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Leveraging Remittances for Development

Dilip Ratha

1. Introduction

Migrant remittances have become a major sourcetefreal development finance. They can play an
effective role in reducing poverty. And they prawid convenient angle for us to approach the complex
migration agenda.

Remittances, however, are personal flows from mitgr¢o their friends and families. They
should not be taxed or directed to specific devalept uses. Instead, the development community dhoul
make remittance services cheaper and more conteaighindirectly leverage these flows to improve
financial access of migrants, their beneficiargs] the financial intermediaries in the origin coies.

This note is organized as follows. The next sedtighlights the growing importance of
remittances, and their development impact. Politgriventions to facilitate remittance flows and to
leverage these flows for financial access of hooisishand capital market access of financial
intermediaries are discussed in section 3. Theladimgy section summarizes the international
remittances agenda.

2. The growing importance of remittances, and their development impacts

Remittances received from migrants abroad areatfges$t source of external finance for the
developing countries as a group. In 2006, recordeittances sent home by migrants from developing
countries exceeded $200 billion, up from $193duillin 2005 and more than double the level in 2001
(annex table). The true size of remittances, irnlyidnrecorded flows through formal and informal
channels, is believed to be even larger. Theyaaget than foreign direct investment and more thace
as large as official aid received by developingntoas (figure 1).

Figure 1: Remittances and capital flows to developing countries
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The doubling of recorded remittances over theflastyears is a result of a combination of
factors: better measurement of flows; increasedtisgr since the terrorist attacks of September 2001
reduction in remittance costs and expanding netsviorithe industry; depreciation of the dollar (irais
the dollar value of remittances in other currengiaad growth in the migrant stock and incomes.

Poor countries receive relatively larger remittances

In 2006, the top three recipients of remittancesdidnChina, and Mexico—each received over
$23 billion. But smaller and poorer countries témdeceive relatively larger remittances when ike sf
the economy is taken into account. Expressing tantes as a share of GDP, the top recipients were
Moldova (31.7%), Tonga (27.0%), Guyana (25.7%) ldadi (23.2%). Remittances are thus more evenly
distributed across developing countries than peieaipital flows.

Figure 2: Top recipients of remittances
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Remittances exceed 10% of GDP in 22 developingtti@sn They are larger than capital flows in
36 developing countries; merchandise exports indltries; and the largest single commodity exports
in 28 countries. They are larger than foreign dinegestment in Mexico, tea exports in Sri Lanka;
tourism revenue in Morocco; and the revenue froem3hez Canal in Egypt.

Remittances are stable or even counter-cyclical

Remittances tend to be more stable than privatéatpws, and may even be counter-cylical
relative to the recipient economy. They tend te viden the recipient economy suffers a downturn in
activity, an economic crisis, natural disastempalitical conflict, as migrants may send more fuddsing
hard times to help their families and friends. Thase during the financial crisis in 1995 in Mexiend
in 1998 in Indonesia and Thailand (figure 3). Théso increased following hurricanes in Central
America. In Somalia and Haiti, they have providdifledine for the poor. In addition to bringing the
direct benefit of higher wages earned abroad, miaatherefore, helps households diversify their
sources of income and thus reduce their vulnetgpbdirisks.



Figure 3: Remittances rise during crisis, natural disaster, or conflict
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Remittances reduce poverty

Remittances directly augment the income of thepieot households. In addition to providing
financial resources for poor households, they mdimectly affect poverty and welfare through iretit
multiplier effects and also macroeconomic effeCtmss-country regression analysis also show
significant poverty reduction effects of remittasca 10% increase in per capita official remittanceay
lead to a 3.5% decline in the share of poor pedpdeent research indicates that remittances reduced
poverty in Sub-Saharan Africa and Latin Americth@lgh with heterogeneous effects across countries.

Household survey data show that remittances halteces the poverty headcount ratio
significantly in several low-income countries—by ddrcentage points in Uganda, 6 percentage points i
Bangladesh, and 5 in Ghana. In Nepal, remittan@senplain a quarter-to-half of the 11 percentage
point reduction in the poverty headcount rate ¢kerast decade (in the face of a difficult politiand
economic situation).

The analysis of poverty impact of remittances nagsbunt for counter-factual loss of income
that the migrant may experience due to migrationékample, if the migrant has to give up his ar he
job). Such losses are likely to be small for therpend unemployed, but large for the middle- amd th
upper-income classes.

Very poor migrants may not be able to send rent#arin the initial years after migration. Also
the remittances of the very rich migrants may bealEnthan the loss of income due to migration. But
the middle-income groups, they enable recipientad@e up to a higher income group. In Sri Lanka, fo
example, households from the third through thetbigicome decile moved up the income ladder thanks
to remittances.



