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1. Introduction

Remittances from migrants are a growing and retigtable, market—
based external source of development finance. tRemes bring foreign
exchange, are a complement for national savingspaodde a source of
finance for capital formation (mainly small scaleojpcts). Through this
mechanism remittances can support economic grawmtldipient countries.
As remittances depend on flows of people that &iendess volatile than
capital flows, remittances are expected to be mtable than capital flows
such as portfolio investment and international bargddit. Remittances are
also an international redistribution from low-incemmigrants to their
families in the home country. These transfers ataa international
mechanism of social protection based on privatesteas. The sustainability
of remittances over time depends on various fagoch as the anticipated
flow of migration and whether the migrants comenal@r with their family
and how this change over tifne

It is also important to recognize that the benef@fsremittances for
receiving countries have to be compared with theéemg@l costs of
emigration for developing countries in terms ofsles of scarce human skills
that leave home (the so called brain drain phenan&o we have a certain
trade off here between generating an inflow of ifpreexchange and

external savings through remittances and the autfibskilled individuals.

2 New immigrants may initially come alone to thedign country, leaving their families at home. Laiar
when their employment situation in the host couigrgonsolidated they bring their families. Thisyma
have implications for the flow of remittances ahdit persistence over time, as families are oftennain
recipients of remittances.

% See Ellerman (2003) and Solimano ( 2002a) fosautision of these issues.
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Remittances are, currently, the second most impbsgaurce of external
finance to developing countries, after foreign dirmvestment. Moreover,
remittances surpass foreign aid. . There are 20 regipients of remittances
and these are 20 low to medium income developinmic@s that capture
around 80 percent of total remittances to the agnet) countries. The three
main recipient countries, in terms of value, areidn Mexico and the
Philippines. In turn, the three main source coestiof remittances are the
U.S, Saudi Arabia and Germany.

The international market for remittances is sage@ and inefficient
(from a social point of view) as reflected by higbsts of intermediation.
Money transmitter operators dominating the markerge high fees and use
overvalued exchange rates for money transfers. Gooiah banks of both
source and recipient countries have a low shartefglobal remittances
market. However, the empirical evidence shows ttiatcosts of remittances
are lower when sent through banks than through Mdmnansfer Operators.

There is, however, room for leveraging a greatéueséor remittances if
international money transfers were conducted aetawsts. The amount of
remittances is below the socially optimal amourdoasmted with a more
competitive cost structure in the market for reamtes (therefore, there is a
dead-weight loss for both senders and recipientgegfittances). The
development potential of remittances is then dismad under current
market realities in the “international remittancearkets”.

The paper is organized in seven sections besidas irttroduction.
Section 2 discusses global and regional trendesmttances flows and their
growing importance as a source of external trartsfeleveloping countries.
Section 3 examines measurement issues and disctisse®ain micro-

motives for remittances and their implications tteir stability across
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cycles. Section 4 analyzes the development imdaenaittances (effects on
savings, investment, growth, poverty, income disiion). Section 5

overviews the international market for remittanaad provides evidence on
costs of sending remittances to various countryggo Section 6 highlights
policies to cut costs of sending remittances arheaing their development

impact. Section 7 concludes.

2. Global and Regional Trends in Remittances Flows

In a world of volatile capital flows, remittanéesre a stabilizing
component of external resources transfers to theeloeing world.
Remittances are the financial counterpart of thélawm of people and
migration flows have been growing in the last twecades in response to
growing opportunities in advanced economies contparce developing
countries. Remittances to the developing world henceeased, steadily,
from around U$ 15 billions in 1980 to 80 billionms2002. This represents an
annual rate of increase of 7.7 percent (see tableAl regional level, the
highest rate of increase in the flow of remittanise®wards Latin American
and the Caribbean with 12.4 percent per annum. Tthimtiows East Asia
and the Pacific with 11 percent per year. The |dwasnual rate of
expansion in remittances is to Sub-Saharan Afrigéh V6.2 percent.
According to table 1, in 2002, Latin America ane t@aribbean has the
highest level of remittances with U$ 25 billiondldaved by South Asia, U$
16 billions, East Asia and the Pacific with $11libils and the Middle East
and North Africa, MENA, U$ 14 billions. The lowdstvel of remittances is
to Sub-Saharan Africa, U$ 4 billions, see table 1.

* See section 3 for statistical issues and defimition how remittances are measured. .
® Since remittances are sent also through infornral an-recoreded channels, official data may
underestimate actual remittances (see section 3).
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In terms of distribution of remittances by incomer gapita levels, the
developing countries as a group received 65 peafentrld remittances. In
turn, the lower middle income and low-income groupseive a higher
proportion than upper middle-income countries (abée 2).

In 2002, for the group of developing countries, keaws remittances
represented, on average, 1.3 percent of GDP, @&t of the flows of
foreign direct investment and near 140 percenhefdaid flows (see table 3).
These coefficients vary from region to region. Tipeoportion of
remittances to gross domestic product is the highethe MENA region (3
percent in 2002) and the lowest in East Asia araffieaegion (0.7 percent).
Remittances as a proportion of foreign direct iwesit are the highest in
the MENA region (466.7 percent in 2002) and thedsinin East Asia and
Pacific (19.3 percent). In turn, the proportionreittances to foreign aid is
the lowest in Sub-Saharan Africa reflecting botiwdo remittances and high
aid flows to this region.

