in
the exports of minerals (copper, precious metals), as

FINANCETP.FA.RU

well as a 6-fold increase in watches and its parts. At
the same time, in 2014, gold exports to Switzerland
almost stopped, falling from 136 million US dollars
to 321 thousand US dollars, and restored its previous
volumes in 2017. The increase in exports to Italy, as
already mentioned, was due to the increase in exports
of textile products. In the case of the Netherlands, the
increase was due to the export of metals.

Thus, with the exception of exports to Russia, the
structure of Armenian export by product in the case of
other countries is mainly concentrated in the field of
raw materials. As already mentioned, the factors affect-
ing the export of raw materials are mainly exogenous.
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Fig. 5. Export structure of Armenia by products and countries, thousands US dollars, 2010-2018

Source: Customs Service of the Republic of Armenia. URL: http://www.petekamutner.am/ (accessed on 16.11.2019).

Note:01-24 — Food, agricultural products; 25-27 — Minerals; 71 — Precious stones, metals; 72-83 — Metals and products; 24 — Ciga-
rettes; 50-67 — Textile, footwear; 22 — Alcoholic, non-alcoholic beverages; 27 — Fuels; 90-97 — Other products; 84-89 — Vehicles,
equipment; 28-40 — Chemicals, rubber; 68-70 — Ceramics, glass, products made of stone, gypsum; 41-43 — Fur, leather, products.

We can say that foreign exchange rates have almost
no impact on their export potential.

Given Armenia has been a member of the EAEU
since 2015, it can be concluded that competitiveness
of the tradable sector of the economy in the markets
of Russia, Belarus, Kazakhstan and Kyrgyzstan is of
primary importance for Armenia. As discussed in the
literature review, the foreign exchange rate of the
country has a significant impact on the external trade
competitiveness, and in this respect, maintaining a
competitive exchange rate against the overvalued
currency is at the forefront.

From this point of view, it is important to study the
dynamics of both nominal and real exchange rates of
the EAEU member states during 2014-2018.

As we can see from Table 1, in the EAEU, the nomi-
nal exchange rates of the national currencies of Belarus
and Kazakhstan have depreciated at a higher rate than
Russian rouble; the opposite is observed in the cases
of Kyrgyzstan and Armenia in 2018. Moreover, the Ar-
menian dram has remained relatively stable compared
to the national currencies of the other countries.
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Although the devaluation process in the other EAEU
member countries was accompanied by higher inflation
rates than in Armenia, it did not result in the neu-
tralization of the devaluation results, evidenced by the
dynamics of the real effective exchange rate (Table 2).

The real exchange rate is very important for the
country’s external competitiveness. Table 2 clearly
shows that given the real exchange rate devaluation in
the economy of Kazakhstan, Belarus and Russia, accom-
panied by a real appreciation in Armenia, the tradable
sector of the Armenian economy has somewhat lost its
competitiveness in the EAEU, particularly in the Rus-
sian market. All of this significantly limits Armenia’s
export potential in the EAEU markets. Meanwhile, the
membership to the EAEU significantly increases export
opportunities for Armenia, especially given the size of
the Russian economy.

Therefore, it is necessary to consider the export
structure of Armenia to Russia and its dynamics. Fig. 6
represents the structure of the Armenian exports to
the Russian Federation by major product groups dur-
ing the last 9 years.
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Dynamics of the nominal exchange rates of the EAEU member countries to the US Dollar, 2014-2T%b11.e81
Country / Year 2014 2015 2016 2017 2018 Devaluation, 2018/2014, %

Armenia 416 478 480 483 483 16.06

Belarus 1.02 1.59 1.99 1.93 2.04 100.00

Kazakhstan 179 222 342 326 345 92.73

Kyrgyzstan 54 64 70 69 69 28.35

Russia 38 61 67 58 63 65.72

Source: The World Bank database. URL: https://data.worldbank.org/ (accessed on 18.11.2019).

Dynamics of the real effective exchange rate of the EAEU member countries (2010=100), 2014—%7:{682
Country / Year 2014 2015 2016 2017 2018 Change, 2018/2014, %

Armenia 102.5 108.4 107.6 104.0 104.5 2.0

Belarus 95.8 924 84.7 80.7 81.2 -14.6

Kazakhstan 97.9 102.7 76.4 819 80.2 -17.7

Kyrgyzstan 110 1151 113.2 1133 114.5 4.5

Russia 99.4 829 82.6 95.7 88.3 -11.1

Source: Eurasian Economic Commission. URL: http://www.eurasiancommission.org (accessed on 18.11.2019).
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Until 2014, the traditional major export groups
to Russia were alcoholic and non-alcoholic bever-
ages, food and agricultural products, which accounted
for 60-65% of total exports. However, by 2018, their
constituted about 50%. At the same time, since 2014,
a new, dynamically developing group of textiles and
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footwear has emerged in the export structure. In 2018,
it already accounted for 23.7% of exports to Russia
(150 million US dollars).