Figure 4: Remittances help reduce poverty
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Remittances finance education, health and entrepreneurship

Remittances are associated with increased househastments in education, entrepreneurship,
and health—all of which have a high social returmiost circumstances. Studies based on household
surveys in El Salvador and Sri Lanka find thatatah of remittance recipient households have alowe
school drop-out ratio and that these householdsdspm®re on private tuition for their children. In S
Lanka, the children in remittance receiving housgfhbave higher birth weight, reflecting that
remittances enable households to afford bettettheate. Several studies also show that remittances
provide capital to small entrepreneurs, reduceitcedstraints and increase entrepreneurship.

Remittances may cause currency appreciation

Large remittance inflows, like any other foreignremcy inflows, can cause an appreciation of
the real exchange rate and raise the internatjmiw of traditional exports. Although empiricalidence
of such “Dutch disease” effects of remittancedilslacking, they are likely to be large in small
economies. Several countries including El Salvaldenya and Moldova are concerned about the effect
of large remittance inflows on currency appreciatio

The traditional “sterilization” technique used t@ypent currency appreciation due to natural
resource windfalls, however, is not appropriateaidtressing the currency appreciation due to
remittances. Unlike oil windfalls, remittances pgg&rever long periods. Trying to sterilize theirpacts
year after year which can be very costly. Counthigge to learn to live with these persistent flows.
Government spending on infrastructure and effartaitse labor productivity can to some extent affse
the currency appreciation effects of remittances.

The effect of remittances on growth is mixed

To the extent that remittances finance educatimhteealth and increase investment, remittances
could have a positive effect on economic growththeneconomies where the financial system is



underdeveloped, remittances may alleviate credisttaints and act as a substitute for financial
development. On the other hand, large outflow ofkers (especially skilled workers) can reduce ghowt
in countries of origin. Remittances may also indrgm@pient households to choose more leisure than
labor, with adverse effects on growth.

Remittances may be more effective in a good p@imyironment. For instance, a good
investment climate with well-developed financias®ms and sound institutions is likely to implyttha
higher share of remittances is invested in physiodlhuman capital. Remittances may promote fianci
development, which in turn can enhance growth.

Empirical evidence on the growth effects of remitss, however, remains mixed. In part, this is
due to the fact that the effects of remittanceluuman and physical capital are realized over a heny
time period. In part, this is also due to the diffty associated with disentangling their countggtical
response to growth which implies that the causalitys from growth to remittances, but the corretati
between the two variables is negative. It has renleasy to find appropriate instruments for cdiivigp
such reverse causality. It would be easy to comcthdt remittances have a negative effect on grdwuth
that would be erroneous. Also, to the extent thay increase consumption, remittances may increase
individual incomdevels and reduce poverty, even if they do not direatipact growth.

3. Leveraging remittances for development

Governments in destination and origin countriesfeailitate remittance flows and enhance their
development impacts through the application of appate policies. It is worth noting from the outse
however, the pitfalls of some current policy preeti. Almost all developing countries offer tax intbées
to attract remittances; but such tax exemptionemnittances may encourage tax evasion. Matching-fund
programs (such as Mexico’s 3-for-1) may effectiielyerage small volumes of collective remittances
from migrant associations for small community depehent projects; but such programs may not be
scalable, and may divert funds from other locabifng priorities. Efforts to channel remittances to
investment have met with little success. Insteffdrte should be made to improve the overall inesit
climate in the origin countries. Some governmeamtgetbeen toying with the idea of taxing remittances
Taxation of remittances would have a similar effetaising remittance costs, and would hurt the po
migrants and their families in origin countriesx&ton would also drive remittance flows further
underground.

Remittances should not be viewed as a substitutefficial development aid. Fundamentally,
they are private money that should not be expeactéehd public projects. Not all poor households
receive remittances; official funding is necesgargddress the needs of such households.

Leveraging remittances for financial access of the migrants and their beneficiaries

Encouraging remittances through banking channeisroprove the development impact of
remittances by encouraging more saving and enabéttgr matching of saving with investment
opportunities. If remittances are received as d&gy, are less likely to be saved than if they were
received through a bank account.



For many poor households and migrants, remittaaethe only point of contact with the formal
financial sector. By providing remittance servidasnks and other financial institutions can attrest/
customers for their deposit and loan products. dMferance institutions can use the history of réanite
receipts to judge credit history of potential cusérs.