In terms of total resource flows, remittances dre second largest
component of external resource flows to develomaogntries after foreign
direct investment (see table 4 and figure 1). Remtes have been larger
than aid flows as a source of external developriaance since 1997. In
2001, foreign aid represented 18 percent of totwreal flows of finance
and and remittances 25 percent. Interestinglymastioned at outset,
remittances are much more stable than other cdpotak -- mainly bank
credit and portfolio investment — that are identifias volatile components
of external resource flows. The quantitative imponce of these volatile
components of private capital flows is still sigo@int (near 30 percent of
total resource flows to developing countries, asrage, between 1991 and

2000). These components are an important sourcenagroeconomic
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volatility. Many times, private capital flows dead macroeconomic cycles.
In contrast, remittances can be even counter-@l¢cl@s emigrants send
money home in bad times as a source of income suppo

At the level of individual countries, remittancese arelatively
concentrated in a group of 20 developing counthas capture around 80 %
of total remittances to the developing countrie=e(figure 2). In turn, the
GDP of these 20 countries represent around 60%e0GIDP of developing
countrie§ The main recipient of workers remittances, in 2081ndia that
received an annual flow of U$ 10 billions, followéy Mexico, U$ 9.9
billions, and the Philippines, U$ 6.4 billions. thie lower end of the top 20
developing countries recipients of workers remitemare Thailand, China
and Sri Lanka. The country ranking change, howewben remittances are
measured as shares of GDP. In this case, the ¢am®mies at the top of
the ranking are Tonga, Lesotho and Jordan withttanues between 20 and
40 percent of GDP. At the lower end we find Phiigs, Uganda, Ecuador
and Sri-Lanka that have shares between 7 and @ment GDP (see figure
3).

On the other side, the top 20urce countries of remittances (in 2001) are
headed by the United States with U$ 28.4 billiofdlowed by Saudi
Arabia, U$ 15.1 billions, and Germany, 8.2 billiofse figure 4). On the
lower end of the top 20 senders we find Czech Repudenezuela and
Norway (all three with U$ 0.7 billions in 2001).

Let us turn now to the motives for remittances et shed some light

on the empirical behavior of remittances highlighite this section.

3. Measurement, Micro-Motives for Remittances @ydlical Behavior

5 World Bank, 2003.
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In this section, we will review: (i) Measuremeasstuies, (ii) The micro-
motives to remit and (i) The stability of rendittces during the cycle

Definition and Measurement Issues

The economic significance of remittances often gbegond what is
suggested by the official balance of payments s$tedi in sending and
receiving countries. The important concept for meag the economic
impact of remittances is the resource transfer Aetary or in-kind — made
by a migrant to his home country. Monetary trarsfer dollars directly
increase the availability of foreign exchange ia ttountry of origin of the
migrant, whereas remittances in-kind save foreigrhange for the recipient
country. These distinctions are important, as tlaeeeseveral modalities for
sending remittances. Some of them are recordeckvgbiine others are not.
For example, when remittances are sent throughdonmnannels they are
recorded in the receiving country’s current accoohtthe balance of
payments. Conversely remittances sent informallycash, for example
through couriers, go unrecorded in the officiatistes. Remittances can be
in—kind, e.g. goods send to households in the haoaetry. Only part of the
later will be recorded as imports. Migrants caspaihake donations in the
host country to institutions like the church andartfable organizations
formed by co-nationals. Also they can make sevpagiments (insurance
premiums, tuitions for schools, payments for inational airfares directly to
the airlines) on behalf of relatives or friendsnfrdheir home countfy
Although most of these payments should be treaseteamittances’ in an

economic sense they are rarely recorded as suchsuin, all these

" This section draws, largely, on Solimano, 2003.
8 See Brown (1997).
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considerations should be borne in mind when aswsgpsbe true magnitude
of remittances transfers based on official stasstwhich for the reasons
mentioned above tend tmderestimate their full economic impact.

In general, data on remittances are available ffoee items in balance
of payments reports at country level (this data ddferent countries is
compiled in the IMF Balance of Payments Statistid@arbook): a)
“workers remittances” (money sent by workers abré@dmore than one
year); b) “compensations of employees” (gross egsiiof foreigners
residing abroad for less than a year; and c¢) “migteansfer”’(net worth of
migrants moving from one country to another), saen@®eltoft, 2002).

Microeconomic Motivations to Remit

The analytical literatufeon motives for remittances can be summarized
in four approaches:

The Altruistic Motive,

In this view the migrant send remittances back hdmeause he cares
about the well being of his or her family in thente country. Under the
altruistic model, sending remittances yields asattion to the emigrant out
of a concern with the welfare of his family. Funiimere, it is an empirical
regularity that the migrants have a higher edunawel than other family
members that stay at home. As the migrant goes ¢ouatry in which
average wages and per capita incomes are higheatiame, their income
level after getting a job can be expected to bgelathan comparable
workers at home. The main prediction of the altraisnodel is that
remittances would tend to decrease over fim@ne reason for this is that

family attachment decrease as more time passesichvmembers are in

° References of this literature are Stark (1991pvBr(1997), Poirine (1997), Smith (2003).
10 See Stark (1991, ch.16).
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different countries. Also the migrant may plan taysabroad for a long time
period (and eventually retire there) bringing aldmg family. This, of
course, reduces remittances. The converse caseal vbeulthat of return-
migration in which the migrant brings fresh fundbem returning home,
raising remittances, once and for all.

The Salf- interest Motive

An opposite motivation is to assume that the emigris mainly
motivated by an economic and financial self-intereshen sending
remittances to the home country. The story goes fiks: the successful
emigrant in the foreign country saves. Then, thednarises on how (in
which assets) and where (in which country) to aadate wealth. An
obvious place to invest, at least part of his asdstin the home country
buying property, land, financial assets, etc. Thessets may earn a higher
rate of return than assets in the host countrypath their risk profile can be
also greater. In turn, the family can administerjriy the emigration period,
those assets for the migrant, thus acting as aettuagent. Another
motivation to remit is the desire of the emigramtréceive an inheritance
from his parents. In this case, those family memiieat have contributed to
increase the wealth of the family (e.g. by sendiamittances) become
obvious candidates for receiving an inheritancinenfuture.

Implicit Family Contract I: Loan Repayment.

