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Abstract

We assessed the causality relationship between the inflow of remittances and the
real effective exchange rate (REER) of the Kyrgyz Republic, one of the most remit-
tance-dependent economies in the world. We utilised the procedure suggested by
Hong [15]. In the first step, we estimated univariate generalised autoregressive con-
ditionally heteroskedasticity (GARCH) models for the logarithmic difference of the
variables and saved the centred standardised residuals and their squared values. In
the second step, we computed the sample cross-correlation function (CCF) between
the standardised residuals and squared standardised residuals. Finally, we calculated
Hong’s [15] Q-statistic and compared it to the upper tailed critical value of N(0;1)
at an appropriate level. Descriptive statistics showed more volatile standard devia-
tions for remittances compared with the REER. The skewness values indicated that
increases are more likely to occur for the REER and decreases are more likely to
occur for remittances. High kurtosis values suggested the existence of heavy tails
in the return distribution. The skewness and kurtosis values showed that the returns
are not normally distributed. At the 1% significance level, the Lagrange Multiplier
(LM) test for autoregressive conditional heteroskedasticity (ARCH) rejected the
null hypothesis of ‘no ARCH effects’ for both variables. At the 1-5% significance
level, the augmented Dickey—Fuller (ADF) test rejected the null hypothesis that a
unit root is present in the return series of both variables. The test for a structural
break (a supremum Wald test) in the return series, without imposing a known break
date, rejected the null hypothesis of no structural break at the 5% and 1% levels
for the REER and remittances, respectively. The estimated break date for the REER
was May 2015, and for the remittances, it was February 2008. The logarithmic dif-
ferences of seasonally adjusted real monthly data for the period extending from
January 2005 to December 2017 were used in the estimations. While the existing
literature has focused mostly on the impact of remittances on the exchange rate (a
unidirectional causality in the mean from remittances on the exchange rate), we
examined how remittances cause the REER in the mean and variance as well as
how the REER causes remittances in the mean and variance. The derived results did
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not reveal evidence of causality in the mean or variance from the remittances to the
REER for the case of the Kyrgyz Republic. That means the changes and volatility of
the remittances did not contain useful information for predicting the REER. On the
contrary, the REER caused remittances in the mean and variance. That means past
information and the volatility of the REER were useful for predicting remittances’
returns and volatility.

Keywords Remittance - REER - The Kyrgyz Republic - Causality

Introduction

The Kyrgyz Republic is a Central Asian country with an area of 199,951 square
kilometres and a population of 6.3 million.! It is one of the poorest countries in
the post-Soviet territory with a gross domestic product (GDP) of 7,564.7 million
USD and a per-capita GDP of 1,219.8 USD.? According to the International Labour
Organization, the unemployment rate of the total population reached 7.3% and youth
unemployment was 15.7% in the Kyrgyz Republic in 2017. The United Nations
Department of Economic and Social Affairs (DESA) estimates the overall number
of emigrants from the Kyrgyz Republic 760.1 thousand people for the same year.

The dramatically deteriorated labour-market conditions in the resource-poor
economy of the Kyrgyz Republic and seasonal work opportunities in Kazakhstan
and Russia has led to high volumes of labour migration and inflow of remittances.
In the last 10 years, the economy of the Kyrgyz Republic has held a leading position
among countries with high remittance to GDP ratios. From 2005 to 2017, the inflow
of remittances was equal to 12.7% to 32.9% of the GDP, 33.1% to 95.9% of exports,
and 21.0% to 49.0% of imports. For the same period, the average annual scale of
remittance inflows was 25.1%, 56.6%, and 31.9% relative to the economy’s GDP,
exports, and imports,’ respectively (see Fig. 1).

The quantity of academic papers covering the relationship between the inflow
of remittances and important macroeconomic variables for the case of the Kyrgyz
Republic is limited due to an incomplete number of observations regarding the mac-
roeconomic variables that are important for econometric models and poor quality of
data.

The researchers who have examined the case of the Kyrgyz Republic have shown
that remittances cause economic growth (e.g., [3, 6], affect the macroeconomic
variables (e.g., [6, 21], and make the macroeconomic fundamentals of the Kyrgyz
Republic dependent on the macroeconomic variables of remittance-sending econo-
mies (e.g., [1], [14, [21].

In this paper, we assessed the causality relationship between the inflow of remit-
tances and the real effective exchange rate (REER) of the Kyrgyz Republic. It will

! The National Statistical Committee of the Kyrgyz Republic.
2 Data is for 2017. The source is the World Bank.
3 Estimations are based on data from the World Bank.
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