Both sending and receiving countries can increas&ihg access of migrants by allowing origin
country banks to operate overseas, and providiagtification cards (such as the Mexiaaatricula
consular) which are accepted by banks to open accounts. A¢ogemittance services in rural and
remote areas can be improved by encouraging thieipation of microfinance institutions, credit onis,
saving banks (including postal saving schemed)arrémittance market. Existing regulations may need
to be amended in order to allow these instituttonsore fully participate in providing remittance
services. In many countries, microfinance institogi would need legal permission to receive foreign
exchange. In some cases, they may need limitedsta@ational clearance and settlement systems.

Leveraging remittances for capital market access of financial intermediaries

Remittances can improve a country’s creditworthéreasd thereby enhance its access to
international capital markets. Hard currency regmites, properly accounted, can significantly improv
country risk rating. The ratio of debt to exportgoods and services, a key indebtedness indicatarld
increase significantly if remittances were excluéteth the denominator (figure 5). Model-based
calculations using debt to export ratios that ideluemittances in the denominator indicate thduding
remittances in creditworthiness assessments wmpdove credit ratings for Lebanon and Haiti by two
notches; and result in implied sovereign spreadatohs ranging from 130 to 334 basis points.

Future flows of remittances can be used as codlbterimprove the rating of the sub-sovereign
borrowers, allowing them to pierce the sovereigimgaceiling. Several banks in developing countries
(e.g., Brazil, Egypt, El Salvador, Guatemala, Kdwsaén, Mexico, and Turkey) have been able to raise
cheaper and longer-term financing (more than $llismisince 2000) from international capital maket
via securitization of future remittance flows. Bytigmating currency convertibility risk, a key compment
of sovereign risk, the future flow securitizatidrusture allows securities to be rated better then
sovereign credit rating. In the case of El Salvaftarexample, the remittance-backed securitieewer
rated investment grade, two to four notches ableestib-investment grade sovereign rating. Investmen
grade rating makes these transactions attractigentioler range of “buy-and-hold” investors (for
example, insurance companies) that face limitatmnbuying sub-investment grade. As a result, the
issuer can access international capital marketd@ter interest rate spread and longer maturity.
Moreover, by establishing a credit history for boerower, these deals enhance the ability and eethe
costs of accessing capital markets in the future.



Figure 5: Remittances improve country creditworthiness
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Reducing remittance costs

Reducing remittance fees would increase the digp@sacome of poor migrants, and their
incentives to send more money home. Reducing rancit costs would also encourage the use of formal
remittance channels.

The cost of sending remittances tends to be higthregressive. A typical poor migrant sends
about $200 or less per transaction. The averageotesnding remittances through the top 3 MTOs
(Western Union, MoneyGram and Dolex) can be as aig#i16 for $100 and $18 for $200. These fees
tend to be highly regressive as smaller remittanses by the poor migrants cost more.

With increased awareness among policy makers ageants, and falling costs of technology,
remittance costs are falling in recent years. éUls-Mexico corridor, for example, the cost of segd
$300 fell by 54 percent between 1999 and 2004, fveer $26 to $12. Since then, however, costs have
remained sticky, dropping only to $10.6 by the ehd006.

South-South remittance costs are even higher thwathMouth remittance costs (figure 6).
Nearly half of the migrants from the South livetle South. Yet South-South remittances are either
impossible due to capital and exchange controlthey are prohibitively expensive as the currency
conversion charges have to be paid at both ends.

High remittance costs faced by poor migrants careleced by increasing access to banking and
strengthening competition in the remittance induddanks tend to provide cheaper remittance sesvice
than money transfer operators. Costs could beystrbngthening competition in the remittance itidus
Entry of new market players can be facilitated bynfonizing and lowering bond and capital
requirements, and avoiding overregulation suctegsiring a full banking license for specialized ragn
transfer operators.



Figure 6: South-South remittance fees are higher than North-South remittance fees
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Source: Ratha and Shaw (2007)

While regulations for anti money-laundering andrdeting the financing of terrorism
(AML/CFT) are necessary for security reasons, steyuld not make it difficult for money service
businesses to operate accounts with correspondahksbThere is currently little clarity on these
regulations, and to make matters worse, they areystematic or harmonized. Developing transparent
compliance guidelines on AML/CFT regulations shdodda policy priority.

Sharing payment systems would avoid duplicatioeffufrts. Establishing partnerships between
remittance service providers and existing postdlaher retail networks would help expand remiteanc
services without requiring large fixed investmehtewever, exclusive partnerships between posteffic
networks and money transfer operators have oft&ntesl in higher remittance fees than when thexe ar
no such partnerships. Partnerships should be ndosive.

Requiring greater disclosure on remittance feas fremittance service providers would help
remitters make informed choices. Poor migrants di@lgo benefit from financial education.