Economic theory has developed explanations of ¢énattances process
that take the family—rather than the individual—a® thmain unit of
analysi$’. The theory assumes that families develop an aitptiontract

among those who choose to live abroad, the migeant,those who stay at

1 See Poirine (1997) and Brown (1997) for elaboretion this specification of remittances.
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home. The implicit contract has an inter-temporiahahsion, say various
years or even decades, as a time horizon. Theambm@ibmbines elements of
investment and repayment. In the loan repaymewtyiide family invest in
the education of the emigrant and usually finartbescosts of migrating
(travel and subsistence costs in the host counffflis is the loan
(investment) element of the theory. The repaymemt pomes after the
migrant settles in the foreign country and his meoprofile starts rising
over time and is in condition of start repaying tlean (principal and
interests) back to the family in the form of remaittes. So the family invests
in a higher yield “asset "(the migrant) who earrtsgher income level in the
foreign country than other family members that lared work at home. This
model predicts various time profiles of remittanae&r time depending
upon the length of time it takes for the migrantget established in the
foreign labor market and also on the duration efdtay abroad. The quicker
the insertion of the migrant in the foreign labaarket, the faster will be the
remittances flow. The amount to be remitted wilpeled, among other
things, on the income profile of the migrant. Iistmodel remittances do not
need to decrease over time as in the altruisticatmod
Implicit Family Contract I1: Co-Insurance
Another variant of the theory of remittances as iaaplicit family

contract between the migrant and those at homesreln the notion of risk
diversification. The idea is simple. As insurancarkets and capital markets
in the real world are incomplete, many risks canmetdiversified by the
absence of financial assets that edge risk. Intiaddborrowing constraints,
particularly serious for poor migrants, limit thebilay to smooth
consumption or finance investment. Assuming thanhemic risks between

the sending and foreign country are not positivelgrelated then it becomes
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a convenient strategy for the family as a wholeseond some of its members
abroad (often the most educated) to diversify epvaaisks. The migrant,

then, can help to support his family in bad timesi@ne. Conversely, for

the migrant, having a family in the home countrynisurance as bad times
can also occur in the foreign country. In this mpeéenigration becomes a
co-insurance strategy with remittances playing tble of an insurance

claim. As in any contract there is a potential peab of enforcement (e.g.

ensuring that the terms of the contract, are reésdeby the parties).

However, we can expect enforcement is simplerrimcyple, due to the fact

that these are implicit family contracts, helpeddmysiderations of family

trust and altruism (a feature often absent in lgganctioned contracts).

Stability of Remittances in the Economic Cycle

As mentioned in the previous section workers remides are more stable
than portfolio investments and bank credit. Remté&s can even be
counter-cyclical. The different motives to remisjueviewed can shed some
light in explaining this behavior. In the model @mittances as altruism
migrants can increase their remittances back horhenwthere is an
economic downturn in the home country (as the ireomf their families
decline). In this case, remittances would be theivadent of a private
“welfare payment” sent from abroad to help smoahtonsumption of the
recipients at home. However, business cycles mayinbernationally
synchronized. The growing economic interdependsnai globalization
make this a more plausible case. In this situadam®cession in the receiving
country may be positively correlated with a rea@ssn the source country,
so the ability to send remittances by immigrant keos may be hampered

by economic conditions in the host country. Thisaisreal possibility,
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although the sender may also draw on existing gavio maintain a steady
flow of remittances

If remittances were driven by the portfolio decmsoof the migrants
(remittances driven by investment), again the @akvssue would be the
correlation between the rate of return of assethenhost country and the
rate of return on assets at home. Here the interat correlation of
business cycle matter as well as the degree ofdiahintegration between
source and receiving countries. In the models ofittances as a co-
insurance mechanism, risk diversification may dall a steady flow of
remittances if business cycles are not fully pesiyi correlated between
source and receiving countries.

4. The Development Impact of Remittances

Remittances have a potential, positive, impact dsvelopment tool for
the recipient countries. The development effectrafittances can be
decomposed into effects on savings, investmentytfy;oconsumption, and
poverty and income distribution. Thenpact on growth of remittances in
receiving economies is likely to act through sasiagd investment as well
as short-run effects on aggregate demand and othtpniigh consumption.
Also the indirect effect of migration on output @éeps on the productivity
level of the emigrant in the home country beforpatture. Theotal saving
effect of remittances comes from the sum of foreign sgviand domestic
savings effects. Workers remittances are a comparidareign savings and
they complement national savings by increasingtded pool of resources
available to investment. Part of the savings effettremittances takes place
in “community”. In fact, migrants associations, esft called Home Town
Associations (HTAS) in the United States, orgamagrants from various

Latin American countries such as El Salvador, Guata, Honduras,
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Mexico and the Dominican Republic. HTAs regulargnd donations to
finance investment for community projects and lodalelopment in the
home countried. Migrants associations from El Salvador send home
donations of about U$ 10,000 per year. These aedl smmmbers but in the
recipient countries those sums can still have goach Mexican migrant
associations send home between U$ 5,000-U$ 25,60 ypar, (see
Ellerman, 2003). In the Mexican state of Zacatetas,Federal and local
government match every dollar donated to localgmtsjby HTAs (it may be
a two- for- one or three —by- one) oriented to $nmdkastructure projects:
water treatment, schools, roads, parks, etc. Thrdlig program, more than
400 projects have been completed in eight yeaBaitatecas. The total
investment made by migrants on those projects attowaround 4.5 million
dollars (World Bank, 2002). In this way public says are mobilized along
with remittances to finance small community progect

The previous discussion suggests that the diréettefof remittances on
investment are bound to be on small community projects. R&0BA3) cites
positive effects of remittances on investment icer@ing countries such as
Mexico, Egypt, and Sub-Saharan Africa. In thesentioes, remittances have
financed the building of schools, clinics and otimérastructure. In addition,
return-migrants bring fresh capital that can helprice investment projects.

Remittances also finance consumption; thus, prisatengs will increase
less than proportionally than an increase in incofmem external
remittances. A study of remittances for Ecuadom@@een and Associates,
2003) shows that around 60 percent of remittancdscuador are spent on

food, medicines, house rents and other basic contieed The study shows

12 See the chapter by Micklewright and Wright, (2Dfbr this project on the role of private donaipn
mainly from foundations and other vehicles, asw@® of development finance.
131t would be also relevant to know the proportidnthose projects that are maintained.
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that less than 5 percent of remittances are usethenacquisition of
residential property.

The combined effects of remittances on investmadt@nsumption can
increase output and growth. The sustainability lo§ teffect is an open
discussion. If remittances are a response to rewemtation, remittances
may be transitory and thus their effects on invesitmconsumption and
growth can be more of a temporary basis. In contiasnigrants form
associations and their commitment to their home nttgu becomes
“‘institutionalized” then, their positive developntaheffects of remittances
may become more permanent.