It is obvious that about 80% of Armenian exports
to Russia are consumer goods affected by the foreign
exchange rate.
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Let us now consider the dynamics of the structure
of the three major product groups presented. Fig. 7
shows products with exports exceeding 3 million US
dollars, which are included in the group of food, ag-
ricultural products.

The export structure of this product group has quite
interesting dynamics. In the pre-crisis year of 2013, the
largest share in this product group belonged to the follow-
ing products: fish, fresh fruits (apricots, cherries, peaches,
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etc.), crayfish and canned fruits. Together they accounted
for 70-75% of export of the whole product group. How-
ever, in 2018, the first place by its share in exports went
to the tomato exports — 23 million US dollars against 270
thousand US dollars in 2013. We should also mention that
such an increase in exports was due to the tense politi-
cal situation in Russia. Moreover, a large part of tomato
exports from Armenia is a re-export. The result of the
embargo policy in Russia is also, for example, a five-fold
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increase in cheese exports in 2015, which has been halved,
although it remains at a high level. At the same time, there
has been a sharp increase in the number of individual
products over the years, which has not been maintained
(e.g. grapes, potatoes, cabbage, etc.).

The next major traditional export product group is
alcoholic and non-alcoholic beverages. The volumes of
exports of this group are in stagnation (Fig. 6). Compared
to 2013, the growth in 2018 was only 10% not consid-
ering inflation. The situation in this traditional export
sector again indicates a certain loss of competitiveness
of Armenian products in the Russian markets.

Finally, there is the third-largest group — textiles
and footwear — that started growing during the regional
crisis (Fig. 8).

As we can see, textiles are the only sector that shows
steady growth rates, again linked to Russia’s embargo
policy as well as the tense political environment with
Turkey.

Since 2014-2015, due to the tense political relations
between Russia, the US, the EU, the sanctions against
Russia, as well as Russia’s embargo policy, there was a
shortage of supply in some Russian product markets.

At the same time, Armenia’s membership in the
EAEU since 2015, it has opened wide export opportu-
nities for Armenian products. However, according to
the analysis, the impact of the exchange rate on ex-
ports in Armenia is not determined. The contradictory
results are primarily due to the structure of exports,
which changed at different times due to factors not
determined by market forces (e.g. political factors). As
discussed above, the increase in Armenian exports to
Russia is mainly due to the political reasons, which cre-
ated supply shortage in some commodity markets. At
the same time, Armenia fails to make the most of the
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available opportunities, taking open segments in the
Russian markets, due to a non-competitive exchange
rate. Among the EAEU member countries, Armenia and
Kyrgyzstan are the only countries where the real effec-
tive exchange rate has even appreciated. According to
the literature and empirical review, the real exchange
rate appreciation harms exports performance and it is
important to maintain competitive exchange rates. The
loss of competitiveness of the tradable sector of the
Armenian economy on Russian commodity markets
limits Armenian export potential, preventing it from
showing higher and sustainable growth rates. What are
the channels of such restriction?

As production costs in the national market are in
Armenian drams, the overvalued exchange rate leads
to a decrease in incentives for export growth in the
tradable sector, while at the same time reducing the
competitiveness of exporters in foreign markets. On
the other hand, the overvalued exchange rate artificially
lowers imports value, making it difficult for domestic
producers to compete with foreign producers. This is
evidenced by the growing deficit of trade balance despite
the steady export growth rates (Fig. 9). Thus, the trade
balance deficit is growing rapidly due to non-competitive
exchange rate of Armenian dram, while imports grow
faster due to low prices.

Since Armenia joined the EAEU, it has lost the ability
to protect domestic producers from imports of eco-
nomic union member countries using tariff or non-
tariff methods, the only tool to protect domestic pro-
duction is the exchange rate. A competitive exchange

rate can serve as a tool for import restriction (by price

increase) and export subsidization (by price reduction).
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Thus, only a competitive exchange rate can increase
the competitiveness of the tradable sector of the Arme-
nian economy in foreign, particularly Russian, markets,
while serving as a tool to promote exports and protect
domestic producers. Competitive exchange rates will
create incentives for production growth in the tradable
sector of the economy due to high profitability.

Overall, Armenia should abandon the non-market
mechanisms of ensuring exchange rate stability; the
Central Bank should immediately shift to a free-floating
exchange rate and non-intervention policy, which will
significantly expand the presence of Armenian finished
products in foreign markets, especially in the Russian
Federation.

This work was funded by the research subsidy by the Ministry of Education and Science of the Russian
Federation at the Russian-Armenian University. Russian-Armenian University, Yerevan, Armenia.
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