4. Summary - the International Remittances Agenda

Remittances can contribute significantly to poveeguction and other millennium development goals.
Following the discussion above, the internatioeatittances agenda can be summarized under four
headings (annex diagram):

1. Monitoring, analysis, and projection

2. Retail payment systems

3. Financial access of individuals or households

4. Leveraging remittances for capital market acoé$imancial institutions or countries.

1. Monitoring, analysis, and projection. This part includes understanding the size, corsidchannels,
and costs of remittances (and migration) flows, tedcyclical behaviour of these flows; analysis of
impacts on poverty, inequality, education, heaithestment in remittance recipient countries; and
analysis of policy factors affecting remittancetsesfor example, entry barriers and exclusivity caots
affecting market competition and exchange contaffiscting foreign exchange commission—and the
effect of cost reduction on size and channelsafdlalso falls under this group.

2. Retail payment systems. The changes in the payment system relating tsopal remittances impact
all retail or small-value payments including théseperson-to-business and business-to-business
payments. The items in this category include neynant platforms or instruments (including cell-
phone-based, card-based, or internet-based repgttastruments); prudential capital requirements an
regulations governing access of remittance agentkearing and settlement systems; compliance with
anti-money-laundering and the countering of thariting of terror (AML/CFT); disclosure of remittanc
fees; and cross-border arbitration in the eventdlramittance transaction is not delivered adher
service promise.

3. Financial access of individuals or households. While financial intermediaries such as banks raic
finance institutions, credit unions and saving [zacdn help deliver remittance services, they caem al
benefit by offering remittance services which mtyaat new customers, and encourage them to sal/e an
invest. Besides encouraging saving out of remiganthese financial intermediaries can develop
remittance-linked consumer or housing loans angrarse products; can use the history of remittance
receipt for evaluation of a recipient’s creditwangss.

4. Leveraging remittancesfor capital market access of financial ingtitutionsor countries. Large and
stable remittance flows undoubtedly improve countaditworthiness and thereby creditworthiness of
sub-sovereign entities as well. Banks in many ateshave used future remittances as collateral for
raising significant bond financing (sometimes bilis of dollars) from international markets. Tthieiest
spread on these bonds were lower, and tenor hitifear,comparable plain sovereign bonds. Some
estimates show that the potential for such borahfimg remains untapped, especially in many poor
countries that also receive significant remittarities funds raised via these bonds can be targeted t
specific development projects.
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Annex Table: Global flows of international migrant remittances ($ billion)

INFLOWS 2000 2001 2002 2003 2004 20052006e Change Change
005-06 2001-06

All developing countries 85 96 117 145 165 193 203 5% 112%
Low-income countries 22 26 32 40 42 48 52 8% 102%
Middle-income 63 70 85 105 123 145 151 5% 116%
Lower MICs 43 48 61 75 86 98 102 4% 113%
Upper MICs 20 22 24 30 37 47 50 6% 122%
East Asia and the Pacific 17 20 29 35 39 44 45 16% 170%
Europe and Central Asia 13 13 14 17 23 31 31 1% 144%
Latin America and the Caribbean 20 24 28 35 41 48 52 8% 113%
Middle-East and North Africa 13 15 16 21 23 24 25 5% 71%
South Asia 17 19 24 31 30 35 36 9% 102%
Sub-Saharan Africa 5 5 5 6 7 7 7 0% 89%
High income OECD 46 50 52 59 66 68 68 0% 37%
World 132 147 170 205 233 262 273 4% 86%
Change Change

OUTFLOWS 2000 2001 2002 2003 2004 2005 2004-05 2001-05
All developing countrie 12 14 21 25 32 38 19% 167%
High income OECD 76 83 88 98 111 119 7% 44%
High income non-OECD 22 22 22 21 20 22 7% -1%
World 110 118 131 144 163 179 9% 51%

Source: Author’s calculation based on data from IMF Balawf Payments Statistics Yearbook 2006. Remitgnce

are defined as the sum of workers’ remittances pemsation of employees, and migrant transfers .€fitiee

dataset is available atww.worldbank.org/prospects/migrationandremittances
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The International Remittances Agenda

1. Monitoring, analysis, projection

= Size, corridors, channels

= Counter-cyclicality

= Effects on poverty, education,
health, inv

3. Financial access 4. Capital market access

= Private banks and
corporations
(securitization)

= Deposit and saving
products

=Loan products
(mortgages, consumer
loans, microfinance)

= Governments (diaspora
bonds)

= Credit history for MFI
clients

= Sovereign credit rating

= Insurance products

= Payment platforms/instruments

= Clearing and settlement, capital adequacy, disclosure, cross-
border arbitration

= AML/CFT
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