The indirect growth effect of remittances growth (or output) depends
on the type of emigrant that left home, the stdtéalbor markets and the
productivity of the emigrant. If the emigrant wasunskilled worker of low
productivity, or an unemployed person, reflectitaxk and excess supply in
the labor market, then the effect of emigratioroatput in the home country
Is bound to be small. In contrast, if the emignana highly skilled worker,
an information technology expert or an entrepremetit a high direct and
indirect contribution to output, the adverse grovatiect of high-skills
emigration is bound to be large, (see Solimano120002).

A possible negative effect of (large amounts) omiteances is the
possibility that they produce a “Dutch disease’eetf. For countries that
receive important sums of remittances, there ieraddéncy for the real
exchange rate to appreciate, penalizing non-tcawiti exports and
hampering the development of the tradable goodsisec

Remittances may also havepaverty reducing and income distribution

effect. As mentioned before the recipient of remittanees often low-

4 This effect is extensive to all kinds of transfacs only to remittances.
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income families whose offspring left the countrywork abroad. In a way,
emigration is a response to escape poverty at Hoare improve the
Income-earning capacity of the emigrant by attengpto enter foreign labor
markets in richer countries. At the same time, tEmces serve to alleviate
poverty of the family of migrants in the home caynby supporting their
income through transfers. The negative side of ithihat remittances may
create also a certain “culture of dependence” amttances’ incomes. This,
in turn, can impair efforts to escape from povdtiygough education and
work by the recipients of remittances. Tdlistributive effect of remittances

is another dimension of the development effectgenfittances’® Stark

(1991) studies the effects of remittances domestic inequality in two

Mexican villages near the border with the U.S. ihick villagers engage
both in internal rural-urban migration and migratito the United States.
The study found that remittances from internal @diign are more correlated
with schooling years than remittances from inteamal migration to the
United States, as the later often go to low skidbpr-intensive jobs. Stark
(1991) generalizes that the inequality impact oénges in remittances
depend on the location of remittances recipientsha village’s income
distribution, the share of remittances in villagesomes and the distribution
of remittances themselves. These variables, in, twlepend on the
distribution of human capital (education and skiisnong villagers and the
distribution of migration opportunities in the wties. Another piece of
evidence is provided by Ratha (2003) who reportd, tfor Pakistan, a

household data survey shows that the share of ieaiginated by external

> However, extreme poverty may also impede emignatis the very poor may not be able to finance the
costs of migrating to a foreign country.

1% The distributive effects of remittances in the leotountry are more ambiguous. The issue is invasily
in Barham and Boucher, 1998.
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transfers increase with income levels, (the housshwith the highest
incomes receive the largest shares of their inctnm@ remittances). So
remittances might appear to be increasing locajuakty. Howeverjncome
distribution between countries may eventually improve with remittances as
income is redistributed from higher income, souwoantries to lower
income per capita, and receiving-countries. As vag In section 2,
remittances represent a very significant share@P @ several low-income
countries.

A final remark here: the development effect of ri@mices depends on
the “life-cycle” of the whole migration processthe level of countries. In
fact, where receiving countries have growing ecaesnwith rising per
capita incomes, differentials in incomes per heatbss countries will
narrow-down, reducing the incentives for emigratidherefore the relative
importance of remittances is likely to decline asoantry moves up in the
development ladders. This is valid mainly for raamtes from low-skKill
migration, however. In the case of high-skills, eglucated individuals
migration flows are likely to continue at high peapita income levels, a
feature we observe within the European Union owbeh Europe and the
U.S. In this case remittances may continue althabgleconomic effects of
those remittances are probably quite different ttese discussed here for

the case in which the recipient of remittancesdaneeloping countries.

5. The International Markets for Remittances

Remittances are channeled through financial estistech as Money
Transfer Operators (MTOs), post offices, travel reges, hand-delivery

through couriers, informal financial institutioretc. MTOs owned and run

9-16



by immigrants (or naturalized citizens of the saattenic or national group)
are denominated as “ethnic stores”. Commercial $amte also in the
remittances business, but they are not, in genengbrtant players. These
financial intermediaries often charge fees for nyotransfers that are well
above the marginal cost of those transfers (seeddra2003). The most
important MTO at global level is Western Union withanches in many
countries, followed by MoneyGram and Thomas Cookhe Tless
competitive, more concentrated and more segmented market for
remittances, the higher are the costs of remitantkere are a number of
reasons why the international market for remittanesds to be a thin and
poorly competitive (e.g. a few players dominate tharket and costs of
intermediation are high). First, the legal statfishee migrants that send
remittances is not always regularized. Some migrandve resident
(working) visas, others are waiting for their visae processed and others
are simply “illegal”. Commercial banks are reludtam enter in the market
of financial services for low-income migrants thaften have a non-
regularized immigration stattls The result is less competition in the
market, besides migrants are not well integratsdc@stumers, in formal
banking circuits. Second, it is important to ndtattworkers remittances are
of small scale. In Latin America, the typical retaitces per migrant person
are in the range of U$ 200- U$300 per méhtAs individual transactions
(remittances) are small, service standardizatioreexled for the remittances

market to be a profitable activity at competitivee$. In this context, high

I In the United States, banks request people (migya Tax Identification Number, TIN, as a recei$o
open a bank account. In addition, recently somé&dancept consular identification cards for opetiagk
accounts. Many migrants are fully compliant witk pyments even though their immigration statusois
fully regular.

18 See Orozco, (2002), Solimano (2003).
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fees may compensate for the cost of small trarsa&ti Finally, other
factors that affect the market for remittances archange rate risk,
government regulations for foreign exchange tramsas in the receiving
country and regulations in the sending country aschcensing costs.

Costs of Remittances

Let us turn now to the efficiency of the market femittances to the
Andean region. If the costs of remittances are abthe marginal cost
(included a normal return to capital) of sendingney then the amount of
remittances is below the socially optimal level. &xonsequence of this,
there are foregone consumption, investment andubwagoortunities in the
receiving country that could not be realized.

The work by Orozco (2001, 2002) highlights two meast components
in sending remittances:

Total Charges for remittances = explicit fee + exaje rate spread.

Companies charge a (explicit) fee that can be egpeéaige of the amount
remitted or a fixed amount (often in dollars). Tee usually depends on the
services offered, (speed of delivery, home delivetg). The exchange rate
spread is the difference between the exchangeamgtbed by the money
transmitter company to convert dollars into locatrency and the market
(e.g. inter-bank) exchange rate. Money transferpaomies usually offer a
less favorable exchange rate to the sender thaménket rate. This is an
additional source of profits for the money transenitcompanies and an

additional cost component for the user.

%n the aggregate, however, this is a sector thutilimes a large volume of resources: aggregate
remittances for Latin America were on the orde8®billion dollars in 2002 for the main 12 recipien
countries in Latin America, (see MIF, 2003).
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The average cost of sending U$ 200 of remittatiwesigh commercial
banks to selected non-Latin American countries per¢ent compared to 12
percent of sending money through main Money TranSfgerators such as
Western Union and MoneyGram (see tablé’.6¢learly sending money
through banks is less expensive than sendingougir MTOs. Banks also
offer a variety of money transfer services and gésrdecline substantially
when deposited in accounts of the same bank irsdlece and destination
countries. Foreign exchange spreads representdfglpercent of the total
costs of remittances for non-Latin American cowstriHowever, country
averages mask significant cross-country differencete costs of sending
remittances. For example, according to table 1@/arfiom Orozco (2003),
the costs of sending money through banks are thediofor Pakistan and the
highest for the Philippines. These costs are muorenuniform, but also
higher, when money is sent through major MTOsl{@range of 9.5 percent
and 13.5 percent).

Regarding the costs of sending money from the dn8&ates to Latin
America, they are in the range of 8 to 9 percent (kee table 11).
Interestingly, the component of exchange rate si3re@s a share of the total
costs is twice as high for sending remittances aonLAmerican than for
sending to non-Latin American countries (compabdetd 1 with table 9). In
fact, the exchange rate spread component is arbdiqeercent of total costs
for sending remittances to non-Latin American caestand near 28 percent
for Latin American recipient countries. Finallgtlus look at the costs of
remittances for the Andean countries of Latin AmeriBolivia, Colombia,

Ecuador, Peru and Venezuela). Table 12 provideawbmge cost or charge

2 Table 7 reports the countries and companies studidetermine the costs of remittances according t
major source/destination countries and type ofriona operator.
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of sending remittances for the five Andean couastrier remittances of
$200, $ 250 and $300 dollars. The data is basea survey of MTOs and
ethnic stores in the United States that are engagibe remittances industry
with the Andean countries. The survey was conduicteldinuary of 2003
Table 12 provides the costs of sending money tddbeered in dollars and
in local currency. The percentage charges are regsieally lower across
countries for remittances to be sent in dollarsntiva local currency, a
difference that can range from 3 to 5 percentagetfo There is a wide
range of costs in a range of 5.6 percent to 13.8gp¢ (for remittances in the
range $ 200 to $ 250) and 5.1 percent to 12.7 pefoe remittances of $
300. In general, charges decline with the amoumttted. For individual
countries we find significant differences amongnth& he lowest charges
are for Ecuador and the highest for Venezuela. Aportant factor
explaining the lower charges for money remittedE@uador is that the
exchange rate spread component of the total dostthé sender) disappears
since the country uses the US dollar as the officisirency. This is an
important result: the Andean economy that adogtedt.S dollar, Ecuador,

faces lower costs of remittances than an econorttyawational currenés;

6. Policies to Reduce Costs of Remittances and rieightheir Development

Impact

As we have documented in this paper that the cafssending money
transfers to developing countries are high, leadingn inefficient level of

transfers. How to reduce the costs of sending mamaypad? How to

%L See Solimano, 2003.
22 See Beckerman and Solimano, 2002 for an analfsieanacroeconomic and social impact of official
dollarization in Ecuador.
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increase competition in the international market fansfers? How to
enhance the development impact of remittances aeivig countries?
Measures are needed at both the sending side basxbEk recipient side.

The Sending Sde

The “formalization” of the legal status of the nmagt would certainly
encourage a greater access by the migrant to atyaf bank services,
including remittances services. This should lower tosts of remittances.
For example the use of ATM cards for making trarssfather than the more
costly methods currently used can be an effectieehanism for reducing
costs of remittances.

Another factor that, apparently, is preventing mooenpetition in the
remittances business in the U.S is the cost oingett license for operating
as a Money Transmitter Operator. The cost oirget license for become
a money transmitter operator is about $100,00G{a¢e. Prospective money
operators find this cost high.

It is important also to avoid an increase in tratisa costs and an
increase in regulations of sending remittancestdu@ounting controls on
financial intermediaries to prevent money laundgrectivities and the
financing of terrorism to affect the workers remaites industry.

In sum, we believe that increasing the efficiendytlte market for
remittances requires:

a) Contain or reduce the costs of licensing for ngarators making less
costly, and more expedite, the process of certiinaof new financial
intermediaries in the remittances business.

b) Expedite the process of granting residence vasalor citizenship
and avoid long visa processing periods for migrdtiat currently takes

several years, at least in the U.S). This wouldp hel regularize the
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immigrant sector inviting commercial banks to tarthee financial needs of
the migrants.

c) Encourage domestic banks (particularly thosd vam international
scope) to develop new product lines for migrantshsas checking or
savings account, remittances services, etc. Thkation of “banks for
migrants” is an idea worth exploring.

The remittance-receiving nations would benefit framtmore efficient and
less costly market for remittances. Currently, gnificant slice of
remittances goes to profits of operators rathen tttathe families of the
migrants in developing countries. This has adveffeiency effects and it
is socially regressive.

The Recipient Countries Sde.

From the viewpoint of recipient countries, leverggiremittances and
enhancing their productive use for developmenttas@ important issues.
There are various mechanisms for leveraging renués in receiving
countries. Governments and local financial indtitwg can issue bonds for
emigrants, who would earn an interest rate, crgainmore attractive
instrument for channeling remittances.

Another possibility is for domestic banks to offareign currency
accounts for migrants free of exchange rate taresogher regulations. In
addition, housing and education accounts can beatemeto channel
remittances to various productive uses in the hooumtry such investment
in durables (housing) and education (investmehtuman capital).

The development of alliances between domestic bankseceiving
countries and banks, credit-unions and MTOS in isgnadations can help to

increase the efficiency and reduce costs in theitt@ames market.
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Mechanisms to ensure a productive use of remittanicelude the
mobilization of home town associations (HTAS), thave spread-out in the
United States in recent years (Mexican migranthasen very active in
creating HTAs and are being helped by their gavemt for this purpose).
Finally, taxing remittances (mainly worker’'s reraiites) in sending
countries or in receiving economies does not seebe ta good idéa These
are transfers, sent in general by and to low-incgnoeips. So it is doubly
inequitable that such flows, based on income thatdiready subject to the
income-tax system of the sending country, shouldalxed. . In receiving
countries, remittances are a source of foreign axgh, a complement of
national savings and a transfer to low to mediummome groups. It is
unclear the social gain for governments in inténerdirectly with these

income flows in any way likely to diminish them..

7. Concluding Remarks

This paper examines several developmental anddiabdimensions of
remittances from international migrants. Remittan@@e currently the
second most important source of development finatcglobal level after
foreign direct investment. Also, they are more lgtabhan private capital
flows such as portfolio investment and bank creddére the sustainability
over time of remittances as a source of incomaléweloping countries will
depend also on the cycle of migration (recent \&eodder migration) and the
expected flow of migration. Remittances have bec@meery significant
source of development finance for several devetpgiountries: they are a
source of foreign exchange; they support consumplévels of low-to-

middle-income families and constitute a direct seufor funding small,

2 Another possibility is to make remittances taxwisible.
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community—oriented investment project finance tdhigrants associations
that send home donations to fund these type ofepi®j(the so-called
“‘community remittances”). From a social point oewi, remittances can
have a positive poverty- reducing effect, as maayilies of the migrants
who receive remittances are low-income peoplepatih the syndrome of
dependence from remittances’ income by recipiehisulsl be avoided.
Properly mobilized remittances can contribute toreéase investment in
basic infrastructure such as water, roads, lowsrmeohousing, school-
buildings, investment in human capital (educat@m) help to finance micro
and small-scale firms. For remittance-sending ames)t remittances
represent a market-based international transfdet@loping countries that,
indirectly, reduce the demand for official develarhassistance.

Still, we have to consider that earning foreign hexgge through
remittances entail an implicit trade-off with thetthow of skilled nationals
and manpower from sending countries.

Currently, the potential development impact of iteances is in part
iImpaired by the existence of a costly, concentrated poorly competitive
international market for remittances. The empireadence shows that the
costs of remittances are above the marginal costgelectronically)
transferring funds provided those electronic trarsfcan be made..
Although the involvement of commercial banks in teenittances business
Is still low, the evidence shows that the costsarfding remittances tend to
be lower if send through banks rather than througérnational money
operators. In addition, there are differences ie t@osts of sending
remittances to non- Latin American countries coradaio Latin American
countries. The exchange rate spread componeneafa$ts of remittances is

higher for remittances send to Latin American caaatcompared to non-
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Latin American countries. Our empirical analydimsed on a detailed
survey of money transmitter operators based inU& and operating with
the Andean region of south-America shows that tial tcost of sending
remittances for these countries vary in a wide eatlgit goes from 5 to 12
percent of the value remitted depending on the typeurrency that is
delivered, the destination country, the type official operator involved
and other factors. Reducing by, say, 5 percentagesthe costs of sending
remittances could increase by a few billions theoam of remittances
received by the developing countries.

What can be done to increase competition and redosts in the
remittances market? In sending countries, faditathe process of opening
bank accounts for immigrants would be an importdap for incorporating
the migrant community to the financial system of tmost country. This
should increase competition in the remittances ptaakd reduce costs of
sending remittances. On the other hand, the aufsteensing for new
operators and other regulation for bank and norklr@ermediaries wishing
to provide financial services for migrants should minimal to avoid
creating barriers to entry in this market. Also thentrol of money
laundering and the financing of terrorism shoubd tnnecessarily increase
the costs of sending remittances home by emigré&nisthe recipient side,
the issuance of remittance bonds, opening of fareigrency accounts for
migrant workers in the home country, the creatibfaailities for voluntary
donations for projects are all measures to leveragmittances for
development. In turn, the creation of education aodsing accounts at
home for migrants could help to encourage the ptogel and social use of

remittances proceeds. Also attracting the returemiigrants that can bring
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fresh capital, new ideas and international conte&tsbe a promising way to

attract remittances for growth and developmeneaeiving countries.
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Table 1

Remittances Received by Region, 1980-2002.*

(billions of US$ dollars)

Countries 1980 198] 199D 1995 1996 1997 1998 1P99 4000 P001  2(002** AhRade)

Growth (%)
1980-2002

East Asia and Pacific 11 4.3 3.6 B.3 0.5 14.2 8.3 10.6 10.310.4 11.( 11.0

Share of Remittances in Developing Countries (%) 7.1 12.7 12.4 178 18{1 24.6 18.9 16.4 15.9 | 4.4 13.8

Europe and Central As 2.1 1.7 3.7 5.5 6.p 711 912 4.1 8.7 B.9 10.0 7.4

Share of Remittances in Developing Countries (%) 13.5 9.4 11.0 116 1118 11.3 1%.5 1p.5 13.5 |12.3 12.5

Latin America and the Caribbean .9 P.6 5.7 | 2.8 12.8 6/13. 14.8 16.9 19.p 2216 250 12.4

Share of Remittances in Developing Countries (%) 12.3 14.4 19.6 26J7 24,3 21.7 24.9 26.1 49.7 B1.3 31.3

Middle East and North Africa 3(8 4.6 9.3 B.6 D.1 9.4 10.3 0.51 10.9 131 140 6.1

Share of Remittances in Developing Countries (%) 24.5 25.4 32.0 18J0 1713 13.0 1Y.3 16.2 16.9 18.1 17.5

South Asii 2 5.8 5.€ 10.C 12.2 14.€ 13.2 15.1 13. 14.¢ 16.C 5.2

Share of Remittances in Developing Countries (%) 34.2 32.( 19.p 209 2314 23.3 2P.4 23.3 30.9 P0.6 20.0

Sub-Saharan Africa 143 11 1.7 P D.7 3.8 3.6 35 2.0 2.4 4.05.2

Share of Remittances in Developing Countries (%) 8.4 6.1 58 5.6 51 6]1 6l1 3.4 31 B.3 6.0

Developing Countries 15.5 18.1 29.1 47.¢ 52.€ 62.7 59.t 64.7 64.€ 72.2 80.C 7.7

Industrial Countries N.A. N.A. N.A. 37.2 35.7 40.5 41.C 40.z 40.1 39.2 N.A. N.A.

All Countries N.A. N.A. N.A. 85.1 88.3 103.p 100]5 104.9 104.7 111.6  N.A. N.A.

Note: N.A. : Non Available

** : Estimate

Source: IMF Balance of Payments Statistics Yearl{@ok3).

*: Remittances are calculated as the stitworkers' remittances" and "'compensation optayees”
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Table 2
Remittances Received by Country Groupings, 1995-2Q¢
(billions of US$ dollars)

Countries 1995 199 199y 1998 1999 2000 2001
Upper middle income 13.7 13.4 14.8 1643 157 14.6 1y.2
Share of Remittances in all Countries (%) 16.1} 15.4 13.8 16J2 15]0 13.9 1p.4
Lower middle income 20.7 21.4 24.p 241 272 24.3 3p.0
Share of Remittances in all Countries (%) 24.3 24.( 23.b 2410 2610 214.0 26.9
Low income 13.5 17.9 24.p 191 2118 19.7 2b.1
Share of Remittances in all Countries (%) 15.9 20.3 23.b 19]0 2018 14.8 2p.5
All Developing 47.9 52. 62.f 59|5 64.7 64.6 P.3
Share of Remittances in all Countries (%) 56.3 59.4 60.Y 5912 6117 61.7 6{.8
Industrial Countries 37.2 35.7 40.5 41.C 40.2 40.1 39.5
Share of Remittances in all Countries (%) 43.7 404 39.8 4048 3813 38.3 3b.2
All Countries 85.1] 88.3 103.p 100J5 104.9 104.7 111.6
Share of Remittances in all Countries (%) 100.Q 100. 10000 10010 100.0 10p.0 100.0
Note: * : Remittances are calculated as the sutwofkers' remittances" and "'compensation of emeésy/
Source: IMF Balance of Payments Statistics Yearl{@0K3).
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Table 3
Remittances Received by Developing Countries*
1996-2002
Countries 1994 1997 1998 1999 2000 2001 200p**
East Asia and Pacific
as% of GDP 1.0 1.3 0.1 0.8 0J/ o7 a7
as% of FDI inflows 16.2 22.4 144 2117 234 21.3 19.3
as % of Aid flows 125.Q 215.2 1038 1128 128.8 15p.9 NA
Europe and Central Asia
as% of GDP 14 1.3 14 1.1 1.C 0. 1.C
as% of FDI inflows 38.0 32.4 35.4 2816 29,8 29.6 3.5
as % of Aid flows 89.9 126.8 1314 84|4 9d.6 97.8 NA
Latin America and the Caribbean
as% of GDP 1.3 1.4 1.1 1.1 1p 143 144
as% of FDI inflows 28.8 20.4 20.p 1942 253 33.6 5p.5
as % of Aid flows 232.7 302.2 3289 3596 50%.3 4316 NA.
Middle East and North Africa
as% of GDP 3.4 3.4 3.1 2.9 2B 3]0 30
as% of FDI inflows 1300.( 151.¢ 137.C 328.1 436.C 238.2 466.7
as % of Aid flows 171.% 195.8 21911 2442 294.6 336.9 NA
South Asia
as% of GDP 3.7 3.9 3.1 3. 26 216 26
as% of FDI inflows 351.¢ 298.( 380.( 487.1 435.F 363.¢ 320.(
as % of Aid flows 236.5 339.% 2714 3512 3214 25P.5 NA
Sub-Saharan Africa
as% of GDP 1.4 1.7 14 1.8 0Jr o)7 141
as% of FDI inflows 62.9 469 55.4 43)2 3218 171.4 5.1
as % of Aid flows 18.0 28.4 27.1L 2817 16/4 184.9 N.A.
Developing Countries
as% of GDP 1.6 1.7 14 1.4 1B 113 43
as% of FDI inflows 41.2 37.( 34.1L 36]1 4012 43.1 55.9
as % of Aid flows 101.c 134.t 118.c 123t 127.¢ 139.( N.A.
Note: * : Remittances are calculated as the sutwofkers' remittances" and ""compensation of emeésy/
** . Estimate
FDI: Foreign Direct Invesment
Aid: Aid flows are Official Development Aistance
N.A.: Non Available
Source: IMF Balance of Payments Statistics Yearl{@6l3).
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Table 4
Resource Flows to Developing Countries, 1991-2002
(Current US$ Billions and Percent)

Average
1991 1992 199 1994 1995 1996 1997 1P98 1999 000 2001 200291-200]
Remittances* 33.1 37.1 38.D 4411 4719 54.6 6p.7 509.5 44.7 b4.6 72.3 80.0 51p2.
2194 199 159 16% 15%6 14p6 19% 13% 1p% 9% 15% B6% [18%
Aid Flows 49.5 46.4 41y 48]1 61]0 5][.9 46.6 50.3 52.4 0.5 52.0 NA. 50.04
3294 249 169 18% 196 14p6 11% 12% 1p% % 18% A 8%
Others Official Flows 114 10.] 11.p -0 8|9 -718 1.2 16.2 5 -3 N.A N.A. 5.98
7% 54 50 09 3% 2% 246 4% 1o % NA NJA. 4%
FDI 35.7 47.1 66.p 9P 145 128 1p9 175 179 61 172 143 1320.75
23% 249 269 34% 33% 34po 41% 43% 5p% % 0% 4% 38%
Other Private Flows 26.3 52.7 100.p 85|6 991 148{44 134.37 108.75 45.09 5.15 1.731 N.A. 77.32
179% 279 399 32% 316 40pb 31% 21% 1B% 9% 4% LA, P5%
Total 156 199 259.8 267|7 3233 372.9 4147.2 409.3 346.6 38.0 P84.3 223.0 306.04
100 1009 10096 100%6 100% 100% 10p% 11’0% 100% 0% 00% 100% %100

Note: * : Remittances are calculated as the sutwofkers' remittances" and "'compensation of emeé&s/
** : Estimate
N.A.: Non Available
"Aid flows" are "official development assistanceida'official aid".
"Other official flows" are total official flows (‘ficial development finance"), net of aid Flows.
"Other private flows" are portfolio flows and barakd trade
Source: Remittances: IMF Balance of Payments 8tati¥earbook (2003). All other flows: World Ban®lobal Development Finance (2003).
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Table 5

Countries and Companies Studied

Receiving Remittances Sent fron Number of companies reviewed All

Country Banks MTO* Other businesseps
Philippines | United States 5 L4 5 P4
Egypt United States 2 2
Greece Germany & U.S. 4 2 6
India Saudi Arabia, U.S., U.K. 7 1 L8
Pakistan Saudi Arabia, U.S., U.K. 7 1
Portugal France, U.S. 3 2
Turkey Germany, U.S. 3 2 5
Mozambique | South Africa, U.S. 1 1
Zimbabwe South Africa, U.S. 7 7
Bangladesh | U.K. i 3 ul
Ghana U.K. 7 7
Source: Orozco (2003)
Note: *: Money Transfer Operators (MTOs)

Table 6

Average costs of sending money to selecte
Non-Latin American countries

p ==

US$ 200
Type FX% Fee% Total%
Bank 1.09 6.5% 7.0
Major MTO 1.79% 10.9% 12.0

Source: Manuel Orozco (2003).
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Table 7

by Type of Business

Charges to Send US$ 200 to Selected Countries

Average Charges to Send US$ 200 from the U.S. totirmAmerica

(in US$ dollars and as%)

Type of Bank Ethnic Store Major

Business /Exchange MTO

Country House
Egypt 13.8%
Philippines 8.09 10.1% 10.3%
India 6.09 2.59 13.8%0
Greece 6.89 9.5%
Pakistan 0.49 3.0y 13.0%
Portugal 3.49 12.3%
Turkey 3.19 9.5%
Mozambique 1.09
Mean 7.09 6.0% 12.0%0
Source: Manuel Orozco (2003).

Table 8

Charges Nov-01 Percent Nov-02 Percent
Total Charge 20.04 10.10% 17.92 8.50%
FX Charge 4.73 2.449 2.9 1.48po
Fee Charge 15.33 7.669 14.06 7.02P6

Source: Manuel Orozco (2003).
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Table 9
Cost of Remittances from the U.S. to the Andean Cairies
(in Local Currency vs. US$ Dollars, averages peur@ry)
Amount Country Currency Fxcharge Feecharge Totalcharge
Level % Level % Level %

Colombia Local 9.3 4.6p 10.47 5.33 19)06 9198

Dollar 0.0( 0.0p 12.33 6.17 1233 6]17

Ecuador Dollar 0.00 0.9q0 11.p3 562 13423 .62

Bolivia Local 6.5 3.2p 21.4o 10.50 27150 1375

200 Dollar 0.0( 0.09 16.90 8.40 16.B0 8|40
Peru Local -3.54 -1.7f 18.90 9.25 14196 7148

Dollar 0.0( 0.09 13.do 6.%0 13.p0 6|50

Venezuela Local 12.04 6.0p 15.90 7.50 27{04 1352

Dollar 0.0( 0.09 21.9qo 10.%0 210 10450

Colombia Local 11.6 4.6p 13.35 5.80 24187 995

Dollar 0.0( 0.09 15.39 6.16 1539 6]16

Ecuador Dollar 0.00 0.90 13.p6 5|58 1396 .58

Bolivia Local 8.11 3.2p 27.4qo0 10.80 35[12 1405

250 Dollar 0.0d 0.0p 20.90 8.32 20.B0 8|32
Peru Local -4.43 -1.7y 22.40 9.90 18§08 7123

Dollar 0.0( 0.0p 16.25 6.40 16.p5 6|50

Venezuela Local 15.0 6.0p 18.15 7.30 33J80 1352

Dollar 0.0( 0.0p 25.9q0 10.¢0 2500 10400

Colombia Local 13.9 4.6p 14.48 4.96 28J82 961

Dollar 0.0( 0.0p 17.32 5.14 17.p2 5|74
Ecuador Dollar 0.00 0.9q0 15.B8 513 15438 .13

Bolivia Local 9.74 3.2p 27.4o 9. 36J75 12125

300 Dollar 0.0( 0.09 22.40 7.47 2240 7|47
Peru Local -5.3] -1.7y 24.4o 8. 18§69 6]23

Dollar 0.0( 0.09 17.93 5.94 17.B3 5|94

Venezuela Local 18.0 6.0p 20.qo 6.7 38J05 1368

Dollar 0.0( 0.09 29.90 9.67 29.p0 9167

Source: Andrés Solimano (2003). Workers Remittances to tteafwRegion: Mechanisms, Costs and Development Impact. Pape
prepared forthe Multilateral Investment Fund-IDB’s Coafiee on Remittances and Development, May 2003, Quito-Ecuador.
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Figure 1
Long-term Resource Flows to Developing Countries, 1991-2001

Flow:

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2081
-50
Source: Table 4 Years
- =&~ - Remittances Aid Flow s Others Official Flow s
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Billions of dollars

Figure 2
Top 20 Deweloping-Country Recipients of Workers' renittances, 2001.
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Figure 3
Top 20 Developing-Country Recipients of Workers' Reittances, 2001.
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Figure 4
Top 20 Country Sources of Remittance Payments, 2001
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